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The effects of Baghdad politics on
Kurdistani gas prospects

T his paper will examine the impact of internal Iraqgi politics on Kurdistan’s gas
market. It will look first at the legal aspects of gas, particularly in the
Constitution, and find that gas in Kurdistan and throughout Iraq is theoretically
nationalised and inaccessible to outsiders. This is partially corroborated by the
current Kurdistan oil situation (which is given identical treatment to gas in the
Constitution), where the Baghdad government is refusing to recognise bilateral
deals between the KRG (Kurdistan Regional Government) and investors, and is
blocking exports. However, as will be shown, there are divisions within the
government, and its policy is by no means set in stone. Moreover, the
government is currently pursuing a more lenient national policy for gas than for
oil, which should be considered cause for tentative optimism among investors in
Kurdistani gas.

Legal aspects

First the legal aspects of Kurdistani gas according to the Iragi Constitution, which
is the country’s most important legal document and supersedes any contradictory
regional laws including those of the KRG.' The relevant part of the Constitution
calls for the centralisation of oil and gas: “Oil and gas are owned by all the
people of Iraq in all the regions and governorates.”2 (Note that while this official
UN translation is slightly ambiguous, the original and binding Arabic is concrete
in defining the resources as a single indivisible entity — a more literal translation

! Article 13, Iraqi Constitution
<http://www.uniraq.org/documents/iraqi_constitution.pdf>
Z Article 111, Op. Cit.
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would be “The oil and gas is the property of all Iragi people...”)*> This supports
Baghdad’s current position of refusing to recognise PSCs (Production Sharing
Contracts) agreed bilaterally between the KRG and private companies.

The following article, however, states that the federal government’s control of
natural resources is conditional upon its “specifying an allotment for a specified
period for the damaged regions which were unjustly deprived of them by the former
regime, and the regions that were damaged afterwards in a way that ensures
balanced development in different areas of the country, and this shall be regulated
by a law.”* The KRG makes a complaint that, as the region most oppressed in the
Saddam era, it is not receiving enough recompense from the central government.
The text of the Constitution is vague on this point, specifying neither how much is
to be given nor which law shall regulate it (this is equally true in the original
Arabic), and in the continued absence of any revenue sharing law the proceeds
are split between the regions according to population size (giving the KRG 17%),>
which does not respect the Constitutional provision for repairing damaged regions.
Until complementary laws are introduced, therefore, this Article will continue to be
invoked by both the KRG and the Baghdad government to support their respective
positions.

The current oil situation

Realities do not always reflect Constitutions however: indeed Article 112 is almost
meaningless without supporting legislation including a revenue sharing law and a
new version of the hydrocarbon law (the latter stalled in the Baghdad parliament in
July 2007 in the face of broad opposition including that of the KRG). It is therefore
important to consider what is currently happening on the ground. Since no gas is
currently being exported nor is immediately available for export from Kurdistan, a
good starting point for estimating Baghdad’s likely policy is to look at the oil
situation and extrapolate. The official position of the Deputy Prime Minister for
Energy Matters, Hussein al-Shahristani, is that current KRG PSCs are illegal and
that oil should instead go through SOMO, Irag’s central oil exporting organisation —
which Baghdad can enforce due to its control of the Kirkuk-Ceyhan pipeline by
which most Kurdistan oil is exported (there are also some illegal truck exports to
Iran). In interviews, Shahristani has strongly maintained this federalist position,

3 Article 111, Iraqi Constitution (Original Arabic),

<http://www.parliament.ig/lragi_Council_of Representatives.php?name=singal9asdasdas9dasda8
w9wervw8vw854wvw5w0v98457475v38937456033t64tg34t64gi4dow7wnfdwdy4t386b5w6576i75p
age&pa=showpage&pid=3>
* Article 112, Op. Cit. (U.N. Translation)
® Thanks to Christopher Segar of the IEA for providing this information.
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invoking the rights of “the Iragi people” as a whole and implying that they are being
disenfranchised by the unilateral actions of the KRG.®

It is worth noting, however, that Baghdad is not a monolith. In spite of
Shahristani’s persistent hard-line, the Prime Minister Nouri al-Maliki offered in
January 2010 to recognise Kurdish PSCs in return for the KRG’s support in the
March elections. A year later, on 5™ January 2011, the Prime Minister told an AFP
reporter that the central government now recognised the PSCs, only to be firmly
contradicted two days later by Shahristani claiming that Maliki had been misquoted
— something which IHS Global Insights perceives as “virtually impossible” given the
detailed nature of the interview.” There is, therefore, a great deal of uncertainty
regarding the legality of the KRG’s contracts even within the corridors of Baghdad.

At the business end of things, this political uncertainty translates to unpredictability
in exports. Since Maliki’'s promises of January 2010, 13 months passed before oil
finally began to flow once more from Kurdistan on 3™ February 2011 (via the
Norwegian company DNO). Even so, under this agreement, the KRG only
receives 17% of the profits due to the temporary revenue sharing methods outlined
above, and so DNO is only recovering its operating costs, rather than taking a
profit. Combine this with the uncertainty as to whether or not Maliki truly speaks
authoritatively for his government, and investment in Kurdistani resources seems,
for the moment, to be a strategy of high risk and limited reward.

The current gas situation

In seeking to extrapolate this ambiguous situation to gas, it is important to
remember that gas is a fundamentally different product. The inherent differences
seem to be negative: gas infrastructure has higher setup costs than that of oil, and
gas is more expensive to move great distances, neither of which are attractive
traits in an atmosphere of political uncertainty and intermittent exports. It is for
these reasons, and the fact that there is no immediately obvious gas export route,
that companies have until now preferred to look for oil. This attitude is mirrored by
investors: when the British/Canadian company Heritage Oil struck gas in January

® Radio Sawa, ‘Oil Minister requests the Kurdistan Regional Government to break foreign ties and
abide by the Constitution’ [Arabic], 19/01/2011, <http://www.ahali-
iraq.net/detail.aspx?c=job&id=3965>
" Eric Watkins, ‘Al-Shahristani: Baghdad still wants changes in Kurdistan oil agreements’,
12/02/2011, <http://www.ekurd.net/mismas/articles/misc2011/2/govt1816.htm>
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2011 in what was previously thought to be an olil field, its share price tumbled more
than 15%.°

However, the situation may improve in years to come. Assuming the question of a
viable export route is solved by the realisation of Nabucco, all that will be in the
way of profitable gas exportation will be Baghdad’s intransigence and transit
across Turkey. These remain very real concerns as Turkey, having sizeable
interests in both Kurdistan and the rest of Irag, has maintained that it will not transit
KRG gas exports which undermine Baghdad®. However, it is becoming clear that
the assumption that Baghdad’s policy on gas will necessarily reflect its oil policy is
mistaken, and several large companies have shown great interest in the long-term
prospects of exporting gas from Kurdistan. In August 2010, the German energy
giant RWE, a Nabucco stakeholder, signed an agreement with the KRG promising
to help develop the latter's gas infrastructure, with a view to maximising future
Nabucco exports.*® Earlier, in 2009, the Austrian company OMV and the
Hungarian MOL, both members of the Nabucco consortium, each bought a 10%
stake in Pearl Petroleum, a project controlled by two Emirati companies, Dana Gas
and Crescent Petroleum, which has so far invested $610 million in the Khor Mor
gas field.™ It is currently only supplying Kurdistan’s internal needs with around
200mcf/d; but given that the capacity of the Khor Mor and Chemchemal fields
alone is estimated at over 3000mcf/d,*? and given the interest shown by Nabucco
stakeholders, it is clear that pressure for exports is building. Badr Jafar, the CEO
of Crescent Petroleum, has stated in interviews his desire to “support additional
export projects, such as the Nabucco Project’,*® and Ashti Hawrami, the KRG
Minister for Natural Resources, has spoken of his desire to export gas, first to
Turkey and then onwards to Europe.**

8 <https://secure.tdwaterhouse.co.uk/webbroker2/hemscott/tdw/tiles/market-news/news-

item.jsp?CSRFTOKEN=IQBO-CTBP-FY4F-32MN-QQIB-BCOC-PM7V-

XVA4G&newsid=128859756393348&epic=HOIL&market=L SE&v=td&dec=false>

° Arabian Oil and Gas, ‘Turkey to comply with Iraq govt in crude export, 22/09/2010,

<http://www.arabianoilandgas.com/article-7861-turkey-to-comply-with-irag-govt-in-crude-export/>
Upstream Online, ‘RWE signs Nabucco deal with KRG, 27/08/2010,

<http://www.upstreamonline.com/live/article227988.ece>

™ Viadimir Socor, ‘Hungarian MOL Enters Gas Projects in Irag’s Kurdistan Region’, 19/05/2009,

<http://www.jamestown.org/single/?no_cache=1&tx_ttnews%5Btt_news%5D=35009>

2 |HS Global Insight, ‘OMV, MOL, Crescent Attempt to Bring Iraqi Kurdistan Gas Through Nabucco

to Europe’, 18/05/2009, <http://www.ihsglobalinsight.com/SDA/SDADetail16732.htm>

¥ Badr Jafar, November 2009 interview  with Arabian Business News,

<http://www.arabianbusiness.com/crescent-rising-11238.htm|>

4 Ashti Hawrami, interview in The Oil and Gas Year: Kurdistan Region of Iraq 2009, Wildcat

Publishing Ltd. 2009, p24
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Oil vs. gas: Baghdad’s perspectives

Oil and gas might well be treated as a single entity in the Constitution, but they are
very different in terms of investment and international marketing, and in any case,
Baghdad is unlikely to allow the letter of the Constitution to get in the way of its
realpolitik. For both nationalistic and economic reasons, Baghdad is likely to allow
more foreign investment in gas than it is in oil. Partly, this is due to national pride
and identity: ever since it was discovered, oil has played a central role in Middle
Eastern and Iraqgi politics. Some commentators attribute the 2003 invasion of Iraq
to oil; Saddam Hussein invaded Kuwait in 1991 largely because of alleged Kuwaiti
manipulation of the oil markets; and in neighbouring Iran, an elected Prime Minister
was deposed with the help of British and American intelligence agencies in 1953
for daring to nationalise his country’s oil. Sovereignty over their oil has thus come
to represent a part of national identity for many Middle Eastern states. No such
troubled history exists for gas, and so there is less imperative for the government
to be seen to adopt a nationalistic policy: unlike for oil, there are no proposals to
set up an ‘Iragi National Gas Company.’

Besides this somewhat emotive factor, there is solid economic reasoning behind
Baghdad’s focus on its oil. Having inherited a country devastated by years of war
and insurgency, the government’s current priority is to get its economy back on
track as quickly as possible, and the most efficient way to do that is to bring its oil
production back to capacity — which it is still some years away from achieving. By
contrast, gas has little existing internal infrastructure, Iragq’s economy is not
gasified, and current export routes are limited. Therefore, when it auctioned off
three major gas fields in October 2010, the Baghdad government was content to
pledge significantly higher remuneration fees per barrel of oil equivalent than it did
for similar auctions of major oil fields in 2009, reflecting the higher risk involved in
exploiting gas as well as a smaller governmental role. IHS Global Insight draws
the conclusion that “The gas sector is expected to remain a secondary objective for
the Iragi government, which theoretically makes it a more attractive — and
acceptable — option for foreign involvement.”*> It is of note that the gas field
auctions were dominated by Turkish and Kuwaiti consortia, suggesting that exports
are considered feasible in the future, at least at a regional level.

As in Iraq as a whole, so too — perhaps — in Kurdistan. The current government
has neither the power nor the desire to particularly repress the Kurds as Saddam
Hussein did: even Shahristani’s hardline position on Kurdistan’s oil is consistent
with his nationwide policy of federalism. The Baghdad government’s current
implied policy of “we won’t have it, but neither can you” is incoherent and benefits

'° |HS Global Insight, ‘Report: Iraq (Energy)’, 21/10/2010, p2
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no-one. There is every likelihood that, as Kurdistani gas shows a potential for
profitability, Baghdad will be content to take its cut while allowing others to exploit
it, as is reflected in its policy in Iraq as a whole. This will only occur once the EU
and the US are satisfied that Baghdad has found a workable solution with the
KRG, and once Turkey has concluded that such exports are in its national interest.

Conclusion

Kurdistan’s nascent gas market is, and will continue to be, mired in political and
legal uncertainty. Dissuaded by the lack of existing export routes and cowed by
Turkey’s solidarity with Baghdad and the vagaries of Iraqi oil politics, investors
have so far been unwilling to risk the large setup costs required to start preparing
Kurdistan’s gas for export. They would do well, however, to recognise that
Baghdad'’s policy towards Kurdistan’s gas may differ significantly from that of its oil.
Having little interest in exploiting the gas for itself, the government may well be
willing to take a profit in allowing others to do so — particularly if it becomes feasible
to get its exports to Europe through whatever pipeline eventually begins to move
Caspian gas through Turkey, which is a probable scenario within the next decade.
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