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1 Introduction

The symbol of Iran’s independence is not the magnificent Azadi
Tower that marks the formal entrance to Tehran, but the rather hum-
ble stone building on the corner of ‘Taleghani and Tlafez avenues, the
headquarters of the National Jranian Oil Company. In 1951 Iran’s oil
company, more commonly referred to as NIOC, was the second ragjor
oil company to be nationalized (after Pemex). Unlike the swift nation-
ahzations of the early 1970s that created most of today’s national
oil companies (NOCs), NIQC’ natwonalization began much earlier
with a series of failed and quasi-nationalizations before it hecame
fully nationalized in the period 19741979, Since its founding, N1IQC
has been the center of the country’s economy, providing more than
45 percent of Iran’s exports in the 19505 and peaking at 97 percent
of exports at the height of the grear oil shock of 19731974 {CBI
1980/1981-2008/2009; Karshenas 1990). In addition, NIOC sup-
plies politically visible goods and services, including a costly but very
popular subsidy for gasoline that makes retail energy in Iran nearly
free.’ Nearly all politics in Iran is ar some level connected with NIOC
and the hydrocarbon industry. Despite successful efforts to partly
diversify the economy, the country remains in some respects heavily
dependent on hydrocarbons: For the 2006-2008 period, oil and gas
sales made up 80% of total exports and 50% of ZOVErRMCNt revenue
{though only accounting for 15% of GDP) (CBI 2008/2009; World
Bank 2009).2

Previous studies on NIOC have focused on the fact that while the
NOC has vast oil and gas reserves at it disposal the enterprise per-
forms poorly. Some studies have addressed Iran’s “resource curse,”
finding that increased government revenue from oil sales has dam-
aged the country’s economy and hindered democracy (Fardimanesh
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1991; Khajedpour 2001). Some blame the perroleam imndustry’s
shortcomings on the strucrure of the Iranian governinent as a “ren-
tier state”™ that overtaxes the oil industry {rather than broader cco-
NOINIC activity) to snstain goverament expenditures {Mahdavy 1970;
Katouzian 1981; Skocpol 1982). More recently, two studies focus on
the company itself, analyzing its organizational structure, the rela-
tionship between the company and the state {decision-making proc-
esses, financial flows), and the company’s world-views (Marcel 2006;
Bramberg and Ahram 2007). Despite keen interest in NIOC's opera-
tions, however, it has proved extremely difficult to unravel and assess
the decp-rooted bureaucracies of Iran’s government and petroleum
sector. The present study aims to provide more clarity by focusing,
especially, on how NIOC’s structure and operations are integrared
with the Iranian state and the company’s political masters.

In assessing the inncr workings of one of the most secretive and
mysterious oil companies in the world, I make four main arguments.
First, NIOC has weathered substantial shocks, such as the 1979 revo-
lution, the lran—Irag War, the enactment of economic sanctions, and
the frequent periods of organizational reshuffling, most recently com-
pleted by the Ahmadinejad administration. These factors — in effect,
perennial chaos and uncertainty in the oil sector — have periodically
resulted in drastic production shortfalls and the inabiliry 1o develop
new fields. In particular, I find that the war with Iraq and the enact-
ment of sancrions have had the largest impacts on NIOC’s produc-
tion levels when compared with other facrors, Morcover, the regimes
governing foreign investment in the oil sector have made it difficult
to attract 10Cs as partners, and the arrival of sanctions has nar-
rowed the prospects for foreign participation even further, As a result
NIOC’s performance as an oil and gas company {and that of the sec-
tor overall) has been terrible, particularly since 2008.

Second, explaining NIOC’s structure, organization, and perform-
ance requires looking far beyond its role as a producer, refiner, and
marketer of hydrocarbons. A thorough analysis of the company's
strategy involves its handling of government demands. In making
this analysis, 1 find that NIOC’s strategy has been onc of compli-
ance under the Shah to autonemy after the revolution and back to
compliance in the Ahmadinejad era. This dynamic strategy explains
NIOC’s organization with its many subsidiaries, its rclationship
with the government, and most importantly its performance — strong
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hefore the revolution, weak during the early period of the | lami
Republic, moderately successfnl in the 19905, and ineffici ; amm
the Alumadinejad era. , e during
.Thll‘d, NIOC poor performance reflects not just political un
tainty b:ft glso the fact that N1OC, itself, is not really an oil com ;jrh
Rather, it is a confederation of partially independent enter 1'5;: .
cach responsible for different functians and none int’cgratedirmilg
3 common strategy. This fact (along with lranian poli(,;ies that mak
it echptlgnall}F difficult for NTOC to engage outside firms as well ae
SANCHONS I recent years that make it hard for ontside firms to oper: ts
i Iran) explains why the company has particularly pOOII.’ b;zrforr};a;‘e
in cotplex areas of operation. This is evident in the con.n.tr{!’s new Le’
ol ﬁf{id.s, which are toa challenging for N1OC to opcrat:e on iri:LWfSt
And it is evident, morc generally, in offshore Upemrj(.m.s- and .inor“ 1tl .
ural gas, .Nll'OC’s offshore subsidiary nroduces (.)111.3" f8 perceny ﬁfltz _
country’s oil despite sitting on two-thirds of its ofﬁciél r-eq.erves }‘s c?
Iral%, despite haviug the world’s second-largest gas resér\;ﬁq }a' fﬂ
.lleilll'!d world leaders such as Qatar, .Algcria,' Indoue«;ﬁ anc}k;’-'n . ;r
i mustering LNG technology. | S
Fourth, Iwhe& focusing on the compaiy’s performance as an «ail
:m]palz;y, }é?(i((eeping with my second finding 1 suggest that the root
ause of s trouhles is its fack of anton fr :
ment. Shoﬂrtly afrer full nationalizatian (in I97(3%1}nzzlftli?}§1§i::vi§:£;
11 1979, NIOC enjoved a golden age when it assumed the CoHn etencé
and assets of the foreign firms and continued to expand ont it Th
revolutian (which included 1y any purges from NIOCs rankQ}pan.d the
Irag war (1980~1988) were especially dehilitating for NIO(“. :Whiie the
campany was able to carve out some auLonomy from the IaJt‘e 1980 i
_the mid 2000s, it conld never attract the investient capital or e e
ise needed (o regain its former production levels, let alane e;{pertd_
mto technically more complex areas. {Since 2005, tﬁe COmp P?f
suffered another purge and has fose all of ity caref;liy craffédany' N
amy.) The revalution and the lraq war were severe shocks th tatmond_
the NOC to a degree greater than any other N(j(? exal;;alincfl i 65;13_ ;
gi)ok, and the enterprise failed to rebuild fram those tests Famzutsi;s
\ - @ » o e
tﬁ;ci::pany alc?opFLd & “buyback 'sche.me for engaging autside firms
. S unattractive to most fureign players; however while others
have cansistently expressed their frustration with buyb;ck contr'. ‘t-
I contend that buybacks have actnally been a blessing ta NIOC -;;L asf:
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much as the buyback scheme allows the company to reengage with
foreign firms after a long period of isolation. Yet the perfarmance
fathnres of that scheme lie less with NIOC than with the political com-
promises needed 1o get any kind of foreign participation in a political
climate that was usually hostile vo outsiders. Exvernal sanctions, espe-
cially the 1996 lran—Libya Sancrions Act, dealr a final biow. Taday,
NIGC is able 1o elicit outside participation from only a small anmber
of firms willing to risk pariah status, such as Chinese, Indian, and
Russian oil companics, The turmoil today has made it even harder
for NIOC to perform, although most of the company’s problems were
fully evident before the present political troubles began,

The remainder of this chapter 1s divided o three sections: sec-
tion 2, the lustary of NIOC and the Iranian petroleum sectar; section
3, the organization of and the relatianship berween NIOC and gov-
crnment institntians; and sectian 4, NIHOC’s histarical performance
and its causes, same of which are external ta the campany (e.g., the
destruction of war} and some internal tw its strategy and relationships
to the [ranian government. Methadologically, I rely on previous schol-
arly wark on NIOC and Iran, statistical evidence from the Ministry
of Petroleum and the Central Bank, and anecdotal evidence from
interviews conducted in Augnst-September 2008 and July 20097

2 History and background of Iranian oil and gas

As of 2009, NTOC sits on 138 billion barrels of ol reserves and 994
tritlion cubic feet of gas reserves {second only to Russia in terms
of global gas reserves). Oif in Iran is primarily found between the
southwestern ridges of the Zagros monntain range and the Persian
Gulf caastline, as indicated in Fignre 6.1, As for its chemical nature,
Iranian crude is generally medium in sulfur content and notably
heavy; in 2008, “heavy™ crude (AP] gravity less than 31 degrees)
made up 62.1 percent of exports {EIA 2008bL% Over time, the coun-
try has tapped its “easy” oil, and newly found structures have cre-
ated large challenges far develapment. Far example, the sonthern
Azadegan oil field discovered in 1999 holds estimated reserves of 26
hillion barrels of medium-sour crude. The field was considered too
geologically complex for NIOC to develop an its own and develop-
ment contracts were signed with Japan's Inpex in 2004 but termi-
nated in 20077 Yer bringing new fields online is essential, as Iran’s
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Figuze 6.1 Map of major 015 and gas felds in Jran.
Somree for oif and gas field data: Wood Mackenzle {2003b).

existing oil fields have been declining at roughly 8 percent per year
since 2006 (Srern 2007).5

Even as Iran struggles to produce hydrocarbons, it has faced still
larger difficulties in refining and marketing of oil products and
building an effective infrastructure for delivery of natural gas. Most
of Iran’s gas resources are located far from its urban consumption
centers in the north, in cities like Tehran, Mashhad, Tabriz, and in
the urban cluster along the Caspian coast. As such, plans to add
capacity to Iran’s gas pipeline network are constantly under con-
sideration,? but the infrastructure has lagged far behind demand.
As for ail, most politicians and energy advisers have found it more
cost effective to simply import refined products from Iran’s north-
ern neighbors and export its own crude from ports on the Persian
Gulf. Lack of expertise and investinent explains why Iran, itself,
is largely unable to refine heavier and more sour Iranian crades
to petroleum products for domestic consumption; there is a plan-
ning deficiency in the country’s oil sector strategy that fails to take
advantage of the fact that heavier crudes ferch much lower prices
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when exported and thus an orderly strategy would utiiize more of
that crude at home (V. Marcel personal correspondence 2009}, The
country relies on a large number of swaps in both gas and oil. This
has been the case since the Shah first decided to build a gas pipe-
line to Azerbaijan {(known as IGAT-I} in the 1960s. These “swap”
arrangenients became politically popular again in the 1990s {after
the dissolution of the USSR and the restoration of Azeri, Turkmen,
and Kazakh sovereignty) with the construction of a pipeline from
the Caspian port city of Neka to Tehran allowing 350,000 barrels
per day in oil swaps between Kazakhstan and Turkmenistan,'® as
well as the gas pipeline connecting Turkmenistan and [ran, which
has been heavily politicized in recent years due to price disputes
(Entessar 1992},

Iran’s refining capacity has been steadily increasing since the end
of the Iran~Irag war. However, the technology employed in refiner-
ies has not kept pace with global best practice, primarily due to
the harshuess of outside sanctions that prevent [ran from obtaining
foreign-made parts and machinery. Aside from sanctions problems,
Iranian npper-level politicians, such as those in the office of the aya-
tollah or the presidency, have been wary about foreign participa-
tion in national energy projects; similarly, foreign contractors have
not been interested in refining projects given the Jow-margin nature
of refining, coupled with the high cost of doing business in Iran
given the presence of sanctions. As of 2008, Iran carried a refining
capacity of 1,566,000 barrels per day, with refineries at nine major
sites. !

As for the history of natnral gas in Iran, prior to the 1990s Iran’s
production was below 20 billion cubic meters (hem) per year and had
been chiefly directed toward modest domestic use. The discovery of
gas i the massive offshore South Pars field {the northern section of
a large feld that across the dividing line of resource sovereignty to
the south becomes Qatar’s North field) dramatically changed NIOC’s
outlook for its gas strategy by offering the prospect of lucrative
exports.!? Yet South Pars has not yielded much production so far;
only the first five of the planned total twenty-four phases have come
online, accounting for roughly 10 bem per year of gas (MEES 51:8
2008). The ongoing difficulties in developing South Pars as an export
project, which requires LNG technologies, reflect the country’s many
setbacks in foreign comracting and partnerships,
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2.1 The bistory of bydrocarbons in Iran’?

All of Tran’s modern history is comingled with oil.'* The frst permit
agreement for oil exploration in Persia to the Western countries was
given and signed by Nasseredin Shah of the Qajar dynasty and Baron
Julius Reuter of the United Kingdom in 1872. Reuter proceeded by
exploring the areas around Kazeroun and Gheshm Island, but afrer
twenty-one vears of largely dry holes Reuter finally guit in 1893,
Further exploration by Westerners was similarly unsuccessful, until
W. K. D’Arcy - working under the famons D’Arcy Oil Concession
that gave Russian firms control over oil exploration in the northemn
provinces while D’Arcy reigned in the south — struck a major discovery
in 1908 at the Masjed-c-Suleyraan No. 1 well. Shortly after that find,
in 1925 the Pahlavi dynasty consolidated its control over Persia. (The
term Iran, coined by the Pahlavis, did not supplant Persia as the coun-
try’s name until 1935.) And in 1932 the government of Iran ~ now led
by the charismatic Pahlavi monarch, Reza Khan Shah ~ unilaterally
canceled its contracts with all foreign companies. It is ramored that
the Shalv’s lavish lifestvic combined with low oil revennies in 1932 had
empticd the government coffers: To amend this situation, the Shah
sought a new contract that would aid in replenishing the national
creasury. !t

A year later, the Iranian government negotiated a new contract
{known as the 1933 agreement} with the newly minted Anglo-Tranian
Qil Company (AIOC}, a UK-backed firm that had been built upon
I¥YArcy’s enterprise. Despite increasing government revenue, the new
contract did not give the Iranians sovereignty over oil, and as a result
AIOC had more benefits and rights to oil concessions than before.
Under this contract {which has been referred o by Iran scholars as
Reza Shah’s “historic betrayal®®} intended to fucl the British war
machine from the late 1930s, AIOC developed vast oil fields and
refineries at Abadan, the area in the southwest corner of the conn-
try along the Iraq border that still houses Iran’s largest refinery and
much of today’s ail industry. After the war, Tranian public sentiment
toward DBritish extraction of [ran’s oil greatly worsened; news had
spread to the cities of terrible working conditious in the oil fields for
franians'’ while British employees had “rose beds, tennis coures, and
switnming pools,” which fueled images of the Britsh as nineteenth-
century tmperialists {Farmanfarmaian and Farmanfarmaian 1997,
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p. 185). Beyond public aggression toward ATOC, there was also
growing concern in the Majlis {the Iramian pardiament) thar AIOC
was earning ai excessive share of oil revenue.’ Out of this charged
disagreement emerged Dr. Mohammad Mossadeq, who prompeed
the creation of an NOC.

In the 1940s, Mossadeq was a prominent figure in Iranian pol-
itics — serving varicus roles in the Mailis as an MP and also as a
provincial governor — and was known in the public sphere for his
opposition to the monarchy’s closc relationships with foreign gov-
ernmients. When Mossadeg began to make public the revenue dis-
parities between Iran and Britain, his nationalist party — the Jebli
Melli — grew in popnlarity. With his newfound political strength,
Mossadeq sought to nationalize ATOC in 1949 bnt did not have
enough power to impose that outcome; instead, he compromised and
signed a “supplemental agreement” that only slightly increased the
Iranian govermment’s take but also forced AXOC to improve work-
ing conditions, When in November 1950 the Majlis rejected the new
agrecment, Jebhi Melli led the Majlis in March 1951 to legislatively
nationalize British assets and operations in Iran. Concurrently, Al
Razmara, the Shah’s appointed prime minister who was pur in place
to impede the political surge of Jebhi Melli, was found dead outside
a mosque in Tehran!? Faced with a power vaciuum, the Maijlis over-
whelmingly supported Mossadeq to be the new prime minister by
a vote of seventy-nine to twelve; three days later, on May 1, 1951,
Mossadeq had canceled AIOC’s prior oil concession and fully expro-
priated its assets. Thus, NIOC came to be nationalized, for the sake
of creating revenue for the government and protecting Iran’s oil from
foreign development.®

Western powers, along with AJOC (which had changed its name
to BP in 1954), saw their interests threatened and successfully mobi-
lized against Mossadeq —~ who had all but physically replaced the
Shah? — and restored the Shah to power in 1953, New laws promptly
followed and Western oil companies resumed an active role in the
Iranian oil sector in 1954: The Maijlis approved the establishaent of
an “international consortiam” in order to make room for non-British
companies to explore, produce, refine, and distribute franian oil. The
consortium, which was made up of members of the Seven Sisters,*
entered a fifty-Afty contract to split profies from the sale of oil with
NIOC.#* The nationalization process in 1951 actually allocated
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reserve rights to NIOC alone whereas the consortium was gramnted
exploration and production rights but not full ownership.#

Berween 1957 and 1974, the Shah's new IQC-friendly arrangement
brought the monarchy into closer contact with the United States — n
particular companies like Standard Oil of New Jersey {(now Exxon).
During this period, while NIOC did not fully control either upstream
or downstream activities, based on the terms of the Consortium, it
was able to negotiate its own contracts. One such contract grabbed
the attention of the international oil market: In 1957 Bnrico Mattei
of the Italian firm Eni broke the internationaily recognized ffty-fifey
production-sharing framework and offered NIOC 75 pereent of the
profits from its fields {Maugeri 2006}, In parallel, NTOC entered into
contracts with a number of Japanese, Dutch, Korean, and Soviet com-
panies to establish its foray into petrochemicals, refining, marketing,
and natural gas production.

Only in 1974 did NIOC gain monopoly control over exploration,
production, and operations of Iranian oil ficlds. Riding a wave of
nationalizations in the region, the Petrolenm Act of 1974 reiterated
national ownership of petroleum resources and specifically prohibited
foreign companies from investing in production or in downstream
activities. NIOC rook full control over operations in the consortium
area and was barred from using the then-standard production sharing
agreements (PSAs) with foreign companies, which allowed outsiders
to invest in oil operations while earning a return through a variable

sharc of the produced oil. Instead of PSAs, NIOC was obliged 10
engage foreign services through a service contract mechanism, {In this
respect, NIOC followed the lead of Petréleos Mexicanos; Kuwait’s
NOC has also relied on similar arrangements as a way to keep con-
trol over the sector while encouraging, albeit haltingly, the participa-
tion of outside firms. See Chapters 7 and 8, respectively.) Whenever
a foreign company struck oil, by law it had to hand it over to NIOC;
on the other hand, if its efforts resulted in dry wells, then the foreign
firm had to bear the costs on its own. By contrase, under the earlier
Mossadeq “nationalization,” foreign companies could still partici-
pate inlra’s ol sector —under contract through NIOC ~in ways that
created equity-like incentives to find oil. As with many comnpanies in
the region, such as in Saudi Arabia, the period up to nationalization
saw many local NYOC employees working alongside members of the
consortium. Thus by 1974 when the consortium guickly unraveled,
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NIOC workers had gained the requisite technicai.skilis f\o.r handling
operations on their own — along with the benefits of Shah-fugded
engincering universities in Tchran and Ahwaz ~ an‘d several Iraniang
promptly took over operational positions that previously belonged to
ATOC British employees {Takin 2009). | |
Everything changed yet again in 1978-1979. The Islamic Revolution
in Tran dramatically altered the way Iran and the rest of the world
viewed each other. The new government abolished the monarchy and
established a parliamentary theocracy, led by the Grand Aygtollah”
or supreme leader and his cabinet and councils (the anrdlan and
Expediency Councils), a bi-cameral parliament {the Ma;i‘:s} where the
upper house is fully appointed while the !.ower_ E}OUSE.ls 'el‘ected by
popular vote, and an appointed judicial council {the judiciary). As
far as NIOC was concerned, one of the changes brought about‘by
the revolutionary government was the abandonment of pre-revolution
foreign oil contracts. _

Perhaps the most drastic change brought about by the revoiut:fn.
was the establishment of the Ministry of Petroleum. Before ]9{9,
there were ministers or viziers of oil but never a stand-alone min-
istry: the Shah merely appointed people to hi's cabinet Vjvho were
inn charge of the oil industry. After the revolution, t};‘e existence gf
a Ministry of Detroleum has made it easter for NIOC to communi-
cate with different levels of government, specifically the Majlis apd
the exccutive, especially since in practice the unistry 1s f{}&ed_‘wlth
and not separate from NIOC.2 In terms of the oil sector itS'Eli', the
prrpose of the ministry was to manage hydrocarbon operations by
6verseeing the new division of Iran’s four state-owned };y?rocarbon
enterprises: NIOC, the National Iranian Gag Compan.y_ {(NIGC), Fhf)
National Petrochemical Company (NPC), and the National Irg:nan
Oil Refining and Distribution Company (NIORDC). '}"%z.ese differ-
ent enterprises were remnants of the Shal’s ers Where' varions hyd%’o—
carbon operations were entrusted to different organizations. Unlike
other countries where such groups were subsidiary to a cemral NOCG,
in practice these units were more like partners for NIOC rather than
subordinate unirs.?” '

After the revolution and the concomitant flight of foreign oil com-
panies from [ran due to the annntment of foreign contracts, .NI(}C
finally took all the reins of the country’s 0'11‘ operatum‘s‘ With the
departure of foreign companies from drilling sites, NIOC was forced
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1o operate some twenty-seven oil rigs that had been abandoned in this
exodus. Already burdened with the task of managing all upstream
and downstream activities, NIOC decided to establish a subsidiary
specifically designed to handle all drilling operations. Indeed, in later
periods when NIOC would temporarily gain more independence
from the government, it would establish still more para-statal or semi-
private companies — a pattern {especially evident in the 1990s) that is
discussed in more detail later. )

3 Relationships bevween NIOC and the Iranian state

In order to understand the nature of state-NOC relations in Iran, it
is helpful to discuss, first, NIOC's organizational structure and then,
sccond, the structure of the Iranian political system. 1 then turn to
a detailed analysis of the relationship between the company and the
government in terms of NIOC's avenues of communication with vari-
ous state actors and institutions, and in terms of what the government
expects and demands from its NOC.

Outsiders regularly criticize NIOC as opaque, inward looking,
and overly bureancratic; similarly from the inside, NIOC employees,
despite their strong sense of company loyaley and pride, emphasize
the opacity at the upper levels of the organization. While the organ-
ization is notably lacking in transparency, in fact the organizational
structure itself is comprehensible. Ou paper, NIOC oversees a num-
ber of semi-independent state enterprises thar provide operational
functions such as drilling, production, and refining. Within this
organizational chart, shown in Figure 6.2, NIOC's function is less
as an oil comnpany and more as an overscer of its many subsidiar-
ies. It works with the Majlis to develop policies that are incorpo-
rated in the nation’s five-year development plans; in turn, NIOC
embeds those plans into the operational plans that the subsidiaries
implement.*®

The Narional Iranian Offshore Oil Company (NIQOC), the major
offshore subsidiary, controls production on a reserves base of 91 bil-
lion barrels of oil {rwo-thirds of the national toeall and 173 erillion
cubic feet of gas {18% of the rotal} {APRC 2008). Despire this huge
base, as of 2008, NIOOC produced only 16% of lran’s oil and a tiny
fraction of the nation’s gas. The largest subsidiary — measured by pro-
duction levels — is the National Iranian South Oil Company, which

NICGC {Tran)
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Figure 6.2 Organizatianal chart of NIGC and its subsidiaries,

Nore: The dotted line berween the Ministry of Petralenm and NIOC represents the
notion that they are largely the same eotity, as | have pointed out in the main text.
Several members of NIOCs board also work for the ministry and vice versa. As stich,
NIOC officials commuuicate directly with the Majlis given that they are part of the
Ministry of Petrolenm as well.

produced 3.3 million barrels per day (81% of Iran’s total production]
and 97.4 mem per day of gas {22% of total gas production} in 2008.
Most of the balance of Iran’s gas is produced by the National lranian
Central Oilfields Company ~ which despite its name is predomin-
antly a gas operator ~ that accounts for 271 mem per day or 62% of
total gas production (Islamic Republic of Iran Ministry of Petroleum
2008).% [n addition to these production enterprises, NIOC oversecs
the Oil Exploration Operations Company, which is primarily a ser-
vice company cagaged in geologic surveying.

Before examining the relationships between NIOC and the Irantan
state, it s essential to discuss the nature of the political system.
Velayat-e-faqib is the Persian term that sums up Iran's political struc-
ture and can be loosely translated as “the Rule of the Jurisprudent.”
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it refers to the top level of the theocracy: the avatollah and his control

over all of Iranian politics, After the revolution, Ayatollah Ruhollah

Musavi Khomeini established the velayat-e-fagib system as a com-

pletely top-down government where the supreme leader {the title

that Khomeini bestowed on himseclf and that was given to the cur-
reat Ayatollah Ali Khamene'i after Khomeint's dearh} is the ultim-
ate head of state and is mandated to rule according to Islamic Law.

The supreme Jeader has final say over the actions and decisions of

the Mailis {the legislative branch that approves presidential appoint-.

ments and drafts the country’s laws), the Office of the President

and the ever-mysterious Assembly of Experts, which is in charge ch
the selection of successive supreme leaders. Aside from these three
bra.nches of government, the supreme leader also oversees three b§d~
ies that essentially run the entire country: the Guardian Council

the Expediency Council, and the judiciary.®® The Guardian Cmmcii
vets presidential candidates and has veto power over legislative deci-
sions made in the Majlis. With a more opaqgne role in the govern-
ment, the Expedicncy Council is responsible for settling disputes
between the Guardian Council and the Majlis, but also serves as an
advisory board for the supreme leader. Lastly, the judiciary enforces
rule of law, rominates candidates for the Guardian Council énd is
a‘ppoimcd and completely controlled by the supreme leader. 2311 prac-
tice, the velayat-e-fagih also bestows upon the supreme leader direct
control over the armed forces, the intelligence ministry, the judicial

system, the national broadeast network, and the sclection of the gov-
ermment’s top officials (Naji 2008). When the velayar-e-fagib system
was sef up in 1979, Khomeini also rewrote the constitution of lran to

impose severe restrictions o the abilicy of {foreign oil companies to

own hydrocarbon assets, thus finalizing the process of nationaliza-

tion of the oil seceor, (For more detail, sec Box 6.1.)

‘ Thus in theory, all power flows from the supreme leader. In prac-
tice, Iran’s system of administration is extremely complicated and the
ability of the many arms of government to understand and administer
the society — including the country’s oil industry - is highly variable.
Periodically, the government has been wracked by financial crises
linked 10 its extreme dependence on oil revenues, shown in Figure 6.3
which are highly variable with the price of oil and over the long terrr:
ti}e capability of the oil sector to yicld exports. From the inception .of
NIOC in 1951, the government budget became incrcasingl}? rc]ianf
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Box 6.1 The constitutien of Iran

One of the obviows themes in Iran’s constitution is the drive

towards pationalization and a state-controlled cconomy. Fear of

foreign “colonialism” drove the Revolutionarics who authored the

constitution to design a system that would ensure the security of
Trar’s natural resources. This is reflected in Article 3.5 - one of the
state goals of the new Isfamic Republic is “the complete elimin-

ation of imperialism and the prevention of foreign infinence” —~and
Article 43.8 where one of the principles of the Iranian cconomy 15
the “prevention of foreign economic domination over the coun-
rry’s economy” (Islamic Republic of Tran 1979). To protect the oil
sector, the authors of the new constitution mandated that foreign
companies be prohibired from owning equity stakes in hydrocar-
bon projects. Unsurprisingly, the constitution acts as a comstraint
on the oil sector. World Bank researchers Audinct, Stevens, and
Sercifel note that the burdensome constitution “tends to act as a
cather blunt nstrument when it comes to the sector’s operations”
(World Bank 2007, p. v). In practice, over fime Tran has tried to
relax those restrictions. Article 44 was amended in 2006 to allow
an increasing role of foreign companies 1o Iran. The amendments
specifically allow for the sale of state-owned enterprises and prop-
erties, excluding of course NIOC and its assets, but including
downstream asscts of NJOC’s three sister organizations {NIGC,
NPC, and NICGRDC),

on oil revenucs up unil the 1979 revolution. After the revolution and
during the war with Iraq, declining ail revennes significantly dam-
aged the government budger while at the same time the budget began
to rely more on income taxes (CB1 multiple years). Dependence on ol
revenues in the 1990s was largely responsible for the budger crisis in
19661998, as the government relied on oil and gas revenues for 55
percent of the budget between 1996 and 2001: As a result of crashing
oil prices in the mid to late 1990s, Iranian government revenue fell
from 62.6 billion rials in 1997 to 53.6 billion rials in 1998, bur with
a boost in oil prices by 2000, total governgnent revenues dramatically
increased to 104.6 billion rials {CBI 2000/2001).
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Figure 6.3 Government revenue from oil and gas sales, 1955-2009,
Sources: CBI multiple vears; Karshenas {1990} author’s caleulations.

To help reduce this volatility, Iran followed a practice widely used
in oil-rich countries and established an Oil Stabilization Fund {OSF)
in 2000, Table 6.1 gives a snapshot of the reliance on oil revenue since
the inception of the OSF. NIQC now sends funds both to the govern-
ment directly and the OSF. As detailed in Box 6.2, the government
uses the OS¥ to smooth budgetary speading, notably for social pro-
grams as well as filling in gaps in the government balance sheet {CBI
$1998-2008; IMFE 2008}

OSF rules allowed the government ~ through the Central Bank
and the Ministry of Economic and Financial Affairs ~ to borrow
against the fund and thus create the risk of uncontrolled debts {if
oil prices stayed low in the long term), as OSF extractions would
exceed contributions (Davis ef @l 200313 Unlike other wealth
funds, Iram’s OSF has a special role in reinvestment in the nation’s o1
industry because investment in oil operations is, like the OSF, inte-
grated into the government budget. During the first Ahmadingjad

administration (2005-2009}, the amonnt of money reinvested in

Table 6.1. Oil revenues in the fiscal budget

{[n billions of
Irantan rials)

900304 2004-05 2005-06  2006-07 2007-08  2008-09

200203

2000-01  2001-02

814,235

263375 335,694 470,990 574,589 639,109

213,148

128,860

109,407

Total govern-

ment revenue
Revenue from oil

181,881 174,519 215,650

186,342

150,413

128,154

e
e
L

v

102

71,957

59,449

sales and taxes

184,224

116,494

43,290 63,752 69,383 142,573

33,876

Injection

from O

Seabilization

Fund
(il as a percent of

65% £5% 64% 67 % 65% 4% &51%

56%

34%

tofal revenue

hrough which the government collects additional oil revenue.

CBI multiple years.

Note: Starting in 2005 new funds emerged t
Sources: MEES, based on data from IMFE,
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Box 6.2 Iran’s Onl Stabiization Fund and the
rent coliection process

Inwially established as 2 means to control fluctuating oil revenues,
the OSF quickly became a “piggy bank” that the government peri-
odically raids.” The OSF was set up in 2000 as a foreign currency
account to hold oil revenues, at a time when o1l prices hovered
arcund $16/barrel; the idea was to dampen the effect of volatile o
prices and stabilize the government’s annual budgets while provid-
ing a financial means for commercial banks o mvest in projects
prioritized by the government’s five-year plans. Article 60 of the
Third Five-Year Development Plan {TFYDP 20002004} man-
dated that the difference between projected and actual oil revenues
be contributed to the OSF. For example, the TEYDP predicted that
in 2003/2004 fiscal oil revenue would be $11.1 billion, when in
fact the actual fiscal oil revenue was $18.5 billion; thus in the-
ory the difference of $7.4 billion would be allocated to the OSF
{IMT 2008). Yer in reality, only $5.8 billion actually madc it into
the fund.® As for government withdrawals from the fund, the
TFYDP and Fourth Five-Year Development Plan (FFYDP 2005~
2049) limited the withdrawals to periods when the government’s
o] export receipts could not cover the budgeted amonnt for that
period. As an addendum, the five-year plans also allowed for the
withdrawal of funds for the purposes of lending to priority private
ENErEPrencurs.

Control of the OSF was in the hands of a seven-member Board
of Trustecs, the majority of whom were appointed by the presi-
dent, up until May 2008, when oversight of the OSF was given to
the Government Economic Committee {a Maijlis subcommitteel. In
theory, the Majlis has the asthority to approve OSF transactions
by using forecasted figures from five-year plans. The parhamentary
body also has the power to cap OSF lending to domestic companics.
Yet in reality, OSF transactions arc made withount parliamentary
oversight, A 2008 report by the IMF found that certain OSF opera-
tions are left out of the central government’s budget documents,
shiclding these eransactions from parliamentary scrutiny {IMF
2008, p. 39). The World Bank notes that government withdrawals
from the OSF have incrcased dramatically, with the government
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drawing an estimated 70 percent of oil revenue in the OSF during
the 2002-2006 period {World Bank 2006a, pp. 29-30},

The net contributions and withdrawals of the OSF have consid-
crably flucenated since the fund’s establishment in 2000: the yearly
balances have ranged from $0.4 billion in 2003/2004 to -§1.1 bil-
lion in 2006/2007 to $12.1 billion in 2007/2008. The current bal-
ance reflects total inflows of $34.3 billion from oil revenues and
loan payments and total outflows of $24.7 billion, with the govern-
ment taking the lion’s share of $20.3 billion while domestic firms
only received $4.3 hillion in loans (CBI 2008/2009; IMF 2008},
The savings policy has been criticized heavily by those who favor
more loans to domestic firms to support the stuggling [ranian
economy. As former Depnty Oil Minister for international Affairs,
Hadi Nejad-Hosseinian points out, “Instead of using the money to
extend loans to the private and public sectors, the funds are being
used to make up for budget deficits ... A major challenge to the
economy at present s that the governwent is competing with the
people to control the economy” (MEES 48:21 2003). However,
one of the major deficiencies of the OSE is its lack of transparency.
The Sovereign Wealth Fund Institute, a watchdog institute moni-
toring resource funds globally, has rated Iran’s OSF as one of the
Jeast transparent resource finds in the world: The fund received
a 1 out of a possible 10 points on the SWF Linaburg-Maducll
Transparency Index.** As such, the above figures on the monetary
contents of the OSF are merely estimates, as the true value of OSF
transactions is unknown.

the il industry suggests that the government had money to spare:
in 2006/2007, the government allowed NIOC to spend $12 bil-
lion on oil and gas projects and in 2007/2008, $16 billion (Taghavi
2008). Furthermore, while total oil and gas revenue was $82 hil-
Lion for 2008/2009, the actual total is most Likely much higher if
one inclides a generous estimate of $32 billion that was deposited
{net contributions} into the OSF (CBL 2008/2009; IME 2008). Yet
the rcality is that not even members of parliament know how much
is actually in the QOSF, and some analysts put the oil fund figure as
low as $7 billion.3 What is clear is that the fund remains very small
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compared with stabilization funds elsewhere in the Gulf, such as in
Saudi Arabia and Abu Dhabi, and that it is small in comparison with
the annual govermment budget and the annual myestment needs of
fran’s oil and gas sector. While it is possible in theory to raise sub-
stantial funds for oil projects by linking them to future revenues, in
practice most of Iran’s budget administration is focused on short-
term issues and is not well organized to manage the financial risks
that would accompany a large investment program. As snch, moncy
that could be going into reinvestment in the oil sector is instead
channeled to the OSF. As a former 10T employee explained, “Iran
does have the financial capacity to rake risks in oil, but perhaps the
political motivations prevent such risk.”*

The government’s actual ability to administer policy depends not
only on its complicated lines of control but also on the stability and
strength of the theocracy. Whea asked about how the revolution
changed the nature of the oil industry, one former NIOC director
remarked, “[In post-revolution lran} all oil ventures are driven by
polities and not by commercial reasoning.™” With the advent of the
theoeracy, all executive and legislative decisions regarding NIOC
became highly politicized, in the cffort to use Iran’s oil to build
effective political alliances to counter growing political pressure
from the West, Those political efforts hinge on the stability of the
theocracy because that affects the time horizon of the country’s pol-
irical masters - long time horizons allow for more patient investinent
and broad-based social programs, but short ones lead to patronage
and expropriation, including in the oil seetor {see Chapter 2}, The
question of the stability of the Islamic Republic is hard to assess,
especially at this writing. While instability is apparent, such as the
rioting in the aftermath of the June 2009 clections, so far there has
been no real and successful challenge to the current regime. Riots
against a long-overdue policy to raise gasoline prices were quelled
swhen the government changed the ratdoning system, indicating that
while the povernment has command over the population, it still com-
promises when the stakes reach an appropriate threshold.™ Indeed,
the regime has proved quite resilicat. And unlike the Shah {who
conld flee the country) the enrrent clite has few options outside Iran
and is likely to persist as long as possible. Thus, for the oil sector,
NIQCs leaders know that they must be compliant to the govern-
ment structure. The enterprise is thus wedded to instability, the lack
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of long-term incentives to undertake oil development projects, and
the inability to offer much to attract external expertse.

While Tran has, in theory, a centralized system of institutions, the
reality is that institutional controls are much more fragmented. Iran’s
institutional framework is a multifarious, scattered web of semi-pri-
vate organizations {referred to in Iran as boryads), some as massive
as the Bonyad-e Mostazafen va Janbazan {The Foundation for the
Oppressed and Disabled), which by some accounts employs 200,000
people and essentially runs the industrial, tourism, and services sec-
tors (Sacidi 2004). Such institutions, which have become fiefdoms,
are both a drain on the government budget - although exact costs
are hard to pin down — and a constraint on political decisions regard-
ing the domestic economy.’” These institutions are responsible for
many costly flagship state projects, such as the massive reconstruc-
tion effort in the Tmam Reza shrine in Mashhad. In times of privat-
ization, bonyads and other politically connected individuals are first
in line for underpriced purchases of public assets through mostly
rigged or preferential auctions, which siphons resources away from
the state {Thalcr et al. 2018). The boryads have also increased their
presence in upstream oil and gas operation ventures, which NIOC
has tried to prevent in the past.* In theory, budget controls would
impose discipline on bonyads and other fiscal termites in the system,
But the weakest link in this network of institstions is the Central
Bank of Iran {CBI). Principally operating under Islamic anti-usury
laws,! the CBI has done a poor job of creating incentives to price
risk. Thus the bauk has allowed more risky lending practices that
promote heavy borrowing against the OSF, creating the liusion that
the government has large resources at its disposal with little attention
to the cost of nsing them — allowing actors such as the bonyads t
siphon what they can.

In this way, the convoluted nature of Tran’s political structure
presents many challenges to NIOC, The government’s goals are hard
to discern; lines of control are convoluted; and the ponderous instit-
tions create many checks and balances that favor gridlock. If NIOC
were to strictly follow legal gnidelines, every trivial operational deci-
sion would be subject to scrutiny by the Majlis, the Guardian Council,
the Fconomic Board of Governors, and conntless other bureaucracies.
Figure 6.4 traces the major NIOQC connections to the government,
NIOCs relationship with cach of these institutions is onc of tiptoeing
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Figure 6.4 Oil within the Iranian political system.

Note: Datted lines represent informal connections, whereas solid lines represent de
jure links; arrows indicare the direction of influence. For instance, the Guardian
Council appoints the Assembly of Experty, while the Assenbly of Experts determines
the list of candidates who can run in elecrious. The Guardian Councilf alse has an
indirect connection with the Ministry of Petroleum, between the chairman of the
couneil and the minister,

Sources: World Bank (2003); Gonzalez {2007); BBC News (200%); awthors
Interviews.

around overly bureaucratic lines and pursuing indirect or sometimes
informal channels with specific government agencies.

Formally, the energy sector is overseen by the Supreme Energy
Council, which includes the Iranian president and his cabinet, the
Minister of Petroleum, and others.*? Before July 2007, oil and gas
projects were first approved by Iram’s Management and Planning
Organization (MPO} then by the High Fconomic Council (HEC),
whose approval was necessary primarily for large projects and contracts
with foreign oil companies. After July 2007 President Ahmadinejad
dissolved the MPO and created a new council {the Supreme Energy
Council) in which decisions are based on orders directly from the
executive, at times without any consultation with NIOC* Prior to
2007, NEOC could pursue jts own priorities by navigating through
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the chaos in public administration; after 2007 it was forced to be
more compliant under stricter direct control from the president. Tn
some other countries, execntive control is mediated by a strong min-
istry that sets policy for the sector, but in Iran the ministry is indistin-
guishable from NIOC and thus is largely impotent as an independent
force. One former IOC manager stated that “some people held two
cards ~ one for NIOC and onc for the ministry ... | haven’t seen a
national oil company that kas such an intermingle between political
influences - the Maijlis and the Ministry of Foreign Affairs, 1o name a
few - and operating people.™

Indeed, since NIOC's inception the oil minister and NIOC’s man-
aging director have held very close ties and before 2001 were in facy
the saime person. Before 2001, the oil minister had abways been the
managing direcror of NIOC, This approach is rare but evident in a
few other countries, such as Veneznela since 2004 (sec Chapter 10).
This pattern ended when Bijan Zanganeh, former oil minister {and
former energy mimster), handed over NIOC’s reins to Seved Mehdi
Mir-Moezi. Seemingly, this decision was made to change NIOCs
image in the global oil market into a more independent, less politic-
ally charged oil company; however, few outsiders believed that much
had actually changed, as reported in a2 leading news source at the
time: “while the government has indicated that it 15 in theory not
opposed to separating NIOC from the ministry, Mr. Zanganeh is
understoad to be determined to retain control of Iran’s oif and gas
industry” (MEES 44:45 2001},.%°

The gverarching goal of Tran’s leaders is survival. Under this main
goal, four particular goals guide most efforts by the governnwent to
manage NIOC: rent collection, job creation, freedom from foreign
interference, and meeting domestic energy demands,

Aside from the financial importance of oil revenues in the govern-
ment budget, which I have discussed above, the funding of social
programs is vital to the stability of the Islamic government. During
the times of relatively low oil prices in the period 2000-2004, when
the reformist President Khatami was still in office, social spending
was low, Since then, net lending to social programs has increased
from $2.1 billion in 2005-2006 to $4.3 billion in 2007-2008,
Through oil revenue redistribunion, populists within the polirical
systemn - fed by President Ahmadinejad ~ have solidified their con-
stituencies in impoverished areas of Iran. These social programs are
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vital to Ahmadinejad’s survival as he has drawn electoral strength
from his base in rural Iran by promising the expansion of educa-
tienal, health, and religious programs with oil money during his
“provincial tours” (Nap 2008, pp. 216). Though Almadinejad’s
extreme populism is viewed critically by both reformers and hard-
line conservatives, these kinds of social programs are not new to
the theocracy, as evident i the long-sranding role of the bomyads.
While the government directs funds to social programs through
the state budget, the bonyads are the operational arm of the public
sector, overseen by the supreme leader, and are predominantly tax-
excmpt; as such, NIOC and its affiliates must foot the bill for these
foundations.

The government also uses petrodollars to finance its own pohit-
ical stability by investing heavily in defenise and in the state police.
A particufar beneficiary of this spending is the Revolutionary Guard,
whose primary objective is to protect the Islamic Republic and main-
tain peace and stability in the country, As a former NIQOC mid-level
manager explained, “Ahmadinejad has been taking a lot out [of the
QSF] for various projeces of hig, 1ot in a corrupt way, but it is going to
things like the Revolutionary Guard.” Furthermore, the guard has
been steadily taking control of downstream assets through clerical
appointments to oversee the bonyads® As one Iran scholar puts it,
“It is certainly a sign of muscling their way iuto oil, bar the bonyad
is not an official part of the Revolutionary Guard ... [The guard]
has been involved in the oil and gas sector heavily, building pipelines
and ports, etc.”™ The guard involves itself in the oil sector not only
through bonyads but also through the guard’s many economic sub-
sidiaries, which have invested in several downstream projects and,
soine believe, at least one upstream project,®

In Iram, like most of the other countries rich in petroleum, the
goveriument uses prodigious oil resources for job creation. The state
soes itself as the provider of jobs in the country, cspecially for col-
lege graduates, as the public sector employs 84 percent of eligible
workers with at least a bachelor’s degree {Salchi-Isfahani 2009); vet
unemployment is still rampant, where 21 percent of eligible work-
ers under 29 are without a job {CBI 2008/2009). Yet unlike many
other countrics, which saddle the NOC with the task of creating
jobs, the signals in Tran are more mixed. The government has not
strongly encouraged NIOC to increase its employment ~ in 2008 the
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company had 140,000 employees with 40,000 more employed as
contractors, which are small numbers in a populous country ~ as the
state institutions {¢.g., Majlis and Econoemic Board of Governors)
have focused instead on mproving the quality of emplovee train-
ing at NIOC.% This suggests that the burden of state employment
rests more on other institutions that the state controls more directly,
namely the boryads involved in the agricultural, metals, and manu-
facturing sectors (CBI 2008/2009; Thaler et al. 2010). The goal of
job creation has wancd a bit as 2 priority, given recent growth in
the private oil sector {a topic { discuss more below) and employ-
ment opportunities outside the realm of the public oil sector (Takin
2009). Compared with other NOCs, NIOC faces some of the same
employment challenges that Sonatrach has been adapting to in the
past few years, as the Algerian government has been discouraging
the oif company from creating more jobs in an attempt to replace
the goal of job creation with increased rent collection {Marcel 2008,
pp. 130; Chapter 13). This is quite contrary to what we normally
expect from an NOC, though as Marcel points out, “more sophisti-
cated human resources policies are increasingly the norm.™ ! NIQC
has not filled its organization with nearly “useless” employees, as
we have seen with other NOCs such as in India and China {see
Chapters 17 and 9, respectively.}

Another central goal of the Iranian srate is protection of the coun-
try’s o1l wealth from foreign interference. Iranians have long held the
perception that lranian oil is theirs and theirs alone: As one NIOC
former emplovee stressed, “f'Wel wanted recognition of Tran’s sov-
erelgnty over foreign agents ... and the main goal [of nationaliza-
tion] was this recognition of sovercignty. The oil was Iran’s and not
England’s.™? Out of this sentiment, NIOC was initially created as
the protectorate of oil supplies to maintain sovereignty against “for-
elgn imperialists,” along with its more traditional role of generating
revenue for the govermmeut, (Mexico’s oil sector was nattonalized
on the same logic. Sce Chapter 7.) The executive and the higher-ups
in the theocracy also wse NIOC to build up parterships with other
NOCs, whom the government views as mozc trustworthy partuers
than Western TOCs. {Recently, the Venezuelan state has followed a
similar path, and Brazil may be headed in the same direction with
its rich new oil finds. See Chapters T0 and 12, respectively.) Given
its precarious position vis-a-vis the Western world, Iran has pursucd
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a strategy of attracting countries that are prone to avoiding or skire-
ing Western sanctions for involvernent in the country’s oil and gas
fields. Most notably, Fran has strengthened its alliances with Russia
{through Gazprom}, China (through CNPC), and Venezuela {through
work in the Orinoco oil belt via N¥OC’s subsidiary PetroPars). One
former NIOC director and QOPEC diplomat stressed thatr NIQOC
“always wanted to become an international company ... Even dur-
ing the period of the Shah, they had [projects] in South Korea, South
Africa, and India ... But now the employees who are in Venezuela are
there for completely political reasons and not economic reasons].”"
The theocracy does not necessarily push for increased profitability
in the 0il sector but would seemingly rather use NIOC and irs sister
affiliates as political tools to strengthen Lran's position in the region
and in the world.

Finally, since the time of the Shah, it has always been the govern-
ment’s goal to provide the domestic market with cheap energy drawn
fromu Iraw’s wealth of natural resources. As a practical marter, this
has required addressing the troubling lack of natural gas infrastruc-
tnre (discussed above). Aud it has especially centered on securing the
supply of gasoline, whose consumption is growing rapidly. During the
period 2000-2008, Iran imported roughly 40 percent of its gasoline
due to capacity constraints iu the refining sector.™ Since the OSF was
established in 2000, the government has been forced ro withdraw
money from the fund to finance gasoline imports at a rate of $5 bil-
lion per year (MEES 49:42 2006; MEES §1:25 2008), as the govern-
ment ~ through NIORDC — must pay global market prices to import
gasoline while heavily subsidizing gasoline for domestic usage at 10
cents per liter or roughly 37 cents per gallon {CBI 2008/2009). Tran’s
domestic use of oil and gas resources has been in a dangerous position
ever since former Minister of Oil Bijan Zanganch {1997-2005) made
the decision to rely on imports of gasoline to account for the shortfall
in refining capacity instead of installing new refineries. (The lack of
refining capacity is and has been due to poor investment straregies
and, more significantly, damage done to hydrocarbon infrastructure
during the brutal Iran—irag War in the 1980s.) As demand for energy
it Tran continued to grow unfettered in the late 1990s and 2000s,
the gap between gasoline production and domestic demand has wid-
ened. Asked why refining capacity has not kepr pace with growing
demand, one interviewee agreed that “[Zanganeh] was not in favor
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of building refineties, even though people criticized him widely for it.
His argument really was that it is cheaper to import than it is to build
new {refineries]. Bur the main reason for shortage now [and increas-
ing domestic demand] is the cheap price of gasoline.” (At the time of
writing this chapter, NIORDC has atteripted to alleviate this prob-
lem by upgrading and expanding current refining capacity by as much
as 266,000 barrels per day by 2013.%)

Fixing the gasoline problem through price reforms has proved pol-
itically difficule, and fiscal troubles ripple through the oil sector. Tike
other NOCs, NIOC is used to satisfy the government’s promise o
the people for cheap energy, despite the growing concerns within Iran
abont the country’s rapidly increasing energy demand.™ Much to its
detriment, NIOC must supply refining companies®® with crude oil
that is priced well below global prices to ensure that refineries and
distributors can provide conswmers with gasoline and diesel at $0.10
per gallon and $0.03 per gallon, respectively.” Tf this subsidy were
not present, NIOC would be able to sell crude at marker prices and
reap the profiss.

Thus NIOC, like many NOCs, actually faces many objectives. In
the next section I turn to the question of how well it performs in meet-
ing them,

4 NIOC’s performance and strategy

Osl analysts repeatedly point to Iran’s failure to achieve its pre-revolu-
tion production levels of 6 million barrels per day as the prime indica-
tor of the inefficiencies and shorrcomings of NIOC. Previous scholars
explain this failure by telling the story of the Tran~Irag War and the
heavy damage the oil sector incurred as a result of Iragi bombings in
southwestern Iran, the traditional center of the country’s oil industry
{Brumberg and Ahram 2007 Takin 2009). Others point to factors
that are internal to Iran, notably Ahmadinejad’s efforts to steer the
country toward a statist and populist economy, which has seen gov-
erument budgets swell and dependence on oil earnings grow as well
as direct intervention to assert greater (and more debilitating} control
over NIOC {Naji 2008). Political scientists have pointed to the rentier
effect and its impacts on the oil industry {Mahdavy 1970; Katouzian
1981; Skocpol 1982). NIOC has particularly suffered from increased
state budgets {see Table 6.1) because it has been wnable to invest in
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Figure 6.5 Iranian oll and gas production, 19372007,
Sources: QPEC {2004 -2007); BF (200%3).

new capacity, But NIOC’s troubles are more profound: Even when
the government has allocated large sums of money for reinvestment
into rhe oil economy, the enterprise has not been able 1o spend those
resources. Some of the difficulty stems from international sanctions,
which consrrain foreign investment {Fsfahani and Pesaran 2009),
Fere I explore these factors, and | begin by focusing on NIOC's per-
formance as an oil and gas producer.

4.1 Explaining NIOC’s poor performance

Iraw’s oil output has been highly variable (Figure 6.5) and today strug-
gles far below its potential. In this section I focus on oil, although the
country is also a poor performer in gas.® In the period before 1974,
oil and gas production was largely in the hands of foreign compan-
ies (under the consortium agreement) and NIOC played a less active
role in operations. Between 1974 and the 1979 revolution, NIOC
was able to slightly boost production during a time when 10Cs were
forced to leave the sector and the company was asked to play a larger
role.

irap’s oll performance is broadly the result of four forces at work.
One 1s foreign policy ~ notably Iran's pasticipation in QPEC. A second
facror is NIOC’s organization as an enterprise ~ that is, its ability to
mebilize external assistance where needed and to plan and execute
a coherent strategy {which has been heavily influenced by two major
waves of reorganization: the 1979 revolution and the post-2005
reshuffling by Ahmadinegjad). The third factor is the damaging effect
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of major external shocks, notably the 1980-1988 war with Irag,
and the periodic enactment of international sanctions since 1979, In
terms of impact on oil voluines, these external factors have had the
largest impact on NIOC. This destruction is the principal cause of
NIOC's inability to achieve pre-revolution production levels, which
exceeded 6 million barrels per day. And a fourth factor 1s the relation-
ship between the oil company and the governument, which has at times
strained NIOC’s ability to perform at its optimal level., In the next
section ] address the first three factors, which | consider to be external
facrors with respect to NIOC, In the subsequent section I explore the
fourth, more complicated factor of N1OC™% relationship with the gov-
ernment; NIQC’s strategy in managing state demands, in particular,
which will fill our the picture of underperformance.

4.2 Explaining NIOC’s poor performance: external factors

The first of these factors — OPEC — is relatively easy to dismiss. For
other case studies in this volume, notably Saudi Arabia, OPEC con-
straints have had a major impact on output and it has been difhi-
cult 1o disentangle the performance of the state oil company from
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the policy decision to restrict outpat {sce Chapter 5). For iran, it is
much easier to disentangle the forces. It is possible that OPEC quo-
tas were a binding constraint on NIOC during the late 1980s and
early 1990s when the enterprise had excess production capacity, but
more recently, NIOC has failed to reach its quotas. Figure 6.6 shows
post-revolution Iranian oil production alongside Iran’s OPEC guo-
tas. Since 2005, NIOC has produced roughly 250,000 barrels per
day short of its allotted OPEC produaction levels, This shortfall has
litstle to do with OPEC and is mainly a sign of NIOC’s recent poor
performance combined with external shocks,

The second of these facrors — NIOC’s organizational troubles — is
best explained by looking at two critical events in N1OC’s history.
The frst is the 1979 revolution; the second is the 20035 elections.
Before the revolution, NIOC’s performance was markedly improv-
ing every year with the aid of foreign operators and a reasonably
high level of reinvestiment into the oil industry. With the Shah’s
exile and eventual deposition in 1979, NIOC tremendously suffered
with the flight of many of the oil industry’s top officials and their
replacement with inexperienced revolutionaries who were appointed
by the theocracy. Production dropped to 3.2 million barrels per
day in 1979 and by 1980 to 1.5 million barrels per day (BP 2008).
Understandably, these personnel changes wreaked havoc on NiQOC
and the oil industry. A former NIOC director notes, “Since the
revolution, appointments came down to the lower levels, and these
political appointees didn't have the experience ... They tried to act
as politicians and not in the interest of the company. Competent
emplovees under these new managers left and some even tried to
play the game and became more political and ‘grew beards and
tried to become Islamic’. 7! These “politicized” replacements made
it difficult to establish credible ties among NIOC workers and their
managers, and as a result NIOC saw much of its statf resign out
of frustration toward new managers or because of disagreements
with their new managers’ political stances {Takin 2009}, The same
process occurred again in 2005 when Ahmadinejad was elected
president and promised to rid the country of the “cil maha.” The
organizational changes in 2005 have also scen the replacement of
experienced and technically knowledgeable senior staff with inex-
perienced “cronies” of the Ahmadinejad administration, The fact
that NIOC has twice been stirred up by the state, only to be left
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with technically inexpericnced management, has undoubtedly taken
its tell 011 NTOQCs ability to make sound investment and production
decisions.

The two major reorganizations of NIOC - one after the revolution
and the second under President Ahmadinejad - are probably the sin-
gle most important factors in explaining why NIOC has performed
poorly. External shocks, the third factor driving Iran’s ol perform-
ance, have amplified the harmful effects of these reorganizations
and have been studied in depth by a number of scholars. Historians
have pointed to the Iran—Irag War as a cause for the slow recovery of
Iranian oif production following the revolution (Elm 1992; Brumberg
and Ahram 2007; Takin 2009}, Economists have argued that the costs
of American-imposed sanctions are crippling for the oil and gas sec-
tor (Ammzegar 1997; Torbar 2005). In truth, these explanations are
defensible and have some merit in analyzing the performance troubles
of the Iranian oil industry.

With casualty figures for both sides estimated at 1 million soldiers,
paramilitaries, and civilians, the Iran-Iraq War was the deadliest in
Irans 5,000-vear history and the eight-year war cost both states an
estimated $150 billion {Mearsheimer and Walt 2003), NIOC was not
spared from the conflict, unlike NOCs such as Senangol, whose oil
assets were located far from Angola’s civil war zone (see Chapter 19).
Saddam Hussein’s military, along with US airstrikes, heavily dam-
aged Iram’s coastal oil infrastructure, destroving oil platforms, ter-
minals, and tankers {Segal 1988). The particularly vital Kharg Island
export facility was severely damaged by persistent and effective Iraq:
air raids, and its destruction hampered foreign shipping and reduced
NIOC's export capacity, The production difficulties that NIOC
faced are evident, as during the war NIOQC never broke the 2.5 mil-
tion barrel-per-day mark (see Figure 6.5). Further, the war prevented
large reinvestment even in fields that were not physically hit by the
Iragis. These fields, notably the massive Khuzestan fields in che south-
west, began their natural decline during the war period and needed
investment for enhanced oil recovery, but the money needed for
reinvestment was being used to fund the war™ Even alrer the 19838
ceasefire agreement, the war had lasting effects on the economy and
on the oil industry. Massive reconstruction efforts required funding
at a time when oll prices were low, leaving few resources for NIOC’s
own reinvestment. Gradually, oil output grew but had barely reached
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two-thirds the peak level of the late 1970s hefore revohtion and war
disrupted the sector.

The implementation of economic sanctious by the United States,
and more recently by the United Nations, bas damaged NIOC’s cap-
acity to reinvest into the oil industry as well as attract technically
competent foreign operators for the production of its natural gas
fields. Before 1995, the United States had applied targeted sanctions
on Lran in response to the revolution and the hostage crisis, but these
were relatively minor as they only affected US-Trardan trade.* In the-
ory, those sanctions should not have had much impact on NIOC,
although during most of that period the [ran—iraq War {in which the
United States informally participated on the lragi side} proved highly
distracting and debilitating for NIOC. With the passage of the Tran~
Libya Sanctions Act (ILSA) in 1995-1996, the United States targeted
any company that iuvested in Iran’s petrofenm industry, both domestic
and foreign companies and states. Any firm or ag‘eﬂf:}" investing more
chan $40 million in the Iranian oil sector in a given year became stb-
ject to a series of economic pu nishments by the United States targeted
at the defiant frm or agency [Katzman 2007). ILSA and its aftermath
have had a much larger impact on NIOC. Total’s abandonment of its
contract to develop South Pars in 2006-2007 was at the request of the
French government, which did not want 1o suffer the political conse-
quences of violating the ILSA {MEES 50:40 2007}, Similarly, NIOCs
ambitions to develop Caspian oil and gas fields with Azea‘baﬁjan were
denied when the United States pressured the Azeri government 1o
exclade NIOC from its operations {(Entessar 1999, As one lranian
oil exccutive explained, “The current low production levels 1 Iran
are [driven} by a failure of NIOC w0 increase exploration and pro-
duction due 1o limited domestic capital, technology, manpower, and
management resources and the Jack of proper financial incentives for
foreign investment. Of course the enforcement of US-led sanctions on
outside investments by the largest Western companies is {a] signifi-
cant impediment,”* Multilateral sanctions have had an even stronger
impact: the enactment of UN Security Gouncil Resolutions 1736 .{in
2006} and 1747 (in 2007} focused ou Iran’s nuclear ambitions and
its state-sponsoring terrorism activities by targeting {among others)
the Tranian banking system. As such, both UNSCR 1736 and 1747
have made it even more difficult for NIOC to obtain enou gh financial
backing from the Central Bank of Iran for large-scale projects.®
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4.3 Explaining NIOC's poor performance: internal factors

The complex rclationship between NIOC and the state makes 1t
unduly difficult to separate out the strategy of the cil company
from the goals and demands imposed on it by the government.
Historically, the oil company’s stralcgy Was one of compliance with
the monarchy and the demands of the consortium. In the forma-
tive vears of NIOC’s operations, between the 1950s and the revolu-
tion, the company was largely compliant with the state’s demands
for the oil sector. NIOC's role was mainly to oversee the foreign
IOCs while gaining valuable techrical knowledge from consortingm
employees and facilities. Thus the early period for NIOC was not
one in which it had a consclous strategy but instead followed the
wishes of the Shah and the oil viziers that the Shah had appointed
to manage the oif industry. The central goal was 1o maximize the
revenues for the state, and NIOC - as regulator rather than oper-
ator - performed that goal well,

vollowing the Petrolenm Act of 1974 and the institutional changes
of the revolution, NIOC was given un rivaled control over the oil and
gas sector with the departure of the consortium and other foreign
10Cs. Within the context of the new revolutionary political system,
NIOC, was able to work with the government to Create new channels
of communication with the state and new ways to shape oil policy. In
particular, the ¢re ation of an executive branch and the assignment of
greater power 1o the Maijlis allowed for two such avenues of comumt-
nication hetween NIOC and the government {as Figure 6.2 shows).
Such communication was not possible prior to the revolution, as the
Shah had absolute authority Over any and all oil matters, But the
strain of the Tran-irag War soon forced the company to adopt a new
strategy — one focused on constant Tepairs and partial reconstruc-
sion of damaged facilities. Thus NIOC was not able to henefit from
its relative autonomy until the wat was over in the late 1980s. in the
midst of postivar massive reconstruction efforts at sites that had been
heavily shelled by the fragi military, NIOG was able t assert con-
trol over setting the political and regulatory agenda for the oil indus-
try. Taking advantage of a weak state hampered by the war and by
sanctions following the revolution, NIOC reclaimed for itself a much
greater influence over oil policies in the drafting of five-year develop-
ment plans by the Majlis. As discussed earlier, the de jure separation
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of the Ministry of Petroleumn and NIQC was, in practice, a fusion of
the two based on the overlap in personnel, Thus, the company’s pos-
ition with the Majlis vis-3-vis the Ministry of Petrolenm was essen-
tially a direct channel for NIGC to influence legislation. Ultimarely,
the war made NIOC much stronger in settiug oif policy and much
weaker in actually producing oil.

From 1985 to 1297, Minister of Petrolenm and NIOC MD Gholam
Reza Aghazadeh worked to improve NIOC’s operating capabilities
in a challenging war and postwar enviromment. In effect, he created
a more autonomous NOC and laid the gronndwork for the company
to be able to rebuild capacity — which it did slowly, constrained by
the massive loss of taleuted personnel and the strict fiscal environ-
ment that made it hard to obtain funding for investment projects. His
efforts are seen as a success story, as production figures rose from
2.4 million barrels per day in 1988 to 3.7 million barrels per day by
1983 (Dadwal 1998; BP 2008). Furthermore, the number of active
rotary oil rigs in that same period increased from eighteen to forty-
five {Baker Hughes 2008). Aghazadeh’s efforts to make NIOC into a
{unctioning oil company, independent from the political turmoil of
the state 2t the tme, culminated with the selection of his successor to
the Ministiy of Petroleum.

Aghazadeh’s departure led to the appointment of Bijan Zanganeh
as minister of petroleuin and MD of NK3C, who held power over the
oil sector from 1997 to 2005, The policy of allowing NIOC to operate
semi-autonomously continued. Fundamental to his political strength,
Zanganch had favorable connections with President Rafsanjani
(1989-1997) — some have even called him a “pragmatist and pro-
tégé of Rafsanjani” — whose ideals of economic liberalization coin-
cided with Zanganel’s {APS 56:16 2001). Even when the Rafsanjani
administration ended, Zanganch was able to seck out greater anton-
omy for NIOC, as he also enjoyed strong ties to President Khatami
(1997-2005).% Even as Iran took a harder line polidcally, its oil sec-
tor continued to enjoy a measure of autonomy. As a sign of NIOC’s
autonomy in pursuing its profit-sceking strategy, in 1997 Zanganeh
proclaimed, “I support decentralization and autonomy for various
companies and better performance. 1 believe that all units of NIOC
.. should operate strietly on economic and commercial terms, They
should also make profit on their own™ (MEES 40:49 1997). This was
quite a departure from prior oil ministers, who while they believed
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in Zanganeh's message, were still bound to satisfy the theocracy’s
desires for the oil sector {APS 56:16 2001).7

One sign of NIOC's growing autonomy was the nature of the
“buyback” contract system, which was in large part designed by
Zanganeh as a strategic compromise between full antonomy and
total comphiance with the state. Between 1979 and 1997, foreign oil
companies were largely absent from operations in the Iranian oil sec-
tor except in a small number of projects, including failed operations
with Gazprom in the Caspian and Persian Gulf operations with Total
{Brumberg and Ahram 2007). Furthermore, the presence of new
American-backed sanctions in 1995 and 1996 made it even harder
for foreign operators to do business in Iran. In this isolated pos-
ition, NIOC needed 1o find foreign assistance — especially for com-
plex projects such as operating the extraction of difficult heavy oils
and essentially all operations offshore. Mindful of the framework
for analyzing NOC and IOC choices {presented in Chapter 4), NIOC
was barely able to operate fields that were already in production and
required only mature technologies and practices; the frontier was far
beyond its reach and NIOC's managers knew that. The trick was
to find a means of cagaging foreigners while not runaing afoul of
the conservative forces inside Tran’s government — those same forces
had led the revolution and, with unfavorable scratiny, could squash
the independence that NIOC had carefully carved for itself since the
mid 1980s. As one 10C manager pointed out, “By and large, NIOC
would have liked to be more involved with the 10Cs. They saw their
role as a recipient of technological transfer, general and performance
management, strategy and development, business planning, and info
management skills. They saw the 10Cs as being very knowledgeable
and wanted to learn from them. !

Desperate for foreign investment in the oil sector, NIOC pressed
the state for an amendment to the constitution or at least a prefer-
ential clause that would allow NIOC to create incentives to bring
foreign operators back to the oil industry. Out of these negotiations
berween NIOC and the state came the “buyback” system, which
replaced the existing framework for foreign operators in the Iranian
oil sector. Instead of a thirty-year period for IOCs to explore, develop,
and operate a field {as is common for most PSAs), the government
implemented a unique contract service mechanism: The buyback sys-
tem only allowed for a five- 10 seven-year exploration and operation
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period {until 2004 when the time length was increased to twenty-
five yvears), afrer which the operation of the field would be given to
NIOC and the initial investment would be returned.® The govern-
ment knew that this arrangement would be unattractive to [OCs that
had options in other countries, so it fixed the return on investment at
a 15-17 percent profit margin. The thinking among government plan-
ners was that a fixed return would reduce risk and attract more for-
eign operators, although in practice this is not how foreign operators
evaluate risk. Moreover, the H0Cs following the adoption of the buy-
back scheme have regulatly complained that the government changed
the buyback terms, thus making an investment propositon that was
barely attractive to begin with into one that included much more risk
in practice.”

Drespite its many flaws, the buybacks did provide incentives for the
return of some JOCs into the Iranian hydrocarbon sector. New con-
tracts were negotiated in 2001 with Inpex for the Azadegan o fields,
in 1997 with Total for South Pars phases two and three,” and n
1999 with Shell for the offshore Soroush/Nowruz fields (APS Review
Gas Market Trends 68:14 2007; MEES 42:47 1999)., Essentially all
of Tran’s 1 million barrel-per-day expansion in oil production cap-
acity from 1998 to 2005 can be traced to the benefits of the buy-
backs {MEES 48:32 2008). That the buyback system was approved
by the Majlis and the upper levels of the state was a strategic success
for NIOC and Zanganeh. Though NIOC was not fully successtul in
opening the oil industry to IOCs - given the state-favoring clauses of
the buyback = the buybacks still confirmed NIOC’s growing influ-
ence over key oil decisions. Crucially, the buybacks offered a politic-
ally viable way for NIOC to reengage with the outside world of more
EXPEIT OPErators,

Whatever nascent autonomy NIQC had been gaining through
slow and halting efforts since the late 1980s was reversed with
Abmadinejad’s presidential victory.” One of his prioritics as presi-
dent was to purge the oil industry of any officials he thought were
cronies of Rafsanjani and Khatami and thus, in his mind, linked to
corruption, His first act pertaining to the oil industry was to sack
Zanganch and replace him with a more reliable ally, It rook three trics
before the Majlis approved an oil minister: Nearly five months afrer
Zanganeh was removed from his post the Majlis finally approved
Vaziri-Hamaneh. From this first key replacement, Ahmadinejad
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has since removed hundreds of senior ministry and NIOC staff and
replaced them with more loyal officials. The process of purging the
company partly resembles Chavez’s purge of PDVSA. (Chavez ousted
a nch larger number of people, but PDVSA was much stronger as 3
company going into the purge and many of the key relationships with
outside firms were left largely intact; sec Chapter 10.)

With this change in the organizational structure of NIOC, the oil
company returned to its strategy of compliance with the state. Both of
the oil ministers after Zanganeh and many of the new senior NIQC
officials have st times voiced their criticism of the state’s interference
with the ol sector but have largely directed NIOC to comply with
the Ahmadinejad administration’s goals.” In particular, npon Vaziri-
Famanch’s resignation as oil minister in 2007, Ahmadinejad was able
to exert even more control over the oil sector with the appointment
of Gholam-Hossein Nozari, a former NIOC MD with conservative-
leaning politics (MEES 50:34 20077 At this point in time, it 13
widely believed that Ahmadinejad has tightened his grip over the
oil secror and has a strong influence over oil decisions given his net-
work of lovalists placed in strategic appointments across the political
system and across the oil sector (Hen-Tov 2007; Thaler et al, 2010).
Thus, the post-20035 political landscape has organizationally changed
NIOC and has driven the company to pursuc its pre-tevolationary
strategy of complete compliance with the state.

5 Conclusion

NTOC has been shaped by a unigue confluence of historical events,
geologic circumstances, and the changing political winds of Iran.
Before the revolution, NIOC was seen as a success story by histo-
rians {Katouzian 1981; Zabih 1982), Iis success reflected, in part,
that it was not truly in charge of the oil industry; it regulated for-
eign oil companies that, in large measure, ser the strategy for Iran’s
oil sector. The experienced presence of foreign operaters in the
Tranian oil sector allowed the newly formed NIOC to gain vala-
able technical and operational skills during the consortium period
of 19541974, all the while remaining largely comphant with the
Shab’s oil policies and goals. When the foreign companies left dur-
ing the period of 19741979, NIOC was able to assert itself as a
fully functioning oil company, broadly competent in all aspects of
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the oil industry, which it had overscen only from an arm’s length in
the preceding period. Those brief five years were perhaps NIQC’
golden age.

Political fallout from the revolution dramatically changed NIOC’s
internal organization and saw the company stuffed with inexperi-
enced (but politically loyal) managers. Significant darage to the oil
industry from the Iran-Iraq War in the 1980s diminished NIOCs
capacity to produce at its potential and to reinvest in aging oil Aelds.
Sanctions in the 1990s limited the company’s ability to procure
badly nceded technologics to develap offshore and unconventional
oil resources, Bat with the rise of strong-minded oil ministers in the
1990s, NIOC was able to gain more influence in parliamentary deci-
sions while at the same time bargaining with the conservative iso-
lationists in the upper chambers of government te open up the oil
custry once again to foreign investment. Mowever, further restruc-
turing in the 2000s has once again changed NIOC’s management,
Faced with yet another change in the political landscape i1 2005 and
with subsequent organizational and managerial changes, whatever
autonomy NIOC had was lost with Ahmadinejad’s political reshuf-
fling of the “oil mafia.” Though NIOC has been steadily improving
its praduction despite its aging and declining oil fields, these events
and circumstances have made it incredibly challenging for NIOC
to live up to its potential. Despite any temporary improvements in
autonomy or changes in strategy, NIOC remaing a jargely inefficient
company. NIOC’s failures are marked by its inability to produce
Iran’s vast natural gas resources and its Incapacity to reachieve pre-
revolution oil production levels.

However, as Iranian political philosopher Akbar Granji has elo-
quently observed, “In Iran there is always plurality.” The political
systan, as I have tried to show, is rifc with competing factions with
different ideas on how to handle the future of the oil and gas industry,
While some in power favor increasing short-term profits over long-
term stability, others have pushed for the constancy of the Islamic
Republic over many years to come, Similarly, therc are stark political
divisions over what to do about the country’s growing energy demand:
many seek to redirect exports to the domoestic economy while others
clamor for higher government revenues through increased oil and gas
exports. Since the Islamic Revolution in 1979, those who are layal to
the permanence of the regime continue to dominate dehates over the
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country’s oil and gas strategies and objectives. In Iran’s tumultuous
political landscape, this may be the only truism that can predict wherce
NIOC and the oif industry are headed in the future.
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Reference note: Trefer to articles from the Middle East Economic Survey
{MEES} and the American Petroleum Society (APS) throughout the text by
{Journal] {Volume]:f Number} [ Year!.

1 The state also uses oil revenues to fund subsidies for wheat, milk, cheese,
rice, chemical fertilizers and pesticides, medicine, and mass transit in
Tehran. In 2006/2007 government subsidies amouuted to $6.3 hillion
(CBl 2006/2007). Note: The Iranian fiscal year corresponds with the
Iranian calendar year, which starts March 21 and ends March 20, For
example, the 2006/2007 year corresponds to the period Maich 21,
2006-March 20, 2007,

2 This percentage excludes perroleum products.

3 Se¢ Ross (2001} for more information on the resource curse. Simply put,
a state dependent on rents from natural resonrces is fess likely to become
democratized, is more likely to be involved in transborder conflicts or
civil wars, and will not develop economically to its full potential,

4 Sce Mahdavy {1970) and more recently Shammbayati {1994) for a more
thorough analysis of the theary of a rentier state as it applies 1o Iran.
Essentially, a rentier state can fund government expenditures wsing
reSOUIce rents (or any exogenous source of money, such as development
atd] instead of using the more traditional method of Constiuency tax-
ation. The theory posits that such a state will not be beld accountable by
its citizens because they are not forced to pay high taxes and thus expect
very little from: the state,

Due to all turerviewees™ requests for anonymity, every interviewee is

given a number according to his'her affiliation. Twelve interviews in

total were conducted: six with former NIOC employees (managers, dir-
ectors, and contractors), coded as NIOCI-NIOC8; three with former

IOC contractors working within frau, coded as IQCI-10C3; and three

with academic experts (i Iran, the United Kingdom, and the United

States), coded as IranScholart-TranScholar 3,
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Inchaded in this category are the ultra-heavy Foroozan and Sirri blends,
with as AP gravity in the range 29-31 degrees. Both blends accounted
for 165,000 barrels per day of Iran’s rotal o1l exports in 2008 (the trend
hias shifted toward heavier crude than in the past).

However, in 2007 these negotations fell apart and as of the fime of
writing, NIOC has tentatively found a parter to develop the south-
ern sector of Azadegan, having signed an MOU with CNPC m 2009
{MELS 56:35 2007; MEES 52:40 2009},

Similarly, NIOC cstimates that the output of existing oil fields is declin-
ing at ¢ percent or 350,000 barrels per day per annum since 2008
{APRC 2008, p. 138).

As of carly 2011, construction of the IGAT-8 pipeline — which is set to
deliver 100 momiday (or roughly 20 percent of Iran’s natural gas consemp-
tfion) from the Persian Gulf 10 Tehran via Qom — was still mcomplete.
Despite a 350,000 barrel per day capacity, the actual thronghput of the
pipeline is roughly 100,000 barrels per dav.

The largest refinery is located in Abadan, on the border with Irag in
the southwest province of Khuzestan, with roughly 39 percentof fran’s
total refining capacity.

Discovered in 1991 by the National Iranian Offshore Qil Company
(NTOOC), a subsidiary of NIOQC, the South Pars fields now account
for roughly half of Tran’s gas reserves, with an estimated 13,500 bom
of gas and 17 billion barrels of condensate, of which 57 percent or 9.7
billion barrels are recoverable. (APRC 2008, p. 158; § Adibi, personal
communication, September 14, 2009).

Along with the citations noted in the rext, this section also draws from
historical accounts found in Ala {1994); Daniel {2001); Keddie (2003}
and Naji {20048

“Ever since the discovery and production of oil in Iran, the political,
economic, and social developments b our country have each been in a
way intermingled with oil,” NIOC Managing Director [MIY) Seifollah
Jashnsaz reconnted in 2008 (MEES 51:22 2008

For an excellent discussion of tlis rurn of events, see Aflhami (2009},
See Elm (1992) for a discussion on the 1933 Agreement and its critics.
British accounts from thar period offer a different view: “Neot only
does fthe ATOC] provide steady jobs for some 70,000 Iranians; it pro-
vides, too, working conditions and amenities better than any which
are obrainable elsewhere i lran, or in neighboring countries either, for
that marter™ {(AJOC 1951, p. 13).

Maugeri {2006} estiinates that between 1947 and 1950, the British gov-
ernment collected miore than 40 percent of AIOC gross profits, while
only 20 percout went o the Iranian government.
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19 it is believed that Ali Razmara was killed by 2 supporter of the pro-

oil-nationalization group Fadayan-¢ Islam after Razmara pushed for
a motion within the Majlis to oppose nationalization of AIOC assets.
While not directly connected with the Fadayan-e Islam, Mossadeq was
sympathetic to the group’s goal of oil pationalization but was largcly
opposed to the use of viclence as a means of political expression. (See
Elm 1992 for more details on Razmara and his death.)

20 NIQC as a company was created in 1948 bur was operating independ-

21

ent of state contrel undl 1951,

Mossadeq had been granted full control over the military by the
Majlis, whoe gave the prime minister a six-month twerm of emergency
powers following mass protests in Iran in favor of Mossadeq when
the Shah briefly {orced him to resign his position as prime minister.
By 1953, Mossadeq had been given emergency powers by the Majlis
for another vear, during which time he significantly weakened the
powers of the monarchy and aristocracy by reducing the roval budget

and prohibiting all foreign diplemats from relations with the Shah
{Zabih 1982}

22 The Seven Sisters consisted of Bxxon, Mobil, Texaco, Gulf, Chevron,

Shell, and of course BP Also included in the consortium was the
Compagnie Frangaise de Péoroles, which had a smaller share with
raaghly 6 percent control.

23 The first of these “ffty-fifty” agreements was inade by PDVSA in 1948,

Venezuelws lead on this producer-favoring contractual framework had
a marked impact on bow the consortimmn was set wp, allowing fran
much more bargainiug power over forelgn companies. For a description
of the first fifry-Bfry agreements, see Chaprer 10,

24 Tn this sense, Tran’s oil industry was only partially nationalized in 1951

with the passage of Mossadeq’s laws in the Majlis, given the presence of
foreign comnpanies controlling the bulk of operations, Full nadonaliza-
tion — what Irefer to as “re-nationalization™ - did not occur until much
later, when in the 1970s the emergence of OPEC as a vruly influential
market force inftiated a wave of mationalizations across oil-producing
states around the world, Marcel notes that cven after the coup, the
forelgn companies were acting as contractors to NIOC (Marcel 20086,
p. 21). Other notable olf nationalizations in this period include the fol-
lowing: National Qi Corporation {Libya 1970), Saudi Aramco (60
percent government ownership by 1974}, Petroleos de Venezuela S.A.
{1976}, Nigerian National Petroleum Corporation (1977}, and Kuwait
Petroleum Corporation {1980),

25 Note that the fitde “Grand Ayarollah™ is a polirical title that is

bestowed on the leader of an Islamic Republic, whereas “Avatollah”



274 Paasba Mahdavi

is a religious tde that is granted 1o [slamic priests who have achieved
the highest ranking among Shia cleries, indicative of theit expertise
i Islamic purisprudence, ethies, philosophy, and the interpretation of
the Qur'an.

26 On this relationship, see Marcel (2006, p. 1021

27 This chaprer does not discuss the other three enterprises in detail, for
they are outside the scope of this study. These three do not have con-
wrol over Iran's hydrocarbons, as full operative contro of oif and gas
reserves in Iran are legally entitled to NIOC, NIGC is not involved in
exploration and productgon but only performs the duties of an engin-
cering advisory fivm as regards the natural gas scotor, NPC regulates
and gversees the petrochemical seetor, which is largely made up of pri-
vate companies. Lastly, NFORDC controls the refining, transporting,
and distributing of petroleum products and alse markets and exports
refined products.

28 In essence, the subsidiaries act as operators by taking oil pelicies from
the government level and applying them in the Acld. For example, if a
five-year development plan calls for an increase in drilling {u a given oil
ficld, this specific decision would be made by managers and ministry
officials in the WIOC board and the Ministry of Petroleuin - which
often arc the same people ~ and would be passed on to the Naticnal
Iranian Priflling Company, a NIQC subsidiary. While NIOQC is dele-
gating the task to a subsidiary in this case, it is still important to note
NIGCs vole in the oif sector, Hsted on its website: *NIOCS Directors’
act primarily in policy makisg and supervision while substdiaries act
as their cxecutive arm in coordinating an array of operations such as
exploration, drilling, production and delivery of crude oil and ratrural
gas, for export and dowestic consamption” {Islamic Republic of lran
Ministry of Petrolenm 20083,

29 This will change over tine as the offshore South Pars ficlds begin to
comme online, which will not be managed by 1COFC bur tnstcad by the
Pars Ol and Gas Company, another NIOC snbsidiary.

3 Even though the new revolutionary structare of governnient gives nearly
ultimate control over the country to the Grand Ayatoliah, other positions
in the Iranian governunent also have powers, It should be noted how-
ever thar Khamene is not officially a Graud Ayatollah on theological
grounds but only on political grounds (thanks to Suzanne Malouey for
clarifying this point). The Grand Ayatollah has unfertered control over
major policy decisions, but others in the political system ~ notably the
president and the head of the Expediency Council - have influence over
other decisions. The current chair of the Guardian Council and the
Assembly of Experts, Ayatollah Akbar Hasheni Rafsanjani, is widely
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believed to have a strong influence on the Mailis and the political suc-
cess of the executive branch of power. An interviewee, whom ¥ code
NIQC2, has even gone so far to say, “The Majlis does not have congol.
People Like Rafsanjani do.”

31 MEES estimates that if the price of franian crude falls below $37.50/
barrel (11 2009 dollars), the government would be unable to balance its
budget if current expenditure trends continue, and would have to con-
tinue to pull funds from the OSF to make up the shortfall (MEES §2.4
2009).

32 Iran plauned to replace the OSF with the National Development Fund
in 2011, which the Central Bank hopes will be 2 more secire and regu-
lated sovereign wealth fund (MEES 53:3 2010),

33 It is biard to trace down exactly where the missing $1.6 billion went,
but most insiders believe the money is being siphoned off by those con-
nected to high-level politicians and ayatollahs. Several former NIQC
employees and managers indicated to me in interviews that people like
Rafsanjani’s son or the son of Avatollah Khamene'i have been stealing
oil money and depositing the funds overseas. Stll, these beliefs mnst be
taken with a grain of salt without hard evidence to support them.

34 "This report by the Sovereign Wealth Fund Institute can be found here:
www.swhnstitite.org/researchftransparencyindex.php.

35 Interview with NIQC4, July 16, 2009.

36 Interview with JOC2, September 2009,

37 Interview with NEOC2, September 16, 2008,

38 Interview with IranScholarl, July 22, 2008,

39 Mazerei (1996) notes that despite the widely held helief that bownyads
are the beneficiaries of large sums of government money, 1o official fig-
ures kave been published.

40 Thauks to Suzanne Maloney for clarifying this issue.

41 As Mazerel {1996) indicates, “Islamic banking s, theoretically, an
¢quity-based, profit-sharing system that eliminates fixed-interest depos-
its and loans in deference to Islamic inpuncoions against usary. Under
Isiamic banking the lender and borrower share the profits of enterprise
{and hence the associated risk} according to some previously agreed
npon share; the actual size of the remuneration to the lender, neverthe-
less, is determined only after the completion of the project.”

42 The Supreme Energy Council also includes the directors of atomic
energy, cnvironmental protection, and management and planning, and
the ministers of agriculture, economy, energy, mines and industiies,
and trade.

43 Thanks to Fereidun Fesharaki and Siamak Adibi for this analysis.

44 Interview with [QC1, Seprember 16, 2008,
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45 Operations have not drastically chasged since the oil minister and
NIOC managing director became separate posts. From 2001-2005,
Zanganeh still controlled NIOC despite not being its managing dir-
gctor, & notion some attribute to Zanganch’s costrol over Mir-Moezi
{APS 56:16 20011), The post-2001 system allows the oil minister to per-
sonalby select the MDs of NIOC, NEGC, NPC, aud NIORDC; these
appoiutments esseatially eliminate the gap between the NIOC dir-
ector and minister of petroleum, as the miuister has a stroag incen-
tive to appoint those who will sot offer ki asy resistance on key oil
decisions. In fact, the two oil niinisters sitce Zangaueh had served on
NIOCs Board of Directors prios 1o obtaining appoistnent o the min-
istry: Kuzem Vazici-Hamaneh had held board positions in NIQOCand a
number of its subsidiaties and curreut Minister of Oil Gholanthossein
Nozari had beey MDD of NIOC before his 2007 appoistnent 1o the min-
sstry. {In the early months of Alumadinejad’s presidericy, e had tried to
get three appolntees tiirough the Majlis approval process before getting
parliamentary approval for Vaziri-Hamaneh. It is commonly believed
that the three before Vaziri-Hlamaneh were grossly unqualified for tle
position having lirtle or no experience at all in the oil sector (MEES
48:36 20413).} As a forruer NIOC manager noted, NIOC and the riuis-
rry engage in “shared decision making: The Ministry of Petrolewns has
10 keep a lot of people happy, whereas at NIOC, it’s about ‘corporate
planning’ that makes plans with projects, but it gets disrupted by other
interests” {Interview with NIOC3, September 16, 2008}

44 Interview with NIQC1, September 17, 2008,

47 It is not clear how the Revolutionary Guard is being appointed to head
the bonyads, but interviews suggest that the supreme leader himself
manages the appointments.

48 Interview with IranSchelar?, July 22, 2008,

49 Thanks to Suzanne Maloney for making this clarifcation.

50 Interview with NIOQC3, September 16, 2008,

51 E-mail correspondence with V. Marcel, September 2009,

52 {urerview with NIOC3, September 16, 2008,

53 Interview with NIOCE, September 17, 2008,

54 Data on imports drawn from BP (2008).

55 Interview with NIOCHE, September 17, 2008,

56 This expansion, coupled with a new refinery project at Baudar Abbas
being constructed by the Sinopec Design Institute, will lielp w nearly
ehiminate the need for gasoline imports in tle shorr term. Yet the
problem of addressing long-teriy demand remains nusertled: ap to
600,006 barrels per day of new refiuing capacity that are in the plag-
ning stages have lirtle chance to be properly financed anytine before
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2015 and the detailed plaus and budgets have yet to be drawn up
{SITANA 2008).

57 One government strategy is to offset oif used for clecrricty generation
{filling the gap with wuclear and natural gas), which has been creasing
the recent precipitous increase in clectricity demand. Rolling blackouts
have been plaguing Iran throughout the summers, as there is currently a
shortage of roughly 1 GW of peak capacity. The shortages are a signifi-
cant political problem for the government, as it is forced to increase the
electricity price to effectvely curb demand. Deputy Mindster of Energy
Ahmadian has stated that there s no other way to force Iranians
conserve energy, siuce the subsidized elecrricity price of 160 rials/kKWit
{$0.02/kWh) 5 too low m© encourage any kind of conservation (Fars
News 2008). An Iranian scholar also criticized the heavily subsidized
priges for creating a disiucentive for efficient electricity generation, stat-
ing that “there is too much demand {for encrgy] and the government has
not planned enongh production because the current generation facilities
are run by companies who are1’t using subsidized fuel] efficiently. When
you have such cheap fuel to burn, then those who are generating electri-
city are not going to burn it efficiently” {interview with IranScholar3,
Tuly 22, 2008},

58 While NIORDC is the state-spousored refining and distribution
company, there are private refiners in the downstream sector. Some
examples are Butane Company, Qeshm Island Oil Refinery, Pars Ol
Compuany, and Samen Qil Projects Management Company.

59 These subsidies have recently come under fire, and as of the time of
publication, the Ahmadinejad administration has successfully pashed
through parlament a new plan to gradually increase the price of gas-
oline and diesel for the majority of the population.

60 In terms of narural gas, output is expauding, despite the increase in
gas being reinjected into oil fields. Yet Iran is stil] far short of its pro-
duction poteutials. Iran has never exported large quantities of gas and
is nolikely to do so in the near future. Most of Iran’s gas productdon
is consumed within the country, reflecting the ever-growing usage of
natural pas in Iraw’s economy as a substitute where oil would other-
wise be used. Though Iran has the second-largest gas reserves in the
world, it is a stark sigu of poor performance that it is a marginal and
largely irrelevant player in the international gas market. In particn-
far, NIOC and its subsidiaries have failed to fully develop the South
Pars flelds, which are getting smaller as time progresses: Qatar shares
these fields with Iran, and ougoing Qatari production will deplete the
availability of gas resources for Iran to develop, The fact thar Iran has
failed tw do so is one of NIOC's biggest failares, as the window of
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opportanity for the compauy to exploit South Pars’s potential is rap-
idly shrinking.

Interview with NIOC1, Seprewber 17, 2008,

As one Iranian oil executive noted, “War damage was a constraint dus-
ing and for many years after the Iran-Traq War and it {did’t] help that
the big Khuzestan fields [were] in decline aud required cxtensive and
expettsive remedial work” (e-mail correspondence with NIOC4, June
4, 2009).

These were primarily assct freezes (in 1979), the prohibition of finan-
ciaf aid from the United States to Irau {in 1984}, and the ban of all gon-
oil imports from ran to the United States {in 1230). For more detail ou
these sanctions, see Torbat (2005).

E-mail correspondeuce with NIOC4, June 4, 2009,

This negative cffect may be short-lived. Several scliolars have found evi-
dence thart sanctions that persist over fifteen years may not have much
impact ou the Iranian economy, given the self-sufficiency and adapt-
ability of many franian industries and sectors. See Torbar {2003) anud
Amuzegar {1997} for a discnssion of these studies.

In the early years of the post-revolution Islamic Republic, Zanganeh was
the deputy minister of culture and Islamic guidance during Khatami’s
tenure as minister,

To be sure, NIOC was not fully autonomous during this period. n fact,
NIOC was not yearly as indepeudent from the state when compared to
NOCs such as PI?VSA in the 19905 and to a certain extent Sonaugol.
still, NIOC during Zanganel'’s tenare as oil minister was able to FHIFSG
its own interests and influence the legistature ou marters of oif and £as
policy.

laterview with IQCH, September 16, 2008.

This description of the buyback scheme is drawn from Ebrahimi ef 4/,
{2003]; Marcel (2006); and vau Groenendaal and Mazraati (2006).
Interview with 1QCT, September 16, 2008.

As of 2007, Total was pressured by the French governinent to leave the
South Pars project; the new contract is {as of 2007} under pegotiation
with Austria’s OMV. Also, as mentioned in footnote 8, Inpex has bean
pressured out and was replaced with CNPC.

Theze is also the belief thar Almadisejad is not reversing the trend of
liberalization but instead focusing ouly on controlling WNIOC and the
Ministry of Petrolewn, while at the same time privatizing gas and ser-
vices compagties. {Thanks to Valerie Marcel for clarifying this point in
an e-mail correspondence.)

Tuterview with NI1QCe, July 17, 2009
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74 MEES yores that Abmadinejad may have gained more control of his

appointiments by negotiation with Supreme Leader Khamenei over
Khameunels appointment of Rafsanjani, Ahmadinejad’s opponeut in
the presidential elections of 2005, to a high political post in the upper
levels of the theocracy (MEES 50:34 2007).




