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Iraqg’s 4th oil and gas licensing round

Introduction

Since 2008, Iraq has been conducting a series of high
profile oil and gas licensing rounds with the Iraqi
Government’s strategy being to increase its energy
reserves and raise oil production from current levels of
2.5 million barrels per day (“BPD”) to 6.5 million BPD
by 2014..

With the country having amongst the highest oil and
gas deposits in the world (with proven reserves of 143.1
billion barrels of oil and 111.9 trillion cubic feet of gas),
the previous three licensing rounds have been hugely
popular, with the major international oil companies
(“IOCs”), including BP, Shell, Total and Eni, competing
hard and, in the process, accepting tough contract
terms to secure a foothold in the region.

The 4 licensing round involved the auction of seven
gas and five oil sites, with the focus for the first time
being on the gas sites.

The results were announced on 30 May 2012 and, for
the reasons considered below, display a far more muted
response from the IOCs, with successful bids being
received for just one of the gas exploration sites and two
of the oil exploration sites.

Lack of provenreserves

Each of the previous three licensing rounds offered
rights to immediately commence or raise output at
large and medium sized sites with proven reserves. The
4 licensing round on the other hand only involved
areas with undetermined levels of hydrocarbons on
offer.

There was therefore little or no guaranteed return for
the bidding IOCs and Abdual Al-Ameedi, the director
general of Iraq’s Ministry of Oil (the government body
responsible for the licensing rounds) (the “Ministry”),
admitted as much in an interview leading up to the 4
round when he said that “there is a higher risk [in the

4™ licensing round sites] since the contractor could
spend millions of dollars and find dry holes and lose
everything he spent”.

Use of service contracts

The Iraqi Government’s belief is that a production
sharing model, used in Kurdistan and the most
commonly used model for exploration work of this type,
which typically gives foreign companies the right to a
portion of oil produced or profit made from sales, would
be in contravention of Iraq’s constitution (which states
that the oil and gas in Iraq is the property of the Iraqi
people and therefore should not be shared).

The Ministry however, as with the previous rounds,
insisted on using a “service contract”. Under the service
contract model IOCs are paid a fixed fee per barrel of
oil or gas equivalent, subject to a tax at 35%.
Furthermore, this fee is only payable once prescribed
production targets have been reached.

While service contract terms have been acceptable to
the IOCs in the previous licensing rounds, these have all
concerned already producing or production ready fields
where the spoils on offer have been greater and more
certain. It is highly unusual and almost unseen in the
industry to ask companies to accept service contract
terms for oil and gas exploration work. In particular,
agreeing a fee per barrel, that may be redundant or
inappropriate when it comes to the point of production,
carries with it considerable risks.

Tougher contract terms

Throughout the licensing rounds, one of the few
redeeming features of the service contracts from the
perspective of IOCs has been the fact that a service
contract model does not impose a ceiling on costs and,
under the terms of the contracts already signed, all
costs are entirely repaid by the Ministry.



This benefit however has been countered in the revised
service contract for the 4 licensing round which
introduced a new formula for the calculation of the fee
per barrel, meaning that the IOC will only be paid the
FPB on the remaining production after deduction of
costs. This is aimed at increasing the cost-efficiencies
of the IOCs with the cost of the sub-contractors being
deducted from the total production (on which the
contractors fee is determined). The worked example
provided by the Ministry is that if total production is 1
million barrels and the contractor has spent the value
of 300,000 barrels on a subcontractor, the contractor
will receive payment only for the remaining production,
or 700,000 barrels.

While one can see the reasoning behind this
amendment from the point of the Ministry, it has
seemingly done little to incentivise the IOCs who were
already being asked to stretch themselves into
accepting service contracts terms for exploration
licences, into bidding again, particularly as the terms of
the services contracts were otherwise broadly the same
as for the previous licensing rounds involving
production sites.

Restraints on exploration and production

The winners of the gas contracts on offer in the 4
licensing round are entitled to proceed to production
immediately on discovery as the Ministry believes that
gas is currently in short supply. Conversely, a clause
has been inserted into the services contracts for oil sites
such that the Ministry has the right to impose a
potential seven year holding period on oil field
discoveries, the purpose being to avoid the market
being over-supplied and overwhelming Iraq’s
underdeveloped infrastructure.

The impending effect of OPEC quotas (which the Iraqi
Government has indicated they could sign up to as early
as 2014) would have played heavily on the minds of
bidding IOCs. The quota figure that Iraq would be
subject to is yet to be determined, however it is thought
likely to be around the 4.5 million BPD mark, which
would make the Ministry’s plans to be producing 6.5
million BPD by 2014 redundant.
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Given that the oil fields on offer are only exploration
fields at this point, combined with the fact that the
contracts did not cater in anyway for the effects of
OPEC quotas, it is easy to understand why the majority
of the 48 IOCs that qualified for the 4 licensing round
were put off by the prospect of investing in the
exploration of oil fields. The possibility that any
resulting production (and their potential for return
given that rewards are linked solely to the FPB) may be
curtailed by the need to constrict Iraqi oil production to
within the confines of the OPEC quotas and under-
developed infrastructure would have clearly influenced
their decision.

Infrastructure concerns

It is widely acknowledged, and has been a concern of
I0C’s throughout the licensing rounds, that in order to
handle the planned increases in oil and gas production,
much of the existing infrastructure for both oil and gas
production will have to be upgraded and a considerable
number of new structures will have to be built both
inside and outside Iraq.

Of particular relevance to the 4 licensing round, when
for the first time the focus has been on gas, is the view
strongly held by IOC’s (and shared in Iraq) that, in the
long term, a more extensive gas infrastructure will be
required to enable the country to access the gas pipeline
routes in Turkey that supply the European markets.

Kurdistan

It is also worthy of note that the Kurdish Regional
Government has signed 48 production sharing
contracts with numerous IOCs, all of which the Iraqi
Government views as illegal. These agreements are far
more lucrative for IOCs than the service contracts
offered by Iraq because companies receive a share of
the oil produced.

Controversially, several companies who are party to
those agreements have been excluded from the licensing
rounds in Iraq; Sinopec was excluded from the 274
licensing round, and US oil firms Exxon Mobil (which
has signed 6 Kurdish production sharing contracts) and
Hess were excluded from the 4 licensing round, as a
result of their dealings with Kurdistan.



The Iraqi Government have formalised and
strengthened their position in this respect by inserting
a provision into the service contract on offer in the 4th
licensing round which gives the them an automatic
right of termination should a contractor subsequently
engage in agreements with Kurdistan (or any other
regional government).

Conclusion

It seems that the 4" licensing round saw the Ministry,
buoyed by the successes of the previous rounds, asking
IOCs to take aleap of faith too far. No attempt was
made to address the foreseeable concerns of the IOCs in
the service contract structure for exploration work and
indeed, if anything, the terms of the contract were
made even harder to swallow.

The possible impact of OPEC quotas tied with the
inclusion of a provision in the service contracts
granting the Ministry complete autonomy over when to
produce from an oil field in which reserves are
discovered makes it easy to see why the majority of the
pre-qualified IOCs chose not to participate in the
bidding process. The reality is that the gamble the
Ministry took, by asking IOCs to bid a fixed fee (albeit
slightly higher than the fees that have been on offer in
the previous licensing rounds) on unknown reserves
and production, proved unsuccessful.

Nevertheless, the 4% licensing round was not all bad
news; Block 9 near Basra, with its potential as an
extension to the already producing Azadegan field on
the Iranian side of the border (thus making it unlikely
to be subject to a holding period once reserves are
confirmed) may prove to be a greatly profitable for the
successful bidder, Kuwait Energy.

In the immediate aftermath of the 4" licensing round
results, the Ministry announced firstly that the state
owned Oil Exploration Company will search for oil and
gas in the nine exploration blocks that were not
awarded to IOCs and is planning a $160 million
expansion to more than double seismic crews and
equipment and secondly that a 5™ licensing round of 60
new sites would take place in the near future (with no
date confirmed as yet).

It is hoped that the Ministry will have learned lessons
from the results of the 4" licensing round and will look
to revise its contract terms to make them more suitable
to exploration areas and work.

If you have any questions about any of the issues raised
in this update, please contact:

Robert Hamill
Partner, London - Corporate
T: +44.20 3130 3558

Jonathan Musker
Associate, London - Corporate
T: +44 20 3130 3443

Mayer Brown is a global legal services organisation advising many of the world’s largest companies, including a significant portion of the
Fortune 100, FTSE 100, DAX and Hang Seng Index companies and more than half of the world’s largest banks. Our legal services include
banking and finance; corporate and securities; litigation and dispute resolution; antitrust and competition; US Supreme Court and appellate
matters; employment and benefits; environmental; financial services regulatory & enforcement; government and global trade; intellectual
property; real estate; tax; restructuring, bankruptcy and insolvency; and wealth management.
OFFICE LOCATIONS  AMERICAS: Charlotte, Chicago, Houston, Los Angeles, New York, Palo Alto, Washington DC

ASIA: Bangkok, Beijing, Guangzhou, Hanoi, Ho Chi Minh City, Hong Kong, Shanghai, Singapore

EUROPE: Brussels, Disseldorf, Frankfurt, London, Paris

TAUIL & CHEQUER ADVOGADOS in association with Mayer Brown LLP: Sdo Paulo, Rio de Janeiro

ALLIANCE LAW FIRM: Spain (Ramén y Cajal Abogados )
Please visit our web site for comprehensive contact information for all Mayer Brown offices. www.mayerbrown.com

Mayer Brownisagloballegalservices provider comprising legal practices thatare separate entities (the “Mayer Brown Practices”). The Mayer Brown Practicesare: Mayer Brown LLP and Mayer
Brown Europe-Brussels LLP, both limited liability partnerships establishedin Illinois USA; Mayer Brown International LLP,a limited liability partnership incorporatedin England and Wales
(authorisedand regulated by the Solicitors Regulation Authority and registered in England and Wales number OC 303359); Mayer Brown,a SELAS established in France; Mayer Brown JSM,aHong

Kongpartnershipanditsassociated entities in Asia;and Tauil & Chequer Advogados,a Brazilian law partnership with which Mayer Brown is associated. “Mayer Brown”and the Mayer Brown logo are

the trademarks of the Mayer Brown Practices in their respective jurisdictions.

©2012. The Mayer Brown Practices. All rights reserved.

o546cor
August 2012


mailto:rhamill%40mayerbrown.com?subject=
mailto:jmusker%40mayerbrown.com?subject=

