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the Afghani model and immediately apply it to Iraq.” General
Zinni argues along the same lines by describing an American mili-
tary support to Iraqi opposition as a “prescription for a ‘Bay of
Goats’ dreamed up by some silk-suited, Rolex-wearing guys in

London.”*8

In the final analysis, the decision to take decisive military action to
topple Saddam Hussein will probably depend on Bush’s ability to con-
vince the American public that another war against Iraq is a worthwhile
cause and that Americans should be willing to pay the price in terms of
economic costs and human lives. Similarly, the administration will have to
convince U.S. allies in the Arab world, Europe, Russia, China, and others
to continue supporting American military operations. Finally, another
war against Iraq will depend on how Saddam Hussein responds to the
international pressure to allow weapon inspectors back to Iraq and com-
pletely rid his country of weapons of mass destruction. The situation be-
tween the United States and Iraq is pregnant with several uncertain and
dangerous possibilities.

Conclusions

At the end of the Gulf war, nobody imagined that more than a decade later
Saddam Hussein would still be in office. Against all odds, he has not only
survived the defeat but has consolidated his grasp on power, and his re-
gime seems more stable than it was in the early 1990s. U.S. implicit or
explicit policy to overthrow Saddam Hussein has not succeeded. Baghdad
has paid a very high price for the prolonged and comprehensive sanctions
regime imposed on the country since August 1990. This price, however,
is being paid by the ordinary citizenry, not by the leadership. Similarly,
the tremendous international efforts, led by the United States, to destroy
Irag’s nonconventional military capabilities have achieved modest suc-
cess. Very few believe that Iraq is completely free of WMD. Finally, a
legitimate opposition group with roots inside Iraq and a workable plan to
overthrow Hussein’s regime is yet to be found. The underlying conviction
in Washington is that the Iraqi regime has failed to comply fully and un-
conditionally with the United Nations resolutions and has given up none
of its ambitions to be the dominant power in the Gulf or its determination
to retain the basic capability to rebuild its arsenal of WMD.

This assessment, however, should not be taken as a complete failure of
the American policy toward Iraq. At least two achievements deserve spe-
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cial attention. First, there is no denial that militarily Iraqg would have been
much stronger without the close scrutiny of its policy and resources en-
forced by the United States. Second, since the liberation of Kuwait,
Baghdad has been contained and prevented from threatening and attack-
ing its neighbors. Washington should get at least some of the credit for
preventing another war in the Persian Gulf. Still, despite some success, it
is clear that after more than a decade of economic and military contain-
ment the United States has not articulated a cohesive and long-term strat-
egy toward Iraq. Such strategy should consider two factors. First, Iraqi
reserves represent a major asset that can add substantial capacity to world
oil markets. The country has eleven major giant oil fields awaiting proper
development and a dozen lesser prospects as well as the nine blocks of the
Western Desert still waiting to be explored.® In short, a fully explored and
developed Iraq is critically needed to meet rising global demand for oil.

Second, the internal political dynamics in Iraq add to the uncertainty
regarding the country’s future and the prospects for its full reintegration in
the regional and international systems. The modern history of Iraq does
not provide one single example of a smooth or peaceful transfer of power
from one ruler to another. Saddam Hussein may be gone tomorrow, but he
just as easily might outlast another American president. Will one of his
two sons (Odai and Qusai) succeed him? In addition to this uncertainty
regarding the succession question, Iraq is notable for lack of political re-
form. Over the past decade, several countries that Washington used to call
“rogue states” have shown some signs of reform and moderation. Iran has
held free elections, and some of its leaders “talk” about starting a dialogue
with the United States. President Qaddafi of Libya handed over the two
suspected terrorists in the 1988 bombing of Pan-Am Flight 103 to face
trial in Scotland. (One of them was indicted.) The younger Assad in Syria
has taken some steps to reform his country’s economic system and to
reduce its role in Lebanon and is on speaking terms with the United States.
Sudan supported the U.S. war on terrorism by sharing crucial intelligence
information on al-Qaeda and Osama bin Laden. On the other hand, there
is little, if any, sign of reform or moderation in the Iraqi policy in more
than a decade.

To sum up, the Iraqi dossier is far from being closed. Washington has
yet to find a way to reconcile the need to keep the Iraqi oil flowing into the
global markets with its desire to deter Baghdad from committing any ag-
gression against its neighbors or acquiring the means to pursue such a
policy. Since the United States can neither engineer Saddam Hussein’s fall
nor accept him back into the international community, it really has one
option left: trying to sharpen the existing policy of containment.



The United States and lran

Prospects for Rapprochement

With a population approaching 70 million, the Islamic Republic of Iran is
the most populous country in the Persian Gulf. This demographic advan-
tage has made Tehran a major player in any security configuration. Long-
term stability in the region is unlikely without Iran. Furthermore, the
country possesses the world’s second largest natural gas reserves (after
Russia) and the fifth largest petroleum reserves (after Saudi Arabia, Iraq,
the United Arab Emirates, and Kuwait). Finally, the Islamic Republic of-
fers easy access to the exploitation of the Caspian Basin’s energy resources
and to neighboring Commonwealth of Independent States nations, both
in the Caucasus and Central Asia. Thus Iran continues to be a major
player on the global energy scene.

The Islamic revolution of 1979 represents a turning point in Iran’s his-
tory. In a brief period, the clerical regime, founded by the late Ayatollah
Khomeini, succeeded in establishing itself and was able to survive, over-
come, and adjust to several daunting internal and external challenges.
These include the eight-year war with Iraq, the assassination of prominent
revolutionary leaders, the death of Ayatollah Khomeini, and the American
economic sanctions. The Islamic regime has been able to weather all these
storms. President Muhammad Khatami, who was elected in 1997 and
reelected in 2001, has sought to introduce and consolidate economic and
political reforms. Given the central role that oil revenues play in the Ira-
nian economy, the energy sector has been the focus of this reform. The
process of opening up Iran’s upstream oil and gas sectors, however, has
been complicated by the hostile relations with the United States.

This chapter is divided into three parts. The first part reviews the his-
tory and evolution of Iran’s energy industry. Particular attention is given
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to the recent efforts to invite international oil companies back to invest in
the exploration and development operations of oil and gas fields. This
leads the analysis to discuss the attempt by the United States to deny the
Islamic republic access to foreign investment (e.g., American economic
sanctions). The second part examines the main strategic issues that have
complicated the relations between Washington and Tehran since 1979.
These include Iran’s involvement in international terrorism, attempts to
acquire and develop weapons of mass destruction, and opposition to the
Arab-Israeli peace process. The September 11, 2001, terrorist attacks and
the subsequent war have provided a window of opportunity for the two
countries to explore chances for cooperation. The potential strategic im-
pact of these events on the American-Iranian relations will be analyzed in
the third part.

Despite these impediments, Washington and Tehran share fundamental
national interests. A stable and prosperous Iran can play a positive role in
stabilizing global energy markets and promoting regional stability in the
Persian Gulf and the Middle East. The outcome of the rivalry between
moderate and extremist forces within the religious/political establishment
in Tehran will have a significant impact on the speed and magnitude of a
rapprochement with Washington. The sooner the two countries can ar-
ticulate a policy of détente, the better for them, the international economy,
and global peace.

The Oil and Gas Industry in Iran

The discovery and development of oil in Iran reflect three distinctive char-
acteristics: Iran was the first country in the Persian Gulf and the Middle
East where oil was found; the relations between the Iranian authorities
and international oil companies in charge of petroleum exploration and
development operations within the country were, generally speaking,
characterized by mistrust and tension; and U.S. involvement in the Iranian
hydrocarbon industry started in the mid-1950s, more than four decades
after oil was discovered.

First, in 1901 the shah of Iran granted a concession to William Knox
D’Arcy, a British adventurer, to find, exploit, and export petroleum any-
where in Iran, except for the five northern provinces (Azerbaijan, Gilan,
Mazanderan, Astrabad, and Khorassan), which were excluded as a result
of Russian influence. Oil was first struck in 1908 in Masjid-i-Suleiman, on
the site of an ancient fire temple. The Anglo-Persian Oil Company was
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formed in 1909; renamed the Anglo-Iranian Oil Company in 19335, the
company is now known as British Petroleum. Britain was particularly
interested in oil discovery in Iran for at least three reasons: (1) there were
no indigenous oil deposits in the United Kingdom nor in any part of the
British Empire, so far as was then known; (2) in 1913, shortly before
World War I began, the British Admiralty, then headed by Winston Chur-
chill, decided to shift from coal to oil as fuel for the Royal Navy;! and (3)
British control of Iranian oil would strengthen a British presence and in-
fluence in the Middle East and deter the threat of German or Russian
expansion in that area.? Taking these reasons into consideration, the Brit-
ish government bought a controlling interest in the Anglo-Persian Oil
Company. Accordingly, Iranian oil facilities were rapidly expanded during
World War I and by the early 1950s were still the best developed in the
Persian Gulf region.

Second, in spite of the continuing expansion of the Iranian oil industry,
the tension and suspicion between the Anglo-Iranian Oil Company and
the authorities in Tehran were building to a showdown in the early 1950s.
The Iranian grievances focused on three areas: (1) the monopoly position
enjoyed by the company; (2) the close relationship between the company
and the British government; and (3) dissatisfaction with the financial
terms of the concession between the company and the Iranian govern-
ment. Developments between the early 1930s and the 1950s had under-
scored these Iranian complaints and contributed to the rise and sharpen-
ing of nationalism in Tehran. In 1932, the Iranian government decided to
cancel the concession it had awarded to the Anglo-Persian Oil Company
three decades earlier. After lengthy negotiations, the two sides signed a
new concession in 1933 with more favorable provisions to Iran. Following
this new agreement, the Iranians were satisfied with the steadily increasing
income they were receiving and for a number of years had good relations
with the company. However, the Second World War introduced new dy-
namics. In 1941, Britain and the Soviet Union occupied Iran and forced
Shah Reza, who was sympathetic to Germany, to abdicate in favor of his
son. Several months later, Tehran, London, and Moscow signed a tripar-
tite treaty of alliance. In 1948 and 1949, negotiations between the Iranian
government and the Anglo-Iranian Oil Company produced an agreement
supplementary to the 1933 concession, offering improved financial terms
to Iran, though allowing little scope for the assertion of Iranian sover-
eignty over its oil resources.’

The Iranian Majlis rejected the agreement and passed the Nationaliza-
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tion Bill in April 1951, providing for the creation of a National Iranian Oil
Company (NIOC), to which the assets of the Anglo-Iranian Oil Company
were to pass and which would be the government agency responsible for
running all aspects of the Iranian oil industry. This movement was led by
Dr. Muhammad Mossadeq, who became prime minister. In response to
these changes, Iranian oil production dropped steeply and alternative oil
resources were rapidly developed in the Persian Gulf, particularly in Ku-
wait, Saudi Arabia, and Iraq. The next two years witnessed an economic
confrontation between London and Tehran, with Washington fearing that
popular discontent and economic straits might lead Iran toward commu-
nism. These economic and political uncertainties came to an end by a coup
d’etat, supported by the U.S. government, that led to the arrest of
Mossadeq and the installation of a friendlier government in Tehran. Later,
an agreement was signed between the new Iranian government and the
Iranian Oil Participants, which was generally known as the Consortium.
The Consortium was initially made up of several international oil com-
panies: British Petroleum, 40 percent; Royal Dutch/Shell, 14 percent;
Gulf, Mobil, Standard of New Jersey, Standard of California, and Texaco,
each 7 percent; Compagnie Francaise des Petroles, 6 percent; and Iricon
Agency, comprising eight U.S. independent oil companies, 5 percent.* The
terms of the agreement were in line with the offers that had been made to,
and refused by, Mossadeq at various times after the act of nationalization.
Exploitation and marketing rights were assigned to the Consortium, but it
was recognized that the NIOC remained the sole owner of all fixed assets.
Thus, in principle, the 1954 agreement recognized Iranian nationalization
of the oil industry and provided what amounted to a 50/50 share of prof-
its. In 1966 the Consortium relinquished 25 percent of its agreement area,
and in 1973 the NIOC assumed control over oil production and refining
in the whole agreement area.

Third, in addition to the gradual American involvement in the Iranian
oil industry, which started with U.S. oil companies’ owning 40 percent
shares of the Consortium agreement signed in 1954, Washington has had
strategic interests in Tehran as a bulwark against Soviet expansion in the
Middle East and west Asia. American influence in Iran was negligible until
the early 1940s. During World War II, American troops and technicians
went to Iran at the request of the British to assist in forwarding supplies
to the Soviet Union to assist it in the war against Germany. Shortly after
the war, the British role in helping Iran to resist Soviet pressure was
taken over by the United States. The Truman Doctrine, which pledged
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U.S. assistance to small nations against communist aggression and infiltra-
tion, was enacted in 1947. In line with this policy, specific economic and
military aid was pledged and given to Turkey and Greece, and subse-
quently the policy was extended to Iran. Thus, between 1945 and 1961,
the United States gave Iran $1.1 billion in foreign aid, most of it for
economic assistance.® Meanwhile, military cooperation between the two
nations had substantially increased until the 1979 revolution, particu-
larly in the areas of arms sales and training. An important step in this
alliance between Tehran and Washington was taken in October 1955
when Iran joined the Baghdad Pact, of which Britain, Turkey, Iraq, and
Pakistan were already members and with which the United States was
closely associated.

To sum up, the history and evolution of the Iranian oil industry are
quite different from those of other states in the Persian Gulf. Oil was
found in Iran earlier than the rest of the region, and the United States
became involved in the Iranian oil industry in a later stage than the Saudi
oil industry, which was developed from the beginning entirely by Ameri-
can oil companies. Finally, the process of expanding Iranian control over
and ownership of its oil resources took place earlier and was more con-
frontational than the experiment in other Persian Gulf producers. In spite
of Iran’s failure in the early 1950s to completely control its hydrocarbon
wealth, by 1973 Tehran took charge. Still, the NIOC allocated areas for
exploration and development under joint arrangements with interna-
tional oil companies and granted them service contracts.

Reopening Iran’s Oil and Gas Sectors to Foreign Investment

The 1979 revolution was a turning point in Iran’s overall development
particularly with regard to the hydrocarbon industry. Almost all coopera-
tion between the Iranian government and IOCs was frozen. This can be
explained by two interrelated reasons. The new leaders in Tehran were
extremely suspicious of foreign investors in general and especially IOCs.
The dominant view was that a main goal of the revolution was to liberate
the Iranian people and nation from foreign penetration, culturally, eco-
nomically, and politically. On the other side, the political turmoil, which
accompanied the revolution, followed by the war with Iraq (starting in
1980) made Iran a high-risk place in which to invest. In short, both sides—
the Iranian authorities and IOCs—rejected any cooperation with the
other.
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By the late 1980s and early 1990s, however, the economic and political
environment in Tehran had drastically changed as well as the country’s
stand on the regional and international scenes. The war with Iraq ended,
Ayatollah Khomeini died, and several million people were added to the
country’s population, aggravating economic problems, particularly unem-
ployment. By the early 1990s Iran was poorer than what it was before the
revolution. This decline in the standard of living for the majority of Irani-
ans has incited the leadership to adopt a less dogmatic and more prag-
matic attitude toward foreign investment. Meanwhile, the responsible
stand Tehran took during the Gulf crisis (1990-91) has improved its inter-
national image and facilitated its reintegration in the global economic
system. Accordingly, since the mid-1990s the Iranian government has
pursued orchestrated efforts to attract foreign investment. This is most
apparent in the hydrocarbon sector.

Besides the growing realization that foreign investment is a necessity to
address the fundamental imbalances in the Iranian economy, there are
specific incentives to invite IOCs back to the oil and gas sector. First, as has
been discussed earlier, Iranian oil fields are the oldest in the Persian Gulf
region. These aged fields suffer from a depletion rate of 250,000 to
300,000 barrels per day (b/d), according to the Iranian Oil Ministry.® At
the same time, the Iranian government has set an output target of 5.6
million b/d in 2010 and above 7.3 million b/d in 2020.” This would sug-
gest a sustainable capacity of about 8 million b/d, twice the estimated
capacity of 4 million b/d in 2002. Expanding output capacity is important
to Iran in order not to lose its share in OPEC’s production and to keep its
credibility as a major oil producer and exporter. Second, production from
offshore oil fields requires more financial resources and more sophisti-
cated technology than onshore production. IOCs are in a better position
than the Iranian government to initiate and accelerate the exploration and
development of these offshore oil fields. Third, Iran will not be able to
maintain its current level of production or expand it without substantial
investments. Some estimates put Iran’s required investment to reach the 7
million b/d level at approximately $30 billion.® Tehran simply does not
have this money. Foreign investment is a necessity.

To sum up, Iran has neither the required financial resources nor the
technological expertise to upgrade and modernize its aging oil fields. Ac-
cordingly, Iranian oil production reached its peak in 1974, and for almost
three decades it has been way below this level, as shown in table 5.1.

The figures show the severe impact of domestic political instability and
the war with Iraq on Iran’s oil production. Since the early 1990s, there has
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Table 5.1. Iran’s oil production, 1970-2000 (thousand barrels per day)

Year Production Year Production Year Production
1970 3,829 1981 1,380 1992 3,429
1971 4,540 1982 2,214 1993 3,540
1972 5,023 1983 2,440 1994 3,618
1973 5,861 1984 2,174 1995 3,643
1974 6,022 1985 2,250 1996 3,686
1975 5,350 1986 2,035 1997 3,664
1976 5,883 1987 2,298 1998 3,634
1977 5,663 1988 2,240 1999 3,557
1978 5,242 1989 2,810 2000 3,719
1979 3,168 1990 3,088 — —
1980 1,662 1991 3,312 — —

Source: Energy Information Administration, International Petroleum Monthly (Washing-
ton, D.C: Government Printing Office, June 2001), 38.

been a steady rise in output. In order to fully utilize its hydrocarbon re-
sources, the Iranian government has embarked on serious efforts to attract
foreign investment back to its upstream oil and gas industry. Four charac-
teristics of the Iranian opening strategy can be identified:

(1) Originally, the focus was on developing natural gas fields, but
more recently IOCs have been invited to participate in developing
oil fields.

(2) Iran has articulated a formula called “buy-back” in its dealings
with foreign companies.

(3) Given political sensitivities, IOCs were invited to develop offshore
fields, but later they became involved in the development of on-
shore fields as well.

(4) U.S. economic sanctions against investment in the Iranian energy
sector have complicated the process of rapid development of oil
and gas resources.

Natural Gas

Iran holds 15.3 percent of the world’s proven natural gas reserves (second
only to Russia). In spite of these huge reserves, the country’s share of
world production is only 2.5 percent.’ This large gap between actual pro-
duction and proven resources and capacity reflects the current status of
the gas industry in Iran—largely underutilized. Traditionally, Iran has
been an oil producer and exporter for most of the past century. For a long
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time gas received low priority because oil offered better and higher foreign
exchange returns. Still, gas exports began on a large scale in 1970 to the
former Soviet Union.!® These exports continued for several years until
they were stopped due to price and payment difficulties. Since the early
1990s, official attention has focused on developing gas resources. This
was partly in response to the skyrocketing of domestic oil consumption,
which cut into crude exports and threatened to deprive the state of a
substantial proportion of annual revenues. The Iranian government, un-
der President Ali Akbar Hashemi Rafsanjani, responded by launching a
gasification program in 1992. Under this program, hundreds of cities and
towns were given access to gas. Consequently, domestic consumption of
natural gas more than doubled: from 22.7 billion cubic meters (bcm) in
1990 to 62.9 bem in 2000.'"! Thus, one analyst rightly concluded that the
surge of natural gas in the domestic energy market was the salient feature
of the 1990s in Iran’s energy picture.'? Indeed, by 2001 natural gas ac-
counted for around 44 percent of Iran’s total energy consumption.'’ In-
creasing gas production can serve at least four objectives: (1) to satisfy
growing domestic demand; (2) to use as a source of foreign revenues by
exporting gas to countries such as India, Japan, and Turkey; (3) to inject
into depleted oil fields to maintain reservoir pressure and allow higher
recovery; and (4) to free more oil for export. Indeed, some analysts esti-
mate that a partial switch to gas use will leave an additional $2 billion of
oil products for export a year.'

In order to achieve these goals, much of the new gas field development
of recent years has centered on South Pars, one of the world’s biggest
offshore gas fields. South Pars, first identified in 1988, is an extension of
Qatar’s North Field. It accounts for about a third of total proven gas
reserves and, not surprisingly, is the country’s largest energy project.'’ The
field is being developed in twenty-five phases. It is estimated that it costs
between $850 million and $1 billion to develop each phase.'® In addition
to South Pars, there have been significant discoveries. In April 2000, the
Oil Ministry announced the discovery of Iran’s biggest onshore sweet gas
field, Tabnak in the southern part of the country. It contains reserves of
15.7 trillion cubic feet of gas.'”” The amount is not particularly significant
for Iran, but the field is very attractive because the gas is sweet and will
require minimum investment to develop. In August 2000, another impor-
tant sweet gas field, Homa, was announced. It has recoverable reserves of
133,100 million cubic feet (mcf).'®

These massive natural gas reserves have incited the authority in Tehran
to develop a national distribution network. The backbone of this grid is
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the Iranian gas trunkline network (IGAT). The idea of developing a na-
tional gas network has been around since the mid-1960s, when IGAT-1
was built, followed shortly by IGAT-2." In order to meet a growing do-
mestic demand, construction of IGAT-3 started in the early 2000s, and
plans for IGAT-4 are under consideration.?’ All these trunkline networks
carry gas from southern Iran, where major gas fields are, to the north,
where most population centers are located.

Since the late 1990s, Iran has articulated a sound strategy to expand its
natural gas output to meet growing demand both at home and in neigh-
boring countries. Iran will probably emerge as a major gas producer and
exporter. Indeed, the groundwork is being laid for major export projects,
particularly to Turkey and India. Securing markets for gas, however, is
different from securing markets for oil. Unlike oil, the process of trans-
porting gas from the fields to the markets is expensive and difficult.
Mainly, there are two ways to transport gas, either by pipelines to neigh-
boring markets or as liquefied natural gas (LNG) to distant ones. Ap-
proximately a quarter of internationally traded gas, is shipped as LNG.?!
Both methods are characterized by large capital costs, relatively long lead
times, and long-term commitments between consumers and suppliers,
with “take-or-pay” twenty-year or longer contracts as the norm. Still,
worldwide trade in natural gas is increasing as advances in technology
lower the costs of long-distance pipelines and of LNG processing and
transportation. Nonetheless, compared with oil, natural gas has less of an
international market and is more sensitive to regional changes. Iran plans
to use pipelines to carry gas to Turkey and LNG to supply gas to India.

Turkey is seen as an attractive market primarily for two reasons. First,
with one of the largest populations in the Middle East (over 65 million)
and a growing economy with very little indigenous gas resources, An-
kara’s dependence on and need for imported gas is rapidly rising. Second,
Turkey is viewed by natural gas suppliers not only as a potentially boom-
ing gas market in its own right but also as the gateway to other consumers
in southern and central Europe. In other words, Turkey’s strategic location
makes it a natural “energy-bridge” between energy producers in the
Middle East and Caspian Basin regions on one hand and consumer mar-
kets in Europe on the other hand.?

With a share of total world gas consumption of only 0.6 percent in
2000, Turkey is not a major consumer. Turkish natural gas demand, how-
ever, is projected to increase rapidly in coming years, with the prime con-
sumers expected to be power plants and industrial users. Natural gas is
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Turkey’s preferred fuel for new power plant capacity for several reasons:
environmental (gas is cleaner than coal or oil), geographic (Turkey is close
to huge amounts of gas in the Middle East and Central Asia), and eco-
nomic (Turkey could offset part of its energy import bill through transit
fees it could charge for oil and gas shipments across its territory).?* This
projected rising demand will be met by additional imports. Currently, the
bulk of Turkish gas demand is met by imports from Russia, Algeria, and
Nigeria. For the past several years, the Turkish government has negotiated
with several sources for further imports to close the envisaged gap be-
tween projected demand and contracted supply. These include huge and
expensive schemes to import gas from Turkmenistan (Trans-Caspian Pipe-
line), Russia (Blue Stream), and Azerbaijan (Shah Deniz).

Finally, in 1996 Iran and Turkey signed a $20 billion agreement that
calls for Iran to supply Turkey with natural gas for twenty-two years.
Exports of Iranian gas to Turkey were slated to start in 1999 at an initial
rate of 300 million cubic feet a day (mcf/d) and rise to a level of 1,000 mcf/
d in 2005.2* Gas pumping, however, was delayed several times due to the
failure to complete the construction of the necessary pipelines and a meter-
ing station. Furthermore, Turkey’s economic slowdown in the early 2000s
may have contributed to the postponement of the project. Finally, Ameri-
can opposition to the deal may also have played a role in Ankara’s reluc-
tance to begin importing gas from Iran. After a long delay, delivery of
natural gas from Iran to Turkey started in December 2001.

Since the early 1990s, three developments have provided incentives for
closer Indian/Iranian cooperation. First, after several decades of imple-
menting a state-led economic policy, New Delhi started liberalizing its
economic system and opened it up to foreign trade and investment. This
shift in economic policy resulted in a significant growth in the country’s
gross domestic product. India will need increasing volumes of energy to
sustain its rapid economic growth. Domestic gas supply will not keep pace
with domestic demand. Thus, India is projected to grow more dependent
than ever on imported gas. Most of this gas is likely to come from the
Persian Gulf. Indeed, India has already either signed or negotiated gas
deals with Qatar, Oman, the United Arab Emirates, and Iran. Second,
New Delhi’s relations with Arab countries have, to some extent, shifted
focus. In the heady days of nonalignment, Egypt was the biggest partner
India had in the Arab world. Iraq was another important ally, due to
similarity in foreign policy orientation and mutual animosity toward Pa-
kistan.
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But the post—-Cold War decade has seen Indian-Egyptian ties diminish
for lack of economic incentives to sustain them. And since 1990, Iraq has
been isolated by international sanctions. That has prompted India to in-
creasingly turn its attention to the Gulf states and Iran. Third, the rise of
the Taliban in Afghanistan provided strong political cement for the grow-
ing Indian-Iranian partnership. Both New Delhi and Tehran opposed the
Taliban’s policy and the support the movement received from Islamabad.
Together these three developments—India’s expanding demand for en-
ergy, the shift in its foreign policy, and the rise of the Taliban (1996-
2001)—have contributed to the consolidation of relations between New
Delhi and Tehran.

The problem Iran and India face is how to physically move large
amounts of energy. The two countries have signed several memoranda of
understanding and agreements regarding their energy cooperation. Sev-
eral options have been under consideration including an overland or a
deep-sea pipeline. Both options are challenging. An overland pipeline
would have to pass through Pakistan. That raises security issues for India,
which has fought three wars with Pakistan since the two countries won
independence in 1947. While a deep-sea pipeline would be politically
easier, it would also be much more costly and technically difficult than an
overland line.

Iran, India, and Pakistan could yet find a way to ease the Indian-Paki-
stani rivalry sufficiently to participate in an overland pipeline. Pakistani
officials estimate a pipeline could earn their country hundreds of millions
of dollars in transit fees annually, as well as help Pakistan meet its own
projected future energy shortages. Furthermore, the proponents of an
overland pipeline say the presence of multinational investors in any con-
struction would help to guarantee its security by making all players view
it in international, rather than strictly national, terms. The destruction of
the Taliban regime in late 2001 has intensified the Iranian efforts to start
this huge scheme for two reasons. One, the Taliban constituted a major
point of tension between Tehran and Islamabad, and their removal is
likely to smooth relations between the two countries. Second, the estab-
lishment of a new government in Kabul is likely to contribute to political
stability and make Afghanistan a potential route to export gas from Turk-
menistan (not Iran) to Pakistan and India. Thus Iran, India, and Pakistan
have formed joint technical committees to negotiate the details for a pipe-
line. Indeed, a pipeline stretching from Asaluyeh on Iran’s Gulf coast
to Pipavav in Gujarat state in northwestern India has been proposed.?’
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The United Kingdom’s BG International has been involved in this scheme.
Meanwhile, proposals to transport natural gas on LNG vessels from Iran
to India are under consideration.

In addition to Turkey and India, Iran continues to seek export markets
for its natural gas. Possibilities include Armenia,?® Ukraine, Europe (via
either Ukraine or Turkey), Pakistan, Taiwan, South Korea, and China.
Finally, in July 2000 a memorandum of understanding was signed with
Kuwait to study possible supplies of Iranian gas.?” In order to expand its
gas output to meet domestic demand and target these markets, Iran has
signed several deals with international companies to participate in the
exploration and development of its hydrocarbon resources.

Deals to Develop Offshore and Onshore Fields

Since 19935, Iran has embarked on serious efforts to attract IOCs to invest
in the exploration and development of its hydrocarbon resources. An im-
portant step toward this was taken in 1995, when a list of eleven projects
was offered to IOCs. The plan gained in scope and momentum in mid-
1998, when twenty-four more oil and gas development projects, along
with seventeen onshore and offshore exploration blocks, were put on of-
fer.?® This new Iranian attitude toward foreign investment in the country’s
energy sector has presented IOCs with a magnificent opportunity that
they do not intend to miss. Several agreements between Iran and Euro-
pean, Canadian, Japanese, and other Asian companies have been signed
recently.

In early 1999, Elf Aquitaine of France and Eni of Italy agreed to spend
$540 million to increase production at the Doroud offshore field. Norsk
Hydro has been awarded an exploration contract near the Iraqi border.
Another Norwegian firm, Norex, is in charge of a project called Persian
Gulf Carpet 2000, which requires seismic surveys in the Gulf. Similarly,
the Royal Dutch/Shell Group has been involved in many projects in Iran,
including the exploration in the southern Caspian Sea (in association with
the London-based Lasmo), the development of Soroush and Nowruz oil
fields, and a proposal for a gas-to-liquids plant. The UK’s BG Interna-
tional has signed a joint venture agreement with an Iranian company
aimed at developing Iran’s first liquefied natural gas export project. An-
other British company, Enterprise, will participate in developing the South
Pars. The biggest single award since the 1979 revolution ($3.8 billion) was
given to the Italian firm ENI to develop the South Pars. Also, in June 2000
ENI signed a $900 million contract to develop the Dharkovin oil field.
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Finally, an international consortium of nine oil and gas firms, mainly Eu-
ropean, agreed to carry out a study for a twenty-five-year gas-utilization
plan centered on supplies from South Pars.?

Unlike Europe, Japan has been hesitant to forge any close cooperation
with Iran for fear of U.S. retaliation. In other words, both the Japanese
government and Japanese companies are treading carefully for fear of
upsetting their chief ally and biggest trade partner, the United States. Thus,
under U.S. pressure, Tokyo in the mid-1990s suspended loans promised to
Tehran. Since 1999, however, there have been signs of a growing Iranian-
Japanese partnership, driven by at least four economic/strategic factors.
First, Japan imports almost all of the oil it needs, and approximately 85
percent comes from the Gulf, particularly the United Arab Emirates, Saudi
Arabia, and Iran. Tokyo is determined to maintain good relations with its
oil suppliers. Second, in February 2000, a private Japanese firm, Arabian
Oil Company, lost its forty-year rights to produce oil in the Saudi portion
of the Neutral Zone oil field shared by Saudi Arabia and Kuwait. Thus,
with Japanese firms effectively frozen out of oil development and produc-
tion activities in Saudi Arabia and Kuwait, it seems that the Japanese
government has decided to settle on Iran as its main prospective partner as
far as upstream oil and gas development in the Middle East is concerned.
Third, Japan is also eager to improve ties with Iran because of concern that
China will increasingly compete for Iran’s oil and win business contracts
there. Fourth, Japanese companies fear they may be left behind by Euro-
pean, Chinese, and even U.S. companies poised to make contracts with
Iran when the sanctions come to an end.

President Khatami’s visit to Japan in late 2000 can be seen as a culmi-
nation of the emerging cooperation between Tehran and Tokyo. One of
the results of this visit was a protocol under which Tehran agreed to give
Japanese firms negotiating rights for the appraisal and development of a
specific area of the newly discovered giant oil field, Azadegan, in south-
western Iran.>® This oil field was discovered in 1999 and is considered the
most important discovery for more than three decades. In addition, the
NIOC pledged to support the participation of Japanese companies as mi-
nority partners in the development of other oil and gas fields.

To sum up, Iran has succeeded in attracting IOCs to invest in its energy
sector. Since 1995, when Iran officially invited foreign investors to partici-
pate in the development of its oil and gas fields, the two sides signed deals
worth more than $10 billion. All indications suggest that Tehran will seri-
ously continue its efforts to negotiate and sign more agreements with
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IOCs. Iran, however, needs to address two important obstacles: modifying
the buy-back model and overcoming the U.S. sanctions.

“Buy-Back” Model

Following the 1979 revolution, a new constitution was established. Re-
flecting one of the issues at stake in the revolution itself, the new constitu-
tion stipulates that foreign ownership of the country’s natural resources
was illegal. Specifically, it prohibits the granting of petroleum rights on a
concessionary basis or direct equity stake. The petroleum industry was
nationalized, the government expropriated the assets of foreign petroleum
companies operating in the country, and concession agreements were bro-
ken. Eight years later, when the attitude toward foreign investment started
changing, the Petroleum Law of 1987 was promulgated. It permits the
establishment of contracts between the Ministry of Petroleum and state
companies on one side and local and foreign natural citizens and legal
entities on the other side.’! Since reopening to the IOCs, Iran has employed
the buy-back framework for upstream contracts. The adoption of this
principle represents a radical break with the past and was a courageous
move that carried huge political risks for those who espoused it.

The buy-back model is better explained in comparison with other for-
mulas that have been utilized between oil producers and foreign compa-
nies. These include joint venture, production-sharing agreement (PSA),
and technical services contract (TSC). Joint ventures are arrangements
under which a state enterprise and a foreign firm invest stated amounts of
capital that can take various forms, including funds, intellectual property,
or physical assets and rights to land. The partners share the risk and the
reward of the venture in proportion to the capital contributed.’> Under
PSAs, the foreign contractor is reimbursed for exploration, development,
and operating costs by way of a certain share of production.’ In other
words, the foreign partner holds no equity stake but does maintain a firm
legal entitlement to a certain percentage of oil output volume. Finally,
TSCs involve a simple cash payment for services rendered. These types of
contracts entail little risk, if any, for the foreign firms. Subsequently, the
rewards do not rise should discovery be substantial or oil prices increase.*
In addition, service contracts tend to be awarded for short periods.

The buy-back formula does not violate the Iranian constitution. It is a
service contract under which one or more parties are contracted by the
Ministry of Petroleum to carry out necessary exploration and develop-
ment work on a field that, once completed, reverts wholly to the ministry.
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Thus, the foreign company is neither a partner nor a concessionaire, but
acting in the role of a hired contractor servicing the national company. The
buy-back model demands that the foreign partner provides all investment
capital for exploration and, in return, is paid a predetermined rate of
return on capital invested. This is paid in kind after the production of the
first commercial oil. Buy-back contracts generally are designed by the Ira-
nian negotiators to last five to seven years and are thus fairly short term in
the context of the traditional upstream contract.?

Although there have been several agreements signed between Iran and
IOCs based on buy-back formula, the model has been criticized particu-
larly for three reasons. First, it is almost risk-free for the IOCs, since they
are guaranteed a return on their investment. Second, the brief duration of
the contracts does not provide incentives for the IOCs to introduce and
fully utilize their advanced technology and management skills. Third, the
fixed rate of return leaves IOCs with little incentive to maximize the profit
from oil and gas fields. In short, the criticism focuses on the disconnection
between performance and profit and the absence of long-term relation-
ships between the Iranian oil authority and IOCs.

With these shortcomings taken into consideration, there have been in-
tense debates in Tehran and negotiations with IOCs regarding modifying
the buy-back model. In 2000 the Council of Guardians decided that the
buy-back model supported a form of interest forbidden by Islam. This
decision, however, was overruled by the Expediency Council, Iran’s high-
est legislative court of appeal, in February 2001.3¢ New contracts signed
with IOCs link performance to payments and provide for long-term rela-
tions with foreign companies. The goal is to optimize oil and gas field
utilization. A consensus is growing in Iran that, without modifying the
buy-back formula, the country could fall short of its expectations in terms
of attracting the necessary foreign investment. This is particularly impor-
tant to offset how some foreign investors see Iran as a political risk due to
the American sanctions.

U.S. Economic Sanctions

The United States has maintained sanctions against Iran since 1979, fol-
lowing seizure of the American embassy in Tehran. Economic sanctions
against Iran became more exclusive in the mid-1990s with the signing of
several executive orders and the enacting of the Iran-Libya Sanctions Act
(ILSA). In 1995, President Clinton issued two executive orders that estab-
lished a total ban on trade with Iran. The first order prevents U.S. compa-
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nies, but not their foreign subsidiaries, from supervising, managing, and
financing projects relating to the development of Iran’s oil and gas re-
sources. A second executive order stated that U.S. persons may not trade
in Iranian oil, finance, broker, approve or facilitate such trading, or fi-
nance or supply goods or technology that would benefit the Iranian petro-
leum sector.’” Even executory contracts whose legal effect is contingent
upon the lifting of sanctions are not permitted.*® As a result of these execu-
tive orders, the American oil company Conoco was obligated to abrogate
a $550 million contract to develop Iran’s offshore Sirri A and E gas fields.

To tighten the embargo further, Congress unanimously passed the
ILSA, and President Clinton signed it into law in August 1996. ILSA man-
dates the president to impose two sanctions selected from a menu of six on
any U.S. or foreign person who invests $20 million or more in an Iranian
project (lowered in August 1997 from $40 million) if the investment di-
rectly and significantly contributes to the enhancement of Iran’s or Libya’s
ability to explore for, extract, refine, or transport by pipeline its oil and
natural gas. The menu includes denial of U.S. export licenses, restrictions
on imports to the United States, a ban on U.S. government procurement of
goods and services, a prohibition on certain loans or credits by U.S. finan-
cial institutions, restrictions upon sanctioned financial institutions, and a
denial of Export-Import bank assistance. In other words, the legislation
was designed to force foreign companies into choosing to do business with
either Iran and Libya or the United States. ILSA, however, does not pro-
hibit foreign companies from trading in Iranian crude oil and gas com-
modities.

Finally, in August 1997, President Clinton issued a third executive or-
der that closed loopholes in the embargo whereby goods were being ex-
ported to Iran from third countries.?® These executive orders and ILSA
provide the general outlines of the Iranian trade restrictions. The U.S.
Treasury Department’s Office of Foreign Assets Control supplies the de-
tails and interpretations of the scope of the sanctions, issues regulations,
and considers license applications.

The threat of secondary U.S. sanctions has deterred some multinational
companies from investing in Iran. In August 1996, Australia’s BHP with-
drew from a proposed $3 billion pipeline project to transport Iranian
natural gas to Pakistan and India under the threat of U.S. sanctions.*’ The
Clinton administration’s attempts to implement ILSA, however, have run
into opposition from a number of foreign governments and companies.
Following Conoco’s abrogation of a contract to develop Iran’s gas fields in
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19935, the contract was awarded to a consortium composed of France’s
Total, Malaysia’s Petronas, and Russia’s Gazprom. In late 1996, the lead-
ers of the European Union officially registered their opposition to the ILSA
by passing Resolution 2271, directing EU members to not comply with
the U.S. sanctions policy.*! The economic tensions between the United
States and the European Union escalated almost to the point of confron-
tation, so in May 1998 the Clinton administration decided to waive sanc-
tions against Total.

This step was in line with ILSA, which allows the president to waive the
mandatory sanctions. Under Section 4(c), the president may invoke a
country waiver, exempting all nationals of a country from sanctions if
their government has agreed to undertake substantial measures that
would inhibit Iran’s efforts to acquire weapons of mass destruction. No
Section 4(c) waiver has ever been issued. Under Section 9(c), the president
may waive sanctions upon a particular firm if it is important to the na-
tional interest. This waiver was intended to accommodate instances where
invoking the sanctions could violate multilateral trade agreements, lead-
ing to unacceptable costs to U.S. economic interests or conflict with juris-
diction exercised by sovereign states.

Upon European insistence, the Clinton administration waived sanc-
tions against the consortium led by Total based on Section 9(c), not Sec-
tion 4(c). This was meant to be an exception, with other issues to be
treated on a case-by-case basis, but it gave the impression that the U.S.
government was not serious about penalizing IOCs investing in Iran. In-
deed, although ILSA initially may have had some effect in deterring invest-
ment by companies that did not wish to risk sanctions, the law has never
been enforced. Many European oil companies saw the waiver as a green
light to do business with Iran with less worry about U.S. retaliation. In-
deed, it can be argued that many European oil companies have benefited
from the U.S. sanctions by not having to compete with American compa-
nies in developing Iranian hydrocarbon resources.

Sitting on the sideline, watching their European and Asian counterparts
sign lucrative deals with the Iranian authorities, and at the same time
being denied a chance to take part in these promising business opportuni-
ties by their own government, U.S. oil companies have increasingly voiced
their criticism of the sanctions policy. They are more restrained by the
executive orders than by ILSA (the former prohibit U.S. oil companies
from investing in the Iranian energy sector while the latter focuses on
foreign ones). It is important to point out that sanctions are programs
imposed through executive orders and that regulations are created,
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amended, and terminated by the president and interpreted by executive
agencies to reflect the administration’s political objectives and perspec-
tives at the time. Executive orders can be repealed in part or in whole
without congressional approval. Leading U.S. oil companies, such as
ExxonMobil, Chevron, and Conoco, have maintained contacts with the
NIOC and top Iranian officials in the expectation that U.S. sanctions will
be dropped or significantly relaxed in the near future. In late 2000 and
early 2001, chief executives of these three U.S. oil giants met with Iran’s
Parliament Speaker, Mehdi Karroubi, and its foreign minister, Kamal
Kharrazi, who were on separate visits to the United Nations in New York
City. In addition, a British subsidiary of Conoco helped analyze seismic
data collected in 1999 by the NIOC in its exploration of the Azadegan
field, on the understanding that Conoco would be given priority in devel-
oping the field if and when it becomes legal to do so.

Given this constructive attitude of Conoco and other U.S. oil compa-
nies toward Iran, Iranian officials have called on Washington to get in line
with U.S. oil companies and adopt a more favorable stance toward their
country. Indeed, following the election of President Khatami in 1997, the
Clinton administration took several steps aimed at reducing tension with
Tehran. In July 1999, new regulations were issued to allow some exports
of food, medicines, and medical equipment to Iran under specific condi-
tions. (Still, export guarantees and trade financing were not permitted.) In
April 2000, the ban on the import of caviar, pistachio nuts, and carpets
was lifted. This move was largely symbolic, since these exports account for
only a fraction of Iran’s foreign exchange earnings, which come mainly
from oil sales.

To sum up, by the early 2000s, U.S. sanctions against investing in Iran’s
hydrocarbon resources imposed since 1995 were still in place. It can be
argued that at least initially these sanctions have slowed down foreign
investment in Iran, but they have not succeeded in deterring many I0Cs
from signing expensive deals with Tehran. Put differently, it is likely that
without U.S. sanctions Iran would have been more successful in attracting
foreign investment to develop its oil and gas fields. The few steps President
Clinton took before leaving office were largely symbolic and had no seri-
ous impact on the substance of either the bilateral relations between the
two countries or the U.S. sanctions on Iran’s energy industry. Under these
circumstances, George W. Bush came to office in early 2001.

In the early months of the Bush administration, there were several signs
that sanctions would be lifted and relations between Washington and
Tehran would improve. This optimism was drawn from several statements
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made by top officials, particularly Vice President Dick Cheney and Secre-
tary of State Colin Powell. Prior to his nomination, Cheney vigorously
criticized sanctions as self-defeating and ineffectual in achieving their in-
tended policy objectives. He also expressed the view that it was time to end
the sanctions on U.S. energy companies because they gave their competi-
tors in Europe and elsewhere a competitive advantage. Furthermore, Hal-
liburton, the company that Cheney headed before returning to public life,
has maintained some operations in Iran through foreign subsidiaries,
which is all that is allowed under U.S. law. Similarly, in his confirmation
hearings, Powell called Iran “an important country undergoing profound
change from within.”** He indicated that differences with Iran on policy
should not preclude greater interaction, whether in more normal com-
merce or increased dialogue. Powell also told Congress that the adminis-
tration was reviewing the United States’ overall sanctions policy, with the
aim of dismantling many of the sanctions regimes imposed in recent
years.®

In spite of these statements and the early optimism, there was no relax-
ation of sanctions. Instead, two months after taking office, President Bush
signed an executive order renewing the sanctions that were initiated by
President Clinton in 1995. In August 2001, Bush signed into law the ILSA
Extension Act of 2001, which provides for a five-year extension of the
ILSA. Bush expressed serious concerns over Iran’s support for terrorism,
opposition to the Middle East peace process, and pursuit of weapons of
mass destruction. Congress’s stand has contributed to the renewal of sanc-
tions. The Senate voted 96 to 2 to renew sanctions for five years.* In the
House, 409 congressmen favored an extension, and 6 opposed it.* In
other words, the great majority in both the Senate and the House voted
against any relaxation of the sanctions. Given this overwhelming majority,
it can be argued that the president decided not to spend any political
capital on this issue.

Both the European Union and Japan strongly criticized the new law on
the ground that it is an extraterritorial application of domestic law and a
threat to the open international trading system. They vowed to take mea-
sures against the United States through the World Trade Organization if
any action were taken against European or Japanese companies operating
in Iran (and Libya). Understandably, Iranian officials expressed their frus-
tration and anger at both the Bush administration and Congress.

To conclude, two concerns need to be addressed. First, there is a grow-
ing consensus in Washington that economic sanctions can advance na-
tional and global security objectives and can be an important foreign
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policy tool. Nevertheless, sanctions should be periodically reviewed to
ensure their continued effectiveness and to minimize their costs on U.S.
citizens and interests. Second, it is very unlikely that sanctions will be
lifted or that there will be a fundamental shift in the relations between the
United States and Iran unless the two countries reach an “understanding”
on three issues: Tehran’s opposition to the Arab-Israeli peace process, sup-
port to international terrorism, and attempts to acquire and develop
WMD.

The Arab-Israeli Peace Process

The conflict between Israel and its Arab neighbors has been a major
source of instability in the Middle East for decades. Despite attempts by
several U.S. administrations to keep energy issues on a separate track from
the Arab-Israeli conflict, developments in the Levant have always been
echoed in the Persian Gulf. Major oil-producing countries like Saudi
Arabia, Iraq, and Iran have always supported the Palestinian side against
Israel and its main ally, the United States. Tehran’s position is particularly
interesting not only because Iran is not an Arab country but also because,
unlike Riyadh and Baghdad, where the hostility to Israel has been consis-
tent, Tehran’s stand on the Arab-Israeli conflict has dramatically changed
since the 1979 revolution.

Since its inception in 1948, Israel had enjoyed friendly relations with
the Pahlavi regime. These close ties between the two countries were based
on mutual economic and strategic interests. First, the shah had a profound
admiration for Israel’s technological advances, particularly in agriculture
and water resources as well as in military technology. Second, with very
limited hydrocarbon reserves, Israel was, and still is, heavily dependent on
imported oil and natural gas.*® Iran under the shah was a major oil sup-
plier to Israel, particularly since 1957 when the Soviet Union terminated
its oil shipments to Israel.*” Third, Iran has the largest Jewish population
in the Middle East outside Israel and was used by Israel as a transit point
to facilitate the massive immigration of Aliyah from Iraq to Israel in the
late 1940s. Fourth, some Iranian leaders believed that close relations with
Israel would protect and promote their interests in the United States. Fifth,
the two countries sought to resist and contain Soviet influence and com-
munism in the Middle East. Sixth, radical Arab nationalism led by Egypt,
Syria, and Iraq represented a threat to both Israel and Iran.

Taking all these economic and strategic concerns into account, one can
understand the close cooperation between Iran under the shah and Israel.
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Indeed, shortly after Israel was created, Prime Minister David Ben-Gurion
articulated a strategy known as “Peripheral Alliance” in order to break
the wall of isolation that surrounded it. The proposed alliance included
Sunni Muslim but non-Arab Turkey, Shi‘ia Iran, primarily Christian
Ethiopia as well as the Christians of Lebanon, the Kurds in Iraq, and the
non-Muslim population of Sudan. This alliance never materialized. Still,
Tehran adopted a friendly and cooperative attitude toward Jerusalem and
the Arab-Israeli conflict.

Unlike its Arab neighbors, Iran did not participate in any military con-
frontation against Israel. Indeed, Tehran granted Jerusalem de facto diplo-
matic recognition. Furthermore, in the aftermath of the 1973 Arab-Israeli
war, the shah refused to take part in the oil embargo imposed by Arab
producers and continued to sell oil to Israel at a normal price. Despite this
close cooperation between Tehran and Jerusalem, the two sides strongly
disagreed on the outcome of the 1967 Arab-Israeli war. The shah endorsed
the United Nations Resolution 242, which called for an Israeli withdrawal
from Arab land occupied during the war. Furthermore, the shah opposed
Israeli control of Jerusalem. Despite these disagreements, relations be-
tween Iran and Israel remained strong until the collapse of the Pahlavi
regime.

With the exception of Iran’s relations with the United States, Iran’s
relations with Israel changed drastically with the outbreak of the 1979
revolution. In the early 1960s the shah stated, “Iran’s relations with Israel
are like true love that exists between two people outside of wedlock.”* In
contrast, Ayatollah Khomeini perceived Israel and Zionism as major en-
emies to Iran. Not surprisingly, Yasser Arafat was the first foreign digni-
tary to visit Iran after the revolution, and a Palestinian embassy replaced
the Israeli diplomatic mission in Tehran. The visit was a recognition that
the overthrow of the late shah, Israel’s regional ally, and his replacement
by a fiercely anti-Israeli regime represented a significant geopolitical shift
in favor of the Palestine Liberation Organization. Relations between Iran
and Arafat, however, rapidly deteriorated due to the Palestinian support
to Iraq in its war against Iran (1980-88). When Arafat embarked on the
peace process that led to the signing of the Oslo peace accords in 1993, he
was denounced by Iranian leaders for surrendering to the “Zionist en-
emy.” After Arafat signed the Wye River agreement in 1998, Ayatollah
Khamenei, Iran’s Supreme Leader, called Arafat a “traitor and a lackey of
the Zionists.”* Meanwhile, Iran gave substantial military and financial
support to Hizbollah, Party of God, in its guerrilla war against Israel in
southern Lebanon (1982-2000).%°
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Thus, since the 1979 revolution, most Israeli politicians have singled
out Iran as the greatest threat to Israel and regional peace. Shimon Peres
repeatedly stated that the Iranians saw the Israelis as “a collective Salman
Rushdie.”! Similarly, Ariel Sharon describes Iran as “the center of world
”32 On the other side, a significant faction within the Iranian reli-
gious/political establishment perceives no room for a compromise or a
peaceful coexistence with Israel and calls for its annihilation. Still, another
faction in Tehran has not ruled out the acceptance of Israel in case a peace
agreement is reached with the Palestinians. Since 1998, President Khatami
has reiterated that if the Palestinians accepted Israel’s right to exist, Irani-
ans would “respect the wishes of the Palestinian nation.”’?

Within this context (the conflicting signals coming out of Tehran), one
can understand a potentially significant development in the Arab-Israeli
conflict with dire implications on the Iranian role. In January 2002, the
Israeli army seized a ship, Karine A, filled with more than 50 tons of arms
bound for Yasser Arafat’s Palestinian Authority in Gaza. The shipment
included rockets, mortars, and antitank weapons, mines, explosives,
rifles, and ammunition. These arms would have substantially increased
the firing power available to the Palestinian Authority and is a clear viola-
tion of the Oslo Agreement. According to the Israeli government, the ship-
ment was originated in Iran and Hizbollah, which has close ties with Iran,
was also involved in the operation. This raises the possibility of a strategic
alliance between Iran, Hizbollah, and the Palestinian Authority. Israeli
diplomats explained the reasons behind Tehran’s involvement. Iran wants
a base and stronghold in the Palestinian Authority to threaten Israel. This
is part of a larger effort to deter Israel from militarily trying to scuttle
Iran’s nuclear program.’*

Iran denied any involvement with the weapons shipment. Instead, the
government in Tehran said Israel was making the allegations to “intensify
a crackdown on the Palestinian uprising.”** Finally, some analysts sug-
gested that the arms shipment might be the work of hardline elements
inside the Iranian regime, aimed at stopping the apparent rapprochement
with the West in the aftermath of the September 11 terrorist attacks and at
embarrassing President Khatami and the reformers.’® Given the highly
classified intelligent information related to this operation, probably it will
take years to know exactly who was involved and their motives. Still, this
arms shipment represents a dangerous escalation of the proxy war be-
tween Iran and Israel.

To sum up, the Arab-Israeli peace process has almost completely col-
lapsed and violence has intensified. The United States, the European

terror.
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Union, and moderate Arab states with diplomatic relations with Israel
(Egypt and Jordan) have been urging the Israelis and Palestinians to go
back to the negotiation table and resume peace talks. At one point these
efforts should succeed and the peace process will be revived. If the Israelis
and Palestinians reach a peace agreement and implement it, how will Iran
react? Rhetoric aside, there is an intense debate in Iran over the country’s
foreign policy, particularly relations with the United States and the Arab-
Israeli conflict. In a symposium held in Tehran (December 2001) some
academic experts and government officials argued that Iran does not need
to be more extreme than the Palestinians themselves, who ostensibly are
willing to make peace with Israel. They also underscored the damage
caused to Iran’s international status by its unqualified support for the
Palestinians.”” In response, Ephraim Halevy, the head of Mossad (the Is-
raeli intelligence agency), said, “There is hope for moderation in the Ira-
nian regime.”’® Still, given the division within the Iranian religious/politi-
cal establishment, it is unlikely that Tehran would endorse efforts to make
peace between Israel and the Palestinians in the foreseeable future. Rather,
Iran might reluctantly stop opposing peace efforts.

Terrorism

In its annual report entitled Patterns of Global Terrorism, the State De-
partment notes, “Iran remained the most active state sponsor of terrorism
in 2000. It provided increasing support to numerous terrorist groups in-
cluding the Lebanese Hizbollah, Hamas, and the Palestine Islamic Jihad,
which seek to undermine the Middle East peace negotiations through the
use of terrorism.”*” Similarly, James Woolsey, a former director of the
Central Intelligence Agency (CIA), wrote, “U.S. policy is heavily driven by
one decision that Tehran has made: to be the world’s principal state-spon-
sor, encourager and bankroller of terrorism.”® In short, Iranian involve-
ment in terrorism has been a major concern for the United States since the
1979 revolution.

Shortly after the seizure of the American embassy in Tehran, diplomatic
relations between the two countries were severed, and since 1984 Iran has
been on the Department of State’s list of states sponsoring terrorism. This
means that Iran has been under various U.S. economic sanctions of in-
creasing scope and intensity.

Most analysts agree that in the 1980s and early 1990s, officials at the
highest level of the Iranian government were involved in planning and
sponsoring terrorist attacks against both Iranian dissidents abroad and
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perceived enemies of the Islamic regime (American and Israeli targets).
Since the election of President Khatami in 1997, however, Iranian sponsor-
ship of terrorism has been endorsed by hard-line elements within the po-
litical/religious establishment in Tehran, while the moderate camp, led by
President Khatami, has sought to condemn and distance itself from terror-
ism.

In a testimony before the Senate Select Committee on Intelligence, CIA
director George Tenet said, “Khatami leads a group of moderates who are
engaged in a genuine struggle with hard-line conservatives.”®' According
to this line of argument, Iran is still involved in terrorism because Presi-
dent Khatami and his reformer supporters have not yet consolidated their
control over the relevant security apparatus, particularly the Revolution-
ary Guard Corps and the Ministry of Intelligence and Security. Several
cases can illustrate this lack of consensus among different factions within
the Iranian religious/political establishment regarding the use of terrorism
as a means of eliminating dissidents and achieving foreign policy goals.

Salman Rushdie

In 1989, the Ayatollah Khomeini issued a Fatwa (binding opinion) pro-
nouncing a sentence of death on the Indian-born British author Salman
Rushdie for writing a novel, The Satanic Verses, the content of which was
considered to be blasphemous. Immediately the Fatwa was condemned by
the ministers of foreign affairs of the members of the European Commu-
nity, and senior-level diplomatic contacts between Brussels and Tehran
were suspended. Then President Rafsanjani stated that the Fatwa was a
religious issue, not a political one, implying that the government cannot
change it, and declared that no official state organ would carry out the
sentence against the British author. A diplomatic breakthrough came after
contacts were stepped up following the elections of President Khatami in
Tehran and the Labor government in London. Kamal Kharrazi, foreign
minister of Iran, officially stated that his government would not take any
action to threaten the life of Rushdie. In response, diplomatic relations at
the ambassadorial level were restored between London and Tehran.

Mykonos Verdict

Another case is the so-called Mykonos Verdict. In 1997, the trial in Ger-
many for the 1992 killing of Iranian Kurdish dissidents was concluded.
The court stated that the government of Iran had followed a deliberate
policy of liquidating the regime’s opponents who lived outside Iran, in-
cluding the opposition Kurdish Democratic Party of Iran. The judge fur-
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ther stated that the Mykonos murders had been approved at the most
senior levels of the Iranian government by an extralegal committee whose
members included the minister of intelligence and security, the foreign
minister, the president, and the supreme leader. After the court ruling, all
European Union countries except Greece recalled their ambassadors from
Tehran. Furthermore, after a meeting of its foreign ministers in Luxem-
bourg later in the month, the EU leaders adopted several measures to
punish Iran, including halting bilateral ministerial visits and denying visas
to Iranians holding intelligence and security posts. The election of Kha-
tami in 1997, however, paved the way for a rapprochement between the
two sides. In late 1997, the European ambassadors returned to Tehran,
and the EU lifted the ban on ministerial contacts with Iran and called for
expanded political ties.

Khobar Towers

In 1996, a bombing attack on Khobar Towers in Saudi Arabia killed nine-
teen U.S. servicemen. Three years later, evidence linked Iran to this terror-
ist attack. President Clinton sent a secret letter to President Khatami, ask-
ing for help in solving this case. This initiative did not produce any
concrete results. Rather, in June 2001, indictments against thirteen Saudis
and a Lebanese were issued. Attorney General John Ashcroft charged that
Iranian officials “inspired, supported, and supervised those who carried
out the bombing.”¢? He also confirmed that the United States would be
willing to pursue charges against Iranian officials if more evidence
emerged.

Iranian officials categorically deny any association with terrorism. In
an interview in November 2001, President Khatami said, “This is one of
the injustices of the United States against us. Indeed, Iran is one of the
biggest victims of terrorism.”® The Iranian leader was referring to the
Mujahidin-e Khalq® (MEK) attacks on targets inside Iran. The organiza-
tion was formed in the 1960s by the college-educated children of Iranian
merchants. Its philosophy is a mixture of Marxism and Islam. In the
1970s, the MEK killed several U.S. military personnel and civilians work-
ing on defense projects in Tehran and supported the takeover of the U.S.
embassy in 1979. In the 1980s, however, the MEK fell out of favor with
the clerical regime and was brutally destroyed. Massoud Rajavi, the
organization’s leader, and his followers fled to France and later to Iraq,
where the MEK has been stationed since the mid-1980s. For almost two
decades, the organization has been involved in vigorous attacks against
the leaders of the Islamic Republic.
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The Clinton administration and Congress have taken different ap-
proaches toward the MEK. In 1998, the State Department designated the
organization under the Anti-terrorism and Effective Death Penalty Act of
1996, which makes it illegal for U.S. institutions and citizens to provide
funds or other forms of material support to such groups. The law also
makes members and representatives of those organizations ineligible for
U.S. visas and subject to exclusion from the United States. On the other
hand, in October 2000, 225 congressmen and 28 senators called for tough
U.S. policies toward Iran and urged the State Department to remove the
National Council of Resistance of Iran, the political wing of the MEK,
from its list of terrorist organizations.

Meanwhile, Iranian leaders do not deny their close ties with Hizbollah
(Party of God). This organization was formed in 1982 with Iranian help
during Israel’s invasion of Lebanon and began as a radical offshoot of
Amal, a Shi‘ia Muslim movement. The creation of Hizbollah and the con-
solidation of Iranian political and military presence in Lebanon were main
achievements of Ali Akbar Mohtashemi, then Iranian ambassador to
Syria. Hizbollah was involved in numerous anti-American terrorist at-
tacks, including the suicide truck bombing of the U.S. embassy and Ma-
rine barracks in Beirut in October 1983 and the U.S. embassy annex in
Beirut in September 1984. Members of the organization were responsible
for the kidnapping and detention of U.S. and other Western hostages in
Lebanon. This close association between Tehran on one side and Hiz-
bollah and other militant organizations (e.g., Hamas and Jihad) on the
other side has further complicated relations with Washington.

In 1996, Congress passed the anti-terrorism law, which permits U.S.
citizens who are victims of terrorist acts abroad to sue foreign countries
for civil damages in U.S. courts if those countries have been classified by
the State Department as supporters of terrorism. In October 1998, Con-
gress passed a measure that called for the State Department and the Trea-
sury Department to assist victims of terrorism in locating money for judg-
ments. But the legislation contained a waiver that permitted the president
to decline support in the interests of national security.

Since then, federal judges have awarded significant payments to victims
and families of alleged Iranian terrorism. Stephen M. Flatow, a New Jersey
lawyer, was among the first to sue after his twenty-year-old daughter,
Alisa, was killed in 1995 by a suicide bomber as she rode a bus in the Gaza
Strip. Flatow contended that the Palestinian group Jihad was responsible
for the attack and was funded primarily by Iran. In March 1998, a federal
judge ordered Iran to pay $247.5 million. In a similar case in July 2000, a
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court awarded $327 million to the families of a New Jersey woman and a
Connecticut man who were killed in a 1996 terrorist bombing in Israel.
Three other Americans who were held in Lebanon in the late 1980s (Jo-
seph J. Cicippio, Frank H. Reed, and David P. Jacobsen) won a $65 mil-
lion judgment in federal court in 1998. Terry Anderson, a former Associ-
ated Press correspondent who was one of eighteen Americans taken
hostages in Lebanon and who was held the longest (from 1985 to 1991),
was awarded $324 million in 2000. In the same year, a federal judge or-
dered Iran to pay $355 million in damages to the family of Marine Lt.
Col. William R. Higgins, who was taken captive and killed in 1989 while
on a United Nations peacekeeping mission in Lebanon. A year later, June
2001, a federal judge ordered Iran to pay $323.5 million in damages to
Thomas Sutherland, a university administrator who was taken hostage in
Lebanon during the 1980s. Two months later, August 2001, a federal
judge awarded the estate and family of the late Rev. Lawrence Jenco
$314.6 million in damages from Iran for the eighteen months he was held
hostage in Lebanon in the mid-1980s.

Thus, from 1998 to 2001, American federal courts ordered Iran to pay
almost $2 billion to the victims of terrorism, claimed to be supported by
Iran. Tehran has not responded to any of the lawsuits, losing all by default,
and has shown no sign of paying the awards. Ironically, the Clinton ad-
ministration opposed these payments. Officials in the State Department
said that they wanted to help but maintained that much of the Iranian
money was tied up in litigation before the Iran-U.S. Claims Tribunal under
an agreement that led to the 1981 release of U.S. embassy employees who
were taken hostage in Tehran. Administration officials also voiced con-
cern that the sanctity of American diplomatic property abroad, a right
extended to all diplomatic missions under international law, might be
compromised if private citizens in the United States were allowed to seize
foreign government property. In other words, there is a concern that coun-
tries might retaliate by seizing U.S. properties oversea. This deadlock be-
tween the Clinton administration and Congress was broken in October
2000 when the two sides agreed to put up the money with the expectation
that the United States can get it back either through an international
claims tribunal or through negotiations with Iran.

Under the Bush administration, the dilemma regarding financial com-
pensation to the victims of Iran’s involvement in terrorism has continued.
Former employees at the American embassy in Iran who were held hos-
tages for 444 days shortly after the revolution in 1979 filed a lawsuit
against Iran demanding billions of dollars. The problem, however, is that
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in order to secure the hostages’ release, President Carter signed an agree-
ment known as the Algiers Accords. The terms of the agreement required
the U.S. government to “bar and preclude” lawsuits by the former hos-
tages. In response, in November 2001, Congress passed and President
Bush signed an amendment to the Anti-Terrorism Law that gave the courts
specific jurisdiction over the Tehran hostages’ case. Thus the question of
Tehran’s involvement in terrorism will have to be appropriately addressed
in order to have a realistic chance for a rapprochement between the United
States and Iran. This conclusion can be equally applied to another stum-
bling block—Tehran’s efforts to acquire and develop nonconventional
weapons.

Weapons of Mass Destruction

Since the end of the Cold War, the United States has identified the prolif-
eration of weapons of mass destruction—nuclear, biological, and chemi-
cal (NBC) weapons and the missiles that carry them—as one of the most
significant threats to its national security. A recent study published by the
U.S. Defense Department describes Iran as “one of the countries most
active in seeking to acquire NBC and the missile-related technologies,”
adding that “Iran’s efforts continued in the last several years notwith-
standing President Khatami’s moderation of the regime’s anti-Western
rhetoric.”® Iran categorically denies any interest in acquiring or develop-
ing these weapons.

Still, scholars and policymakers have identified several incentives for
Iran to develop such capability. First, WMD, particularly nuclear weap-
ons, can increase Iran’s influence and prestige throughout the Islamic
world. Second, WMD can limit U.S. influence and presence in the Middle
East, especially in the Persian Gulf. These nonconventional weapons can
contribute to diminishing the gap in military capability between Tehran
and Washington. Third, Israel, India, and Pakistan have nuclear devices,
and Egypt and Syria are believed to possess chemical and biological weap-
ons and missiles. Several of Iran’s neighbors, including Saudi Arabia, have
missiles that can reach Iran. So it is quite natural that Iran would want a
similar capability. Fourth, the main reason for Tehran’s interest in WMD
is its experience during the war with Iraq (1980-88). Iran was no match
for Iraq’s chemical and missile capabilities. This gap was a major reason
for the collapse of the Iranian army at the end of the war. As one scholar
argues, “Arguments for an Iranian WMD capability boil down to the need
to counter an uncertain Iraq.”® Indeed, given the territorial disputes be-
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tween the two countries and the fact that most Iraqis, who are Shi‘ia, are
ruled by the Sunni minority, suspicion will continue to characterize the
relations between the two countries. In short, regardless of who rules in
Baghdad, Iraq will always be an important factor in Iran’s security con-
figuration.

Many Iranian leaders see the possession of long-range missiles as vital
to national security. Given that Iran lacks free access to the most sophisti-
cated aircraft and the necessary spare parts, missiles can be seen as an
attractive option. Missiles are relatively cheap and easy to manufacture
domestically. They are easy to conceal, certain to penetrate, and do not
require trained pilots.®® Furthermore, there is no international treaty to
which Iran is a party that limits its capacity to develop missiles. Conse-
quently, Iran has invested substantial resources to produce indigenous
missiles. Most prominent are Shahab-3 and Shahab-4, which can reach
almost any target in the Middle East and even in Europe.

Iranians argue with great emotion that they, more than any other coun-
try, have an interest in seeing the Chemical Weapons Convention (CWC)
succeed, since they were subject to chemical attacks by Iraq during the
war. Indeed, Tehran has signed and ratified the CWC and admitted devel-
oping a chemical warfare program during the 1980s as a deterrent against
Iraq. Moreover, Iran claims that after the 1988 cease-fire, it terminated its
program. In 1999, a team from the CWC visited Iran and confirmed the
accuracy of its claims.®” Nevertheless, the U.S. government believes that
Iran is continuing to seek production technology, expertise, and precursor
chemicals from entities in Russia and China that could be used to create a
more advanced and self-sufficient chemical warfare infrastructure.

In 1972, 143 countries, including Iran, signed the Biological Weapons
Convention, which bans the production and use of biological weapons.
This treaty, however, has no verification mechanism. Between 1993 and
2001, an ad hoc group, the Geneva-based Conference on Disarmament,
worked toward a draft verification protocol. These efforts collapsed when
the Bush administration decided not to sign a new agreement. In other
words, like all other countries, Iran claims that it is in compliance with the
Biological Weapons Convension, but there is no mechanism to verify its
claims. Washington, on the other hand, believes that Tehran has a growing
biotechnology industry, significant pharmaceutical experience, and the
overall infrastructure to support its biological warfare program. The dual-
use nature of the materials and equipment being sought by Iran further
complicates an accurate assessment of the country’s current and potential
biological capabilities.
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Unlike Israel, India, and Pakistan, Iran signed the Non-Proliferation
Treaty, and since the early 1970s Iran has called for the creation of a
nuclear-free zone in the Middle East. According to the terms of the treaty,
the five nuclear powers—the United States, Britain, France, Russia, and
China—are obligated to share their nuclear expertise and technology with
other members in the treaty who pledged not to develop nuclear weapons.
The reason is to help them benefit from the civilian use of nuclear energy.
Thus Iran has the legal right, under international law, to receive help in
nuclear technology from any of these five nuclear powers. The United
States, however, strongly opposes any cooperation with Iran on the
grounds that Tehran would transfer the nuclear knowledge and materials
it receives from civilian uses to military ones. In order to prevent Iran from
receiving nuclear materials, the United States has sought cooperation from
other nuclear powers, particularly China and Russia.

In 1997, Beijing promised Washington that it would suspend any
nuclear cooperation with Tehran. American officials are convinced that
China has lived up to its commitments. In 1995, under heavy pressure
from the Clinton administration, Russian president Boris Yeltsin prom-
ised that Russia would not provide Iran with uranium enrichment technol-
ogy of any kind, although it would go ahead with a contract to complete
a civilian nuclear reactor at Bushehr. In spite of this promise, U.S. officials
believe that nuclear materials from Russia have been smuggled into Iran.
In response, in 1999 the United States placed sanctions on seven Russian
companies and three institutions accused of aiding Iran’s nuclear efforts.

One way to end this deadlock between Washington and Tehran over
nuclear weapons is for the latter to ratify two additional protocols to the
International Atomic Energy Agency. These two protocols, sometimes
known as Program 93+2, are designed to avoid the disastrous experience
with Iraq.®® Iran has refused to ratify the 93+2 provisions on the grounds
that it is still being denied civilian nuclear technology.

In closing, the question of what will happen next between the United
States and Iran in the area of WMD proliferation needs to be addressed.
Five conclusions can be drawn from the foregoing discussion and are
likely to continue to shape these accusations and counteraccusations be-
tween the two nations. First, for the foreseeable future, Iran will continue
to be monitored very closely for any clandestine activity to acquire and
develop nonconventional weapons. Second, Iran, backed by most Arab
states, will continue to argue that there is a double standard in U.S. policy
concerning the nonproliferation regime. Indeed, in any debate about
nuclear weapons, one of the weakest points in the U.S. argument has been
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how to avoid condemning Israel while focusing on Iran and other Arab
countries.

Third, Iran’s reasons for acquiring and developing WMD have less to
do with the nature of the political regime in Tehran and more to do with
a perception of fundamental threat to its national security. In other words,
a major explanation for Iranian interest in NBC weapons has been to deter
its traditional enemy, Iraq. This has been a constant factor in Tehran’s
security configuration under both the shah and the Islamic regime. Iran
ruled by a moderate faction or a hard-liner group will likely have the same
perception and pursue the same policy. As one analyst wrote, “Even if
Thomas Jefferson became president in Tehran, Iran will continue to pur-
sue the bomb.”® Fourth, in its attempt to neutralize Iranian efforts to
acquire nonconventional military capabilities, the United States has relied
on a variety of approaches including export controls, sanctions, and pres-
suring allies and adversaries to follow suit. However, the preferred (and
most difficult) approach to addressing Iran’s WMD question is within the
context of a regional security framework that would follow a resolution of
major regional conflicts (the Arab-Israeli dispute and stability in the Per-
sian Gulf). Finally, the evolution of a prosperous market economy, civil
society, and competitive and accountable political system inside Iran is
likely to lead to greater openness and moderation in its foreign policy and
reduce the need for WMD. The United States should encourage this trend.

Despite these critical and unresolved issues between Washington and
Tehran (Iran’s opposition to the Arab/Israeli peace process, sponsorship of
terrorism, and attempt to acquire and develop WMD), the September 11
terrorist attacks and the war to destroy the Taliban regime in Afghanistan
have allowed the two countries to work together and cross the gulf of
mistrust that separates them.

Iran and the War on Terrorism

For centuries, Iran has had strong cultural, economic, and political ties
with Afghanistan. The two countries share a 560-mile border. Further-
more, about 20 percent of Afghans are Shi‘ia (90 percent of Iranians are
Shi‘ia). In addition, until the communist seizure of power in 1978, Persian
was the language of the court and educated elite. No wonder Iran was a
dominant power in Afghanistan for centuries. When the pro-Soviet com-
munist regime fell in 1992, a new government loyal to Iran took over, the
remnants of which later formed the Northern Alliance, the main opposi-
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tion group that fought the Taliban. But Pakistan, with generous Saudi
funding, then organized a new movement, the Taliban, which in 1996
drove Iran’s allies from Kabul. After the Taliban seized power, Iran hosted
and supported the main Afghani opposition leaders, including Burhan-
uddin Rabbani, Ahmad Shah Masood, and Ismail Khan.

As a fundamentalist Sunni movement, the Taliban considered Shi‘ia
Iran to be an affront to Islam and a mortal enemy. In return, Iran and
Russia provided weapons and training to the anti-Taliban Northern Alli-
ance (previously known as the United Front), particularly to Afghanistan’s
mostly Shi‘ia Hazara minority and Persian-speaking Tajiks. In 1998, the
Taliban forces overran the northern city of Mazar-e Sharif and killed eight
Iranian diplomats. In response, a war almost erupted between the two
sides. The Taliban ruled most of Afghanistan from 1996 until 2001. Under
their rule the Iranian/Afghani relations were characterized by mutual hos-
tility and suspicion. After the September 11 terrorist attacks, the United
States decided to retaliate and eliminate the al-Qaeda organization and its
main ally, the Taliban. Tehran had many reasons to support this war:

(1) The removal of the Taliban would provide new dynamics under
which a less hostile and friendlier government in Kabul might be
established. Put differently, Iran would like to see a friendly gov-
ernment right on its eastern border.

(2) Political stability in Afghanistan would facilitate the return of
more than 2 million Afghani refugees in Iran. Given the economic
hardship facing many Iranians, including unemployment and in-
flation, Tehran had tremendous difficulty coping with this huge
number of Afghani refugees.

(3) A strong central authority in Kabul would likely stop or reduce
the production of opium and other illegal drugs. In the late 1990s,
thousands of Iranians were killed fighting drug traffickers along
the border with Afghanistan.

Given these incentives, Tehran took several steps to cooperate with the
United States in the war on al-Qaeda and the Taliban. These include both
symbolic and concrete actions. A few days after September 11, Tehran
mayor Morteza Alviri sent a message of condolence to New York City
mayor Rudolph Giuliani in the first public official contact between the
two countries since the 1979 revolution. President Khatami strongly con-
demned what he called “the anti-human and anti-Islamic acts” and, in a
letter to UN secretary-general Kofi Annan, suggested that a meeting of
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heads of states be held to adopt measures to fight terrorism. Meanwhile,
Iran agreed to rescue any American troops in distress in its territory and
provided a port for shipping American wheat into the war zone in Af-
ghanistan. Equally important, Iranian diplomats played a constructive
role behind the scenes in the Bonn negotiations that led to the formation
of a coalition government in Kabul in late 2001.

These Iranian measures to endorse the American-led war on al-Qaeda
and the Taliban and the attempts by some moderates within the religious/
political establishment in Tehran to mend fences with Washington were
strongly restrained by the conservative elements in the Iranian leadership.
The supreme leader, Ayatollah Khamenei, warned that the United States
was not “fit” to lead an international antiterrorist effort.”” Khamenei also
stated Iran had nothing to gain and everything to lose from official contact
with the United States. Former president Rafsanjani argued along the
same lines: “If the Americans think they can intensify the pressure on us,
Lebanon and the Palestinians, by penetrating Central Asia, the Caucasus,
and by completing the process of besieging Iran, they should know that
the crisis will expand in the long run.””! In other words, top leaders in Iran
believe that the United States is using the terrorism issue as a pretext to
establish a long-term presence in the region, not to combat terrorism but
to enhance and protect U.S. commercial interests, encircle Iran with U.S.
allies, and impose U.S. policies in the area through force. They accuse
Washington of seeking to define terrorism to suit only its own ends, and
they would like the war on terror to be led by the United Nations, not the
United States.

On the other hand, shortly after eliminating the Taliban regime and
establishing a new government in Kabul, top U.S. officials expressed sus-
picion about Iran’s intentions and policies. According to the U.S. govern-
ment, in late 2001 and early 2002 Iran gave safe haven to small numbers
of al-Qaeda fighters fleeing Afghanistan and supplied arms, money, and
training to the tribal leaders and militia commanders who run the western
Afghan city of Heart and surrounding areas. The goals are to destabilize
the government in Kabul, weaken Western influence, and consolidate
Iran’s own power. President Bush warned the Iranians, “If they in any way,
shape, or form try to destabilize the government in Kabul, we will deal
with them.””? Tranian officials categorically denied these accusations.

It will take some time to assess the long-term impact of the Iranian
stand in the American war against al-Qaeda and the Taliban on the rela-
tions between Tehran and Washington. Still, some tentative conclusions
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can be drawn. First, the war in Afghanistan and its aftermath show that
Tehran and Washington had similar but not identical goals regarding the
Taliban. The Taliban were a common enemy to both the United States and
Iran, and they were destroyed. But the story does not end there. The de-
struction of the Taliban paved the way to the establishment of a new
government led by Hamid Karazi that enjoys close ties to the United
States. Furthermore, in the aftermath of the war, American military pres-
ence and bases are in several Central Asian states that are close to Iran’s
eastern borders (e.g., Uzbekistan and Pakistan). On the other side is Tur-
key, a NATO member that hosts U.S. military bases. Furthermore, Wash-
ington has military facilities and bases in the Arab states on the Persian
Gulf. Tehran finds itself surrounded by American military almost in all
directions. Given the relations between Washington and Tehran for more
than twenty years, many Iranian leaders see the heavy American military
presence as a threat to their country.

Second, if calm and stability return to Afghanistan, interest in pipelines
to carry Caspian Sea oil and gas across the country to Pakistan and beyond
may revive, undercutting Iran’s ambition for such pipelines to take
cheaper, shorter routes across its territory and depriving it of lucrative
source of revenues and political leverage. Third, because of these current
and potential strategic and economic risks, Tehran is determined not to be
left out of Afghanistan. Before September 11, Iran participated in the UN
negotiating process known as “6+2,” encompassing the six neighbors
of Afghanistan (China, Pakistan, Iran, Turkmenistan, Uzbekistan, and
Tajikistan) and two external powers (Russia and the United States). Since
September 11, Tehran has been reasserting its influence through the cul-
tural and historical ties it has with Afghanistan. Probably Iran cannot
determine the outcome in Afghanistan. But, as in the Persian Gulf and
Lebanon, Tehran should be included in a final solution.

Fourth, it looks as if the Iranian stand in the war against terrorism has
enhanced the country’s international image, contributed to better rela-
tions with Europe, and reduced tension with the United States. British
foreign secretary Jack Straw visited Tehran twice in one month shortly
after September 11. This was the first visit by a British foreign secretary to
Iran since the 1979 revolution. Another symbolic gesture was a handshake
between Secretary of State Colin Powell and his Iranian counterpart,
Kamal Karrazi. Finally, several members of Congress invited Iran’s UN
ambassador to a dinner at the Capitol and discussed ways to ease more
than two decades of estrangement.”
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What Lies Ahead?

For more than twenty years, the relations between Washington and
Tehran have been characterized by suspicion, antagonism, and open hos-
tility. The Ayatollah Khomeini used to say that the revolution did not take
place because the prices of watermelon were high. By this he meant that
the revolt against the shah’s regime was not incited only by economic
reasons. Rather, the revolution was justified by the widespread belief that
the shah had allowed the United States to corrupt Iranian society. Accord-
ingly, standing up against the United States was (and for some still is) a
fundamental goal for the Islamic Republic. Indeed, confronting the United
States partially legitimized the clerical regime.

On the other side, the United States has perceived the new regime in
Tehran as a menace trying to destabilize the Middle East by opposing the
Arab-Israeli peace process, sponsoring terrorism, and stockpiling WMD.
In order to undermine Iran’s capability to pursue these goals, the United
States declared what can be described as economic warfare against Iran. In
addition to imposing economic sanctions, Washington has sought to use
its political and financial leverage in international institutions to isolate
Iran and deprive it of badly needed financial resources. The World Bank
and the World Trade Organization are cases in point.

Iran was an active borrower from the World Bank until 1976. After a
devastating earthquake in 1990, Iran received six loans totaling $843
million. However, under pressure from the Clinton administration, the
bank turned down requests for more money. In 2000, the United States
failed to block approval of two loans for Iran: $87 million for health care
and nutrition and $145 million for the Tehran sewage project.”* Since
then, Iran has applied and received more loans. In approving loans to Iran,
the World Bank’s board of directors expressed support for the reform
agenda of President Khatami. Similarly, for several years Iran has sought
to join the WTO. Officially, Iran submitted an application to join the
WTO in 1996. Tehran has already taken several steps to strengthen its
application. These include enacting a foreign investment law, reforming its
tariff structure, and recognizing and enforcing international arbitration
awards, both of which are basic requirements for WTO membership.”
Furthermore, several Arab and Muslim countries as well as members of
the EU support Iran’s application. Nevertheless, under the WTO’s consen-
sus system for reaching decisions, the United States has been able to block
Iran’s request to negotiate with the international body.
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Economic and political developments in Iran and the United States
since 1979 have underscored several new perceptions and realities that are
likely to shape future relations between the two nations. On the Iranian
side, hostility to the United States is seen less as a source of internal legiti-
macy than it was in the early 1980s. Instead, improving economic condi-
tions and the standard of living is more crucial. Lifting American sanc-
tions would further encourage foreign investment in Iran, facilitating and
accelerating the country’s reintegration into the international economic
system. Clearly, the rest of the world has adopted a different approach
toward Iran than the one chosen by the United States. Consequently,
Washington has failed in its attempt to isolate Tehran. Furthermore, U.S.
corporations have lost lucrative business opportunities for their Cana-
dian, European, and Asian competitors.

Relations between Washington and Tehran do not need to be seen in
zero-sum terms. There are several areas where the two nations have mu-
tual interests. Containing Saddam Hussein and restoring stability in Af-
ghanistan are good examples. Most important, Iran has always been a
major player in the global energy market. With its massive oil and natural
gas reserves and its strategic location on the Persian Gulf and the Caspian
Sea, Tehran has a significant role to play in promoting stability in the two
regions and helping meet future world energy needs. Indeed, Iran can be
seen as an energy giant with one foot in the Persian Gulf and the other in
the Caspian Sea.



The Geopolitics of the Caspian Sea

The Caspian Sea is located in northwest Asia. Azerbaijan, Iran, Kaz-
akhstan, Russia, and Turkmenistan share the Caspian Basin. Their poli-
cies on the exploration and development of the region’s hydrocarbon re-
sources since the collapse of the Soviet Union in late 1991 are the focus of
this chapter. The region is important to the United States and other energy-
consuming countries because it can contribute significantly to the world’s
oil and gas production and to the diversification of global hydrocarbon
resources and reduce dependence on the Persian Gulf. In short, the Cas-
pian Sea has the potential to substantially enhance global energy secu-
rity.

The region is not new to the petroleum and natural gas industry. Com-
mercial energy output began in the Caspian Basin in the mid-nineteenth
century, making it one of the world’s first energy provinces.! By 1900, the
Baku region produced half of the world’s total crude oil. This impressive
level of production was the result of combined efforts and investment by
the Nobel brothers, the Rothschilds, and the leaders of Royal Dutch/Shell,
who helped Russia to develop Caspian oil resources.? This oil carried con-
siderable strategic weight in both world wars. Short of fuel, the German
army sought unsuccessfully to capture the Baku region. Germany’s failure
to secure access to the Caspian’s oil resources was a major reason for its
defeat in 1918 and 1945. Indeed, some of the most brutal battles during
the Second World War were fought north of Azerbaijan.

Since the early 1950s, however, several developments contributed to a
substantial reduction of Caspian oil production. Concern over Baku’s
vulnerability to attack during World War II, along with the discovery of oil
in the Volga-Urals region of Russia, and later in western Siberia, led to a
switch in the Soviet Union’s investment priorities. This new policy resulted
in decreased exploration and production in the Caspian for most of the
second half of the twentieth century. Since the late 1980s, however, Azer-
baijan, Kazakhstan, and Turkmenistan have gradually occupied a central



Kazakhstan

Georgia

Azerbaijan
Armenia

Turkmenistan

Iran

Tehran
Iraq L4

Map 6. The Caspian Sea



142 | American Oil Diplomacy in the Persian Gulf and the Caspian Sea

stage in the global energy markets. The three countries have succeeded in
attracting massive foreign investment to their oil and gas sectors. Interna-
tional oil companies’ growing interest in the region is in response to sev-
eral developments:

(1) Production has declined in such great oil provinces as the Alaskan
North Slope and the North Sea.

(2) The Caspian region contains some of the largest underdeveloped
oil and gas reserves in the world.

(3) Saudi Arabia and Kuwait were strongly opposed to foreign invest-
ment in their energy sector. Iran, Iraq, and Libya have been under
U.S. unilateral or UN multilateral economic sanctions. For politi-
cal reasons, international oil companies have been denied access
to hydrocarbon resources in the Middle East.

(4) Upon independence, Baku, Astana, and Ashgabat had very weak
economies. The only way to stop the deterioration of the standard
of living was (and still is) to fully utilize their hydrocarbon re-
sources. But the three states lack the necessary financial resources
to explore and develop oil and gas fields. Their leaders concluded
that foreign investment was essential for their economic growth.
Indeed, the International Energy Agency estimates that the
Caspian region needs approximately $200 billion in investment
in order to fully develop and utilize its oil and gas resources.?

Taking all these developments into consideration, international oil
companies have negotiated and signed several deals, worth billions of
dollars, with the Caspian states, particularly Kazakhstan and Azerbaijan.
One of the earliest (and largest) deals was a $20 billion joint venture
between Chevron and Kazakhstan, concluded in April 1993. The scheme
was to develop the Tengiz oil field, with an estimated 6-9 billion barrels.*
Similarly, the Azerbaijan International Operating Company (AIOC), an
international consortium, signed an $8 billion production sharing agree-
ment with Baku in September 1994. They agreed to develop three fields:
Azeri, Chirag, and the deepwater portions of Gunashli, with total reserves
estimated at 3-5 billion barrels.’

Shortly after the collapse of the Soviet Union, the Caspian states be-
came open to foreign investment, and the region has reemerged as a poten-
tially significant player in global energy policy. Indeed, the geological po-
tential of the Caspian region as a major source of oil and gas is not in
doubt. The rate of investment, however, is determined by the perceived
risk in the region or what industry experts call “above-the-ground risk.”
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In other words, the risk is not in finding the oil and gas but in juggling the
multitude of risks associated with operating in very difficult host country
environments. These challenges include an accurate assessment of the
Caspian region’s hydrocarbon resources; rivalries between regional and
international powers; domestic ethnic conflicts; disputes over the legal
status of the Caspian; and disagreements over the most cost-effective pipe-
lines.

Since the early 1990s, these five challenges have slowed down and re-
strained the exploration and development of Caspian states’ mineral re-
sources and raised doubt on the potential impact the region might have on
global energy markets. Indeed, they underscore the fact that the exploita-
tion of hydrocarbon resources has always been as much about politics as
markets. This chapter examines these five real and potential challenges. It
argues that the region could help increase world energy security by diver-
sifying global sources of supply, although the notion that the Caspian’s oil
and gas can be the panacea to long-term global energy security is mis-
guided. The region’s potential impact on global petroleum policy should
be neither overestimated nor underestimated.

Oil and Gas Resources: An Assessment

The intense interest shown by international oil and gas companies in the
Caspian Sea testifies to its promising potential. Indeed, some top officials
in Kazakhstan and Azerbaijan describe their countries as “another Middle
East,” “another Saudi Arabia,” and “another Kuwait.” This euphoria,
concerning an energy bonanza from the region, raises the question of how
much oil and natural gas the Caspian Sea has. Ironically, there is a great
disparity between the assessments provided by the U.S. government and
those provided by academic institutions and industry experts. Tables 6.1—
6.3 illustrate some of these disagreements.

According to some analysts, this inconsistency in the assessment of the
Caspian region’s oil and gas resources reflects an orchestrated effort by
Washington to exaggerate the significance of the region’s hydrocarbon
wealth. The goal is to reduce American and Western energy dependence
on the Persian Gulf. For example, the Petroleum Finance Company claims
that the U.S. government has published inflated and unsubstantiated num-
bers.® Similarly, a study by the International Institute for Strategic Studies
states that “despite their near universal quotation, the U.S. Department of
Energy figures are generally perceived to be an order of magnitude away
from reality.”” The Oxford Institute for Energy Studies concludes, “A
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Table 6.1. British Petroleum/Amoco’s estimate of the Caspian’s resources, 2000

Country Oil reserves Natural gas reserves
(billion barrels) (trillion cubic feet, tcf)

Azerbaijan 6.9 30.0

Kazakhstan 8.0 65.0

Turkmenistan 0.5 101.0

Total 15.4 196.0

Source: BP/Amoco, BP Statistical Review of World Energy (London, June 2001), 4, 20.

Table 6.2. Oil and Gas Journal’s estimate of the Caspian’s resources, 2000

Country Oil reserves Natural gas reserves
(billion barrels) (trillion cubic feet, tcf)

Azerbaijan 1.2 4.4

Kazakhstan 54 65.0

Turkmenistan 0.5 101.0

Total 7.1 170.4

Source: “Worldwide Look at Reserves and Production,” Oil and Gas Journal 98, no. 51
(December 18, 2000), 122.

Table 6.3. U.S. Department of Energy’s estimate of the Caspian’s resources, 2000

Country Oil reserves Gas reserves
(billion barrels) (tcf)
Proven Possible Total Proven Possible Total
Azerbaijan 3.6-12.5 32 36-45 11 35 46
Kazakhstan 10.0-17.6 92 102-110 53-83 88 141-171
Turkmenistan 1.7 80 82 98-155 159 257-314
Total 15.3-31.8 204 220-237 162-249 282 444-531

Source: Energy Information Administration, Caspian Tables and Maps (July 12, 2000), on-line

at www.eia.doe.gov.

better point of comparison is the North Sea rather than Saudi Arabia. The
possibility of the Caspian serving as a major long-term competitor and
substitute for the Gulf then evaporates.”®

In addition to these divergences, anyone attempting to assess Caspian
oil and gas resources should consider several factors. First, since the early
1990s, most of the efforts by the IOCs have focused on the three former
Soviet republics of Azerbaijan, Kazakhstan, and Turkmenistan. The other
two Caspian littoral states—Iran and Russia—are believed to have little, if
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any, oil and gas resources in their shares of the sea. However, since the late
1990s, both Tehran and Moscow have sought to challenge this notion. In
1999, Lasmo and the Royal Dutch/Shell Group began a seismic survey for
oil exploration off Iran’s Caspian coast.” The preliminary results of this
survey showed that there are approximately 10 billion barrels of in-place
crude of which 3 billion barrels are recoverable.!® Similarly, in March
2000, Russia’s Lukoil announced that it had identified six structures hold-
ing more than 2 billion barrels of sweet, low-sulfur crude in the Russian
offshore section of the Caspian.!" There are signs that both Iran and Rus-
sia have some oil and gas deposits in their respective shares of the Caspian
Sea. The exact quantity of these deposits is yet to be fully assessed.

Second, in spite of the euphoria over the potential of Azerbaijan, Ka-
zakhstan, and Turkmenistan, drilling has been disappointing. For in-
stance, in July 2001, ExxonMobil suspended all operations in the Oguz
field off Azerbaijan because the well it had drilled turned out to be dry. In
the same month, Chevron stopped work on the Absheron field off Baku
because only a very thin layer of gas was discovered there.'? These disap-
pointing results do not mean that IOCs will lose interest in the region.
Rather, they call for a cautious approach in assessing the Caspian’s oil and
gas potentials.

Third, in spite of some disappointments, there have been some exciting
discoveries in offshore Azerbaijan and Kazakhstan, particularly Shah
Deniz and Kashagan. In July 1999, BP/Amoco announced it had struck
natural gas at Shah Deniz, one of the major offshore hydrocarbon discov-
eries in the Caspian Sea since the breakup of the Soviet Union. The field,
which is thought to be the world’s largest gas discovery since 1978, is
estimated to contain between 25 and 39 tcf of natural gas.” It is being
developed by an international consortium of companies from the United
Kingdom, Norway, Turkey, Russia, France, Azerbaijan, and Iran. It is
important to point out that from the start Shah Deniz was planned as a
largely European venture—without any U.S. participation—so that room
could be found to accommodate an Iranian shareholder. This was neces-
sary because when Azerbaijan was negotiating the development of the
original Azeri-Chirag-Gunashli concession with members of what was to
become the AIOC, it promised Tehran a 10 percent stake in the venture.
Under strong U.S. pressure, Baku reneged on this commitment and agreed
to grant the Iranians a stake in Shah Deniz.

Seismic studies and preliminary drilling in the offshore Kashagan
block by the Offshore Kazakhstan International Operating Company
(OKIOC)"™ have recently turned up spectacular results, with analysts esti-
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mating possible oil reserves of up to 40 billion barrels of which 10 billion
barrels are thought to be recoverable.” This suggests that Kashagan has
the potential to produce up to 2 million barrels of light crude a day once
the field is fully developed. Accordingly, the field is considered one of the
largest oil discoveries in the world in the last several decades. However,
Kashagan bristles with so many technical problems that Soviet energy
officials, who became aware of it in the 1980s, set it aside to concentrate
on Siberia. The challenges include ice-filled shallow water, high gas and
sulfur content in the oil, the difficulties of getting heavy equipment to an
inland sea, and the need to tread lightly in a nature preserve.'® Still, these
two significant discoveries—Shah Deniz and Kashagan—have triggered
upward revisions of the Caspian oil and gas potentials and added a sense
of optimism that the Caspian region can play a vital role in meeting world
energy demand.

To sum up, the Caspian Sea’s hydrocarbon resources have yet to be fully
assessed. Since the early 1990s, some significant discoveries have been
made and some dry wells have been found. Still, much of the region’s
resources remain to be explored and developed. It is likely that the Cas-
pian’s oil and gas reserves will continue to be revised upward. Meanwhile,
costs of exploration and development are projected to decline as the drill-
ing and technological infrastructure develops. Many energy experts pre-
dict that the Caspian will play a significant role in world energy markets.
Wood Mackenzie, a leading world oil consultant, suggests that the Cas-
pian region has the potential to produce around 3.8 million barrels per
day (b/d) by 2015."7 Most of this oil will come from Kazakhstan and
Azerbaijan. Turkmenistan’s fortune is more concentrated in its natural
gas. This projection and similar ones by other industry experts underscore
three important conclusions:

(1) The Caspian Sea oil and gas potential are not in doubt.

(2) Still, a realistic assessment suggests that the Caspian region is less
likely to become “another Middle East” and more likely to re-
semble the North Sea.

(3) The full and speedy utilization of the region’s hydrocarbon re-
sources depends on addressing geopolitical differences between
regional and international powers, solving domestic ethnic con-
flicts, determining the legal status of the Caspian, and construct-
ing a variety of pipelines.
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Geopolitical Considerations

Russian/Soviet domination of Central Asia and the Transcaucasus region
lasted for more than a century. The breakup of the Soviet Union in Decem-
ber 1991 created a “power vacuum” and triggered jockeying for influence
by both neighboring states and a distant superpower. Some analysts de-
scribe the geopolitical rivalry in the region as a “neo—Cold War” or “neo—
”18 Indeed, the creation of several regional organizations
testifies to this perception of power vacuum and the need for regional
economic and security cooperation. These new regional organizations in-
clude the Commonwealth of Independent States (CIS),"” Partnership for
Peace,? Black Sea Economic Cooperation Pact,?! the Shanghai Forum,?
GUUAM,* and Economic Cooperation Organization.>* Most of these
organizations were created, or expanded, after the collapse of the Soviet
Union. Some of them compete with each other, and some have similar
strategic goals. The experience of regional and international rivalry in
Central Asia and Transcaucasus since the early 1990s suggests several
factors that need to be considered when analyzing the region. First, mili-
tarily, Central Asia and Transcaucasus states are surrounded by four na-
tions with nuclear capability: Russia, China, India, and Pakistan. Turkey
is a NATO member, and Iran has had hostile relations with the United
States since 1979. Furthermore, instability in Afghanistan that led to the
September 11, 2001, terrorist attacks and the subsequent war has been a
constant challenge to the overall regional stability. In short, the military
and strategic balance of power in the region is very fragile. Second, the
Caspian’s hydrocarbon wealth is at the heart of this rivalry between re-
gional and international powers. Every contender wants a piece of the
potentially large energy pie in the Caspian. Third, ironically, development
of the region’s energy resources has been slowed by the uncertainty of fiery
competition between regional and international powers. Fourth, most
contenders came to realize that their rivalry over the Caspian’s energy
resources should not be put in zero-sum terms. Rather, the Russians,
Americans, Iranians, and Turks have found common ground and are
working together on several schemes to develop the region’s oil and gas
fields and pipelines. Fifth, there is an internal competition between strate-
gic and economic interests within each country. In other words, there is no
monolithic American or Russian policy toward the Caspian. Instead, for-
eign policy goals and strategic considerations compete with commercial
ones in formulating and determining where each of these players stands.

Great Game.
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Taking all these factors into consideration, the analysis briefly exam-
ines the main guidelines of American, Russian, Iranian, and Turkish poli-
cies in the Caspian region since the early 1990s as well as the potential
impact of the war in Afghanistan on Central Asia’s energy map.

The United States

The collapse of the Soviet Union in 1991 presented the United States with
a great opportunity to enhance its commercial interests and energy secu-
rity. The Caspian region, which was closed to foreign investment during
the Soviet era, became open to IOCs. Eager to underscore their economic
independence from Moscow and develop their main source of foreign
currency (oil and gas revenues), the leaders of Azerbaijan, Kazakhstan,
and Turkmenistan invited and encouraged foreign companies to invest in
developing their energy resources.

Given that the United States is the world’s largest oil consumer and
importer, the opening of the Caspian states to foreign investment repre-
sented a great opportunity that Washington does not intend to miss.
Washington has several objectives in the Caspian region. First, it supports
the process of nation-building within each of the newly independent states
and strengthening their economic and political independence from Mos-
cow. This includes attempting to solve ethnic conflicts and promoting
regional stability. Second, the exploration and development of the Cas-
pian’s hydrocarbon resources would increase the global oil and gas sup-
plies and contribute to Washington’s goal of energy security by diversify-
ing suppliers. In other words, the development of the Caspian energy
resources would reduce U.S. and world dependence on the Persian Gulf.
Third, the United States opposes Russian monopoly over oil and gas pipe-
lines from the Caspian Sea to the international markets. More routes mean
less threat to supplies and reducing Russia’s economic and strategic influ-
ence in the region. Since 1991, Washington has perceived Moscow both as
a competitor and as a partner in the Caspian region.

Fourth, the U.S. sanctions policy against Iran expands to the Caspian.
Washington has sought vigorously to isolate Iran and undermine Tehran’s
efforts to play a role in developing the region’s energy infrastructure.
Washington’s rationale is that aside from sanctions, there could be security
of supply concerns related to oil transported via Iran. Caspian oil sent via
the Persian Gulf would be subject to the same potential bottleneck as
much of Middle Eastern crude if flows were disrupted through the Strait
of Hormuz. Thus, in spite of significant political changes in Tehran since
1997 (the election of President Muhammad Khatami), there has been no
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relaxation of U.S. anti-Iran Caspian policy. Strong opposition to an Ira-
nian role in the Caspian faces two important challenges. U.S. oil compa-
nies believe that Iran provides the easiest, fastest, and cheapest route to
transport Caspian oil and gas. This indicates that there is a contradiction
between U.S. commercial interests and strategic ones. Also, some analysts
suggest that Iranian inclusion in U.S. pipeline proposals would underscore
the differences between Tehran and Moscow and intensify the competi-
tion between them.

Finally, the U.S. policy in the Caspian aims at supporting Turkey, a
NATO member, to play a leading role in developing the energy infrastruc-
ture in the Caspian region. Shortly after the collapse of the Soviet Union,
Washington urged the newly independent states to adopt the “Turkish
model” of secularism, Western democracy, and free market.

To sum up, since 1991 the United States has played an active role in the
Caspian region.

(1) U.S. oil companies, along with other Western and Russian compa-
nies, have taken the lead in developing Caspian oil and gas re-
sources. Indeed, Chevron is the leading oil company in the
Caspian, and the new merged company ChevronTexaco is well
positioned to dominate oil and gas reserves and production rank-
ing in the Caspian for several years.

(2) Over the years, the relations between Washington and Moscow
with regard to the Caspian have become less confrontational and
more accommodative.

(3) Given Iran’s location and historical and cultural ties with the
Caspian states, Tehran has been able to maintain and develop
political and economic cooperation with Baku, Astana, and Ash-
gabat. Still, it can be argued, American sanctions have slowed
down and weakened the Iranian influence in the region.

(4) On the other hand, American support to Ankara has contributed
to strategic and economic partnership with Caspian states, par-
ticularly Azerbaijan.

Russia

Russia has strategic and commercial interests in the Caspian region. Some
in the Russian elite see American penetration of Central Asia (what some
perceive as Russia’s backyard or the near-abroad) as an effort to displace
Russia and marginalize its influence. Accordingly, Moscow has sought to
use military and economic leverages to reassert its domination in the re-
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gion and to contain Western influence in the region. This is particularly
apparent in Moscow’s role in mediating an end to military confrontations
between and within Central Asia and the Transcaucasus states. It is impor-
tant to point out that Azerbaijan is one of few former Soviet republics that
have rejected any Russian military presence on their territory.

Another significant Russian interest in the Caspian is the region’s hy-
drocarbon resources. The oil and gas industry occupies a prominent posi-
tion in the Russian economy because it generates a substantial share of
foreign revenues. Thus, Russia’s energy relations with the Caspian states
have a direct impact on its national economy. Moscow can influence oil
and gas industry in Baku, Astana, and Ashgabat in a number of ways: as
an investor or partner in field development and pipeline projects; as a
transit country for their exports to formal Soviet republics and other mar-
kets; as a competitor in most of these markets; and as a market in its own
right.?’

In other words, clear economic dependency remains between Russia
and the Caspian states. Moscow has not hesitated to use all these methods
to serve and optimize its strategic and commercial interests in the Caspian,
particularly since Vladimir Putin became president in 2000. Putin has al-
ways articulated a more coherent and aggressive Caspian policy than his
predecessor, Boris Yeltsin. He urged the industry not only to become more
involved in the Caspian energy development but also to take a more coop-
erative stance toward investment from other countries to help promote a
higher level of total development. Some analysts believe that Russia’s Cas-
pian policy under Putin moved away from trying to contain U.S. expan-
sion in the region in favor of “constructive engagement” with American
government and oil companies.?® In line with this more assertive Russian
stance in the Caspian, the country’s biggest oil and gas companies—
Lukoil, Yukos, and Gazprom—teamed up and formed the Caspian Oil
Company in 2000 to “help Russia strengthen its stand in the region.”?’
Furthermore, in January 2002, Putin proposed the creation of a “Eurasian
Alliance of Gas Producers,” which would bring together Russia and the
three big gas-producing countries of Central Asia, Kazakhstan, Turkmen-
istan, and Uzbekistan. Such an alliance would help guarantee Russia close,
long-term economic ties with these countries, at a time when many Rus-
sians are worried by growing U.S. influence in the region as a result of the
war in Afghanistan.

Three conclusions can be drawn from Moscow’s policy in the Caspian
since the early 1990s. First, Russia has many more economic and strategic
levers in the region at its disposal than the United States or any other
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power. These include using military force or obstructing pipelines. These
options are cheaper and easier for Russia than they are for the United
States or other external powers. In other words, Moscow can easily play
the role of spoiler if developments in the region do not go its way. Second,
Russia’s Caspian policy is increasingly driven by pragmatic considerations
rather than strategic ones. Two examples illustrate this trend: the growing
energy cooperation between Russia and its traditional enemy, Turkey, and
the rising partnership in several oil schemes between Moscow and its top
rival, Washington. Finally, Russia’s pragmatic policy seems to be paying
off. Since the late 1990s Moscow has succeeded in negotiating and con-
structing a number of pipeline schemes between its ports and oil and gas
fields in the Caspian. Furthermore, Russian oil and gas companies are
heavily involved in most multilateral energy consortia in the region.

Turkey and Iran

Since 1991, Turkey’s policy in the Caspian region has been driven by his-
torical ties as well as economic interests. Traditionally, the region had a
cultural Turkic and Persian heritage. However, fifty years of Russian rule,
followed by seventy years of Soviet domination, decisively isolated the
Central Asian states from both Turkey and Iran. Following the collapse of
the Soviet Union, Ankara sought to renew and reactivate these historical
ties. With very few friends and allies in either the Islamic world or the
European Union, some members in the political elite in Ankara perceive
Central Asia as Turkey’s strategic depth. No wonder Turkey granted dip-
lomatic recognition to most of these states shortly after the collapse of the
Soviet Union and opened embassies almost everywhere in Central Asia.
These diplomatic ties reflect strong Turkish interest in the region’s energy
resources. Turkey’s domestic oil and gas production satisfies very little of
its energy needs. Furthermore, the country’s energy consumption is grow-
ing much faster than its production (particularly before the severe eco-
nomic crisis of the early 2000s), making Turkey a rapidly growing energy
importer. Finally, Turkey’s strategic location makes it a natural “energy
bridge” between major oil and gas suppliers from the Persian Gulf and
Caspian Sea on one side and consumer markets in Europe on the other
side. Thus, Turkey has sought to promote itself as the most appropriate
route to transport Caspian oil and gas to the European markets. In addi-
tion, Turkish companies are actively engaged in the exploration and devel-
opment of the region’s hydrocarbons.

Similar to Ankara, Tehran saw the breakup of the Soviet Union as pre-
senting both new threats and new opportunities. The risks that are com-
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monly cited by Iranian analysts are that secessionism and extremist ethno-
nationalism or the weakness of state and nation-building processes and
the weakness of political institutions could lead to state failure or civil war.
This in turn could lead to interstate conflicts and a more general regional
crisis, as well as generating a humanitarian crisis and refugee flows.?® On
the positive side, Iran’s geographical location between Central Asia and
the Persian Gulf and its relatively developed internal transport infrastruc-
ture offered the potential to play an important role as a bridge to the world
economy for the land-locked Caspian states. There is no doubt that
Tehran figures prominently in any discussion of current or future energy
exports from the Caspian. It offers the simplest, shortest, quickest, and
cheapest route to global markets for oil from the Caspian republics.

Given these risks and opportunities and Iran’s experience in the Persian
Gulf, Tehran has been particularly concerned about two possible threats
—being excluded from a future Caspian Sea grouping (similar to the Gulf
Cooperation Council in the Persian Gulf)* and the danger of hostile for-
eign penetration into the region (American military presence in the Persian
Gulf). In order to offset these possible threats and take advantage of po-
tential opportunities, Tehran embarked on an active and pragmatic strat-
egy in the Caspian region. Like Turkey, Iran was among the first coun-
tries to grant diplomatic recognition to most of the new states in Central
Asia following the breakup of the Soviet Union and to try to revitalize the
traditional cultural and commercial ties with the region. The expansion
of the Economic Cooperation Organization in 1992 to include Azerbaijan,
Kazakhstan, and Turkmenistan (as well as Afghanistan, Kyrgyzstan, Ta-
jikistan, and Uzbekistan) can be seen as an important step in this direc-
tion.

Several characteristics can be identified in Tehran’s strategy in the Cas-
pian region and Central Asia. First, since the early 1990s Iran has invested
few resources in exporting Shi‘ism or igniting militant Islam in the region.
For example, Iran maintains better relations with Christian Armenia than
with the predominantly Shi‘ia Azerbaijan. Similarly, in Chechnya, Tehran
has lent very little support, if any, to the Muslim rebels in their fighting
against the Russian army since the mid-1990s. These two examples sug-
gest that Islam is not the driving force for Iranian policy in the region.
Instead, nationalist and commercial interests guide Tehran’s strategy. Sec-
ond, like Turkey and Russia, Iran has sought to play an active role in
developing the Caspian’s hydrocarbon resources through unilateral initia-
tives, bilateral agreements, and multilateral forums. In 1998, Tehran
formed a consortium with Royal Dutch/Shell and Lasmo to develop oil
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and gas fields on its Caspian shores. Tehran has negotiated several swaps
and pipelines schemes with Ashgabat, Astana, and Baku, and despite some
political and border disagreements, Iranian entities have taken stakes in
some international consortia to explore and develop oil and gas fields in
these three Caspian states.

Third, Iran has repeatedly voiced its concern over an objection to the
militarization of the Caspian Sea. Again, the similarities between the Cas-
pian Sea and the Persian Gulf are striking. These include large oil rev-
enues, authoritarian governments, and ethnic and religious tensions.
These characteristics can lead to an arms race in the region. In 2001,
Azerbaijan bought some patrol boats from the United States and Turk-
menistan bought some from Ukraine and negotiated an arms deal with
Russia. Iran is particularly concerned about the presence of the Russian
navy in the Caspian. Given the military asymmetry between Russia and
the other littoral states, Moscow will undoubtedly be the main beneficiary
if an arms race is ignited. Fourth, in spite of this important disagreement
between Moscow and Tehran, the two countries are united in their oppo-
sition to what they perceive as American penetration. Heavy investment
in the Caspian states and a potential American military role (directly or
through a third party such as Turkey) are seen as an attempt by Washing-
ton to undermine and reduce Russian and Iranian influence in the region.
Accordingly, Moscow and Tehran have forged a strategic alliance to resist
what they perceive as “American hegemony” in the Caspian and world-
wide. Russia’s huge military sales to Iran illustrate this growing military
and strategic cooperation between the two countries.

Fifth, since the early 1990s, Ashgabat, Astana, and Baku have ex-
pressed interest in transporting some of their oil and gas resources through
Iran. In addition to obvious advantages that Iran has (cheap and quick
routes), these three countries are interested in diversifying their export
pipelines. Thus, Turkmenistan, which was under gas monopoly by Russia,
started exporting some of its gas to Iran in the late 1990s. In 2000, Ka-
zakhstan commissioned France’s TotalFinaFElf, BG International of the
United Kingdom, and Agip of Italy to carry out a feasibility study for a
crude pipeline through Turkmenistan and Iran.® Azerbaijan, which is
under heavier U.S. pressure and influence than Kazakhstan and Turkmen-
istan, has shown more interest in exporting its oil and gas through Turkey,
Georgia, and Russia than the Iranian route.

In spite of this slow and reluctant cooperation between Iran on one side
and Azerbaijan, Kazakhstan, and Turkmenistan on the other side, it is
important to point out that in the long term, the two sides might be locked
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in an intense competition. The four economies are heavily dependent on
oil and gas exports.

September 11 and Its Aftermath

The terrorist attacks against the United States on September 11,2001, and
the American war against terrorism that destroyed the Taliban regime in
Kabul have introduced new political, military, and strategic parameters in
Central Asia. This war is likely to have a significant impact on the region’s
energy policy, particularly in two areas: increasing interest in developing
the Central Asia/Caspian Sea hydrocarbon resources and the revival of the
southern route (transporting oil and gas from the Caspian fields to Paki-
stan through Afghanistan).

A common reaction in the West to the September 11 terrorist attacks
has been what might be called “a curse on all their houses.”3! In other
words, the Middle East is being increasingly presented and perceived as an
unreliable source of oil and gas to the global market. The fact that private
money from Saudi Arabia and other Gulf monarchies was used to fund
terrorist organizations has intensified the anti-Arab feeling in the West
and underscored the need to reduce dependence on oil supplies from the
Persian Gulf. Furthermore, given their domestic constituencies, Gulf lead-
ers (particularly Saudis) have been reluctant to provide strong, uncondi-
tional public support to the war on terror. On the other side, most govern-
ments in Central Asia have been much more forthcoming in supporting
American military operations in Afghanistan. Several senior U.S. officials,
including Secretary of State Colin Powell and Secretary of Defense Donald
Rumsfeld, visited Central Asian states to cement and coordinate military
and strategic cooperation. In short, in the aftermath of September 11,
Central Asia/Caspian Sea states have proven themselves a strategic and
reliable partner to the United States.

The second important impact of the war in Afghanistan on energy
policy in Central Asia is related to pipeline construction. Afghanistan itself
is poor in hydrocarbon reserves. Its significance stems from its geographi-
cal location as a potential transit route for oil and gas exports from Cen-
tral Asia to the Arabian Sea. Unocal Corporation, a U.S. oil giant, pro-
posed the construction of an 890-mile, $2 billion gas pipeline connecting
Turkmenistan and Pakistan via Afghanistan. An agreement between the
governments in Islamabad and Ashgabat and the Taliban to arrange fund-
ing for this proposal was signed in January 1998. Besides the gas pipeline,
Unocal also had considered building an oil pipeline to carry oil from Turk-
menistan to Pakistan’s Arabian Sea coast via Afghanistan. In August
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1998, however, U.S. embassies in Kenya and Tanzania were bombed and
Washington retaliated by launching a missile attack against Osama bin
Laden’s camps in Afghanistan. In response to these developments, Unocal
concluded that its pipeline proposals were no longer tenable as long as the
Taliban were in power. The destruction of the Taliban regime in Kabul has
removed this obstacle. Oil and gas pipelines from the Caspian Sea to Pa-
kistan, India, and the Arabian Sea via Afghanistan are likely to be recon-
sidered once a sense of stability is established in Kabul.

To sum up, since the collapse of the Soviet Union in 1991, the United
States, Russia, Turkey, and Iran have sought to advance their strategic and
commercial interests in the Caspian Sea. Three conclusions can be drawn
from this power jockeying. First, the interests of these four contenders
are neither mutually exclusive nor identical. Increasingly, more policy-
makers in the four capitals have come to realize that the competition in the
Caspian Sea should not be put in zero-sum terms and that cooperation
could accelerate and reduce costs for the exploration and development of
the region’s energy resources. In other words, there are signs that eco-
nomic considerations are gaining ground at the expense of political and
strategic ones. Second, there is one exception for the previous conclu-
sion—U.S./Iranian rivalry in the Caspian. In spite of some relaxation in
the tension between the two countries since the election of Khatami in
1997, Washington has been persistent in opposing any Iranian role in the
region. America’s uncompromising stand has denied Iran the opportunity
to realize the full advantages of its historical ties and strategic location. In
other words, without American obstruction, Iran’s role in the exploration
and development of the Caspian resources would have been much bigger
and more effective than it is. The Iranian role in developing the region’s
hydrocarbon resources has been reduced by U.S. opposition. Finally, the
intense rivalry between Washington, Moscow, Ankara, and Tehran has
slowed down the full utilization of Caspian resources. Exploration and
development operations have been further complicated by internal prob-
lems.

Ethnic Divisions

Central Asia suffers from deep-rooted ethnic divisions. The Soviet iron
rule put a temporary halt to hostility between the ethnic groups in the
region. The breakup of the Soviet Union in 1991, however, has opened the
door for claims and counterclaims by several sectarian and ethnic move-
ments to resurface. Since the early 1990s, hostility has resumed within and
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between several Central Asian and Transcaucasus ethnic groups. From the
outset, two general characteristics of this fragile balance between various
ethnic groups in the region can be identified. First, most of these disputes
are based on two competing principles: the territorial integrity of any state
and the right of nations to self-determination. Both are registered in the
key United Nations documents and recognized by international law. Sec-
ond, these disputes have threatened and complicated oil and gas explora-
tion and development operations in the Caspian states as well as the con-
struction of transportation routes.

One of the most ambitious schemes is the one designed to carry oil from
Baku to Ceyhan, the Turkish port on the Mediterranean Sea. Plans for the
pipeline may be complicated by Ankara’s struggle with Kurdish separat-
ists. For most of the 1990s, oil company officials had confirmed that the
possibility of a Kurdish attack on and sabotage of oil installations and
pipelines was one major factor, among others, that they would consider in
making decisions on transportation routes. However, Kurdish military
opposition has abated since Ankara succeeded in arresting the Kurdish
leader Abdullah Oclean in 1999. From his cell in a Turkish high security
prison, Oclean announced a “peace initiative,” ordering members of the
Kurdistan Workers’ Party to refrain from violence and requesting dia-
logue with Ankara on Kurdish issues.

Another factor that has adversely affected oil development and export
is the war in Chechnya, which has obstructed Russia’s efforts to promote
a pipeline through the region. The original northern route for oil from
Azerbaijan passed through the Russian republic of Chechnya en route to
the Black Sea port of Novorosiisk. Russian troops entered Chechnya in
December 1994, and after almost two years of fighting, a peace agreement
was reached. Deadlocks over negotiations, however, prompted Moscow
to build a bypass pipeline around Chechnya, heading north out of Azer-
baijan via the southern Russian republic of Dagestan. The pipeline was
completed in 2000, but various disputes have limited flow through the
line. In addition, Dagestan has security concerns of its own. In August
1999, fighting flared between Islamic militants (largely from Chechnya)
and Russian forces in Dagestan. In response, the Russian army invaded
Chechnya in late September 1999. These Russian military operations have
ensured years of bitter hatred from Chechens and underscored the con-
tinuing threats to oil pipelines through the region.

The western route for oil from Azerbaijan goes from Baku to the Geor-
gian port of Supsa on the Black Sea, and several other proposed pipeline
routes also pass through Georgia. These current and proposed pipeline
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routes pass near several regions of Georgia that have been the site of sepa-
ratist struggles, such as Abkhazia (northwest Georgia) and Ossetia (north
central Georgia). Shortly after the collapse of the Soviet Union, Tbilisi
sought to expand its control over Abkhazia. This triggered a civil war, and
in September 1993, Abkhazians, supported by Russia, defeated the Geor-
gian forces and restored control over their entire territory. The protracted
talks under the UN aegis with Russia acting as an intermediary produced
a Cease-fire and Separation of the Forces Agreement, signed in Moscow in
May 1994.32 Talks have continued to resolve the standoff, including pro-
posals to route future oil pipelines across Abkhazia, on the premise that
economic cooperation could help bring peace to the region. Since the late
1990s, proposals to arrange for a special peacekeeping force to protect the
oil export pipelines have been under consideration. These proposals have
been negotiated with other members in the Partnership for Peace Program
and GUUAM Group. Developments in South Ossetia are similar to those
in Abkhazia. Again, with Russian help, the Ossets defeated Georgian
troops and pushed them out of their territory. In 1992 peacekeeping
forces, made up of Russian and Georgian troops, were deployed in the
region. The outcome of these two ethnic confrontations in Georgia can be
described as a state of “no peace, no war.” This uncertainty has an adverse
impact on oil and gas shipments through the region.

Another potential threat to the delicate ethnic makeup in the Caspian
region is between Tehran and Baku. The Azerbaijani population has been
divided between the independent state of Azerbaijan, with an estimated
population of 7 million people in 2000, and more than 20 million Azeri in
the northwestern provinces of Iran, approximately one third of the Iranian
population. The Azeri question came to the fore in 1945-46 when the
Soviet Union established an autonomous government of Azerbaijan in
northern Iran in an attempt to expand its control. This failed attempt was
short-lived, and the Azeri citizens of Iran continued to be assimilated in
the Iranian economic and political systems. To a certain extent, the Azer-
baijani elite has always been important in Iran from the Safavi and Qajar
dynasties, to the Pahlavi regime and under the Islamic Republic. Unlike
the Kurdish Iranians, there has not been a separatist movement among the
Azeri Iranians. Thus, when expressions of Azerbaijani nationalism began
to emerge in the late 1980s, in support of the movement emerging in
northern Azerbaijan, this took the form not of a statement of separatism
or of autonomy from Tehran but of a demand for greater support by
Tehran for Baku vis-a-vis the Soviet Union and Armenia.*

In spite of this assimilation of the Azeris within the Iranian socioeco-
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nomic and political fabric, there is a growing concern over the so-called
Turkic nationalism. Tehran’s concerns were particularly acute during the
tenure of nationalist Azerbaijani president Abulfaz Elchibey, who took
over from former Communist Party leader Ayaz Mutalibov in 1992. Since
Heydar Aliyev took office in 1993, Azerbaijani nationalist sentiments
have been restrained. Still, there are some speculations on a potential im-
pact of a rich independent Azerbaijan on the makeup of Iran’s ethnic fab-
ric and the overall relations between the two countries.

Azerbaijan is also the theater for the bloodiest ethnic conflict in the
Transcaucasus, which involves neighboring Armenia. The conflict be-
tween the two former Soviet republics revolves around control of Na-
gorno-Karabakh, a remote mountainous enclave inside Azerbaijan that
is populated principally by ethnic Armenians who want to become either
independent or a part of Armenia. The western route for oil from Azer-
baijan passes just north of Nagorno-Karabakh.

The conflict between Azerbaijan and Armenia is deeply rooted in the
past. It became especially acute in late 1980s with the apparent weakness
of the Soviet Union. In late 1989, in a joint session with the Nagorno-
Karabakh National Council, the Armenian Supreme Soviet declared Ar-
menia and Karabakh to be a “United Armenian Republic.”** Following
this declaration, several steps were taken to consolidate the emergence of
the enclave as an independent state in the early 1990s. This led to a war
between the Armenian and Azerbaijani communities there that was sup-
ported by both Baku and Yerevan. As a result, more than 30,000 people
were killed and approximately 1 million Azerbaijani civilians were driven
from their homes and became refugees. In addition, Armenian troops
seized Nagorno-Karabakh and hundreds of square miles of Azerbaijani
territory (about 20 percent).

This bloody war prompted the international community to try to put
an end to the hostility and bring the two sides to the negotiations table. In
1992 the Organization for Security and Cooperation in Europe created
the Minsk Group, chaired by Russia, France, and the United States, to
mediate between the two parties. In 1994, Russia, backed by the Minsk
Group and the United Nations, negotiated a cease-fire. This cease-fire
stopped the fighting but has not offered a permanent solution to the con-
flict. Aliyev has offered to build a pipeline through Armenia en route to
Turkey, which would give Yerevan transit revenues from the pipeline, in
exchange for Armenian withdrawal from the occupied territories.>

The large gap between what the Armenians want and what their Azer-
baijani counterparts want explains how the two sides have failed to find a
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common ground since 1994. The Armenians in Nagorno-Karabakh want
to join Yerevan either de jure or, at least, de facto and would like their
representatives to be invited to take an equal part in the negotiations. On
the other hand, the Azerbaijanis want to restore their state sovereignty
over the territories controlled by the Karabakh Armenians and their refu-
gees to return home. In exchange, Baku promises the region a wide au-
tonomy within Azerbaijan. The situation was further complicated in the
early 1990s by the lack of support Baku received from either Moscow or
Washington. In addition to the historical ties between Moscow and Yere-
van, Russia negotiated and signed agreements with Armenia, under which
the former became the main supplier of arms and fuel to the latter. On the
other hand, the United States passed section 907, which prohibits U.S.
assistance (with the exception of assistance for nonproliferation and disar-
mament programs) to the government of Azerbaijan under the Freedom
for Russia and Emerging Eurasian Democracies and Open Markets Sup-
port Act of 1992 (also known as the Freedom Support Act) until the presi-
dent determines that the government of Azerbaijan is taking demonstrable
steps to cease all blockades and other offensive uses of force against Arme-
nia and Nagorno-Karabakh.*® This step was taken under heavy pressure
by the powerful Armenian lobby. In 1998, modifications in the legislation
permitting exemptions of humanitarian and nongovernmental organiza-
tions’ assistance were approved.

Since the late 1990s, substantial efforts have been made to achieve a
permanent peace between Azerbaijan and Armenia. These renewed efforts
can be explained by at least four developments: First, Azerbaijan and Ar-
menia are sandwiched between Russia, Turkey, and Iran. Any renewal of
hostilities could draw in these powers as well as the United States. Second,
since the early 1990s, several oil and gas discoveries have been made in the
Caspian Sea, and pipelines plans have been drawn. Some routes to trans-
port these deposits pass across or near the Azeri-Armenian borders. There
is a growing need to secure the safety of these schemes. Third, President
Heydar Aliyev, in his late seventies, is eager to settle the conflict to boost
the succession chances for his son, Ilham. Finally, in spite of its wealthy
diaspora, Armenia has not been able to attract foreign investment without
the guarantee of a peace settlement.

Consequently, the chances for peace have improved markedly. The
mediation effort has a highly unusual level of personal involvement by the
presidents of the United States, France, and Russia, each of whom met
with his Armenian and Azerbaijani counterparts in late 2000 and early
2001 to urge a spirit of compromise. President Robert Kocharian of Arme-
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nia and Heydar Aliyev of Azerbaijan held several face-to-face negotia-
tions. Still, the two leaders are under heavy pressure from domestic oppo-
sition parties not to compromise.

To sum up, the Caspian region is overburdened by ethnic rivalries and
struggles. In the early 2000s, most of these ethnic disputes are frozen but
not resolved. Several factors have contributed to this outcome. These in-
clude the legacy of the Soviet mismanagement of the nationality issue,
cynical manipulation by outside forces,” the sectarian and ethnic animos-
ity between different groups within the region, as well as the slow process
of nation-building. An end to ethnic hostility within and between the
Caspian states and the achievement of a lasting peace need an endorse-
ment by all regional powers. The same conclusion can be applied to a final
agreement on the legal status of the Caspian Sea.

The Legal Status of the Caspian Sea

Uncertainty surrounding the legal regime that will eventually govern the
oil and gas exploration and development operations in the Caspian Sea is
a major risk that investors have had to take into consideration in doing
business in the region. Until the breakup of the Soviet Union in 1991, this
problem (lack of agreement by the five littoral states on how to divide the
sea between them) simply did not exist, or more accurately, it was at a
much lower level. The main quarreling between Russian and Persian ships
in the nineteenth century was over fishing and trade routes. Mineral de-
posits, at the bottom of the sea, were not known yet. Later, the two states
signed two documents to govern their relationship in the Caspian Sea—
the Friendship Treaty of 1921 and the Treaty of Commerce and Naviga-
tion of 1940. Some of the main points of these two treaties need to be
highlighted.

First, Moscow and Tehran agreed that the Caspian was only open to
their own vessels. This confirmed the exclusivity and equality of rights of
the two coastal states to the Caspian and that the sea was effectively closed
to the rest of the world.’® Second, the two treaties did not differentiate
between warships and other types of ships (passenger and transport).
Third, the two sides reserved a twelve-mile zone along their respective
coasts for the exclusive fishing rights. Still, no attempt was made to delimit
any official sea boundary between them. Fourth, the two treaties did not
deal with some important issues such as protecting the natural environ-
ment of the sea and the development of mineral deposits at the bottom of
the sea. In short, the 1921 and 1940 treaties between Moscow and Tehran
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suffered from some ambiguity and left important questions unanswered.
Accordingly, many analysts and policymakers have questioned the appli-
cability of these two documents to the new situation in the Caspian since
the early 1990s.

Following the signing of an investment agreement between the Azeri
government and a BP-led consortium (later known as the Azerbaijan Inter-
national Operating Company) in 1994, the need to determine the legal
status of the Caspian has become a crucial issue for all concerned parties
(the five littoral states and foreign companies). Moscow warned that the
issue of ownership of Caspian resources needed to be settled before any
individual state starts exploration and development operations. The im-
plication of Russia’s claim was that it or any other littoral state might be
able to block or critically delay projects, either by veto or by requiring a
cumbersome approval process.’” The Azeri government responded by ar-
guing that the two bilateral treaties between Iran and the Soviet Union did
not deal with mineral resources in the Caspian and therefore should have
no bearing on such a discussion. Moreover, during the Soviet era Mos-
cow treated the Caspian as if it were divided into two sectors and did not
consult Tehran on development outside its twelve-mile zone. Finally, Baku
claims that the Soviet sector of the sea was divided into economic zones,
related to the land boundaries of the republics. In short, Azerbaijan be-
lieves that it has historical and legal rights to divide the Caspian Sea into
national sectors and proclaim its sovereignty over its share.

The United States perceived this step by Russia as an attempt to make
Caspian projects less attractive to foreign investors and, in turn, hamper
the economic development of Azerbaijan, Kazakhstan, and Turkmeni-
stan, which hoped to attract significant investment to their offshore re-
gions in order to consolidate their economic and political independence
from Moscow. The Russian initiative, however, has not succeeded in
blocking joint adventures between international oil companies and the
newly independent Caspian states despite deep disagreement on the legal
status of the sea.

A fundamental question in this debate on the legal status of the Caspian
is whether it is a sea or a lake. According to the UN Convention on the
Law of the Sea, nations bordering a sea may claim twelve miles from shore
as their territorial waters and a 200-mile Exclusive Economic Zone be-
yond that.* If the Law of the Sea were applied to the Caspian, full mari-
time boundaries of the five littoral states bordering the Caspian would be
established based upon an equidistant division of the sea and undersea
resources into national sectors. If the Law of the Sea were not applied, the
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Caspian and its resources would be developed jointly—a division referred
to as the condominium approach. The five littoral states have not agreed
on whether the Caspian is a sea or a lake. This lack of consensus is due to
the conflicting national interests between all the concerned parties.

In spite of original opposition to dividing the Caspian into national
sectors, Russia’s position significantly changed in late 1996. At a meeting
of foreign ministers of the five Caspian states, Moscow proposed that
within a forty-five-mile coastal zone each country could exercise exclusive
and sovereign rights of the seabed mineral resources. The central part was
to remain common property with its hydrocarbon resources developed by
a joint-stock company of the five states. Both Azerbaijan and Kazakhstan
rejected the Russian proposal. Meanwhile, Moscow, Tehran, and Ashga-
bat tried unsuccessfully to set up a tripartite company to develop seabed
hydrocarbon resources. Turkmenistan preferred to open an international
tender on the resources along its coast where the tripartite company was
supposed to work.*!

In 1998, there was another important turn in the Russian position.
After long negotiations with Kazakhstan, the two countries signed an
agreement dividing the northern Caspian seabed alone along median lines
between the two countries, with the waters (covering issues such as ship-
ping, fishing, and environment) remaining under joint ownership.*> In
January 2001, Russia signed a similar agreement with Azerbaijan. In spite
of Russia’s endorsement of dividing the Caspian’s seabed into national
sectors, uncertainty still characterizes Moscow’s stand. After a summit
between Putin and his Iranian counterpart, Khatami, in March 2001, the
two leaders issued a statement confirming that until the legal regime of the
Caspian Sea is finalized, the two countries do not officially acknowledge
any boundaries there. Furthermore, agreements on the legal status of the
sea will only be valid if they are approved by all five littoral states.* In
other words, the position Moscow adopted with Tehran suggests some
contradictions with the two agreements it signed with Astana and Baku.
Another Russian proposal is to split the Caspian into northern and south-
ern sections. The former would be divided between Moscow and Astana,
while the latter would be divided equally between Tehran, Ashgabat, and
Baku. Azerbaijan opposes this proposal because it would boost Iran’s
share at its expense.

The evolution of Moscow’s stand on the legal status of the Caspian
from endorsing joint management to gradually accepting national sectors
suggests three conclusions. First, generally speaking, the Russian Ministry
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of Foreign Affairs has opposed the division of the Caspian into national
zones while Russian oil companies have participated in lucrative schemes
to develop oil and gas fields in Azerbaijan, Kazakhstan, and Turkmenis-
tan. Besides, Russia has sought to develop hydrocarbon resources within
its own sector of the sea. In other words, Russia’s economic interests seem
to have gained the upper hand in formulating the country’s Caspian policy
at the expense of strategic interests. Second, Russia has opposed the laying
of trans-Caspian pipelines until a legal framework is established to govern
environmental and biological issues and to establish legal responsibility
for safe use of the Caspian Sea.** Third, Russia has asserted that the air-
space above the Caspian, the surface of the sea, and the waters of the sea
should remain open and be administered jointly while the floor of the
Caspian can be divided roughly along median lines among the littoral
states. Given the asymmetry in military and naval power between Russia
and the other four Caspian states, this approach (dividing only the seabed)
gives Russia significant strategic advantages.

Not surprisingly, Iran, the second most powerful country in the Cas-
pian, strongly opposes the Russian approach. Indeed, the Caspian is the
main issue bedeviling Russian-Iranian relations, despite a number of
breakthroughs on sales of arms and nuclear technology. Three character-
istics can be identified in Iran’s stand on the legal question of the Caspian:

(1) After the collapse of the Soviet Union, Iran maintained that the
two treaties signed by the two countries in 1921 and 1940 should
be considered valid and should govern the Caspian until the five
littoral states sign a new one. In other words, originally, Iran fa-
vored a “condominium approach” meaning joint management of
the Caspian’s resources.

(2) Faced with strong opposition by the other Caspian states to joint
ownership, Tehran reluctantly and gradually has expressed will-
ingness to accept a system of division that would leave it with a
share of not less than 20 percent. The Iranian position is to “di-
vide all equally or divide nothing.”

(3) If the legal regime is to divide, then both the seabed and the surface
should be divided equally.

Iran insists on an equal share with the other Caspian states because a
simple division of the sea into national sectors based on the median line
would give it the smallest share.* Should this method be modified to in-
clude other factors such as the length of the shore and the convexity and
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the slope of the seabed near the shore, Iran’s share of the Caspian Sea
would be 13.6 percent, Turkmenistan 18 percent, Russia 19 percent,
Azerbaijan 21 percent, and Kazakhstan 28.4 percent.** Furthermore,
Iran’s sector of the sea is not thought to be rich in hydrocarbon resources.

In spite of Tehran’s opposition to dividing the Caspian into national
sectors, Iranian oil companies, like the Russian ones, have participated in
projects to develop oil and gas fields in the other Caspian states. In addi-
tion, Iran is working with foreign oil companies to develop its own oil and
gas deposits in the Caspian. Iran’s claimed fields, however, overlap with
those claimed by Azerbaijan.

In order to understand the Azeri, Kazak, and Turkmen stand on the
legal status of the Caspian, two facts need to be highlighted. First, if the
Caspian were divided into national zones, the largest hydrocarbon depos-
its would be in the Azeri and Kazak sectors and to a lesser extent in the
Turkmen sector. Russia and Iran are believed to have fewer resources in
their sectors than those of the other three Caspian states. Second, in com-
parison with Azerbaijan, Kazakhstan and Turkmenistan are more depen-
dent on Russia. One third of Kazakhstan’s population is Russian, and
Turkmenistan relies extensively on Russia in exporting its gas. Thus Azer-
baijan can afford and has adopted a more independent stand from Russia
than those taken by Kazakhstan and Turkmenistan.

Baku has objected to Tehran’s decision to award Royal Dutch/Shell and
Lasmo a license to conduct seismic surveys in a region that Azerbaijan
considers to fall in Azeri territory. Similarly, Baku and Ashgabat have been
involved in a dispute over three fields called Kyapaz, Azeri, and Chirag in
Azerbaijan, and Serdar, Khazar, and Osman in Turkmenistan. These dis-
putes concern where to draw the median lines. Baku was the first and is the
strongest proponent of dividing the Caspian (seabed, water, and surface)
into national sectors.

Like Azerbaijan, Kazakhstan advocates a division of the Caspian. Ac-
cordingly, in 1997 Astana signed a communiqué with Ashgabat pledging
to divide their sections of the Caspian along median lines. A year later,
Kazakhstan signed a bilateral agreement with Russia dividing the seabed
between the two countries. Meanwhile, Astana opposes Tehran’s proposal
to divide the Caspian equally among the five littoral states. Also, it is
important to point out that despite Kazakhstan’s strong support for the
establishment of national sectors, it has stated that cooperation on the
environment, fishing, and navigation would be beneficial to all littoral
states. Finally, as Western investment has grown, Azerbaijan and Kazakh-
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stan have become more assertive in affirming their territorial claims. Dur-
ing the CIS summit in Moscow (held in November 2001), the two coun-
tries signed a bilateral accord to divide the seabed along a modified me-
dian line. This agreement should be seen as an inevitable formality, since
Kazakhstan agreed with Russia on the median line concept in 1998 and
Azerbaijan followed suit in January 2001.

Turkmenistan’s position has generally been somewhere between those
adopted by Russia and Iran. Ashgabat has been less assertive than Astana
and Baku in calling for a division of the Caspian into national sectors. Still,
Turkmenistan’s view has gradually shifted in favor of division. Turkmen
leaders have repeatedly expressed the need for a unanimous agreement on
the legal status of the Caspian by all five states.

In July 2001, an important development between Iran and Azerbaijan
underscored the need for an agreement on the legal status of the Caspian.
On July 23, an Iranian warship threatened to fire on an oil exploration
vessel operated by the oil company BP/Amoco. The ship was conducting
research near Alov deposit (Alborz in Persian), an offshore oil field that
both Azerbaijan and Iran claim. After the Iranian intervention, BP officials
told the Azerbaijan state oil company that it would not resume explora-
tion of the area until the dispute was settled. Clearly BP was motivated by
safety concerns and a desire to avoid antagonizing Iran. The United States
called the Iranian action provocative, and Russia condemned the use of
military threat.

This episode and the evolution of the five littoral states’ stand on the
legal status of the Caspian suggest several conclusions. First, the debate
has shifted from choosing between dividing the sea into national sectors or
joint ownership to where to draw the boundary lines. All five states agree
on the principle of dividing the seabed. The disagreement is over how large
the share of each state should be. Second, the legal uncertainties do not
appear to have significantly slowed investment in the Caspian Sea. Still
reaching an agreement would remove a significant stumbling block.
Third, Caspian Sea demarcation should be viewed more as a political issue
and less as a legal matter that still demands resolution. The contesting
sides attempt to present demarcation of borders in the Caspian Sea as a
strictly legal issue. However, the recurrent changes in their positions, as
the above analysis shows, reflect that the actors’ legal stances are tactical
and that their overriding concerns regarding delineation are political and
economic. Fourth, the Russian and Iranian participation in oil and gas
exploration and development in the other three Caspian states suggests
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that a pattern of de facto benefit sharing seems to be developing. This is
likely to reduce tension over the legal status of the Caspian. It might also
contribute to alleviating disputes over pipelines.

Pipeline Diplomacy

The leaders of Azerbaijan, Kazakhstan, and Turkmenistan view the devel-
opment of their hydrocarbon resources as a cornerstone to their economic
prosperity. These states, however, are landlocked. They cannot ship their
oil and natural gas by tankers from domestic ports. Instead, they have to
be transported to the target markets by pipelines, which cross multiple
international boundaries. Thus, the issue of potential routes through
neighboring countries has become a priority for both regional and interna-
tional powers, as well as for oil companies. The construction of a pipeline
would provide the transit states with several financial and political ben-
efits. These include access to oil or natural gas for their domestic needs;
foreign investment and jobs; substantial transit fees; and political leverage
over the flow of oil and gas.

The process of choosing and constructing pipeline routes is compli-
cated and requires delicate negotiations with many parties. Until recently,
the existing pipelines in the Caspian region were designed to link the
former Soviet Union internally and were routed through Russia. Most of
the Caspian’s oil and gas shipments terminated in the Russian Black Sea
port of Novorosiisk. This existing network, however, does not correspond
to the new economic and political dynamics since the early 1990s. First,
given the huge investment and efforts to develop the Caspian oil and gas
potentials, there is doubt that the Russian network can meet the projected
increasing level of exports. Second, in order to gain access to the European
market, oil tankers from Novorosiisk have to traverse the crowded Bos-
phorus Strait, creating environmental and safety hazards. Third, this Rus-
sian network is aimed at the Mediterranean market; it does not target the
vast Asian states. And fourth, there are political and security concerns as
to whether these Caspian states should remain so dependent on Russia as
their sole export outlet. Given these restraints, there is a growing consen-
sus that multiple routes should be constructed.

For several years, a number of proposed routes have been under consid-
eration. These include a pipeline to the north across Dagestan to Novoro-
siisk, completed in 2000, a second pipeline to the east from Kazakhstan
and Turkmenistan to China; a third to the southwest through Afghanistan
to Pakistan and India; a fourth to the south across Iran; and a fifth to the
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west, from Baku in Azerbaijan to the Georgian port of Supsa on the Black
Sea, which became operational in April 1999, or the Turkish port of
Ceyhan on the Mediterranea.*” As has been discussed earlier, some of
these routes pass through or near politically troubled areas, including
Nagorno-Karabakh (Armenia-Azerbaijan), Abkhazia and Ossetia (Geor-
gia), Chechnya and Dagestan (Russia), and Afghanistan. Since the 1990s,
fighting in most of these conflicts has been suspended by cease-fires, not a
genuine peace. Violence, terrorism, and instability can reemerge.

Given this uncertainty, the notion of multiple routes can enhance the
security of oil and gas shipments from the Caspian region to the interna-
tional market. Furthermore, several pipelines would promote economic
competition and eventually reduce energy prices for consumers. However,
these security and economic advantages are not without limitations. They
have to be balanced by economic feasibility, since a larger number of pipe-
lines would mean smaller economies of scale and greater expense for each
project. In short, the process of selecting an export route from the Caspian
Sea is complicated and involves several political and economic consider-
ations.

For several years, international companies and the concerned govern-
ments have been engaged in serious negotiations to determine the priority
of each pipeline. Since the late 1990s, attention has focused on four
schemes. Two are supported by the United States: Baku-Ceyhan, and
Trans-Caspian Pipeline (TCP), and two involve Russia: Caspian Pipeline
Consortium (CPC) and Blue Stream. In the following, these four projects
will be discussed as well as Iranian efforts to swap oil and gas with other
Caspian states.

At least three strategic goals have shaped Washington’s decision on
choosing the most appropriate route for transporting the Caspian’s oil and
gas resources to international markets: first, to eliminate any Iranian role
in Central Asia and the Caucasus; second, to strengthen economic and
political ties between Turkey, a NATO member, and the three Caspian
states (Azerbaijan, Kazakhstan, and Turkmenistan); and third, to support
and promote economic prosperity and development in these newly inde-
pendent states and help them to shape their own destinies.

Guided by these strategic goals, the United States has strongly sup-
ported two transportation options: One is to carry oil from Baku, Azer-
baijan, on the western shore of the Caspian Sea, to Turkey’s eastern Medi-
terranean oil terminal at Ceyhan; the other, the Trans-Caspian Pipeline,
will transport natural gas from Turkmenistan to Turkey. The first scheme
has been promoted by Washington as the main export pipeline; this will be
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some 1,080 miles long, with an estimated cost of between $2.4 billion and
$3.7 billion.*® The project is expected to transport about 1 million barrels
a day and to be completed by 2004. A series of initial agreements that
outlined the legal framework for the construction of this pipeline were
signed in Istanbul in November 1999 by Turkish president Suleiman
Demirel, Heydar Aliyev of Azerbaijan, and Georgian president Eduard
Shevardnadze. President Clinton endorsed these agreements as a witness.
In April 2000, the three countries signed the final document. Meanwhile,
the Russian stand on this project has evolved from outright opposition, to
competition, and finally to acquiescence.

Baku-Ceyhan Pipeline, however, faces a substantial obstacle: concern
over the availability of sufficient volumes of crude. Not enough oil has
been discovered offshore Azerbaijan to justify the construction of this
costly pipeline. It needs 6 billion barrels of proven oil reserves to be com-
mercially viable. The AIOC, created in 1994 to develop the Azeri-Chirag
and Gunashli field complex in the Azeri sector of the Caspian Sea, has said
that the field’s reserves are estimated at 4 billion barrels.*” Thus, the pipe-
line will require commitments from other producers and the United States
sees Kazakhstan as a major potential contributor to Baku-Ceyhan. Recent
reports from the Offshore Kazakhstan International Operating Company
that a vast Kashagan oil field was discovered in the north Caspian have
raised hopes that Kazakhstan could indeed commit significant volumes of
crude to this route. Astana, however, has refused to make such a commit-
ment, preferring to explore different options for exporting its oil. In De-
cember 2000, Kazakhstan commissioned TotalFinaElf of France, BG In-
ternational of the UK, and Agip of Italy to carry out a feasibility study for
a pipeline through Turkmenistan and Iran. Similarly, in March 2001, the
construction of a pipeline from Kazakhstan to the Russian Black Sea port
of Novorossiisk was completed.

The other leg of the U.S. pipeline strategy is the TCP, designed to tap
Turkmenistan’s world-class natural gas reserves. In February 1999, Ash-
gabat awarded a contract to build an export route to a consortium led by
the U.S. firms Bechtel and General Electric Capital. This ambitious new
link is planned to carry up to 30 billion cubic meters, starting in eastern
Turkmenistan, crossing the Caspian seabed, and then passing through
Azerbaijan and Georgia on its way to Turkey. Ankara is being viewed not
just as a potentially booming gas market in its own right but also as the
gateway to other consumers in southern and central Europe.

Things appeared to be going well for this project until July 1999, when
BP/Amoco announced a major gas find at Shah Deniz, Azerbaijan, the first
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major offshore gas discovery in the Caspian Sea since 1991. As has been
mentioned earlier, the field is estimated to contain between 25 tcf to 39 tcf
of natural gas. Thus, the hurry to bring Shah Deniz gas on line is driven
not so much by the obvious magnitude of the reserves as by the fact that,
geographically, Azerbaijan is better placed than most other producers tar-
geting the growing Turkish gas market, including Turkmenistan. Baku did
not waste any time. In March 2001, it signed an agreement to supply
Turkey with 3.1 tcf of natural gas over a fifteen-year period, starting in
2004.%° A $1 billion pipeline will be built from Shah Deniz to the Turkish
city of Erzrurm,’" where it will connect with the Turkish gas transmis-
sion.’> Another significant setback to the TCP occurred in November
2000. In the late 1990s, Turkmenistan was locked in a price dispute with
Russia’s giant Gazprom over the export of Turkmen gas. In 2000, the two
sides were able to overcome their differences and reached an agreement
under which Russia imported an estimated 1 trillion cubic feet of Turkmen
natural gas. This sale accounted for most of Turkmenistan’s gas produc-
tion in 2000 and is seen by many analysts as a blow to the TCP. Finally, it
is important to point out that Turkmenistan faces competition over the
Turkish market not only from Azerbaijan’s Shah Deniz but also from
Russia’s Blue Stream.

In December 1997, Moscow and Ankara signed an agreement to build
a pipeline connecting northern Turkey with Russian gas fields via the
Black Sea, with an estimated cost of between $2 billion and $3 billion. In
order to secure the necessary funding, Gazprom formed a partnership
with Eni S.p.A., the big Italian energy company, and its Saipem construc-
tion unit.** In 2000, work on the project started on both the Russian and
Turkish sides. The capacity will start at 8 billion cubic meters a year (cm/y),
building up to 16 billion cm/y in 2008.>* Four geopolitical characteristics
of this project can be identified. First, since the late 1990s Blue Stream
and the TCP have reflected a renewed strategic and economic rivalry
between Moscow and Washington. The former was initiated and is led
by Gazprom, while the latter was strongly supported by the United States.
Second, Blue Stream received strong support from big Turkish corpora-
tions doing business in Moscow. They saw it as a way to strengthen eco-
nomic ties between the two countries. The Turkish government was less
enthusiastic about it, given the country’s strategic alliance with the United
States. Third, approximately two thirds of Turkey’s gas comes from Rus-
sia. Blue Stream will further deepen Ankara’s energy dependence on Mos-
cow. Finally, since the late 1990s and early 2000s, Turkey has agreed to
import gas from several sources, including Turkmenistan, Azerbaijan,
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Iran, and Russia. It is unclear whether Turkey can absorb all these gas
deals, particularly in light of the economic crisis that has hit Ankara in the
early 2000s.

In addition to Blue Stream, Russia has succeeded in advancing its inter-
ests on another frontier—the CPC. Unlike the Blue Stream and TCP,
which together reflect rivalry between Moscow and Washington, the CPC
is seen by many analysts as a good example of cooperation between the
two countries. The 940-mile line connects the Tengiz oil field in Kazakh-
stan with the Russian Black Sea port Novorosiisk, with an initial capacity
of 560,000 b/d, rising to 1.35 million b/d. Tengiz is one of the world’s
largest oil fields with substantial high-quality proven reserves. The Ameri-
can oil giant Chevron began negotiating a deal to develop the field in 1990
before the demise of the Soviet Union. TengizChevroil, a joint venture
between Chevron, ExxonMobil, and Kazakhstan, became operational in
1993.5% Originally, Russia was reluctant to ease its grip on a rival pro-
ducer. Its attitude, however, changed as it found new ways for its interests
to be defined. Russia became the biggest shareholder in the CPC with a 24
percent interest.’® The first oil from the pipeline was scheduled to be
loaded in June 2001, but several customs problems and technical hitches
caused delays. After Russia and Kazakhstan reached agreement on transit
tariffs, the pipeline was officially opened on November 27, 2001.

Two important projections can be made regarding the construction of
the CPC. First, for the foreseeable future Russia will continue to be the
main outlet for oil shipments from Kazakhstan. Second, given the limited
capacity of the CPC and the anticipated expansion of Astana’s oil produc-
tion, it is unlikely that CPC will be enough to handle Kazakhstan’s export
surplus for long. Indeed, since the mid-1990s, the Kazak oil authorities
have considered other options, including swap arrangements with Iran.

Given Iran’s strategic location between the Caspian Sea and the Persian
Gulf and its relatively advanced energy infrastructure, Tehran sees itself as
a natural transit route for oil and gas exports from the landlocked Central
Asian countries to world markets. Iranian officials strongly believe the
southern route through Iran offers a much lower cost than existing routes
to the Black Sea, especially those proposed to the Mediterranean. Iranian
efforts to promote this vision have been restrained by strong U.S. opposi-
tion. As a result, since the mid-1990s much of the activities involving an
Iranian role in exporting Caspian hydrocarbon resources have focused on
swap arrangements. Simply, swaps mean that companies would ship oil
from Azerbaijan, Kazakhstan, and Turkmenistan to the nearby Iranian
ports on the Caspian and refineries in the northern part of the country. In
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return, the companies will pick up equivalent amounts of oil from Iran’s
terminals on the Persian Gulf. These arrangements appear to suit all in-
volved parties. Most of Iran’s oil fields are in the south, while population
concentration centers are in the north. Thus, Tehran has to ship oil from
the south to the north. Tehran would like to deliver Caspian crude to its
refineries in the north in order to save on transportation costs. On the
other hand, swap arrangements help oil companies sidestep U.S. sanctions
because they do not involve any investment in Iran’s energy sector.

Accordingly, under an arrangement made in the late 1990s, about
50,000 b/d are transported from Turkmenistan to the Tehran refinery
through an existing pipeline from the northeastern Caspian port of Neka.
An equivalent volume of crude oil, with quality differentials accounted
for, is then swapped out from Iran’s southern export terminal at Kharg
Island. Tehran has an ambitious plan to expand its oil swap network with
Ashgabat to 700,000 b/d.’” Similarly, in 1996 Kazakhstan and Iran signed
an agreement to begin oil swaps. The volumes involved were limited as a
result of technical issues, including initial problems with processing Kazak
crude in the Iranian refineries. Since then, Iran has sought to upgrade its
refineries so they can treat the Kazak crude. The two countries plan to
increase the volume of oil they swap. Finally, Iran has proposed to buy or
swap oil from Azerbaijan. Baku has made its approval conditional on the
settlement of disputes with Iran concerning the legal status of the Caspian
and on progress toward improved relations between Iran and the United
States.

Three important points need to be underscored regarding Iran’s efforts
to make swap arrangements and to construct pipelines from the Caspian
oil fields to its export ports on the Persian Gulf. First, Iran faces difficulties
securing the necessary financial resources to build the required routes to
export Caspian oil. A centerpiece of Tehran’s pipeline diplomacy is the
construction of a 240-mile pipeline between the Caspian Sea port of Neka
and Tehran. A local firm, Iran Power Plant Management Company, failed
to raise the necessary $400 million. Consequently, the project was handed
over to a Chinese consortium in February 2000. The European oil-trading
company Vitol is involved in financing the project. Second, the United
States has strongly opposed oil companies’ use of swap arrangements with
Iran. Indeed, two U.S. companies—Optimarket and Mobil—applied to
participate in swap arrangements between Iran and other Caspian states,
but their applications were turned down by the U.S. government. Wash-
ington objections, however, have not stopped European companies from
pursuing swap arrangements.’® Finally, despite American opposition,
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Azerbaijan, Kazakhstan, and Turkmenistan, along with several interna-
tional oil companies, consider the southern route through Iran as a vital
and cost-effective option for exporting both their oil and their natural gas.

Three conclusions can be drawn from this discussion of pipeline diplo-
macy in the Caspian Sea. First, given the domestic, regional, and interna-
tional rivalries surrounding oil and gas fields in the Caspian, there is no
doubt that multiple export routes would increase the energy security for
consumers, producers, and the global energy markets by making deliveries
less vulnerable to technical or political disruptions on any individual
route. Still, as pointed out earlier, energy security will have to be balanced
by economic feasibility, since a larger number of pipelines would mean
smaller economies of scale. Second, in many cases, particularly U.S. efforts
to deny Iran a role in transporting Caspian oil and gas, the decision to
choose the most appropriate route reflects a competition between strate-
gic concerns and economic interests. Most pipelines are built by compa-
nies, not by governments. Ultimately petroleum companies are profit-
driven entities accountable to their shareholders. They are in the business
of making money, not in the business of achieving governments’ strategic
political objectives. In the long term, pipelines that make economic sense
are more likely to be built than those that do not. Third, pipelines’ capac-
ity and availability will, to a large extent, influence the timing of oil and
gas development in the Caspian region.

The Caspian Sea—What Lies Ahead?

Prediction is a risky adventure, particularly with regard to the Caspian
region with its rich hydrocarbon deposits and ethnic divisions, as well as
regional and international rivalry. Still, the foregoing analysis suggests
several guidelines that are likely to influence energy policy in the region in
the foreseeable future. First, the exploration and development of oil and
gas deposits in the Caspian will take some time and tremendous efforts to
realize their potentials. Complex technical, economic, logistical, geopoliti-
cal, and social obstacles will have to be overcome before the full utilization
of these promising deposits. Second, the fluctuation of global oil prices
will have a strong impact on exploration and development operations in
the Caspian. Low oil prices would slow down these operations, given the
high costs of production and transportation.

Third, since the influx of Caspian oil and gas into global markets will
be slow and gradual, they are not likely to have a drastic impact on world
energy markets and prices. The Caspian’s growing production will con-
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tribute to the diversification of oil and gas supplies and consequently to
global energy security. Still, the Persian Gulf will continue to occupy the
driver’s seat in meeting the growing world demand. Finally, the rivalry
between the United States, Russia, Turkey, and Iran will not abate any
time soon. Instead, the discovery of new oil and gas deposits will further
intensify these strategic and commercial competitions. In order to ensure
regional stability and accelerate full utilization of the region’s hydrocar-
bon resources, all players have to be included. Excluding any state in-
creases the chances that it might act as a spoiler. Inclusion, not exclusion,
will ensure economic prosperity and energy security.






Glossary

The following glossary explains some of the technical terms that are used
in this book or that readers are likely to encounter. It does not purport to
be at all comprehensive.

Barrel of oil: Standard oil industry measure of volume. One barrel is
equivalent to forty-two U.S. gallons.

Biomass: Organic nonfossil material of biological origin constituting a
renewable energy source.

Brent blend: The principal grade of UK North Sea crude oil in interna-
tional oil trading.

British thermal unit (Btu): The amount of heat required to increase the
temperature of one pound of water by one degree Fahrenheit. One
pound of coal has an energy content of between 10,200 and 14,600
Btu, while crude oil has an energy content of between 18,300 and
19,500 Btu/pound. One thousand cubic feet of natural gas has an en-
ergy content of 1 million Btu on average.

Carbon dioxide (CO,): A colorless, odorless, nonpoisonous gas that is a
normal part of the earth’s atmosphere. Carbon dioxide is a product of
fossil fuel combustion as well as other processes. It is considered a
greenhouse gas, as it traps heat radiated by the earth into the atmo-
sphere and thereby contributes to the potential for global warming.

Coal: A readily combustible black or brownish-black rock whose compo-
sition, including inherent moisture, consists of more than 50 percent by
weight and more than 70 percent by volume of carbonaceous material.
It is formed from plant remains that have been compacted, hardened,
chemically altered, and metamorphosed by heat and pressure over geo-
logic time.

Conventional oil: Crude oil that, at a particular time, can be technically
and economically produced through a well, using normal production
practice and without altering the natural viscous state of the oil.
Nonconventional oil is more expensive to explore and develop, al-
though there have been major cost reductions in the past few years.
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Crude oil: Oil produced from an underground reservoir that has not been
subjected to any refining or chemical process other than the separation
at atmospheric pressure of any gases that were dissolved in the oil at the
greater pressure of the reservoir.

Deregulation: The elimination of some or all regulations from a previously
regulated industry or sector of an industry.

Downstream: That part of the petroleum industry that involves refinery,
transportation, and marketing operations as contrasted with upstream
operations of exploration, development, and production.

Dubai: A grade of crude oil which has effectively replaced Saudi Light as
the “marker” crude oil in the Persian Gulf.

Energy source: A substance, such as oil, natural gas, or coal, that supplies
heat or power. Electricity and renewable forms of energy, such as wood,
waste, geothermal wind, and solar, are considered to be energy sources.

Fossil fuel: Any naturally occurring organic fuel formed in the earth’s
crust, such as oil, coal, and natural gas.

Gas to liquids (GTLs): A process that combines the carbon and hydrogen
elements in natural gas molecules to make synthetic liquid petroleum
products, such as diesel fuel.

Global warming: An increase in the near surface temperature of the earth.

Hydrocarbon: An organic chemical compound of hydrogen and carbon in
the gaseous, liquid, or solid phase.

Liquefied natural gas (LNG): Natural gas (primarily methane) that has
been liquefied by reducing its temperature to minus 260 degrees Fahr-
enheit at atmospheric pressure.

“Missing Barrels”: Estimates of world oil inventories indicate that world
oil supply/demand balances do not fully reflect the state of the world oil
market. This implies that production has been overestimated, con-
sumption data have been underestimated, or that the stock data are
incorrect. This situation has become known as the “missing barrels”
problem.

Natural gas: A mixture of hydrocarbon compounds and small quantities
of various nonhydrocarbons existing in the gaseous phase or in solu-
tion with crude oil in natural underground reservoirs at reservoir con-
ditions.

Natural gas liquids: A general term for all liquid products separated from
natural gas in processing or cycling plants.

New York Mercantile Exchange (NYMEX): The most successful market
for oil futures contracts on which very large volumes of heating oil and
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crude oil (WTTI grade) in particular are traded. NYMEX has consider-
able influence on the physical trade.

Nuclear electric power: Electricity generated by an electric power plant
whose turbines are driven by steam generated in a reactor by heat from
the fissioning of nuclear fuel.

Nuclear reactor: An apparatus in which a nuclear fission chain reaction
can be initiated, controlled, and sustained at a specific rate.

Organization of Petroleum Exporting Countries (OPEC): Was founded in
Baghdad, Iraq, in September 1960, to unify and coordinate members’
petroleum policies. Original OPEC members include Iran, Iraq, Ku-
wait, Saudi Arabia, and Venezuela. Between 1960 and 19735, the orga-
nization expanded to include Qatar (1961), Indonesia (1962), the
United Arab Emirates (1967), Algeria (1969), and Nigeria (1971). Ec-
uador and Gabon were members of OPEC, but Ecuador withdrew in
December 1992, and Gabon followed suit in January 1995. OPEC
members produce about 40 percent of the world’s oil, hold more than
77 percent of its proven oil reserves, and contain most of the global
excess oil production capacity.

OPEC pricing: OPEC collects pricing data on a “basket” of seven crude
oils—Algeria’s Saharan Blend, Indonesia’s Minas, Nigeria’s Bonny
Light, Saudi Arabia’s Arab Light, Dubai’s Fateh (or Dubai), Venezuela’s
Tia Juana Light, and Mexico’s Isthmus (a non-OPEC crude oil)—to
monitor world oil market conditions.

Pipeline: A continuous pipe conduit, complete with such equipment as
valves, compressor stations, communication systems, and meters for
transporting natural and/or supplemental gas from one point to an-
other, usually from a point in or beyond the producing field or process-
ing plant to another pipeline or to points of use.

Petroleum: A broadly defined class of liquid hydrocarbon mixtures. In-
cluded are crude oil, lease condensate, unfinished oils, refined products
obtained from the processing of crude oil, and natural gas plant liquids.

Possible reserves: Those unproven reserves which analysis of geological
and engineering data suggests are less likely than probable reserves to
be commercially recoverable. Most companies assign a certainty value
of 10 percent for possible reserves.

Price Band Mechanism: During its March 2000 meetings, OPEC adopted
an informal price band mechanism whereby prices higher than $28 per
barrel or lower than $22 per barrel for the OPEC basket would trigger
automatic production adjustments. Prices sustained above the target
range for twenty trading days were to result in an automatic production
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increase of 500,000 barrels per day (b/d). Prices below the target range
for ten trading days were to result in cuts of 500,000 b/d.

Probable reserves: Those unproven reserves which analysis of geological
and engineering data suggests are more likely than not to be commer-
cially recoverable. Most companies assign a certainty value of 50 per-
cent for probable reserves.

Proven reserves: Those quantities of petroleum which analysis of geologi-
cal and engineering data indicates with reasonable certainty can be
recovered in the future from known reservoirs, under existing eco-
nomic and operating conditions. Most companies assign a certainty
value of 90 percent for proven reserves.

Refinery (oil): An installation that manufactures finished fuels from oil,
unfinished oils, natural gas liquids, other hydrocarbons, and alcohol.

Renewable energy: Energy obtained from sources that are essentially inex-
haustible (unlike, for example, fossil fuels, of which there is a finite
supply). Renewable sources of energy include conventional hydroelec-
tric power, wood, waste, geothermal, wind, photovoltaic, and solar
thermal energy.

Reservoir: A porous and permeable underground formation containing an
individual and separate natural accumulation of producible hydrocar-
bons (crude oil and/or natural gas) that is confined by impermeable
rock or water barriers and is characterized by a single natural pressure
system.

“Seven Sisters”: A phrase denoting the seven major oil companies that
controlled most of the cheap Middle East oil between 1945 and 1973:
Standard Oil Co. of New Jersey (later Exxon), Standard Oil Co. of New
York (originally Socony; later, Mobil), Standard Oil Co. of California
(Socal, later Chevron), Royal Dutch/Shell, Texaco, BP, and Gulf.

Spot price: The price for a onetime open market transaction for immediate
delivery of the specific quantity of product at a specific location where
the commodity is purchased “on the spot” at current market rates.

Stocks: Supplies of fuel or other energy source(s) stored for future use.

Well: A hole drilled in the earth for the purpose of (1) finding or producing
crude oil or natural gas or (2) producing services related to the produc-
tion of crude or natural gas.

Wellhead price: The price of oil or natural gas at the mouth of the well.

West Texas Intermediate (WTI): The “marker” crude in North America
and the contract grade for the NYMEX crude oil future contract. It is
widely accepted as the basis for pricing most American and Canadian
crude oil.
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