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ABSTRACT ‘)\

»

. An analysis of petroleum concession agreements granted by
Iran and Alberta to investors was ¢onducted to imvestigate the

effect of barganing position upon the terms of the agreemenﬁs.‘y
! ) ¢ i
Petroleun concession\s granted by Iran fram 1901 to 1973 and
\ L

concessions granted by a from 1947 to 1976 were examined.

Although Iran and, ﬁ. kdesparate states with diffeffent

social, pOll?]dii; b syStems, thé terms. contaired in
the agreements made'by each v e markedly s:imilar.
‘ Iran granted i,ts first concession in 1901 and the terms
thereof were markedly in favour of the ii;vester . Tﬁi_s fact is
. explained by th; dificult econamic position Iran faced and the
‘ polltlcal mfluence of the 1nvester The terms of successor
agreements to the 1901 concession remained favourable to the
investor until 1973 when petroleum became a scarce oarmodlty.
Alberta granted its first concession in 1931 and this agree-
ment likewise favoured the investor. _This fact is again related
to ecommics for in 1931 Alberta faced an econamic crisis brought
on by the Great Depression and petroleum in cammercial quantities
had yet to be discovered. After the diséovéry of comercial
quantiizies of petroleun in 1947; the position of the Alberta govern—
. ment sfrengthened. The energy crisis of 1_973 further solidified

the position of the Alberta govermment.

v
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(hapter |
* ‘ i

Petrolewun Concessiton Agreoment s

This thesis will examine the development and the history of
petroleun concession agreoements in Iran! and Alberta 2 until 1973,
Despite the political, social and (:m)n(xni«' difforencess between Iran and
Alberta, there have beon changes In the relationship between the ol
conpanies and the respective states which parallel each other. These
parallels would seem to have been reflected in the types of contracts
which both Iran and Alberta made from time to time with their oil
campanies.

In simple terms, a petroleum concession is a contract between the
owner of the I‘éSOU.I‘CQ as grantor and the investor-developer as grantee.
Usually the state is in vthe position of grantor because the mines and
minerals in most states are owned by those states.3 The purpose of
the new contract is the development of a particular resourc.:e. The
investor-developer is granted the right to develop the resource in
return for the payment of certain sumns to the owner.

Petrolewﬁ concessions, like the people who create them, have
stages of development. These stages can be described in general tems.
In the early stage, three characteristics are generally present. First,
the concession areas.are usually large, generally because no. one really
knows %em the resource, if any, can be found within the bomdarie_s
of the state.?

Second, rights to the concession area are often granted to the
investor-developer for a relatively long period of time.® The lengthy
term of a petroleum concession is 'explainedo by the fact that the

resource must be found, transported, refined, and marketed. These



fncetors nocenst tate thint the termm of a pet rolewn coneossiton et bes of

L

n long durat ton,

Tird, the financial retums to the gwmer are generally relatively
modest .00 The invesstor=developer 1 nx;uin‘(f to oxpend n great denl of
noney Lo find, develop, and market. tho petrolewn,  ‘Tho modost return
to the state is an acknowledgement of the risk taken by thn. invesitor-
developer,

Some authorities on deovelopmental economicss, incruding Mikesell,”
’l‘zuwnr,B and Moru.n,” have attempted to explain why early concession
contracts are so favourable to the 16veﬁt01“—-ckzv<*alrwx:r and so unfavour-

able to the state owner of these resources. The above authorities
provide at least five explanations to account for this situation.
First, the exploitation of natural resources is often the only means
by which a state can obtain the money necessary. to industralize. The
state can either invite development of its natural resources or remain
economically stagnant. Second, the state is unable itself to.afford
the very great risk involved in searching for and developing its
natural resources.10 This factor of risk is always of particular
significance in relation to petroleum becaixse an equity poor country
cannot risk tis available reserves of capital in the search for a
substance that might not exist within its boundaries. 11 Third, the
state cannot wait to receive a return on its investment which, if it
comes at all, will accrue over the long term and only when the project
is actually oﬁ—line.lz Fourth, the state needs the technology and |
expertise often possessed only ty international companies.13 Fifth,
the state often lacks access to international markets and is incapable.

of stabilizing prices of the commodity exported.14



Bocipio of the above Factori, o prospect Eve Tnvesitor: devoloper
5 fueed with noventure that involvee 'nxt,x‘xu)rdlmtrlly high rimk. A
thrcent rate of preturm I necessiney t«.v‘nnvnmm.,m the tnltinl rhsk«—tuktng
and proonte l'luilhm' risk tnking.,  As onormesialt of the high rirk, the
investor and }nnl the state Is able to dictate the t,m'nr: of the petroleun
concession greement, o privilege which seems to cont fme unt.ll'
commercial production has been achioved.

Once commercial production has been achieved, howover, the siecond
stage 1n the relationship between the state and the 1nvumnr‘-—(i;vvl();ix'r
is soon reached. At this stage, both parties to a concession agreement i
have an equit]l interest that the production of petroleum be continued.
The state derives its budget from the oil revenues, and the oil
company derives substaintial profits from the exploitation of the re-
source.  ‘The state at this stage depends for its income upon the
investor-developer's expertise and marketing ability. It is important
to note that at this stage the relationship between the parties is
interdependent, and nelther is in a dominant position.

Gradually, the third stagé in the relationship is reached. This
gccurs when the state is in a position financially and politically to
assert a dominant position as owner of the resource. 19 Only then is
it abte to maximize the benefits from its natural resources.

.

In this thesis, the concession agreements granted by Iran and
Alberta will be analyzed. It is hypothesized that the early con-
cessions granted by each state will show the dominant position of the
0il companies but that fhe latter agreements will reflect an improve-

ment in the bargaifing positions of the respective states.
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Footnotes Chapter 1

1. Persia's name was ehanged to Iran in the 1930's by Reza Khan.,
For. convenience, the name Iran is used throughout this. thesis.

2. The province of Alberta is used as a focus of analysis and not
Canada as the oil industry of Canada is situated in Alberta.

| 3. in Ir;m all mines and minerals are owned by the central government.
In Alberta, approximately 85% of mines and rrnnerals are owned by the
provincial government having been aoqulred from Ottawa in 1930.

4, The petroleum concession granted by Iran to W1111am D'Arcy in 1901
covered an area of 500,000 square miles (Article 1 of the D'Arcy
Concession). In Alberta in 1931, the.ared of a single petroleum and

- natural gas lease was 1, 920 acres, although there was no limit on the

" number of leases a smgle company could hold. (Petroleum And Natural
Gas Regulatlons Alta. Reg. . 669/31) '

5. The D'Arcy Concession was to contihue for a term of 60 years by _
virtue of Article 1 of the D'Arcy Concession. In Alberta, by virtue of .
the Petroleum And Natural Gas Regulations, Alta. Reg. 669/31, the temm
of a lease was ‘twenty-one years which was renewable for an addltlonal
twenty—one years

6. Later modlflcatlons to the D'Arcy Concess10n provided the host
state with a return of four shillings gold per ton of petroleum ex-
tracted or approximately seven cents per barrel. This figure is based
on calculations made by the Saudi government whose return was the same
dur:(ng this period. . See A.Z. Yamani, "The Oil Industry in Transition'
(Y975) 8 Natural Resources Lawyer 393

Under the Alberta Regulations of 1931, the Provincial government
was to receive 5% of sales or approximately 10 cents per barrel. O0il
in® 1931 sold for approxnmately $2.00 per barrel In fact, the price
of o0il remained static until the late 1960's." See Z. Mlkdashl A
Flnancml Ana;yms of Mlddle Eastern Concessions: 1901-1965 (1966) 97.

7. | R. Mikesell, "The Contrlbutlon Of Petroleum And Natural Reﬁources
To Economic Development" Forelgn Investment *L The Petroleum And M1neral
Industries (1971). .

8. 'M.. Tanzer, The Polltlcal Economy - Of Internatlonal 011 -and the
Underdeveloped Countrles (1971).

9. T, Nbran, "The E\rolutlon of Goncessmn Agreements In Underdeveloped
Countries and the U.S. National Interest" (1973—1974) 7 Vanderbllt
Journal of Transnatlonal Law.

10 Tanzer, The Political Economy of Internatlonal 011 and the Under-
developed Countries, supra n. 8 at 117

B

0t

£



11. An equity poor country would be one with insufficient peserves of
foreign exchange. Foreign exchange is necessary to procure both
- foreign experts and equlpment with which to conduct oil operatlons

12. Moran,. ''The Evolution of Conoession Agreements In Underdeveloped
Countries and the U.S. National Interest' (1973-1974) 7 Vanderbilt
Journal of Transnational Law, supra n. 9 at 321

¥

| 13 W. Loehr "The Uneasy Case For Foreign Investment In Developing
- Countries" (1972) 2 The Denver J. of International Law and Policy 188.

14. .Until the Arab oil embargo of 1973, it is arguable that no Middle
Eastern state was capable of marketing its petroleum without the '
assistance of the major oil companies. Support for this proposition

" is found by examining the aftermath of the Iragi nationalization of
the <Iragi Petroleum Co. in 1972 In response to the nationalization,
‘an embargo was placed upon ‘Iragi crude oil by the international oil
companies. Because of the embargo, the quantity of crude oil, sold by
Iraq diminised and Irag was forced to cut its 1972 budget by 40%.

15. Conditions favourable to the'investor-developer were present in
both Alberta nad Iran prior to 1978. A surplus of crude 011, existed
. world wide and the international companies were able to impdse their _
contractual conditions upon both states. After the Middle East oil
enbargo of 1973, the price of 0il was, determined by the producing
states themselves. This situation resulted because of the increased
vdemand for petroleum and insufficient supplies of petroleum. Each
. state has. derived sufficient oil revenue to diversify its economy .
This transition was more difficult for Alberta, however, because of its
distance from major markets.. The financial return from the ownership
‘of petroleun and natural gas resources is now large and immediate.
There is no longer such a substantial risk 1n\zolved in searching for
petroleum in either Iran or Alberta, for petroleum is now a proved
resaurce in both states. Each state is capable of purchasing the.re-
“Quired technology and expertise for oil exploration programs. Finally,
there is no longer any dlfflculty in marketing the petroleum produced.



Chapter 2

t

The Irénian Concession: 1901-1951
The original concession agreements reached between Middle Eastern
oountrles and the 1nternat10na1 oil oompanles have been descrlbed as
]
classic examples 6f contracts resulting from an imbalance of power.1

This generalization seems true with respect to the D'Arcy Con_oession

of 1901, the first major petroleum concession entered into by Iran.

The D' Arcy Concession

: venience, is quoted here:

The D'Arcy . Concessmn was g'ranted by Shah Muzaffar ed-Din to
W1111am D’ Arcy, and Engl:Lsh national, on May 28, 1901 The D'Arcy
Concession was granted aga.lnst "a background of decay in the central
authority, social unrest, oorruption of the administratlon mortgaged
national resources, forelgn polltlcal 1nterference and arbltrars: rule
of 1gnorant 1e1aders 2;‘ |

In short Iran suffered from all of the economic disadvantages
oomnonly found in underdeveloped countries wishing to develop their

T . .
natural resources. - In addition, it seemingly had very little to offer -

‘a prospective investor-developer. There were but three producing oil

wells in the entire c:oum:ry,‘3 and petroleum in commercial 'quani;ities

had not yet been discovered. Moreover, there was an 'overabundant‘ supply A

of 0il in the world and more atractive places for 1nvestment Although

Wllllam D'Arcy ultimately chose to invest in Iran he did so on h1s own

- terms. ThlS agreement with Iran, as one would expect, clearly indicates

that \country;s, lack of bargaining power. . 3
The Text of the D Arcy Ooncessmn
R '
The text of the D'Arcy Concess:Lon is Very short and, for con-
4

3



Q
Between the Government of His Imperial Majesty the
Shah of Persia of the one part and William Knox
D' Arcy of independent means residing in London at
No. 42 Grosvenor Square (hereinafter called 'the
Concessionnaire'") of the other part."

The following has by these presents been agreed.on
and arranged, viz.: ,

ARTICLE I

The Government of His Imperial Majesty the Shah
grants to the Concessionnaire by the presents a
special and exclusive privilege to search for,
obtain, exploit, develop, render suitable for
trade, carry away and sell hatural gas, petro-
leu, asphalt and ozokerite throughout the whole
extent of the Persian Fmpire for a term of 60
years as. from the date of these presents.

ARTICLE 2

- This privilege shall camprise the exclusive right
of laying the pipelines necessary from the
deposits where there may be found one or several )
of the said products up to the Persian Gulf as f
alsa. the necessary distributing branches.

shall also comprise the right of .constructlng
and maintaining all and any wells, reservoirs,
stations and pump services, accumlation ser-

- vices and distribution services, factories and
other works and arrangements that may be deemed
necessary

®

ARTICLE 3

The Imperlal Persian Government grants-gratuit-
ously to the Concessionnaire all uncultivated
lands belonglng to the State which the Conces—
sionnaire's engineers may deem necessary for the
construction of the whole or any part of the
above-mentioned works. As for cultivated lands

B belonging to the State,  the Concessionnaire must

purchase them at a fair and current price of .
the Province.

The Government also grants to the Concessionnaire
the right of acquiring all and any other lands or
buildings necessary for the said purpose with the
consent of the proprietors, on such conditions as
“may be arranged between him and them without their
being allowed to make demands of a nature-to sur-
charge the prices ordinarily current-for lands °
situate in their respective localities. Holy
places with all their dependencies within a radius



"of 200 Persian archines are fonnaily excluded.
ARTICLE 4

" As three petroleum mines situate at Schouster _

Kassre~Chirine in the Province of Kermanschahan .

--and Daleki near Bouchir are at present let to .
private persons and produce an annual revenue of ,
two thousand tomans for the benefit of the

Government, it has been agreed that the three

aforesaid mines shall be comprised in the Deed

of Concession in conformity with Article 1, on.

condition that over and above the 16 per cent

mentioned in Article 10 the Concessionnaire

shall pay every year the fixed sum of 2,000

(two thousand) tomans to the Imperial Government.

ARTICLE 5

The course of the pipelines shall be fixed by
. the Concessionnaire and his engineers.

- ARTICLE 6

Notwithstanding what is above set forth, the’
privilege granted by these presents shall not ,
extend to the Provinces of Azerbadjan, Ghilan, -
Mazendaran, Asdrabad and Khorassan, but on the
express condition that the Persian Imperial -
‘Government shall not grant to any other person

the right of constructing a pipeline to the -
southern rivers or to the south coast of Persia.

. ARTICLE 7

All lands granted by these presents to the Con-—
~ cessionnaire or that may be acquired by him in
the manner provided for in Articles 3 and 4 of . _ L7
these presents, as also all products exported
shall be free of all imposts and taxes during
the term of the present Concession. . All
material and apparatuses necessary for the ex-
. ploration, working and development of the

.deposits and for the construction and develop-

ment of the pipelines shall enter Persia free
of all taxes and custom~house duties.

ARTICLE 8

‘The Concessionnaire shall immediately send out to
Persia and at his own cost one or several

experts with.aj view to their exploring the region
in which there exist, as he beliéves, the said
products, and in the event of the report of the



expert being in the opinion of the Concessionnaire
of a satisfactory nature, the latter shall im-
mediately send to Persia and \at his own cost all
the technical staff necessary with the working
plant and-machinery required for boring and sink-
ing wells and asoertaimng the value of the
property. e

ARTICLE 9

The Imperlal Persian Government authorizes the
Concessionnaire to found one or several companies
for the working of the Concession. '

The names, "statues" and capital of the said com- -
‘panies shall be fixed by the Concessionnaire, and
the directors shall be chosen by him on the ex-
press condition that on the formation of each
company the Concessionnaire shall give official’
notice of such formation to the Imperial Govern-
ment through the medium of the Imperial Com-
missioner and shall forward the''statutes' with
information as to the places at which such company
is to operate. Such company or companies shall
enjoy all the rights and privileges granted to
the Concessionnaire, but they must assume all his
~engagements and responsibilites.

ARTICLE 10

It shall be stipulated in the contract between -
the Concessionnaire of the one part and the
Company of the other part that the latter is
within’the term of one month as from the date of
the formation of the first exploitation company
to pay the Imperial Persian Government the sum
of 20,000 sterling in cash and an additional .
sum of 20,000 sterling in paid-up shares of
the first company founded by virtue of the
foregoing Article. It shall also pay the said
Government annually a sum equal to 16 pér cent
of the annual net pI‘Ofl‘tS of any company or
campanies that may be formed in accordance with -
-the said Article.

N

ARI‘ICLE 11

The said Government shall be free to appomt ‘an
Imperial Commissioner who shall be consulted by
the Concessionnaire and the directors of the com-
- panies to be formed. He shall supply all and

-any useful information at his disposal and he
shall inform them of the best course to be adopted
in the interest of the undertaking. He shall
establish by agreement with the Concessionnaire



%. | 10

such supervision as he may deem expedient to safe-
guard the interest of the Imperial Government.

The aforesaid powers of the ‘Imperial Commi ssioner
shall be set forth in the "statutes" of the com-
panies to be created.

The Concessionnaire shall pay the Commissioner thus
appointed an annual sum of 1,000 sterling for his,
services as from the date of the formatlon of the
first company.

-~ ARTICIE 12

The workmen employed in the service of the Com-
pany shall be subjects of His Imperial Majesty

the Shah, except the technical staff such as the
managers, engineers, borers and foremen.

ARI‘ICLE 13

At any place in which it may be proved that the -
inhabitants of . the country now obtain petroleum

for their own use, the Company must supply them
gratuitously with the quantity of petroleum that

" they themselves got previously. ‘

Such quantity shall be fixed according to their
own declarations subject to the superpision of
the 1ocal“ authority.

ARTICLE 14

The Imperial Government binds itself to take all
- and any necessary measure to secure the safety
and the carrying out of the object of this
Concession, of the plant and of the apparatuses
of which mention is made for the purposes of the
undertaking of the Company. The Imperial Govern-
ment having thus fulfilled its engagements, the
Concessionnaire and the companies created by him
shall not have power under any pretext whatever
to claim damages from the Persian Government.

ARTICLE 15

- On the expiration of the term of the present Con-
cession, all materials, buildings and apparatuses
then used by the Comparty for the exploitation of

its industry shall become the property of the '



said Government, and the Company shall lhave no
right to any indemity in this connection.

ARTICLE 16

If within the term of two years as from the
present date the Concessionnair shall not

have established the first of the.said companies
authorized by Article 9 of the present Agreement,
‘the present Concession shall become null and void.

s \ ‘
| ~ ARTICLE 17

In the event of there arising between the

. parties to the present Concession any dispute

or difference in respect of its interpretation or
the rights or responsibilities of one or the

other of the parties therefrom resulting, such

" dispute or difference shall be submitted to
arbitrators at Teheran, one of whom shall be
named:by each of the parties, and to an Umpire
who shall be appointed by the arbitrators before -
they proceed to arbitrate. The decision of the
arbitrators or, in the event of the latter dis-
agreeing that of the umpire, shall be final.

1

ARTICLE 18
This Act ,of,Conoeséion made in duplicate is written
in the French language and translated ihto Persian
. with the same meaning.

But in the:event of there being any dispute in re—

lation to such meaning, the French text shall alone

prevail. Teheran Sefer 1319 of the Hegire, that
is to say May 1901.

- (Signed) WILLIAM KNOX D'ARCY
By his Attorney,
(Signed )ALFRED L. MARRIOT.

Certified that the above signatures were affixed in

my presence at the British Consulate General at
Gulaket near Teheran, on this 4th day of the month

of June 1901 by Alfred Lyttelton- Marrlott . Attorney

of William Knox D'Arcy in accprdanc?g with the

" Notarial Act dated 21st Ma;dh 1901, and seen by me.

A SLgned) GEORGE GRAHAM
Vice-Consul.

11
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The point was made in the first chapter of this thesis that in
} R
terms ©f area, duration, and financial returns to the owner, early

concession agreements were heavily weighed in favour of the investor—
developer. All of these characteristics were present in the D'Arcy

Concession.

Area

In terms of area, William D'Arcy was granted 500,000 square miles.d

: Iranv, by Article 6 of,the D'Arcy Concession, expressly excluded fhe \
northern provinces from the area of the concession. However, the site

of the richest deposits of petroleum was in southern’ Iran _The value

of the grant was assured and enchanced by Article 2 of the D'Arcy

Canession‘ which gave William D'Arcy ''the exclusive right of laying the
pipelines necessary fi‘om fhe deposits ... to the Persian Gulf" and by

Article ‘6 of the concession which prec}uded Iran from granting ''any -
other peréo_n the right of constructing a pipeline to the southern rivers

or to the south cogst of Persia." Since the only means by which any
petérbleum located elsewhere in the oo'unti'}; could be exported economi-

cally was by way of the Persian Gulf, the grant of this exclusive right

to construct. pipelines enabled D'Arcy to prevenf‘ cx:m;:)e;:ition’. /

The p1pe11ne provisions in the D'Arcy Concessmn were also of
cons1derable political 81gnlf1c:anoe In effect they gave D'Arcy, an
Englishman, the right to exclude other investor-developers from Iran
“and allow Briﬁain, throughhlm, to oonsolidate its posi‘tion' in that
comtry. For exampie, in 1907, Russia obtained a zone of influence
ir} northern and central Iran, bﬁt she was precluded from exploiting
the petroleum resources in those areas because shé» could not build‘ a

. pipeline to the Persian Gulf. " As we shall see, England's influence
A 5 .

1

in Iran after 1907 increased markedly.
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Duration

| The D'Arcy Concession was continued for a period ofsixty years by
‘virtue of Article 1 of the agreement. Furthermore, one should note that
the agreement contained no clause upon which an early termination of _
the agreement could be based.

Financial Returns to Iran

Articles 9 and 10 of the concession agreement contained the finan-
cial plﬁvisions. Article 9 of the agreement permitted D'Arcy fo form
one or more companies for the working of the concession. The company
or carpanies formed were to assume all of D'Arcy's obligations under
the concession agreement. |

Article 10 outlined what these obligations ;vére to be. D'Arcy
was tb pay. Iran the sum of £20,000 within one month of the formation
of the first company and he was to provide Iran with £ 20,000 Worth of |
paid up shares in that Qompany.7

Initially, both pérties weré content with annual palyments based on
a fixed percentage of the annual net profits of each cémpany formed for
the working of the concession. This mode of payment. would benefit D'
‘Arcy if he dérived little or no profit from the concession.8 It would
nét be so profitable 'if he were required to pay a fixed sum of money
per barrel of oil extracted——foi' his expenses might well exceed the
incqme derived from the sale of .that .o‘il. From Iran's point of view, a
percentage of the net profits would be more advantageous if the veﬁture
were as successful as she hoped it would be. 9

One of the problems between the palrties was caused by the fact .-
_that fhe venture was both less and more successful that expected. me'

1901 to 1907,/when 0il in commercial quantities was discovered, there

was no profyt at all. After 1908, the profits were enormous and bore



no relationship to elther D'Arey's investunent or the risk he wis
assuming. Iran, howover, continued to recelve n relatively small per-
centage of the income.

Of more concern to the Iranians, however, was what they pereeived
to be an illegitimate attempt on the part of D'Arcy and those claiming
through him to reduce even the small percentage of the profits to Which
they were entitled. The source of this problem was Articie 9, in which
Iram perrhitted D'Arcy to form "oné or several companies for the working
of the concession," and Article 10 whlch required D'Arcy to pay to Iran
an annual' sum equal to 16 per cent of ‘*the annual net profits of any
* company or companies he formed.

Strlctly speaking, the only oompa.nies that could '"'work' the con-
cession were those formed to operate yvithln the boundaries of the con-
cession in Iran. D'Arcy and those cl;aiming under him, however, also
formed several subsidaries for the purpose of shipping, prooéssing,
and marketing the petroleum extractéa from the ooncessién. These com-
panies operated outside of Iran; ‘and from D'Arcy's point of view at
least, the significant profits of these companies did not form part
of the pro;‘its for whlch the 16 per cent royalty was to be paid.

It is impossible at thié time to determine whether Articles 9 and
10 were so worded at D'Arcy's\\i‘nsistenoe and for his protection or
were simply the product of poor\ draftsmanéhip. The former explanation
is not at all unreasonable, whenkone has regard to certain of the other
terms which have ’been discussed. There is no doubt at all, however,
that the follow1n\g terms were included for the benefit of D'Arcy as a
result of his strong bargaining position.

\
|
y



Other Stgnd fleant Temes of the Concesision

By Article 14, the Irunian  government bound "ttself to take all
and any necessary measures Lo gecure the safety and the carrying out
of the object of this (oncesston ..., and to protect the representat-
fves, agents and servants of the Company." In return, once the Iranian
government Ifu‘lfillcd these obligations, the "Concessionnaire and the
companies created by him shall not have power under any pretext what-
ever to claim damages from the Persian government."

Such a provision would not be surprising in an agreement between
a modern state with a stable government and an investor-developer.
The power of the centeral government in Iran, however, did not extend
throughout the country, most of which , in fact, was controlled by a
number of local sheikhs.10 The fact is that the government of Iran
was powerless to protect D'Arcy. Therefore, when his operations were
damaged in anyway, as they often were, he had a claim against the gov-
ernment. As a result of many of these claims, he gained even further
concessions. .

Article 15 was less significant in the relationship of the parties
but it, too, reflected either poor draftsmanship or the unequal bar-

gaining power of the parties. Article 15 of the concession stated that

on ''the expiration of the term of the present Concession, all materials,

buildings and apparatuses then used by the Company for the exploitat- -
ion of its industry shall become the pmpex*ty of the said Government,
and the Company shall have no right to any indemity in this con-
nection." This provision was obviously designed to allow Iran to take
over the cdnoessionnaire'.s property at the end of the concession. The
‘difficulty with Article 15 is that its language clearly required the

mterialS_, buildings and apparatuses to be on site and im ‘use at the



end of the concosston 1 Tean wiei to elatm them, I the exqui poent
woere not "then uwsed! becnuse the concesssitonnnd re had removed 1, Tran
would be entitled to nothing.

Finally, Article 16 required D'Arey to form a conpany to develop
the coneesssion within two yenrs from the date of the agroomont,  ‘This
tenn was D'Arey's sole duty under the agreement. Tt was thus possible
for l)‘Ax‘(;y not. Lo develop the congession yet to hold atl rights for
the exploitation of  the concession for a period of sixty years. ‘There
fore, if D'Arcy had chose to do nothing, Iran woﬁld have been deprived
of any revenue from its most precious natural resources for a con-
siderable period of time.

On the basis of the above analysis, it is submitted that the D'Arcy
Concession was much more favourable to D'Arcy that to Iran. Admittedly
this inequity may have been caused by poor draftsmanship and certainly,
as wemw11}”§ee later, Iran expected to receive much more from the con-
cession that she actually did receive. On the other hand; would it be
" reasonable for one to assume that the ill-considered words of a drafts-
man would always favour the one party rather than the other? What is
clear, however, is that in terms of the area and the duration of the
concession, Iran stood to make but a modest sun——as little as;{zo,OOO
if D'Arcy chose not to \exploit the rights he was given.

What was perhaps‘hidden fram the parties themselves was the fact
that the D'Arcy Concession was of considerable political significance.
It is not overstating the case to say that‘the provisions relating to
pipelines in that agreement allowed Britain to acgquire an influence in

Iran that would continue to increase until 1951.
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The D' Arey Concesisiton. 1900 - 1912

D'Arcy beyun 1o det bl shortly after the agmcesslon agreemmt wasi
shyned, but 1t soon became apparent that he would have to obtatn £ inun-
cing 1 he were to take full advant age of tiw rights he had boen given,
Ho looked first to financlens in lrmxh&l.“ When none of  them appoared
interested, he sought the money from forelgn capitalists. 1t wis only
then that the British government began to take an interest and to rea-
Hze how, 1f properly exploited, the concession could be used to, ad-
vance British interests in the Middle East. D'Arcy's taking of a
foreign partner could jeapordize those interests.  Accordingly, the

First Sea Lord, Sir John Fisher, per"suad(ed Lord Strathcona of Burmah

0il Company Limited (hereafter Burmah Oil) to negotiate with D'Arcy PR
. i ~
for the purpose of providing the financing he r‘equired.l2 As a N \
) ""\/

result of these negotiations, D'Arcy and Burmah 0Oil formed the Con-
~ecessions Syndicate Limited in May of 1905,

The relationship between D'Arcy and Burmah Oil continued until
petroleun was discovered in commercial quantities at Masjid-i-Sulaiman
in 1908. As a result of this discovery and the need for an ever
greater amount of capital, Anglo-Persian Oil Company, Limited (hereafter
Anglo-Persian) was incorporated on April 41, 1909, with an initial )
capitalization pof *LZ,Ob0,000, the majority of which was provided by
Burmah 0i1.13 | :

When commercial production was obtained, the British Admiralty
once again took an interest in the concession—this time for a . .
different but equally political reason. The British fleet was being

modernized and 0il was required to replace coal as a source of fuel. 14

The British had no indigenous source of o0il and were thus forced to
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reiy upon Standard Oil -and the Royal Ddtch Shell Company for petroleum
produets. The political jjlqalicatione of a world:pewer‘s relying upon
foreign. ckmbanies for o0il are clear.

In order to assure,supplies of petroleum in times of crisis the

British Admiralty, under the direction of Winston Churchill, signed a

_ twenty year supply contract w1th Anglo—Pers1an and agreed to acquire a

-maJorlty interest in the company for{Z,ZOO 000.15  Therefore, by

1914 and the beglnlng of the First World War, the Brltlsh government

found 1tse1f in control of a concession whlch was to become one of the

most profltable in the Middle East-.

D1ff1cult1es Between the Partles

Anglo—Per51an had no dlfflcultles with the Iranian government

until 1915. In February of that year, however, the company's pipelines

were cut by Bakhvtiari‘tribesmen : When the company submitted a claim

to the Iranlan government for-?f160 000, Whlch it was entitled to do

. under Article 14 of the concession agreement the Iranlan ‘government

refused to pay. 16

Article 17 of the oonoessmn agreement requlred “that all disputes

between the parties be settled by arbitration. Instead the company

" from 1915 to 1919 oeased payment of the government's share of the net

profits which would have amounted to one mllllon pounds sterllng The -
»stra.ln in the relatlonshlp between the’ parties that this caused is

noted in a reference by "the Iranlan Minister of Foreign Affalrs in a

bid

note submitted 1n 1932 to the British government regarding this event:

Although, during the Great War the price of 011 and
of o0il products constantly rgse and the demand grew
greater (Persian oil being considered as_an important
factor iir the Allied fleets); and although the sdle of
_Persian oil at world rates brought the company-enor-
“mous profits, the~Company, despite the explicit terms

o~
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of the Concession, failed to pay the Persian Govern-
ment the sums which were its due, thus, in practice,
completely invalidating the agreement.17

~

Another réference to this failure to pay the Iranian government its

share of net profits was made in a commmication to the International
Court of Justice by the Minister for Foreign Affairs of Iran:
The said company, under various pretexts, did not make.
any royalty payments to the Iranian Government until
the year 1919; and paid no attention to the requests
of phe sgid ggvernment to refer the said dispute to
arbitration.

A second disagreement betweeni thq parties arose because of Anglo-
Persian's attempts to minimize its net profits and\there’r;y the amounts
to be paid to Iran. One example of this minimization may be seen by
considering the contract befweenv the cﬁom?any and the British Admiralty.
‘After the British government acquired its controlling interest in Anglo-
Persian, the price of fuel oil supplied to the Admir%a.lfy fell from 3
pounds 15 shillings per- ton.'to 2 pounds - sterling per ton.19 This
represented a cumulative saving to the Admiralty est'irfated by Iranian
-soui'ces at $500 million U.S. and a loss fo the Iranian government-of an
estimated -$60 million U.S. While the contract with ‘the Admiralty did
provide a market . for ‘Iranian crude oil, 1t did so at the expense of
the Iranian government. - It would séem thgt an assured supply of crude
0il from ai concession controlled by private British subjects would have
‘been attractive to the Admiralty even at 3 pounds 15 shillings per ton.

Another way in which the company sought to minimize the net profits
subject to royalties has already been described. ~ This related to the
oompaﬁy's practice of forming subsidiary companies. to' carry on operat‘—'

ions outside of Iran. It will be remembered that Article 9 gave D"Ai‘cy

and those claiming under him the right to found one or several companies-

- for the working of the concession. ‘It said nothing about companies

19
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formed for purposes other than working‘ the concession and intended to
functlon outside of Iran. Nor did Artlcle 10 which required the
concessionnaire to pay Iran an annual sum equal to 16 per cent of the
annual net profits of any company or companies formed pursuant to
Article 9. On a strict interpretation of these Articles, ‘the con-
céssionnaire was not required to pay a royalty on any profits earned |
by companies outside of Iran.. o

Whethei‘ Anglo-Persian deliberately chose to foundb subsidiary com-
pa.nies for the purpose of minimizing the payments to Iran can never be
known. It Seems as possible that any concessmnnalre would wish to
. form addltlonal companies for the purpose of protecting himself flnan—
cially and to achieve legal and flndécml flex1b111ty. These are
legitimate business purposes‘. ‘

Whatever the.-company's purpose might have been, the fact remains
that Anglo—Persmn did not pay royalties on the substantlal profits —
made by its subs1d1ar1es The Iranians would have been lgss than X
" human if they had failed to note with covetous eyes the enormpus profits -
mde by refineries provided w1th Iranian oil, marketing facilities
‘using Iranlan 011 and tanker companies transporting Iranian oil. 21
It was Iranian oil and the Iranians, quite rightly, felt cheated. |

The Irax;ian- government expressed its pereeption of the situation
1n this manner: ‘

It (Anglo—Pers1an) has also refused, contrary to the
express conditions of the contract, to pay the
Persian Government its share of the profits earned
by its subsidiaries. It has further granted to
some of its subsidiaries large subsidies taken from

 its profits, including these sums in its accounts
as expenditures and thus a.pprec1ab1y d1m1n1sh1ng

- the Persian Government's share.

'.Most of the above difficulties can be attributed to t‘ge fact that

20



the Dv' Arcy Concessionvwas becoming profitable. There were no diffi-
culties at all when D'Arcy 'was involved in expeneive. exploration pro-
grams and risking more money than he might ever reoover.’ Af that
tlme he was perceived to be working both for himself and Iran. If
unduly troubled, he migh{yt;-have chosen to leave.' But the situation
changed when the concession became profitable and under no circum-
stances did D'Arcy wish to forfeit such .a.valuable asset-—even if
the terms thereef were chenged.

The financial difficulties between the company anci Iran were
‘ temporalr'hy resolved by the Annitage,L'Srﬁith Agreement of December 22,
1928, The terms of this agreement show that a shift in bargaining
power had begun 23 ‘
The text of the Armitage-Smith Agreement is found in Schedule A.

The Problem Which the Armmitage-Smith Agreement Was to Resolve

Under the D'Arcy Concession, D'Arcy was required to cause any
company or companies which he formed to exploit the concession to pay
16 per cent to its or their net profits to Iran. Parts of two
Articles of the D'Arcy Concession are worthy of note:

Article 9: The Imperial Persian Government authorizes
the Concessionnaire to found one or several campanies
for the working of the Concession.

Article 10: It (the Concessionnaire) shall also pay
the said Government annually a sum equal to 16 per
cent of the annual net profits of any company or
companies formed in accordance with the said Article.

The parties clearly contemplated the ex:Lstence of more
than one company.

Article 10 suggests this and the very nature of the oil business re-

gquires multiple ccmpanieS.24 Judging from the reaction of the Iranian ‘

' government to Anglo-Persian's attempts to minimize profits by forming

subsidiary companies to operate outside of Iran, Iran obviously

21
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thought it was entitled to 16 per cent of their net profits. Article

- 10, however, refers to the company or companies formed for the "working
of the Concession." It is so obv10us as to scarcely bear mention that
‘D Arcy did \not need Iran's permissiqn to operate outside of Iran and
that the concession which was in Irép could only be worked from within
Iran. |

The Resolution of the Problem'

Article 1 of Ehe Armitage—Smith Agreement made clear that sub-
sidiary companies, with the single exception of companies engaged in
transporting oil by means of ships, were to pay 16 per cent of their
net. profitsb to the government. Yet the agreement did not end all of
the flnanmal inequities existing ‘between the partles First, Article
1 of the Amntag&Smlth Agreement excluded profits ''from the trans-
porting of oil by means of ships." This exclusion effectively eli- . ‘
- minated a great deal of ﬁrofit that Iran thought it was entitled to {
under the terms of the D'Aréngoncession. What is striking about

not allowing Iran to receive a payment_/'fonn this particular sub-

sidiary company is that under Article 2 of the Armitage-Smith Agreement,

' freight costs were to be deducted from gross revenue in arriving at the
net profits figure. Accordingly, Iran was to subsidize the activities
of l@shippin’g campany yet derive no revenues fram the shipping com-

pa.ny.. Furthermore, Anglo-Persian, under Article 2 .of the Agreement, «

was authorized to base freight rates for their own ships ''upon the or-

dinary market time charter rates for tankers similar to those employed
~ . . \

in carrying the oil, irrespective of the freight rates actually paid."
Iran, in effect, was to contribute to the profits of the shipping com-

pany.

22
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A second financial inequity faced by ifan was the fact that if
‘these subsidiaries were operating outside of Iran, they \h;ere entitled ¢
to make. oertal}m deductlons from net proflts based upon the volume
of petroleum products handled. 1In other words certaln subsidiary
companles would pay less of a royalty to Iran as the volume of Iranian
oil hangled by these subsidiary compa.nles increased rI‘he deductions
ant1c1pa}§ed were such that Artlcle 3(0) of the Agreement states: "if
such deductions more than absorb the whole of the proflt, then any
deficiency so caused shall not be cari‘ied forward to any shbseduent
yee}g:.” Accordingly, it was possible for the subsidiaries to make
profits but pay the government nothing. .

Third, Article 7 (iii) of the Agreement allowed Anglo—Pers1an to
deduct from gross revenues any taxes paid to the Iranian government.
The effect of this provision was to require the Iranian government to
finance with Iranian money taxes cn&ed to the Iranian government.v This
is- shown by "che following examp-le.' If gross revenue of $100 were ob-
tained and government texes were $20/ $100 of gross revenue, then the
o(;npa.ny's gross revenue, for tax pui;poses,' would be buf $80. The
payment of 16 per cent of this figure would net the governiment $12.80.
On the other hand, if taxes wefe not allowed to be deducfed, the Iranian
government weu_ld have received $20 plﬁs $16 or a total of $3é instead
of $32.80. On an income such as the company enjoyed, a loss of $3.20
" per $100 to. the Iranian government. would have been of great significance.

A ﬁf.inal inequity between the parties was that a subsidiary company
was defined as a oompgny in which Anglo-Persian controlled "'more than
fifty per cent of the total votes which can be‘cast at a genexﬁl meet—

ing." The opportunities afforded the company to circumvent the effect



of Article 1 by forming subsidiaries in which it had less than fifty
per cent ownership interest are evident. It is tao be noted that much
less than fifty per cent interest is sufficient for defacto control of

a company.

. Other Significant Terms of the Armitage-Smith Agreement

’ihe Iranian government was‘relieved ofdthe onus of protecting
the company's proper'ty and was required instead by Article 10 of the
agreement to uSe its '"best endeavours to facilitate the work of the
Y company o

The company agreed to pay to the Iranian government the sum of
one millien-pounds sterling 1n settlement of all claims of the Iranian
government including royalties up hto March 31, 1919.

The Armitage-Smith Agreement ihdicates that Iran was no longer
wholly dependent upon Anglo—%rsian. This is indi_cated by the fact
that the 'oompany accepted, to a largé degree, the Iranian definition
of net profits of subsidiary companies. The second stage in the re-
latlonshlp between a state and an 1nvestor-developer has been reached
The 1nvestor-developer Anglo—-Pers1an “had developed a very profltable
concession. To safeguard the. concession, the company was w1111ng to
allow Iran to share in the pI‘Ofl‘tS of the subsidiary companles——a
right which Iran had 1ong demanded o o

Problems Arising After the Anmtage—&nith'Agrea!Ent'

The _Annitége—&nith Agreement ciearly improved the contrac_:tuai, s
relationship between the .pa.rt'ies. Yet this agreement did not 'eliminate
the conflict betWeen the company and Iran. In 1925 a nationaiist ;
revolution swept Iran and Reza Khan wis named Shah by the Parliament.

One result of the revolution was that a new concession agreement
! _ -



Finance. The letter, in part, read as follows:

25

was called for and between 1925 and 1931 negotiz;tions were conducted
‘oetween the parties with the object being agreer@nt On 2 New CON—wy
cession. The company ceased negotiating in 1931 'since the demands
of the Persian government were great'ly in excess of anything which
the Compa“ny conld accept."25 ' The principal demand which Iran made
upon the campany was for an annual guarantee of 2.7 million @ouﬁds
sterling.z6 Negotiations began again when_the 'Iranian government

chose to return to the bargaining table in 1933. After argumentébvér

what could be deducted from gross revenue under Artlcle 10 of the D' Arcy

Concession agreement were resolVed a new agreement between the
Iranian government and the company was initialed. This agreement was
to replace the D'Arcy Concession and the Armitage-Smith modifications

of the D'Arcy Concessmn The agreement was submitted to the Iranian

I3

Parliament on May 29, 1932, but was never ratified. The annual report

of the company had been released on June 3, 1932 and the Iranian
government was to receive a royalty of only '306,872 pounds sterling

in 1931 as compared with a royalty of 1,288,312 pounds in 1930. This
poor perf'om)anoe was directly. traceabie to the depreésion yet 1t catused
avcrisis between Iran and the caompany.

On November 27, 1932, approximately six rnonths after the release

of the annual accounting, the D'Arcy Ooncession\was cancelled. The

Iranian announcement of the cancellation was coammunicated in a letter

. ‘

to the resident director of the company by the Iranian Minister of
S ) -\-

-

‘The defects and shortcomings of the D' Arcy Concession
and its disagréements with Persian interests have
been repeatedly pointed out, and of course the Persian
Government cannot legally and logically conside:
itself bound to the provisions of a concession wh

was granted prior to the estaplishment of a const:
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ional regine in view of the manner in which the
concession was obtained and granted at that time.27

What is particularly interesting abouf the cancellation is that

the Iranian government allowed itself a mea.ns by which it ‘would

s

escape the full wrath of the Brltlsh govemment “the principal share- ‘
holder in Anglo—Persw.n28 for the Ira.man Mlnister of Fmance stated
in the same letter that the '"Persian Government will not in principle
i‘efuse to grant a new concession to that company. n29
The British reponse to the Iranla.n cancellation of the concession
came qu_lckly. On Deoenber 2, 1932 the Brltlsh Ambassador to Teheran
issued a strongly worded statement which in part reatls as follows:
His Majesty's Government consider the action of the
Persian Government in cancelling the Company's con-
' cession to be an inadmissible breach of its terms;
they take a most serious view of the conduct of the’
Persidn Government. His Majesty's Government will -
not hesitate, if the necessity arises, to take all
legitimate measures to protect their just and indis-
putable rights,30
Britain's“ ability to employ force is'pro‘pably the xmst obvious
reason why the Iranian governmént chose to conclude another concession
agreement. However economic reasons emsted as well In 1932 the
Iranians could not possibly have operated the oil fields by themselves.
Further, Anglo-Persian had been granted concessions by Irag and Kuwait.
Therefore, there was no question of the. British bowing to Iranian
'demands because a loss of supplies was feared. The Iranians found
themselves in a Lmenviable position of being unable to -act decisiveiy

because their revenues (and thus the continued existence of their

gO\(ernment) would be threatened.
i \ "

*



The 1933 Concession

The disagreements that occurred after the Armitage-Smith Agreement
were settled by compromise. However, once'again, the compromises were
ostensibly made by Anglo-Persian but were ,\in actuality made by the
Iranian government. The financial terms of the 1933 Concession sub-
stantiate this hypothesis.

\

The text of the 1933 Concession is found in Schedule B.3L

The Financial Terms of the New Concession
N _

Article 10 of the 1933 Concession modified the financial basis of

the concession considerably. ' First, the percentage basis upon which
the royalty payment was previously calculated was compietely dis-

carded and a payment of four shillings gold per ton of petroleum pro-

duced was substituted. It is submitted that this shift in calculating

the payments was directly related to fhe economic situation existing
in the 1930's. On the one hand, a guaranteed payment per ton of
petroleum produced is advantagéous .in times of economic orisis because
at least some revenue will be. produoed On the other hand, in times
of economic growth, a set payment per tcg of petroleum produced is

often unrealistic in relationship to company profits.

The company was also required by Article 10 of the 1933 Concession

to pay a sum equal to 20 per cent of any dividends paid by the company
to shareholders in excess of | 671,250 pounds stefling. - In principle,
this provision-would benefit the Iranian government in times of high
company profits and thus_~ equaliie any difficulties caused by.‘the set

. payment of four shillings per ton of pétroleum produced. However,

thls prov1510n w1thout more Would have been useless because the company

alone could determine what d1v1dends it pald 32 If the company were

27
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to choose to pay nothing in a given year, Iran would receivg nothing.
Article 10 (1)(b) of the Agreement, however, entitled Iru/p “to the
f
payment even if all of the income was added to company reeorVecs'
Payment of a sum equal to twenty per cent (20%) of the
distribution to the ordinary shareholders ..« in “axcess
of the sum of six hundred and seventy-one Yﬂ
two hundred and fifty pounds sterling (671,250), wl')éther
this distribution be made as dividends for any ona
year or whether it relates to*the reserves of the

Company, exceeding the reserves which according to \
its books existed on 31lst. December 1932. \

Article 10 (1)((:) also significantly modified the previous t\e\n{s
of the D'Arcy Concession. 'Under this provision the Iran'ian governmeht
was guaranteed that the annual payment and the distribution described \
above of twenty per cent would amount to not less that 750,000 pounds
Sterling. When one recalls that the distribution to the government:
from Anglo-Persian was to be only 306,872 pounds sterling m 1931 '
under the D'Arcly Agreement, this provision seems significant. Howev;}',
it is useful to compare the g(iaranteed-{: 750,000 amount with the
company's performance after 1933.

The Financial Performance of Anglo-Persian

In 1934, one year after agreement on a new ooncessi_on, the can-

: pany'é net profit after tax was 3,183,000 pounds; British tax was
512,000 pounds; and the payment ‘to Iran was 2,190,000 pounds sterling.33
By 1950 .the figures were net profit after tax, 33,103,000 4pounds;
British tax, 50,707,000 pounds, and the payment tb Iran, 16,032,000
pounds.34 The concept of a minimum payment of-f 750,000 was an im-
provement upon the provisions of the previous concession agreements—

although the amount selected was proved to be urealistically low.
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Additional ]"inzuxciul_[{I‘()visi.uns of the 1933 Concession

S

Afticle Il absolved the company from paying any tax, cither
state or local, in return for the payment during the first fifteen
- years of the concession of nine pence for each of the first six
million tons ol petroleum produced and six pence for each ton in excess
of six million tons produced. This payment was made in addition to
the royalty payment of four shillings per ton of petroleum extracted.
During the last fifteen years of the concession, one shilling for
each of the first six million tons of petroleum produced and nine pence
for each ton thereafter was to be paid. Agw®#in, this payment was made
ix; addition to the royalty of four shillings per ton of petroleum
extracted.

There was a guarantee of at 1east'250,000 pounds sterling in lieu ;
of taxes for the first fifteen years of the agreerhent and of at least
300,000 pounds sferling annually during the last fifteen years of the
agreement. These sums plus the minimum payment guaranteed/by Article
10 assured Iran of an income of at least 975,000 pounds/séerling per
year. It is noted that this amount is considerably less that the
minimm’ income of 2,700,000 pounds sterliﬁg r;er year which the Iranian
* government had demanded in 1931, ‘ S

As a final conciliatory move, Anglo-Persian, by Article 23, agreed
to pay to the Iranian‘ government a sum of one million pounds sterling
and in addition to compute pay'ments for the year 1931 and 1932 on the
basis of the 1933 Concession and not under the terms of the Armitage-
Smith Agreement which was in effect during this two year period. The
'Company also agreed to pay a sum calculated .in accordance with Article

11 in lieu of. taxes payable to the Iranian government in 1931 and 193%.
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. The 1933 Concesslon provided for the clrcmstances under which the
concession could be temminated.  No equivalent provision existed

imder the D'Arcy Concession,  However, under the 1933 Concession, it
was provided that the "Concession can only come to an end in the case
that an Arbitration Court should declare the Concession annulled as a
consequence of default of the Company in the performance of the present "\&
Ag:xjeement."36 Default was defined as the liquidation of the company
or the failure by the company to pay an arbitration award. It should
be noted that the likelihood of an incredibly profitable company's
liquidating its assets or failing to pay an arbitration award is ex-
tremely small.

The Relinquishment Provision *

The above discussion clearly shows that the Iranian deri\}ed same
financial benefits under the terms of the 1933 Concession. However,
this benefit must be assessed in the context of the economic downturn
that existed in the 1930's. Under these economic oondiitions, a fixed
payment per ton of petroleum extracted would surely provide more re—
venue for Iran. While the increased revenues were of significance to
the Iranian government, the most important aspect of the 1933 Con-
cession is that a provision was accepted by the company which called
for the relinqui nt of parts of the concession.

Under Artidle 2 of the 1933 Concession the company was bound by
Decenber 31, 1938 to select an area of 100,000 square miles. This con-
trasts considerably with the 500,000 square mile area comprising the
original D'Arcy Concession. The intmducfion of the relinquishment

" concept into the Middle East in 1933 was quite extraordinary when
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one congitders that the ether concessions (the Armmco-Saudi Concesision
of 1939, for exanple) were renegotianted but the areas of the con-
coessilons were Enereasoed. 37

, The ostensible roason for mdnvﬁng the area of the concession was
to further the development of Iranian petrolewn by al lowing other
conpanies to enter and compete.  In addition, Anglo-Persian's loss of
the exclusive right to construct and own pipelines by Article 3 of the
1933 Concession, facilitated the possibility of non-British entry into
the Iranian oil fields. However, the few fims who attempted to gain
a concession at this time were unsuccessful owing to British opposit-
ion. 38

The 1933 Concession: A Summary

It is submitted that the 1933 Concession was an example of the
progressive evolution of 0il concession agreements. While the change
to a set royalty per ton of petroleum produced was not pa.rticala_rly
innovative, the relinquishment provisions of the concession were.
These two provisions together increased the power of Iran, at lease
conceptually, because the area of the concession was reduced and Anglo-
Persian was not allowed to hold a monopoly over pipeline construction
and utilization. These provisions set the stage for the later entry of

competitors. 39

The Concession From 1933 to 1951

The 1933 Concession succeeded remarkably well until the 1951
nationalizat‘ion of the oil industry by Iran. However, while serious
difficulties were not present between the partiéﬁ,-\ ciiff\grences did
exist because the company's profits continued t_o iricreas\e}raxmti-

cally.4o In addition, the chief beneficiary of .any increase in profits
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. was- the British government owing to its taxation power over the com-
pany and its ‘majority ownership of shares in the company. That Britain
Was gaining the most benefit from Iranian oil increased the discontent
of the Iranian people. The ultimate ramification of this -diSContent
was the natlonallzatlon of the. company in 1951. Prior to ')the national-
1zat10n, as dlfflcultles between the partles mcreased the Parliament

of Iran passed a law which intimated that changc—s in the concession

i
3
h

would have to be made.

The Single Artlcle Law of October 22, 1947

Section (e) of the Slngle Article Law stated the :follow1ng

In all cases where -the rights of the Iranian natlon,
in respect of the country's natural resources, whether
underground or otherwise have been impaired, partlcul—

: arly in regard to the southern o0il, the Government is
required to enter 1nto such negotiations and take
such measures as are necessary to regain the national
rights and inform the Majlis of the results.

The Supplemental Agreement

On July 17 1949 a modlflcatlon of the 1933 Conces51on (known as
the "Supplemental Agreement") was 1n1t1a11ed but was ultimately re-
Jected by the Ira.nlan Parllament The t:xt of the Supplemental Agree—
| ment 1is found rn Schedule C.42 | S
The Supplemental Agréement indicates that the company reallzed

. thal 1ts position in Iran was, no longer set upon a flm footlng a.nd

- that Anglo—Iranlan no longer wielded the balance of power 43

Fj.nancial Terms of the Supplemental Agreement

The financial provisions of the Supplemental Agreement were in—
,tended to modify the provisions of the 1933 Concession significantly.
‘Article 3 (a) of the Supbleméntal Ag'reement was to increase the pey— :

_ment per ton of petroleum from four shillings to six shillings, an

2
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increase of fifty per cent. The provision wastto be given retros-
pective applicétion to 1948 which meant that a sum of $3,364,459
pounds sterling would have been due the Iranian government.

a Artieie 4 of the Supplemem;al Agreement would have modified the
1933 Cenoession in respect of fhe payment of twenty per cent of divi-
dends or increases in general res,erves. (Article 10 (1)(b) in a manner
that Would hax{e guaranteed thé Iranian government a minijﬁmn"apayrrlent
of 4,000,000 pounds sterling annually.

Article 4's guarantee was to continue during the term of the
agreement. Aziticle 5 of the Supplemental ‘Agreement would have ﬁrovided
an immediate 'payment of 5,090,909 pounds sterling. as fulfillment of
the conditions contained in @rticle'?l.

Under Article 7 (a) of the Supplemental Agreement, Artg 11 of

the 1933 Concession was to be modified and one shilling for “&very ton

of petroleum in excess of six million tons produced was to be paid

instead of nine pence. This represented ‘a.n additienal' sum of 312,600

\ pounds sterllng that would have been due the Iranian government.

Both the intent and scope of the Supplemental Agreement indicate

- that Anglo-Iranian wasw1111ng to pay well to assure the,contlnued

/

existence of the concession. However, as stated above, the Supple—

mental Ag‘eement was not supported by Parllament ‘because the agreement

"d1d not satisfactorily safeguard Iranian rights and 1n1:erests."44

On Fe‘bmary 15, 1951, a motion was introduced in Parliament by Dr.

‘Musaddiq, Chairman of the Oil Committee of Parliament, which called for

the nationalization of the company. On April 28, 1951, the motion was
approved by Parliament. The Shah assented on May 1, 1951. Anglo-

Iranian was thus nationalized.
® 0 ' ) *
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Chapter 3
The Iranian Concession: 1951-1973

The British government reacted angrily. to the nationalization of \
Anglo-Iranian. Sharp notes weré exchanged between the Bi‘itish govern-
ment and the Iranian F_‘oreign‘Ministryr.l In fact, the British went so
far as to bolster, their fleet in the Mediterranean, where the British
military presence was élready unassailable. The Suez Cénal was the
site of a major BrltlSh military base Jordan and Iraq were within
the BI‘ltlSh sphere of 1nf1uenoe and the Emirates were. Brltlsh pro—.
tectorates. The British were thus in a position to use mi‘:litary foi'oe!
to »achiéve their objectives in Iran,

The Role of the International Court of Justice

The British chose instead to refer the dispute to the International\

»

Court of Justice. On May 26, 1951, approximately three weeks after the
nationalization, the govemﬁent of Britain -fomally asked for an inter-
im injunction. On July 5, 1951, 'the International Court éf,lustice |
rendered a decision which reads in pa.rt ‘as follows

The Imperial Govermrent oi’ Iran should permit the
Anglo-Iranian Oil Company,. Limited, its servants and
agents, to search for and extract petroleum ... , and N
generally, to continue to carry on the operations

interference calculated to impede or endanger the

operation of the Company, by the Imperial Government

of Iran, théir servants or agents, or_any Board,

SSIOH Oomnlttee or other body nommated by

them
The Iranian government reacted to the International Court s de—
~cision of July 5, 1951, as assertlng that the Court was without juris-
diction to hear the dlspute as a private company was involved, and not )
the British gox}emnlent. After pieadings, oral 'a'rg'm‘)ents, and documeﬁts
had been submitted to.the Court, a decision was reached:on July 22,

)

[ . . . : ' "



1952, in which the Court held that it had no jurisdiction over the
matter. The decision, in part, is as follows:

The Court cannot accept the view that the contract
signed between the Iranian Government and the
Anglo-Persian Oil Company has a double character.
It is nothing more than a concessionary contract
" between a government and a foreign corporation.
The United Kingddm Government is not a party to
the contract; there is no privity of contract
between the CGovernment of Iran and the Govern-
ment of the United Kingdom. Under the contract
the Iranian Government cannot claim from the
United Kingdom Government any rights which it
may claim from the Company, nor can it be
called upon to perform towards the United
* Kingdom Government any obligations which it
is bound to perform towards the Company.
The document bearing the signatures of the
representatives of the Iranian Government
and the Company has a single.purpose: ' the -
purpose of regulating the relations between
that Government and the Company in regard
to the concession. It does not regulate in
any way the relations between the two ' Govern—
ments. * '

This juridicial situation is not altered by
the fact that the concessionary contract was
negotiated and entered into through the good
 offices of the Council of the lLeagué of
'Nhli\gns, acting through its Rapporteur. The
Unit&d Kingdom, in submitting its dispute with
the Iranian Government to the league Council, was
only excersing its right of diplomatic protection
in favour of one of its nationals. It was seeking
redress .for what it believed to be.a wrong
which Iran had committed against a juristic person
of British nationality. The final report by the
Rapporteur to the Council on the successful con-
clusion of a new concessionary contract between
the Iranian Government and the Company gave satis-—
faction to 4#ié United Kingdom Government. The
efforts of the United Kingdom Government to give
diplomatic protection to -a British national had
thus borne fruit, and the matter came to an end with
- its removal from the agenda. ) :

Throughout the proceedings before the Council, Iran
diq not make any engagements to the United Kingdom-
other than to negotiate with the Company, and that
engagement was fully executed. Iran did not give
any promise or make any pledge of any kind to the

b



United Kingdom in regard to the new concession.
The .fact that the concessionary contract was
reported to the Council and placed in its record
does not convert its terms into the temms of a
treaty by which the Iranian Government is bound
vis-a-vis the United Kingdom Government.S3

The British Boycott of Iranian Oil

r

After the decision of the International Court of iustice, the
British pursued an alternate political strategy.. The British instituted
a boycott of Iranian crude oil and from July 1951 to.August 1953 only
120,000 tons of oil worth;l.86 million U.S. were exported from Iran.4
By comparison, oil exports from Iran in 1950 had been 31.75 million
tons worth $400 million U.S.5 |

'I'n;e British boycott was effective for several reasons. First, no'
energy crisis existed in the West at that 'time; there was such an

.abundance of oil thaf the British found no ‘reaspn to purchase the nat-
ionalized oil during the period of dispute. Shortages from Iran had
been camensated for by incfeased production from other Middle Eastern
s_tateS, namely Iraqg and Kﬁwai‘g, theregAnglO—Iranian also held con-
cessions. Refineries were built in Europe, Aden and other oour_xtries of
‘the Middle East to replace the ‘capaé,i,tyy of the Abadan refinery Which
had been lost tb Anglo-Iranian as a result of the nationalization.

| A second reason for the Sizccéss of the British boycbtt was the

fact that court proceedings were brought by the company to halt the sale -
of Iranian crude oil from the concession area. The case Qf Anglo~
Iranian Oil Co. Ltd. v. Jaffrate and Others (The Rose Mary), (1953)

1 W.‘L.R.- 246 is one example. in that case an'Italian oil company had ok
oontractéd with the Nationai iranian 0il Company bto purchase a quantity
of crude oil frdn the concession area. When the ship transporting the

crude oil berthed in Aden, Anglo-Iranian instituted an action in detinue
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claiming the crude oil carried by the ship.

The Aden court held that the oil was the rightful property of
Anglo-Iranian for several reasons. The Court held that the 1951
nationalization decree was invalid byr international law for the com-
pany's property in Iran was expropriated without compensation. The
Court further held that international law is'ipcorporated into English
domestic law except where such law would be inconsistent, and it was
in a position to apply that law. The OOurt further stated that an
enquiry of this nature would not normally be held if thé property con-—
fiscated was the property of a citizen of the expropriating state
.However, owirig to the facts that the property confiscated was 'that of
a British company and that compensation had not been paid, the Court
ordered that title to the 011 be given to Anglo—Iranlan Slmllar
decisions were reached in other courts in other JuflSdlCthDS% The
cumilative effect of the decisions prevented many ‘potentlial purchasers
from entering into negotiations with the Iranian state oani)any for the -
purchase of oil.

'The Consortium Agreement

This state of affairs continued wuntil August 9, 1953, when a
coup led by General Zahedi, and directed by the Centeral intel’lig’enoe
Agency, tOppled Dr. Musaddiq's government 7 The Shah, who had fled the
country earller returned and bega.n the task of restorlng Iranian oil
production and coming to terms with Anglo-Iranian. The "'coming to -

. terms' resulted in what became known as the Consortium Agreenien‘c,8
between Iran and' 0il companies from Britain, Holland, France, and the

United States.



The Relationship Between The Parties

Under the Consortium Agreement, Anglo-Iranian's interest in the
concession was to be reduced to forty per c_eht. Shell was to receive
a 14 per Sent interest; Jersey; Socal, ,Texas, Gulf and Socony were
to receive a 7 percent interest each; Compagnie Franc'aise Des Petroles,
a 6 percent interest; and Iricon Agency, a 5 per cent interest'.9
In- addition, Richfield, San Jacinto, ‘Sohio, and Atlantic Refining
were to receive a 0.417 per cent interest each carved out of ‘)the
interests given, to the other American oil oompanles referred to a\bove10

Pursuant to the Agregtrent, two cx)mpahies were organized by the
Consortium members to operate the concession--the Iranian Oil Ex-
ploration and Producing Company and the Iranian Oil Refining Company .
’fhese‘ two companies were called the Operating Companies. The Operating
Companies were organized under the laws of the Netherlands and regi-
stéred inA Iran. Two of the seven directors of each' company were
Iranian citizens. The Operating Companles were authorized by Article .
4 of the agreement to search for and produce petroleun products

The National Iranla.n 0il: Company, which had been formed Dby the
Iranian government after th€ natlonallzatlon, became the owner of the
phys1ca1 properties used in producing and refining the petroleum. 11 ‘

A third type of campany was provided for in the agree‘ment and this
: wasvcalled a Trading ‘Company. Each member of the Consortium was auth-
orized but not required by Article 18 to form a Trading Company. The
Trading Company was to act as a buyer of oil and natural gas from the
NIOC.

. ~- Y v
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The Term of the Consortium Agreement

By Article 49 of the agreement, the concession was toloontinue
for a period of tweri‘ty—five yéa.rs. Article 49 also contéined a pro-
vision allowing for two exten§ions of the term of the agreement, each
of, five years. l

Financial Arrangements Between The Parties

The financial arrangements relating to the Trading Companies are
contained in Article 22 of the Agreement. Each Trading Company was
" to pay a set fee of  12.5 per cent of the posted price of crude oil to
Iranian government. | |

The Posted Price

A crucial factor to consider when analyzing this royalty provi‘sion
is that the posted price of crude oil was determined, in 1954, not
by the Irdanian government but rather by the Trading Company involved.
Article 1 (N) defines posted price‘as .

the ‘price at which crude oil of equivalent quality
and gravity is offered for sale by a Trading Com-
pany or its affiliated company to buyers generally
for delivery under similar conditions and at the
same seaboard terminal.

Accordingly, the value of this royalty of 12.5 per cent of the
i‘;osted price was determined by the international oil companies. Since
the principal markets fér crude oil were controlled by the inter-
national oompan‘iés __involved in the Consortium Agreement, the price
was kept at a ievel Whic;1 precluded.oompetition from independent oil
companies. This prbbedure effectively prevented Iran from deriving
some of .the.'benefits a competitive marketplace would have offered.

) Article‘25 of the UAgreexment did limit somewhat the power of the

companies to set the posted price of crude oil. Arpicle 25 Tequired

that total gross receipts for each Trading Company be not less than a
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sum equal to (a) the value of the applicable posted price, plus (b)
the refining fee, plus (c¢) a.sum which When addegfto fhe refining

. fee equalled five per cent of the posted price. However, this base
was eroded in part by section D of Arficle 25 which allowed dis-

. counts from the posted price. By Article 25 (B)(3) the value .of
these discounts could be subtracted from gross recéipts as determined
under Article 25 } ~

Additional Financial Arrangements

In addition to the 12.5 per cent royalty tg be paid to the
Iranian government, the Trading Combanies were required by Article
28 to pay income tax on profits earned from the sale of crude oil
and petroleun products. The ultimate tax to be paid equalled appmx—
1mate1y 50 per cent of the net profits of the Trading Companles These
profits equalled the difference between the value of the‘ /611 sold
(determined as stated above by the posted price) an} /th; exbenses
and charges of the Operatiné Companies!? The 12,5 per cent ‘royalty -
was not expgnsed but instead was credited aggzﬁé tax payable in order
to reach an effective i‘ate of fifty percelr)t{of the net _income.13

The effect of this fifty per cent t/a,.x' i'ate was diminished some—
what by Article 28 (B)(3) (C)(1) which allowed certain deductions
from gross income. An amount equal to 2.3% of 87.5% of the value.
of all crude oil prodiced, of the valug of all crude oil refined,
and of ‘the value of all crude oil deli\éered to the NIOC in lieu of the
12.5 per cent royalty was allowed to. bfé deducted from gross income by
this Article. , ‘ { |

Financial Arra.xgements Relatlng to thé Operating Companies

Article 13 of the Consortium queement provided that a fee of one

shilling per cubic meter of crude 011 and one shiLling per cubic

h
i
/
i
I3
/
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meter of crude oll retfined be pﬁid to the Operating (kxnpzmius.m
'mis fec was to be paid by the Trading Companies for tiwir share of
the oil produced and refined and by the NIOC for its share of the oil
pxﬁduc»ed and refined.

The Operating Companies, under Article 6 (D), were allowed a fixed
assets charge of 6.7 million pounds sterling per year during the first
ten years of operation under the a.t;reement'.15 This provision is some-
what unique as the NIOC by the terms of the agreement was the owner

\ of the physical properties used in producing and refining the petroleun.
| This 6.7 million pounds sterling is of significance because it would
reduce the income of the Operating' Companies that was subject to
Iranian income tax laws. |
| The Consortium Agreement contained another. provision relating to
the financial relationship between Iran and the OperatingUlepanies.
Article 7 dealt with the acquisition of lands needed by the Operafing
. Companies. Sinée the NIOC by the terms of the Agreement was to be
‘the owner of all physical properties usgad in exploration and pro-
duction, the NIOC would acquire the property. The manner in which the
NIOC acquired the properNty is interesting for the Operating Companies
were requred to purchase the property in the name of the NIOC. 1In )
return, the Operating Companies were allowed a land assets charge over
a twenty year period or _the duration of the agreement, whichever was
shorter. In this manner, the NIOC acquired ownership withouf the nece-

I

ssity of directly paying for the property involved.

/ .
Additional Significant Terms of the Cqonsortium Agreement

(a) " Required Exploration Expenditures

. / N . . .
/ The Consortium Agreement laid the ground work in Article 49 for

/



the requirement’ that a certain wmount of money be expended by the
companies in exploration activities. As a condition of renewal of

-
the Consortium Agreament, the kExploration and Producing Companies were
mquim(_l to spend on exploration projects "'an amount not less than
the uggmgilto of fees carned by it during such five year period.'”
The five year period referred to above would be that periéd after a
renewal notice was to be given to the Iranian government by Con-
sortiun members.

(b) Required Production Quantities

A further significant term contained in the Consortium Agreement
was the guarantee provided by the Consortium members that va stated
quantity of crude oil would be px:oduced. In 1955,.‘1'7‘,500,000 cubic
meters werc to be producecd; in 1966, 27,500,000 cubic meters; and in
1957, 5,000,000 cubic meters.15 The purpose of t#6 Iranians in in-
‘cluding a guarantee of a specific quantity in the‘ Agreement was to
gssure that t knternatlonal 0il companies would develop a market for

éhen‘ crude g&tf Onoe a market had been established and in many cases

reestabllshe ", e to the hiatus during the nationalization crisis,
Iranian, production could increase and with it governmental revenues.

+ (c) Payment in Kind

The Consortium Agreement contained a provision allowing‘ the NIOC

~
to take their royalty of 12.5 per cent in 0ill? This provision was

very significant for it sigriale'd to the international oil companies that

the NIOC would one day directly compete with them. .

(d) Resolution of Disputes

- Much consideration was given in the Consortium Agreement to the

means by which disputes were to be resolved. All parties were virtually
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concerned that the venture proceed wifhbuj: difficulty and that the mis-
takes that resulted in the nationalization not be repeated. The text
of Article 41 of .the Consertimn Agreement took this concern into
a;ecomt: | ’ |

No general or specw.l 1eglslat1ve or adnlnlstratlve

. measures Or any other act whatsoever of or emanating
from Iran or any governmental authority in Iran .
(whether central or local) shall annul this Agreement,

" amend or modify its provisions or prevent or hinder
the and effective performance of its terms.

A Comparison Between the 1933 Concession and the Consortium I}greement

‘ (a) Fiscal leferenoes

The most important fiscal factor tha.t dlfferentlated the_ 1933
Concession ag-reement frqm the 1954 Consortium Agreement was that the
1954 agreement abandonéd t‘né "Qonoept of a set royalty per ton of crude
0il exported. | While"the 5d—50 sha.riné of .pmfits eoncep} was not in-
troduced into the Middie‘gast by-Iran, this concept represented a ;
major development in the e;}olution of ‘ the relationship between the
international oil oompanles a.nd_ Iran.13 = There was no longer any
“ question fhat investment in Iranian petroleum development would be |
’-profitable.' The ri_sk factor had changed and this sharing of profits
‘enphasized this “change. | '

A second dl:fferenoe between the 1933 Concession and the Consort-
- dum Agreement was that the 1atter ellrnlnated any variation in the
anmmt paid for crude oil on the basis of the quantity of crude oil
exported. Under Article 11 (1)(a) of the 1933%Concession Agreement
Anglo—Ira.nlan was requlred to pay in addition to the royalty of four
| sh1111ngs per ton of petroleun a,sum of n1ne pence for each of the
first six milliqp tons exported and six pence for fach ton in excess

of six million tons exported.
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The Consortium Agreement, instead, relied upon a posted price .
which was calculated as the price p‘revaili'#ffg from time to time for
crude o:.ll in the Arablan Gul:f.lg’

A third difference between the two agreements was concerned with’
the profits of subsidiary companies. ’I‘he 1933 Concession agreement
resulted in part because of the oontrovers'ybiés"urrounding the refusal of -
Angio—PeIsian to account fOr the profits of subSidiaries. 20 "Ihe
‘1933 (bno&ssmn agreement resolved this difficulty by making the profits
of all subsmlary companies exoept those in the business of sh1pp1ng
oil subJect to a royalty of 16 per cent of net proflts. The Con- .
sortium Agreement eliminated any possibility of misundezétandihg by
specifying exactly which profits of the consortium members were‘twaxable.
UnderbArticle 28 of the Agreement ,- the only income upo‘nﬂ which tax was
payable was income earned by the Trading Companies and the Operating
Companies in Iran. "I‘he relevant section of Article 28 is as t”ollows:

If the income and receipts actually realized...are in |
accordance with the provisions of this Agreement, the
Trading Companies and the Operating Companies shall

not for Iranian income tax purposes be deemed to have

any further income or receipts fram their sales, oper-
ations and functions under this Agreement. :

The 1ncome"eamed was to be the difference between the posted
price of the/crude 011 and the cost of producmg the petroleun As
one nught expectyt the difficulties that grew between the parties con-
cemed the posted price of the crude o0il because productlon expenses
during”® the course of the Consortlum Agreement remaindd statlc ‘The

readqustment upwards of the posted price was a logical means by which

Iranlan revenues oould increase. 21
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Conclusions

\

In summry, the Consortium Agreement marked a major change in the
relationship between Iran and the companies operating in Iran The

most significant change in the relationship was the acceptance by Anglo-

-

Iranian if its_ lesser role and the acceptance by the Consortium

members of the 50-50 profit sharing formula. -The Oonsortiun‘ Agreement
represented the high point of the second stage in the relationship
between Irarr and the oil compa.nies ‘operating in Iran. Both parties
derived substantial revenues from .the exploitation of the concession.

Iran still required the presence of the campanies for their technical’

and marketing expertise. The "companies wished to remain because of the -

substa.ntial profits they derived from their association with Iran.

-

The Consortium Agreement:. 1954-1973

;

Difficulties existed between the parties ‘,to the Consortium Agree—
ment but these disagreements were not unlque to Iran and the Con—
sortium menbers From 1954 until 1973, when 4 new agreement was

e

reached between the parties the major disagreements were centered on

. two issues: the" expensing of royalites and the rate of production of

Sy

crude oil.

) The Expensmg of Royalties

o

The issue of whether the royalties should be expensed or credited

- against the tax rate created much dii’ficulty between the parties.

Under the terns of the Consortium Agreement the royalty of 12.5 per cent

of net »profits which in effect resulted in a tax rate of 37 5 per cent.

1f royalties were to be expensed, “the Consortium members would pay the
roya.lty of 12.5 per‘ cent, deduct the royalty as an expense from their

s " gross profits .and pay a fifty per cent tax on the remainder, 22

48
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An agreement to resolve this issue was reached in 1954.
"Royalties were to be expensed and in return, the compames were
-granted dlsoounts from the posted price of ‘crude oil of 8 5 per oent
the first year, 7.5 per cent the second year; and 6 5 per cent the
third year.23 The posted price of crude oil was, however, to become an '
issue.24 |

The Level of Productlon of Crude 0il

The second major dlfflculty between Iran and the Consortlum con—
cerned Iran's repeated demands that»01} productlon be increased. Two
explanations exist as to Iran's desire for increased production. First,
the level of production of crude oil had not reached pre-nationaliza-
tion levels and governmental revenues suffered as a result. Second,
Iran had.init.iated a rainid industrialization program and required

additional revenues to oOntinue this program. ‘

The Consortium members yielded to Tranian demafids in 1966 and
several medifications were made in the agreement with the ‘pulv"pose
being to increase the productibn of crude oil. The Consortium members
agreed to release 25 per ceni: of the oox;cession area immediately
instead of the 20 per cent they were required.to release in 1979. In
addition; the éonsortium members agreed to incréase output. by 13 per
cent per year. \

RN
.

The Iranlan Sal&s and Purchase Agreement

In July of 1973, the. Consortlum Agreement was replaoed by the

lI;ranlan Sales and Purchase Agreenent (hereafter ISPA). 25 Tnis agree-

ment was of great significance for the NIOC became the operator of the

oil facilities in thé\igrmer concession area.’

L
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Fiancial Provisions Under ISPA

Article 6 of the ISPA set eut the formula by which the price’
.Io.f :crude _‘oinl was to be determined. The price to be paid to the NIOC
was equal to the sum of the operating costs, the stated payment, the
\\balancing margin and the/ inter&et'. Operating eosts as well as the
efeted payment (i;e. the royalty of 12.5%) wefe te remin the same
undér\ISPA. The innovations introduced by the ISPA concerned the
balancing n’)ergin end the interest payment. The balancing margin was a
calculation designed "to assure Iran that the total finincial benefits
and advantages to Iran ‘and NIOC under this Agreement shall be no lass
favourable than\those applicable (at present or in fhth;‘e) to other
countries in the PeGian Gulf.."26 This was in effect a most favoured )
nations price clause. The interest payment was a charge that the
Trading Companles had to pay to the NIOC on investments, ~includ1ng ’
working capital, required by the NIOC. to produce the petroleum for
sale to the Trading Companies. The agreement estimated that the |
interest charge was to be 0.418 cents per ba.r'rel 27 ™

Other Significant Tems Contalned In The ISPA

\
S

" The NIOC, by Article 4 of the Agreement,’ took over &

of the ,Abaidah refinery and undertook to process up to 300,
,of 0il per day for the members of the Con_sortiwn. The Conso tium
menbers were not required to have this améunt processed -but we‘\_ sub~
ject to a penalty eQuél to the cost of ‘proceeSing 95% of this :.’g;m
of 300,000 barrels per day 1f they chose not to hxe their petroleun“
processed at Abadan. Furthermore the processmg fée cha.rged by the
NIOC was to be set-off aga.lnst any remaining deprec:Latl\oQ avallable

on Consortlum owned assets which were acquired by the NIOC\u\nder the

LN
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agreement. This set-off of the processing fee against Consortium
owned assets allowed the NIOC to acquire these assets without incurr—
ing direct costs to itself.

In order to facilitate the search for petroleum by the NIOC, the
Trading Companies by Article 11}we1;e required to advance to the NIOC
as prepayment for crudé koil pq(x;chases 40 per cent of the funds requir-
-ed for capital expenditures during thq first five ‘years Qf that agree—

- ment.

Income Tax Provisions Under The ISPA

| The Trading Compa.niels under the ISPA continued to be subject to
Iranian Uinoome-‘j tax statutes as they were under the Consortium Agree-
ment. Differences in the applications of the tax laws were evident
though. First, the rate at which the income of the Trading Companies .
was to be taxed was readjusted from 50% to 55%. 28  processing fees and
the royalty of ‘12.5% were deductible from gross income. The interest

paiyments referred to above were not allowed as a deduction from the

I

gross income. ‘The effect of not allowing the deduction of interest
payments was to reqixiré the Coﬁsortium meabers to finance development

expenditures undertaken by the NIOC. 29

Levels of Crude 0il Production Under the 1SPA

Under the terms of the agreement, the NIOC undertook to raise its
pmductién of crude oil to 8 million barrels per day. Of this figure,'.
the NIOC was given°'the right in 1973 to 200,000 barrels per day; 300,
000 barrels per day in 1974; 450,000 barrels per day in 1975; and 1.5
million barrels per day in 1981.%° After 1981 the crude available to
the NIOC was to be jn the same proportion as 1,500,000 barrels per day

was to the total mmber of‘ barrels produced per day- in 1981.



Natural Gas Provision Contained in the ISPA

Another significant aspect of 1_:he ISPA related to the provisions
dealing with natural gas.31 Under Article 15 of the ISPA the NIOC
possessed a preemptive right to natural gas for internal aﬁd export
requirements. Remining natural gas wés available to Consortium
merrbérs "for processing in plants established under projects accept-
able to Iran for the export of Agas or pi'odu_cts."32

-The imporfant factor to remember when oonsidgring the new emphasis
on natural gas was that the Consortium menbers would not accept deliv-
ery of the natural gas after it had been process by the NIOC. The
effect of requiring the NIOC to procéss the natural gas was to develop
an indigenous Iranianfo\vned natural gas indust‘ry.s3
A Sumary of the ISPA

In sumary, the new agreement resulted in Iran's becoming the full

"owner—operdtor" in the former Consortium Agreement area. The inter-
national companies camprising the éignétori‘es to the agreement became |
the offtakers of the crude oil remaining after Irah had satisfied both
internal and export commitments. |

The: advantages to Ifan under this agreement were numerous but
the most J'eroi'tan‘c élementk of the agreement concerned the balancing
hargiq reiezivéd 'to above, Thig pmvisioh dilmved Iran a most favoured

1d in the Persian Gulf. The effect

nations price on a bérrel of oil
of the presence of the independent oi oompanles at thls stage of de—
velopments was of great importance because these companies tradltlona.lly/
offered better terms to Middle Eastern states to assure a supply of

crude oil. Therefore, once an independent company provided a better

vprice for curde oil anywhere in the Persian Gulf , the Consortium

¢
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i\
mermbers would have to follow 1ts lead and pay more per barrel

A second advantage that the agreement prov1ded was that the NIOC
replaced the Operating Companies which existed 1mder the tems of the
Consortium 'Agreement By assuming the prnmry role in production and
neflnlng, the NIOC effectively aoqulred an eqivalence with the inter-
national oil companies. Furthermore, the political difficulties- that
often resulted when foreign oil oorrpahies Were present in a state
were minirhized’ because the Consortium menbers now acted merely as
buyers of the crude oil produced.

The ISPA also provided the Iranians with the opportunity of inte-
| grating the oil sectoi' with their develo‘pmeﬁtal plans. The provisions
contained in the ISPA relating to the requirements of processing
some 0il and natural gas resulted in a large petrochgmical industry in
Iran. Furthermore, by the provisions of the ISPA, the level of ’-
production of crude oil now depended upon Iran's financial requirements
and capabilities and not upon the marketing needs of the intemétior;al
oil companies. | |

It is perhaps useful”in assessing the impact of the ISPA to
refer to a statement made by Dr. Ali Amini, the Minister of Finanée '
of Iran, about the Consortium Agreement of 1954 which he helped to
draft:

| The solution I bring to you is perhaps not the ideal
solution. But we dd not have the means to compete
‘in internzational markets because we do not possess
a marketing organization. If anyone is ‘c¢apable
of doing better, ilet-him take our plaoe.34
The ISPA was nearly the ideal solution to the deflcultles pre~

sented by foreign part1c1pat10n in the Iranian petroleum mdustry

‘Iran did acquire the ability to market a great deal of her crude oil



independently of the major oil campanies. Furthermore, all decisions
regarding "éxiﬁloration and production were made b;r the NIOC under the
terms of the agreement. |

The ideal solution mentioned by Dr. A@ni was eventually reached
in January qf, 1979 when the Shah was deposed and Iran assumed the role
of marketing its tofai production of oil and natural gas. The sig-
natories to the ISPA were then denied their allocation of crude oil to
which they %m entitled under the terms of the ISPA.35 The diffi’cul—
ties posed by foreign participation in the Irgnia.nv 0il industry. were

thus solved completely.

The third stage in the relationship between Iran and the investor-

c}eveloper had been reached. Iran was able to act and cease dealing
with fhe investor-developer for a number of reasons. First, the West
was in the midst of an energy crisis and no surplus of crude oil exist-
ed. Second, the members of the Consortium werel not in'a positioh to

" secure alternative supplies of crude oil, and other conpaniés were
more than willing to purchase Iranian érude oil. Third, there was
ébsolutely nothing the Consortiwn merbers could have done to force Iran
back to the bar’gaining table. As a result of this situation, the
Iranians were in a position to charge world prices fOrtheix;—p_etroleun
without fear of reprisals from the West. Now, the position of Iran
vis-a~vis the international 0il companies was not unlike the position
that William D'Arcy enjoyed ‘when the D'Arcy Concession was signed in

1901.
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(1) Exploration and Producing Company - One shilling per cubic /
meter of crude oil delivered hereunder;
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15. Article 6 (d) (1) states the following:

During the first ten years of operation hereunder, in each year a
fixed assets charge referred to in Section A of this Article of
4+2,600,00 in the case of the Exploration and Producing Campany, and
14,100,000, in the case of the Refining Campany, shall be included in
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charges shall be disposed of as they see fit.
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ment., The Sauid profit sharing arrangement was calculated on net in—
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The Iranian profit sharing agreement made no such adjustments for U.S.
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19. Note that discounts were given from the posted price of the crude
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that the intent of both the Consortium Agreement and the 1933 Concession
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" creased. Under the arrangement between Aramco and Sauid Arabia, for
example, discounts of 17% off posted prices were offered to Aramco
Since the royalty of 12.5% and the incame tax due were calculated on

the basis of the posted price, the effect of a discount from the posted
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tration by Iran.

20. Deductions, in the form of discounts, were provided to the sub-
sidiaries. The effect of this deduct : was that many susbsidaries
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21. The effect of control of the posted price by the interpagdanal oil
campanies was shown in February of 1959 when an 18 cent cuté ~warrel
was introduced and was followed by an additional cut of 10 &nts per
barrel in 1960. The restoration of pre-1960 posted prices wa® mat
achieved until 1970, .
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Tax at the rate of 50% would equal $50
The royalty as a credit would make the tax rate equivalent to 37 5%
or $37.50
Total tax payable would equal $37.50 + $12.50 (the royalty) or $50
Royalty as an expense:
Total value ofproduction after costs (excluding royalty cost) =
$100 \/



Royalty expense = $12.50

A 50% tax is then imposed on the difference which is equal to 50%
of $87.50 or $43.75.

Total Revenue = $43.75 + $12.50 or $56.25

This figure represents an additional yield to the producing
country of $6.25 or 10.6%
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'28. The Iranian corporate tax rate was readjusted fram 50% to 55% in
November of 1970.

29. - After the‘expéﬁse of finding and processing the petroleum one is /

left with, for example, $100 in value of production. The royalty of
12.5% leaves $87.50. The tax rate of 55% gives the Iranian government
$48.12. The $48.12 and the $12.50 royalty payment provides the

Iranian government with $60.62 for every $100 of production. To this
figure must be added the interest payment which is non-deductible. The
effect of all of this is to establish a return to Iran in excess of 60%
of the profits of the Consortium members.

30. Article 2 (b)

31. One should note that in the Consortium Agreement little mention
of natural gas was made in Article 11 of the agreement specified that
the price per 1000 cubic meters was to equal 5% of the posted price of
one cubic meter of 37° - 3%° A.P.I. crude oil.

32. Article 15 (a)
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Chapter 4
The Iranian Joint-Ventures: 1957-1973

Recent developments in Iran have indicated that Middle bEastern
producers of crude oil can effectively manage the marketing of their

crude oil without the assistance of the intermational oil coﬁpanies or
"Y .
the independent 0il companies. 1t is clear that the problems that

L s

might ordinarily be encountered in marketing petroleum are absent owing

-

to the present unprecedent demand for crude oil. However, the present
marketing situation only came into existence in 1973 with the exrbargo.1
Between 1951 and 1973 the Middle Eastern states, and particularly Iran,
solved the dual problems of marketing and foreign control by forming
joint-ventures between the national oil company of the state and the

foreign oil company as equal partners.

The Background to the Joint-Venture Agreements

Perhaps the single most important factor responsible for the
change in Jdesign of concession agreements is the increase in world
demand a{xd consumption of 011.2 This factor of increased consumption
is of utmost importance (from the point of view of this thesis) be- 4
cause the resulting demand for petroleum has altered the balance of:
power between the i)s;ateg}on' the one:side and the oil campanies on the
other. 'I;be increase 1%1& consumption of petroleun by the West and the
- fact that alternative fuels a;re"not yet practicable make the bargain-
ing position of the host states practically impregnable.

A second fac that has changed the design of the concession
agreement uis the inti;oduction into the Middle East of new legal and

econamic concepts that have altered the basis on which these contracts

\d
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are negotlated The 1ega1 oonoept that ‘'has been 1ntroduoed is the
‘1dea that the host state can exert SOVerelgnty over a concessionnaire
even though a contract between the parties has been signed. 3 Such an

idea was espec1a11y attractlve to governments of the Middle East who

knew that they would in all likelihood be toppled fram power if they

did not maintain control over the o0il companies operating within their
‘boundaries. The eoonomlc concept that has been introduced into the
negotiating pmeess is the idea that the development of a’ state's
' p‘etroleun resources must at all times bg’ in the interest of the host
state 4 _ ’

7’\\ A third factor that has changed the demgn of the new agreements
&é the rise of the independent 011 company as a 51gnif1cant player

in the Middle East. The entry of the independent into the Middle East
has pi‘ovided the various stateﬁ with signif;ca.nt benefits. - First,

the entry of the mdependents has resulted in greater eoonomlc and
political fredom for the host state. By allowing the entry of the in—
dependents a state is not dependent upon a smgle company to such a
degree that the natlona.l interests of the host state are iuperlled

A second beneflt provided by the 1ndependent 0il company was the’

‘stimulation of ooupetltlon Ocnpetltlon led to an acceleratlon of

011 discoveries and the rapld developmentof new oonoesslons “'The rapid _

development was caused not only be 1ncreased demand but also because
of the requmanents of the agreements.5 e
A final benefit that the independent oil oanpanies can prov1de

for the state is technologlcal, marketing, and financial innovation.©
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Iranian Partici Jatlon in the Jomt—Venture

The first country to participate in a jomt—venture m%e Middle
" East was Iran. When one considers the histéry. of Iranian oil policy
from 1901 to 1957, when the first joint-venture was signed, this ir;i—
fiative in participating in the join\t—ver;ture should not be surprising.
Dr. P. J. Stevens has put forth four reasons which account for the

development of the joint-venture the Middle East: the obsolescence

of the traditional cOncessiOn 3 ent, the ava.ilabiiity of new
acreage, ‘the limited ablllty of the host state to develop resources
- alone, and the rise of the mdependent oil oompanles.7
In Iran's case there was no question about the inability of the
traditional concession agreements to fulfill her polltlcal“/and eco—
nomlc needs. During the years preceedlng the first joint-Fenture,
Iran had undergone a great deal of turmoil, both politieal )and eco—
' nomic, owing to the nationalization ofr_Anglo—Persian. The result
of that turmoil had been the Consortium Agreement. The Consortium
Agreement was not a traditional concession agreement ow1ng to its
profit sharing formula and the. control exercised by the NIOC. ' It is
clear that if Iran would not ._séttle for a traditional concession agree—
ment with the integational oil oarpaﬁies‘ she surely Md not accede
" to grantlng such a concession to the 1ndependent oil companies.- |
The second factor which made Iran a likely particlpant in jomt—
venture agreements was that much new acreage was available for ex-
ploration purposes. Under the terms of the Consortium Agreement, a
condition of renewal of that agreement was the relinquishment:by the

| Consortlun of 20 per cent of the area of the concession and a further

20 per cent upon the grantlng of a seoond renewal. As events developed



between the ConSorti‘ ‘,:v;;_," A'Iran, this relinquishment was increased to

25% of the area of the’ “concession and was imposed by Iran in 196%

and not 1979, Further, since the Consortmn concentrated its efforts
in southern Iran much of the potentlal oil bea.rlng areas had not been
explored 'Ihis left Irznw with a relatively ‘large area that could be
offered to 1ndependent oll oompames g

The third factor whlch .attracted Iran to the ooncept of the joint-
venture was that the Natlonal Iranian Oil Company lac:ked the expertise
to undertake the development of petroleun reserves by itself. The NIOC
was formed in 1951, two days after the pationalization of Anglo-

" Iranian had been approved by the Iranian -Parliament. By 1957 the NIOC
was an established oongiany but it did not have the reSources and ability
of the international 0il companies.® Under the terms of the Con-~
sortlum Agreement the NIQC supervised but did not actually direct,

the development of petroleum reserves This was left to the Operating
Companles formed by fthe Consortiun members. Therefore the NIOC still
requlred foreign expertlse in its own petroleum exploratlon and pro-
ducing activities. )

The final facto,r which drew Iran to the oonvcept of the joint-:,‘
venture was that nartners were available. | During the: 1930'5 the
Iranlans were- in a p051t10n by the ‘terms of the 1933 Conowsmn to
, " grant developxent %1ghts in northern Iran Interest in northern Iran

,h'

by _other oil ‘campanies dmot develop because of the 1nvolvement of

"the British government in the affa.irs of Iran 9

However, the end of
the Second World Wa.r witnessed the rise of the independent 0il company
in the Middie East.10 These independr?nt companies became the partners

that Iran sought.
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Difficulties Faced by Iran and the NIOC

¥hen the NIOC first became involved with joint—ventures in »1957,
the difficulties she faced influenced the terms qf the agreements

significantly. First, the NIOC was faced with the task of exploring

.an area of 500,000 square miles with all its attendant expense and

,risk. The NIOC, by the terms of the Consortium Agreement, was able

to conduct oil operat.ions in the area held by the Consortium only if
such production that resulted was unsuitable for export. The main
activitives of the NIOC were directéd therefore to those areas where
no significant discoveries had been made. . This greatly 1ncreased the
I‘lSk and thus the cost of NIOC operations. These dlfflcultles (risk
and cost). came at a time when Iran was industrializing, a factor which
made capital andﬂ‘its- allocation of crucial importance. The joint-
venture offered a solutlon to these difficulties because the risk and
expense would be’ shared between the NIOC and a foreign partner The
parimary burden of both the expense and risk was to be upon 'the

foreign partner.

The Petroleum Act of 1957 ' - a |

The legal a;uthority for the creation of the jeint—venture in
Iran was the Petroleum Act of 1957.11 The Petroleum Act of 1957 set
out the operating relationship, duties, and financial relationship
among the parties. |

Operating Relationship

P

Article 6 of the Act required that the NIOC acquire not less than
thirty per cent of the ownership interest in any joint-venture.

Duties Under The Act

The Act allowed the NIOC to require the partmer to the joint-
7 "(-‘#f‘i’
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venture to assume all expenses of exploration and develcpnent until
comnercial production was achieved. The Act also required the de—
velopment of the concessmn within a specii'led period of time. If

\

Iranian part1c1pat10n was- equal to or greater than flfty per cent,

a well had to be 'drilled within four years from the date of the agree-
" ment and cammercial production achieved within - twelve yeérs or the
concession reverted to the n1oc. 12 : If Iranian participation was less
than fifty per cent, a well had to be drilled w‘ithin five years and

oor_rmercial production achieved within twelve years or the concession

" " reverted to the NI'OC.13

The Financial Relationship Between The Parties
The royalty and taxation provisions under the Act were similar to

those found in the Consortium Agreement. The Act did, hdwever, grant

. the NIOC authority to charge an annual rental for the area of the con—'

cession.

| The Relihquishment ‘Provision

_ The Act specified that half of the area of the concession had to
i)e returned to the NIOC within ten years of thé date of the agreement.

The NIOC and AGIP Mineraria Joint-Venture

’Ihé first~‘joint—ventur¢ in the Middle East involved the NIOC and
" AGIP Minerari'a,u a subsidiary of ENI, the Italian national oii campany,
. and was concluded on August 24, 1957.74 e agreement closely
"i’oliowed the requirements set .dut by the Petrbleum Act ’of 1957 .

o

The Relatlonshlp BetWeen the Parties

A campany called the Iran—Italla.n Petroleum Company (hereafter

SIRIP) was established by the ,&g!‘eement. The company was to undertake

to explore for and produce petroleum and was to be supplied with capital .
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by AGIP and the NIOC in equal shares. It is noted that the company

formed (SIRIP) was independent of both NIOC and AGIP.1D

"The Terms of the Concession - _ :

The term'of the agreement was to be ‘twenty—five years from' the
date that the sale of oil began. If a oomnerciél field was not
" brought in by the end' of the tweifth year fram the date of the agre-
ment, the ooncession was fo terminate. Accordingly, it was possible
by the terms of the agreément to have the concession confinue for a : o
period _of thirty—seven‘ years at a maximm a.nd twelve years at a minimm.

The Area of the Concession

The agreement provided AGIP with the right to explore for and
produce petroleum from an area of 22,900 square kilometers. Article 26
of the agreement limited this grant somewhat for at the end of the fifth
year of thé agreement, tweﬁty;five per cent of the area was to be re-
turned to the NIOC and at the end of the ninth year of the agreement an
additional twenty-five pei' c__:ent“of the original concession area was fo
be returned to the NIOC. At the end of the twelfth yéar of the agree-

‘ment only comercially exploitable fields Were to be retained.

«

Financial Provisions

The. royalty‘ and taxing provisions of the agreement were similar
to those found in the Consortium Agreement. Of the net profits de-
termined in accordance with the Iranian IncomeTax Law of 1949, half of
the net pfofit of SIRIP was paid to the Iranian government and the re-
maining half equally divided between the NIOC and AGIP.16 A rogalty
of | 12.5% was payable as well but was to be used as a credit against the
fifty per cent tax rate. -The ei’fect of thé entire taxing 'scheme was to

return one quarter of the net px__'ofit to the investor-developer.
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Other\thsionks of the Agreement - L
Undéy\ 1cle\ 8 of the agreement AGIP undertook. Wassmne the

entire cost\o\ the eXploratlon program. If petroleum in commercial

quantities were fq d, the cost of the exploratlon program was to be

evenly divided beﬁ\geen the NIOC and AGIP with AGIP receiving a credit
AN ‘
for its acoount with SIRIP 17 If commercial production were not

achieved AGIP was to bear the expenses of both itself and the NIOC. 18

By Article 19 of the agreeme\nt, AGIP was required to spend no less than -

" $22 million U.S. during the t\a}_é‘lyg year term of the agreement. In

addition, once a comercial discovery was made, AGIP was reCiuired by
the terms of the agreement to advance to SIRIP suff1c1ent capital for

the exploratlon and development of other flelds N

In sumary, the AGIP égreement was designed to 'meet\tbe cir-
cunstances that Iran faced in 1957—a la.rge unexplored area a
shortage of capital a.nd technology It is clear that these dlffs ties
were surmounted by the agreement, for Iran only risked half bf the \
initial capital in the company created to manage the 301nt—venture and
nothing else. All exploration expenses were to be advanced by AGIP
a.nd rembursement of these expenses was contingent upon the discovery of
petroleum in commercial quant1t1es Remibursement was to take the form
of a payment of 10 cents per barrel of crude oil exported until the

'

account was settled. N

This agreement contrasted markedl_y With'the original éonoession

granted to_William D'Arcy in 1901. dle notes thét the term, area and

, i .
financial returns to Iran were all significantly weighted in favor of

that state. Iran was able to make such a favourable agreement for a

1 . ) 4
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mmber of reasons. The first explanation is that the foreign company,i'
having been 1noorporated in 1953, was a relatively new participant 1n
the 1nternatlona1 oil busmess; A source of supply of crude 011

was needed by ENI and the agreement provided this. A second reason
for such a favourgale agreement was that ENI was effectively excluded
from most of the proved conceésions in the Middie East. The joint-
venture w1th Iran offered the means by which ENI could develop its own

source of crude oil. - \

The Pan Anmerican and NIQC Joint-Venture

The second joint-venture agreement involving the NIOC was signed ‘
in April of 1958 and involved the Pan American Petrolewn Corporation,t® »
The strucfure of tﬁis Jjoint-venture agreement was similar to that
created by the AGIP agreement 1n that the operating company formed was
owned equally by NIOC and Pan American. The company formed was called
the Iran Pan American Oil Company.

The Term of the Cénoes‘sion

The term of the concession was to be twehty—five years from the
date conmer01a1 production was achieved. Three renewal perlods of
five years each were prov/ ded by the terms of the agreement. As in .
the AGIP J01nt-ventur¢, a comrercial field had to be developed within
twelve yeais ‘i‘rom the signing of the agreement or the agreement Aytermm—

ated..

The Area of tﬁ‘e Caneseion i )
Iran Pan American was granted anarea of 16,000 square kilometers up
‘on vhich to conduct operations. At the end of five years from the date
of the signing c}f .the contract the area of the oo;ceﬁsionv was to be re-

duced by 25 per cent. At the end of the next five years the area was



to be Teduced by an additional 25 per cent. . At the end of the twelfth
year, the area of the concession was to be limited to producing fields.

Financial Provisions

Instead of being subject to a royalty of 12.5 per cent, Pan
Aneri@ was obligated to pay 'an annual rental per square kilometer of
the concession area éorrm'encing on the thirteenth anﬁivexisary date of
the agreeme‘n’t:.‘?'0 In addition, Pan American was required to pay a cash
bonus of $25 million U.S. within thirty days of the signing of the
‘ agreement.zl The requirement of a bonus of this magnitude was unprece-
dented in concession agreements. Pan American was also required by
Article 30 (2) of the agreement to expend $82 million U.S. on explora-
tion for petroleum over a period of twelve years. In order ‘to assure
that this sum was spent, the NIOC by authority of Article 30 (5) was
entitled to 6ne—ha1f of the unexpended ba.l‘ance'at the end of the
twelfth yéar of the concession.

Tax Liability

Under the ténr;s of the Pan American agreement each party was
allowed 50 per centi of the petroleum producéd.zz 'ihé tax liability of
Pan American was based upon Article 31 of the agreement. Under this
article Pan Americ&j's .gross income would equal the value of 50 per
cent of the prodﬁction, the price of which was to be determined by the
' posted price less discounts. From gross revénue would be subtracted 10
per cent of the bonus payment over ten taxatlon perlods rental pay-
ments ~and deprec1at10n of capital goods. 23 14 is lmportant to note
that exploratlon expendltures were not deductible from gross income but
were to be repald to. Pan American, when ootmmercial production was

achieved, at the rate of '"not less than the equivalent of 10 cents per




barrel of all petroleun exported."4
Summary’ ‘ o

There is a clear indication that Iran, through the NIOC was more
interested in drawing immediate benefits from Pan American than from
AGIP. One need but note the re_quirement of an wl'mnediate payment of
$25 million U.S. and the expenditure on expldration '(gver the first four
year period of $34 million U.S. It is evident that the above cash re-
qdirements were designed to assure the continued development " of Iran's
lindustrialization program and to force Pan American to expedite its
emloﬁtion activities.

The ERAP-NIOC Joint-Venture

The third agreement to be discussed became effective on December
12, 1966, and involved the NIOC and Entreprise de Recherches et d’
Activities Petroliei'ee (hereaiter ERAP), the French national oil can-
| pany. 25 " Tnis agreement is discussed because it repr%ents a 81gn1flcant
" evolution in terms of joint-venture agreements,

¥

.The Structure of the Joint-Venture

The nbst notable variation in the temms of the ERAP agreement was
that the NIOC retained overall 'responsibility for -decisions and was the
sole owner of all petroleum produced The object of the agreement was

deflned in this manner:
The parties hereby enter into an agreement for technlcal
financial and commercial services to be rendered by
ERAP. 26

One can consider this agreement a joint-venture, though, and ngt‘ nxerely '

a service contract because the NIOC guaranteed to ERAP ''the sale, at an
agreed price, of certain quantities of crude oil produced during the

life of the commercial fields exploited under this Agreement.'27
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The Exploration Provisions

The provisions relating to exploration a.nd the expe}xses; of
'exploration in the ERAP agreement were similar to those found in the
AGIP and Pan Americ'an‘ agreements.l Differences existed, though, as to
the time allowed for exploratiomn, ‘the area to be explored and the
terms of the exploration period. The ERAP agreement was much more
.sophisticated in its approach to these areas of the agreement..

The concossion area‘covei"\ed both offshore and onshore acreage.
Under Article 13, which dealt with the exploration of the %ffshore area,
the exploration period was divided into two phases of three years each.
During the first year seismic surve&s had to be undertaken and during
the second and third years three wells had to be drllled

ERAP was requlred.%o maintain a minimum offshore exploratlon
budget of 15 million French francs per year'during the second three -
year period.28 . It is to be note.d,‘,’chat there was no minimum amount to
be expended during the first three year period.2?

Article 15 ?ealt with the exploratlon of onshore areas. The
. initial explorat on perlod was to be d1v1ded 1nto two phaseﬁ one of

four years fmd the second of two years. Durlng first four year
phase, geological work, seismic work,\:and‘ a mini of three wells had
to be drilled. The socond phase necessif_ated continued exploration
activities and the expenditure of a minimum of 10 million French francs

per year.

The Relinquishment Provisions

Offshore

il

At the end of the first year the area of the offshore concession

was to be reduced By 50 per cent and at the end of the third year, the
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area of the remaining part was to be reduced by one-third which left
ERAP with 33.3 per cent of the original area. 0

Onshore

. \ . /

The area of the onshore concession was to be reduced consecutively.

At the eﬁd of the fixlst year of the concession, the area of the con-
cession was to be reduced to 20,000 square kilometers.31 At the end
of the first phase, the area was to be furfher reduced to 10,000
square kilometers; and if operations were continued into a third phase,
the area of the concession was to be reduced to 7,500 square kilo-
meters . 32 | |

' The essential differences between ‘the ERAP contract and the AGIP

and Pan American contract are this time element for exploration and

the relinquishment of the concession area. Under both the AGIP and
Pan Americaﬁ contracts, 25 per cent of the ai;ea under contract had to
be returned after the fifth year; a further 25 per cent after .the
ninth year; and all but the producing fields after the ,twge‘l*fth year.
Under the ERAP agreement, by the end of the third yeé.r-66b.6-per_oer>‘1,t, :
of the offshore areas and an equivalent area of the onshore con- '
cession had to be returned to the NIOC. | _
National Reserves: | : — -

The ERAP agreement infroduced into fhe Middle East the concept of
- national reserves. Under Article 21, 50 per cent of the discovered
recoverable reseﬁes were expiuded from the terms of the agreement.
This concept was particularly innovativ- because the NIOC was using
both th;é capital and 'the technological expertise oijRAP to increase

national Yeserves at no expense to itself.
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: "&Wuy ‘w pmv:tdehan bf the funds necessary
SR
to finance the exploration and deVélOMt prom however, ERAP was

entltled to recover this sun from the NICXJ Ebtpiorat‘ighwioags were ; \
repaid to ERAP either at the rate of 10 oents per barl"él of 011 pro— -
duced or by amortizing the expenses at the rate of 1/ 1; r*«year 35 !

The development loans were to be repald by the NIOC mth \ﬁmt‘ ““"‘
and at a much more rapld pace but again the NIOC benefited 8'ﬂrst
the interest rate to be paid was equlvalent to the pl"ime ratj of the
~_Banque de France plus :2.5%. Seoond, the amount of money upon which ‘
interest was payable was rather mmlma.l34

The Purchase Price of the Crude Oil Produced

The purchase price payable by ERAP for the crude oil was perhaps

" the most _cleér indication that the NIOC was actually directing the '
.venture. The price payable was equal toy the sum of Six components—an
amount corresponding to the yearly amortization expenses; an amount
oorr%pbnding to the yearly amortization of the expenses incurred by
NIOC in prov1d1ng geologlcal documents to ERAP at the start of the con-
~cession; an amount corresponding to the yea.rly amortlzaglon of appralsal
‘and development expenses; an amount equal to operatlng costs per
ba.rrel which sum included transport, storage, and loading costs; an
amount equal to 2 per oenf of the sum of the above four components

and finally, an amount equal to fifty per cent of the difference be-
tween the realized price and the sun of the first four components. The
~realized price refei'red to above was equal to fhe"f .0.b. selling price
of crude 6il delivered and sold to third parties in the Persian  *
Gu1£."35 |
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The Quantity of Crude Oil Available to the ERAP

Article 29 dealt with the guaranteed sale to FRAP of certain
quantities of crude oil. ERAP was to recejve from 35 to 45 per cent
of production from each> field over %eriod of’twenty five yéa.rS. The
perwnta}ge of oil available to ERAP (from 35 to 45 per cent) was based
upon the; ’a,is%anoe of thes¥ield from the sea terminal. FRAP was to re-
ceive 45 per cent if the field was 500 kllometers or more fram the
t@.rmlnal and 35 per cent if thi dlstance was 100 kllometers or less.

Aside from the crude oil that was available to the FRAP under
Article 29, three million tons per year during the first five years
after cammercial production was achieved and four million tons durlng'
" the next five years were also available to tbe ERAP, 36 The price to
Jbe paid by ERAP was equal to the realized prlce (i.e. the market price
of crude 011 in the Persian Gulf) less a brokerage fee of 2 per cent.

The mter%tmg part of this article related to the provision
: (section 4) which stlpulated that the proceeds of sale were to be Lsed
by Iran to purchase French goods and . services Therefore, even though
ERAP was paymg the market price \for c¢rude oil instead of the pmoe |
calculated under Articel 29, the potentla}.beneflts to the French \\
econdry‘would'mre than outweigh this ?ost " In addition, a gréater'
. supply of crudé 0il was guaranteed to ERAP and this was the whole T
purpose of the agreement. | | “ |
| In sumary, the ERAP agreenent was a new development in joint-
ventures because the NIOC éxer'cised virtual control over the ox;eratiors
of ERAP. It is evident that the demand for petroleun by ERAP wag Such

that Iran could exact ma.xn%m benefits from the company.
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The INPEQD Joint-Venture

"The final joint-venture agreement to be discussed was concluded
between the))lOC and a consortium of four-. Japanese 0il companies and

Mobil Corpox’“ationand was ratified on zJa.nua.:r'y 5, 1972.37

Thp Relationship Between the Parties

As in all: previms joint-venture agreements, a joint structure
was formed to conduct operatlons mdertaken by the parties to the joint-
venture. In this case, the company formed was called the Iran-Nippon
Petroleun Company (he er INPECD) The expenses incm'red in tbe
operations -of INPBOD were to be sha.ned equa.lly between the parties to
the agreement
The Exploration Prov1s10ns R

l?Jndqer the tems of -the HWEG) agreement, the consortium was re-.

e

. quired. to spend $52 mllllon ‘U.S. on exploratlon operations over a nine

year perlod The mnovations introduced by the INPEXI) agreement in this
area wer_e two—fold. First, the ompanlgs had to dehver tp the NIOC

a létter ofE:reciit in the amount of $21 milliop‘U.S. as a guarantee

for the ooupletlon of the exploratlon actimtleﬁ during the first gg}pee
~ year perlod 38 SeOODd if a cdmlerc1a1 f1e1d was diseovered before |
exhausting: the fll‘St perlod's allocation of explord:lon funds, the NIOC
was to receive one—half of the lmexpended balance 39 This pmwsion

. was de81gned to. mitigate any exoess1ve return on the part of the c:cm- ,

. "pgples. The provision also assured that the Iranian ecohomy would

benefit from the multipli‘er gifect reeultin/g from such an expenditure.

'The Relinquishment vaisn.on - - h .
'Ihe INPEGJ agreement eubraced as did the ERAP agreement, the

' concept of relinquishment. By the third year of the agreement, 25 per q
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‘cent of the area of the concession was to be returned and by the fifth
year an additional 25 per cent of the area. of the concession was to be
returned. Furthermore, all of the area of the ooncession was to be
returned by the ninth. year unless production in oarmerciai quantities
had been achieved. Even, if such broduction were in- fact achieved,
only ptoduoing‘ fields would be retained.

The Finanéial Proyisions

The Royalty Provisions

The 'financial provisions of the INP’ECD agreement introduced many
new fiscel ooncepts to the joint—yenture in Iran. Article 23 was
concerned with the royalty payéble by the oonsortiun for the crude
0il exported. Unlike previous joint‘—venture aglﬁe%ents or the Con-—
sortium Agreement the royalty was based upofjm:he ‘!gremgn 1ndvestors'
cumulatlve amount of productlon A royalty of 12 5"per cent of the-
posted price was payable unt11 a cumlative ahount of 50 million
barrels was. féachéd; -a royalty of 14. per‘oeht of the posted price was

payable until a tota14of 75 million barrels was reached and finally,

" a royalty of 16 per cent of.the posted price was payable after a

cunmlative total o’f 75 million barrels was reached. As a result of

Atrtlele 25 Iran- mcreased its share of the profits from the ‘operation
!L, “ ,p*
oo?smex:ably%ecause they royalty was both expensed and incremental. 40

4
The Bonus Pa; _yments

j

A second mnovatlon that one notes in the INPECO agreement was
{

concerned with the bonuses payable by the forelgn pa.rt101pants to the

~ NIOC. 41 Inder prev10us Jomt—venture agreements a bonus was payable'

to the host state upon the mgnmg of the ooncessmn The innovations

noted in the INPECQD agreement concern the time of payment the cir-
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cumstances of payment, and the party responsible for payment. - A

bonus of $35 mllho':l U.S. was payabl@ by the parties to the NIOC within
thirty days of the signing of the agreement. .An additional sum of

$5 million U.S. was to be pai?‘;y Mobil Corporation alone. Once ©

~ .
commercial production was achieved, an additional sum of $5 million

- U.S. was to be paid to the NIOC; and upon realizing a cunulative pro-

5

duction of 100 million barrels, a further bonus of $5 million U.S. was

to be paid.

The Rental Provisions » . ,

A provision relating to the rental of the concession area

" appeared in the INPEQD agreement as it appeared in the joint-venture

agreement involving Pan American. A clear difference exisfs, though,
for in the Pan American agreement a rental per square kilometer was

paid in lieu of a royalty of 12.5 per cent. Under the INPEQO agreement,

‘a rental per square kilometer was to be paid upon the concessionnaire's:

achieving commercial production in addition to ‘the paymeﬁt of a royalty
per barrel of oil exporteg; - This rental payment increased dramatically
over the life of the'oo,ntract,‘lz |

The Tax Provisions

Tax provisions relating to the venture were contained in Article
26 of the agreement. Article 26 provided that the stated payment (i.e.

the roya.lty), rental payments, and any amount paid to the NIOC for its

share of crude oil was to be deducted from gross income. Current costs

were therefore to be expensed.  The Article required, though, that

bonus payments, exploration payments, and capital expenditures be

,famortlz.ed over a perlod of ten years. While the bonus payments and

" exploration expendltures were to be repaid to the oompanies by the: NIOC

) \
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the repayment was made over a lengthy period and no intereft at all was

to be paid by the NIOC for the use of these funds.

Other Significant Financial Provisions

Posted 'Prioe-’
Posted price was defined in Article 1 (I) as the "f.o.b. price

published for eachdg'ravity of crudekoil offered for sale to buyers

generally, which price shall be a price established in accordance with _

Article 20 on the basis of the prevailing posted prices for Crude Oil
in the Persian Gulf with due regard to geographlcal location and API
grav1ty:" Thls prov1$1on was of Jmportance because posted prices in

| the Middle East were artlflcally high and the price actually{paid was
determined by the size of the discount given fram the posted price._’

Under the INPEQO agreement, however, no discount was,applicable ‘to the
forelgn 1nvestors' share of the petroleum produced under the agree—

ment.43 Iran derlved a much greater return per barrel of crude oil

than 10 p oent of INPEQD's production for internal consumption.44

G

Article-18 requlred the companies to purchase the NIOC's share of
production 1f the NIOC elected not to take its 50 per cent share in
“kind. 'I‘he prlce payable to the NIOC for this crude 0il was equal to
the volune taken rmltlplled by one—half of the yearly average posted

~

price plus the unit productlon cost and a percentage of the interest
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payahie by 1;he NIOC for ‘;he ‘capita1~ proyided 1_;0 ‘ghe i\IIOC by the com-
panies for the :f'inancing(of the development of the comercial fields.
| The definition of the &early average posted price is self-

emlmatoﬁ'., Unit produei:_ion OOSts were explofation costs and eosts
incurred by INPE!;O in managing the joint-venture calculated on a ner
barrel basis. Cash bonuses, rentals, and stated payments would not
form part of the unit production costs. The interest calculation re-
ferred to above would have become a factor in the cost formula if the
. consortium members advanced the NIOC's share of the cost of developlng

commercial fields. a5 ‘ *

Smma.ry
In summary, the INPECO agreement was of Jmportance because the

provisions conta.med 1n the a.greement represented a refinement of

eenents. These refinements mcluded bonuses
. -

payable initially as well as when certain levels of productlon were

earlier Jomt—venture z

reqpaed ’I‘he rapld rellnqmshment and development prov151ons pre-
cluded ;‘sche oonsortlum from delaying developmeﬁ‘f . The tying of the
royailty payable to prodlg:tlon levels represented a maJor change from

previous concession ﬁggreements The payment of an ‘annual. rental per

: i, :
square kllometer in -addition to the rétIulremayt of a bayment of u Sy Lg’

u%

royalty and the provision relatlng to prices calcula.ted on ‘the bas1$ of

%

the posted price without discounts were equally innovative. &

o
= t

Conclus‘ions 4 , " ‘ﬁ

After thes1973 Arab oil enbaergo, the Middle Eastern producgrs found
.fheuselves in a position 6f power with {'espect to the independent’ com-
. pahies thht was not unlike the position of the British dui‘ihg'the ea.rly-

stages of the D'Arcy Conces'*siona Iran was certainly under no ooiﬁgulsion
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" to accede to a disadvantageous concession with any ofi\thesé campanies.

Sufficient oil revenues were already being obtaihed i’rqm the original
Consortium mexrbers.; Iran was receiving an immediate return off.oil
inyestments owing to the pi‘actice -of requiring a bonus for each con-
cessioh granted. Finally, there was no difficulty in ma.rketlng what-
ever quantlty of petroleum Iraz could produce. The advantages once
offeredwby the international oil oompanies and the indepgidents were no ‘
longer required by Iran. Owing to this situation, the service contract
became the primary vehicle of foreign partlclpatlon in the Iranlan oil
industry.

%’,"
The Service Contract

A serv1c:e contract differs froqfa ng,a,t—venture in that the con-

&,
pany.46 The terms of the agreement are quite interesting because they
\ leave no doubt that Irén Was fully directing the oil industry opérating
within its boundarles andermg Iran's reasons for granting
this particular serv10e coptract, one should remenber that. in 1973 | : '

the NIOC took over @omplete operation of the fields and reflnerles held

" by the Consortlum The granting of a service contract to .2 cqupany

*would a.llow the NIOC. to allocate l'tS capital, expertlse and men to an

area whoge comnerc1al value was’ proved namely the former Consortium

~area é.s/o/utheastern Iran.

oy
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Di:fferences Between 'I‘he U}tramar Servme Oontract and Jomt—Ventures '

The dlfferenoes between the Ultramar service contract and a Jomt—

" venture such as the INFECO agreement are strlking As a service con-

tract was mvolved there was no rellnqulshment perlod over Whlch area
granted must be returned to the NIOC. Instead, Ultramar had a five

year period within which a commercial iie_ld had to be established or

- the service contract came to an end. If a _oomnei'cial field was estab-

lished, the contractual relationship between the parties was to extend

for a period of only fifteen yea;‘rs.47. No renewal provisions were con-
tained in the contract. ‘ | Y | ..
Another s1gnlflcant difference between this .service @ntmct and ¢

the INPEQO agreement concerned the manner of calculation of the%prlce | Jé R
kY 1} ’

payable by Ultramar for the crude oil produced Under Jomt—venture

agreements, 'the uSual prlce payable was equal to the posted price less o

costs plus 50 per cent. pf\the profits of the foreign partner. Under the
service contract the pr%,:flts of the foreign partner were not a factdr
1n the calculatlon of the priée payable as the contractor was not the ‘
owner of ,the crude oil produced. 'Ihe oontracter was merely the pur- | ~
chaser. - L e |

In determining the price payable thder the Ultramar agreement,. |
exploretdon expendit‘ures, bonus payments, and development ekpenditures

were amortized over a ten year period at an annual rate of 10 per cent.

In a.ddltlon dlsoounts were applicable tﬁ”{the price payable for cri¥i @

011 "as an acknowledgement of the risk taken by the General Contractor

in respect of Eb(ploratlon Expendltures 148 The sun of the above was

o
deducted fram the ma.rket price to arrive at the sum payable. 'Ihe factoz%%

- A
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of importance was that the agreement used market price as a point of
calculation and not poéted price. Market price in this context m?eant
the price established by 0.P.E.C. The contractor was given the

opportunity to purchase fifty per ceamt of the quantity of crude oil pro- e

S 4

duced.

Other Significant Provisions

An innovation introduced by the Ultramar contract was a provision
requiring, in effect, the development of any commercially viable

natural gas that was discovered. Article 16 (3) states that the con-

tractor ":'shal;l{ undertake to finance all expenditires required for the

development and pi'ocessing and delivery of such Gas up to }lthe starting

point of the processing plant." Again the contractor was entitled t7”'

’ 'f-f,purchase a certajn percent\age (the amount was not specified) of the

products from the proc&esmg plant for a penod of flfteen years / 'Ihe
1nnovat10n that the NIOC mtroduced into thls agreement was that if
Ultramar d1d notgylsh to expend the necessary funds to develop and
process the gas, then the exploratlon xpenditures for such field were

not recoverable unless another cial field was developed.49

»

_ Unless Ultramar discovered a field in which significant quantities of

natural gas were present, then Ultramar really had no option but to

develop the nefural £as. g

, The Ultramar service contract suggested that the pos:.tlon of Ira.n \
vis-a~vis the ~0il companleﬁ operatlng in the Middle East had certainly ‘
changed smoe ‘the D'Arcy Concession was signed in 1901. By utll;zmg

the service oontrect, Iran benefited enormously. The foreign company w,,

assuned all of the risks involved in searching for, developing, and
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processing petroleun and hatural gas over a defined period of time.
In return the foreign company was afforded the ‘opportunity to purchaSe’

 petroleum and natural gas; at world prices. In this manner

both p &e derived sub_staintial benefits. Iran's resources were
developed under its direction ‘and at no risk or cost to itself and the
foreign company secﬁred a éupply of cru‘de)oil and natural gas.

!
|



Footnotes Chapter 4

1. The Arab 0il embargo was imposed in October of 1973 in the midst
of the fourth Arab-Israeli War. The effect of the embargo was imme-
diate as shortages of oil resulted in the West. In conjunction with
the embargo the price of oil was raised from $3.01 to $5.12 per barrel.
Since the embargo, the price of oill has continued to rise and is pre-

~ sently mper barrel.

2. H. Cattan, 'I'he Evolution of 0il Concessmns in the Mlddle East
and North Afrlca (1967) 5

3. P. J. Stevens, Joint-Ventures In Middle East Oil (1976) 7

4. id. at 5

5. J. G. Mclean, "The Importance Of the Newcamers In the Inter-
national Oil Business" (1968) Xl (Supplement ) Middle East Ecomonic

Survey 14
6. 1d at 16

P-4 . \\
\

\

7. Stevens, Jomt—Ventu.res In Mldéle East Oil, supra n. 3 at 7

' 8. The NIOC is 2 major oil company today, The NIOC holds interest in

‘And Concession Contractsf(1960) Iran-D-1 \

tanker fleets foreign refineries, -and foreign oil producing areas.
The NIOC also operates the yetrochenlcal industry in Iran as well as the
marketing of all petroleum porducts in Ir\in

9. See chapters 2 and 3 of this thesis. \\\

lO %he independent 0il campanies did exist \:m the 1930's (for example
Continental Oil Campany, which was mcorporated in 1920) confined their
efforts to the North American continent. MaJor American oil companies
confined their interest to non-British areas. e Saudi concession
granted to ARAMCO is one such example. This.situation changed after
the second world war as the demand for petroleun grew greater and
greatey. B

\ ) X

: o o
11. The full text of the Petroleum Act &f 3ist July, 1957 is-Yound in
1 Middle East Basic Oil Laws And Concession Contrac\ts (1960) Iran-A 2 °

(

12, Article 7, (b) ~ \

13. Article 8 (e)

14. The text of this contract is found in 1 Middle East Basic Oil Laws

i

'15. This. 1ndependence is 1llustrated by Article 12 whlch in part reads

as follows



16.

SIRIP undertakes to offer for sale to NIOC and AGIP Mineraria
prior to anyone else any amount of petroleum which it can
dispose of. In the case that both. the NIOC and AGIE, Mineraria
are not prepared to buy that oil on terms acceptable to

SIRIP that latter Company must sell it to other buyers on
terms not less acceptable to SIRIP.

Article 17. The NIOC is a taxable entity but is totally owned by,

the Iranian govermment. Therefore the Iranian government receives
approximately 3/4 of the net profits of the operation. "

17.
18.

19.

And Concession Contracts (1960) Iran-B-1

Articles 9, 10 and 11 <)
Article 8
The text of the contract is found in 1 Middle East Basm 0il Laws .

20.

®
Article 30 (8), The Petroleum Act of 1957 by section 4 (a) author-

ized the substitution of an annual rental for the stated payments of

112.5%.

21. Article 30 .
. | L
22. Article 24 (1)

23.

-

o4 Particte 15 (11)

25.

Article:31 (5) Coe

The text of the contract is found in Supplaneﬁt 15 Middle East

Basic 0il Laws And Concession Contracts (1967) A-O

26.
27,
28.

29.

Article 3

Article '3 (d) '

: Article 18 P

However, under the terms of Article 13 (2) (a) ‘ERAP was requlred

to complete 6 000 kilometers of seismic lines and drill a,maximm of
three wells. This was, in effect, a requlrement that a mlnlrrun amount
of funds be expended

30.

Article 14 (2) provided, in additidp, that if the exploration acti-'

‘' vities were continued into a third phasej which was possible if the NIOC
"' s0 requested under Article 13 (4), then the area of the concession would
again be reduced by one-third. This would leave ERAP with only 29% of

the original area of the concession.

31.

32.

Article 16 (1) |

‘Article 16 (2)
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33. Article 27 (1) 2

34. The amount of money upon which interest was payable was much less
-in ‘the development stage because a camercial field was involved. The
- exploration period did not end until a commercial well had been drilled
- and tested (Articles 18 and 19). Therefore most expenditures upon
which there was no interest payable will have been made # the explora-
tion phase and not during the development phase. Accordingly, all ex-
penses incurred by ERAP until a cammercial well had been drilled and
tested were considered as exploration loans and all monies advanced
after this stage were development loans.

35. Article 30 (1) (a)
36. Articles 30 (1) (a) and (b)

37 The text of the INPEQD agreement is found in (1972) 15 Mlddle East
Econamic Survey N

38. Article 25 (6)
39. Article 25 (7)

40. The following figures show the effect of a royalty of 16%

a. Value of production after deduction of expenses but before
expensing royalty = $100

b. Value of production.less royalty = $84

¢. Tax at 55 % = $46.20 .

d. Return to the NIOC = $62.20

41. Articles 25 (2) (a) (b) and (c)

42. Articles 25 (8). Rental payments are as follows: ‘
a. Commercial production to the 4th year of the contract = $400/sq.
km. .
b. From the 5th to the 9th year of the contract = $480/sq. km,
c. From the 10th to the 14th year of the contract = $600/sq. km,
d. Fram the 15th year to the 19th year of the contract = $780/sq.
km The above years are mcluswe : :

43. Article 37 (4). A discount may be gra.nted if Mobll and four :
Japanese campanies purchase NIOC's share of the petroleum produce. Under
the terns of the agreement they made %a obligated to so purchase.

44. Article 21 (1) (c) :
45. Article 16 (9)

46. The Text of the contract is found in Supplement Sl/bh:ddle East Basic
0Oil Laws And Concession Contracts (1976) 1

47, Article 15 (1)



® /

Article 15 (2) (b). The diswount ranges from 4 to 5% and extends

48,
over a period of fifteen years. b .
49. Article 15 (5) '
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Chapter 5
The Alberta Concession: 1931-1949

It was suggested in Chapter 1 of ‘this theﬁls\ﬂut_gj.l\cmwssion

[

agreements in Iran evmlved through three distinct stages. In\tT;e}hs\
stage, the investor-developer, William D'Arcy, was able to dictate the \

terms of the oonc%s&on agreement because he was negotlating from a
posit:;c\m of paver. In the seoond stage, -both-parties to the con- o
~cession derived substantial benefi-ts and both parties ‘compromised. In

the third and final stage, Iran was able to dictate contractual terms

to the investor-developer involved, in much the same way as Iran was
dictated. to-by"" 11liam D'Arcy in 1901.

Despite the social, political, and economic differences bef&een
Iran and Alberta, the same process of evolution occurred in Albberta.p
When Alberta obtained administrative control over its natural resources’
in 1930, the province was in the midst of a severe econamic depression.
The Alberta gevemnent required the presence of the eil oaxpanies for
economi.c developnent and as a result of the terms obta.lned by the o0il
companies were extremely favourable to them. ThlS state of a.ffa.lrs
contlnued untll 1949 when the economic viablllty of the 0il industry
in Alberta was flrmly established. At th1s stage of the relatlonshlp'
between the government and the 011 campanies, both partles to the
agreements derived beneflts " The Alberta government requlred the re-
venues derived from the sale of petroleum and natural gas apd: the o0il
companies: wished to continue to derive their substantial profité. The
third stage in the relationship befwee,n the Alberta government and the
0il companies was reached in 1973 whin)the Arab oil embargo was imposed - 4

s
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- by Mlddle Eastern states. The embargo enabled the Alberta govemment
to dictate the terms of concession cyﬁtracts to the companleﬁ oper;ttlng
Alber’ua because oil ha,d become a scarce and very valuable comodity..
'As stated above, Alberta obtained ownershlp of mines and minerals
in the provinoe in 1930 f;rom %Federlal government. The fact that .
the Alberta government owned the mines and mi_nerals erlabled it to grant
' leases of these mineral rights. A leasg, 1il{e al .ooncessien, , 1s a grant
- of a profit a prendre. " Accordingly, the term ooncession will be used
interchangeably with the term lease thro glout this chépter of the |
thesis. |

0il and Gas Rights Granted By the Alberta Government: 1930-1949

It is 1mportant to note that in Alberta o0il and natural gas rights .

are granted by virtue of statutes enacted by the Alberta government
These statutes are complemented by various regulatlons From 1930 to
1949 The Prov1nc1a1 Lands Act! was the statute which enabled the
Alberta government to grant o0il and gas rights to the oil corrpanles.

The Provincial Lands Act .

Sectlon 39 of The Provincial Lands Act prov1ded that:

(l) ‘Lands oontalnmg any m:Lnerals together with the
right to win,work and get the same, may be leased in
_such manner as may be prescribed by regulatmns made
by the Tieutenant Governor in Council.

0il and Gas Leasmg Regulatlons

Petroleun agd natural gas leasmg regulatlons were eﬁtabllshed on
June 18, 1931.2 These regulations were snnllar to the concession con—
tracts granted in the Middle East as theji?ollmng terms were specified
in the regulations: " the maximum area which could be acquired from the
government, the term for which the ‘lease could be held, and fiscal and

obligatory provisions. —
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The Area of a Lease N, ‘ / . N

' /

Under the 1931 regulations the maximum area that could be held /
"under a lease was 1,920 acres wﬁile the Mnmn'az:ea th/a't could be held
was 160 @cres.3 \It should be noted that there was no limitation upon

. _— . ) N
the nurber of individual leases a single company could obtain.4

The Term of a Petroleun and Natural Gas Lease
b The temkbf a- petroleum a.nd«natuxjal gas lease ‘under the Ijeg'ulations
was 21 yea;.ré anc‘l was renewable for a further térm of 21 years.5

1

Obligatory Provisions Under the Regulations

‘Under the Albertd regulations; a 1eésgé‘l‘1ad to assume certain-® <
obligations dictated by the Minister. Under section 11 of the regula- :
tions, the lessee, within one yéar from the granting of the IeaSe, had
to have upon thé 1easedl area a quantity of machinery of a value of at.

least $10,000 to‘oonduct drilling opérations. Within this*one year

X

period, the lessee had to b[e in a positiori to commence driliing
operations, yet the drilling of a well was not required.

§ection 12 of the regulations sté.ted that the lessee had to
commence driiling operations w1th1n fifteen months from the granting of
the lease or forfeit the lease. The 'eff_ec_t of this drilling re-
quirement was somewhat reduced, however, for if the sum of $5,000 was
expended by the lessee in’ drilling activities duri;lg the year or
fifteen monthé in question, the lease was extended.6' 'I‘herefofe a well
did not .have to be drilled to completion during this period. This
provision sugg.e_sts t.hatt the Alberta goverr@ment was not in a position to
force ré.pid development of its oil resources.

Rental Piovisiqns

In addition to the above obligations, the lessee was required to

N



pay to the Crewn a rental of fifty cents per acre the first §ear and

one dollar per acre for each subsequent ‘yea.r.'7

The ‘total sum involved
1n the secoild and subsequent years of a'lease would be $1,926 assuming
that the maxnnum allowable acreage ber lease was acquired. The re- /
gulations provided, however, that extensions could be given for the

payment of this rental fee and, ill addition, part of the expenditures

¢

incurred in drilling were able to be used to reduce the amount of rent

duse.8

Financial Returns to Alberta

The I‘egulatiens required a lessee to pay the Crown a royalty upon
the amount of crude oil sold, and in 1931 that royalty was set at five
per cem% of s'a.les,9 It is noted"that the campany involved would also
have been subject fo provincial and‘federal income tax statutes.

Govérnmenfal Supervision Over the Oil Companies

o

” A mest 1mportant observation that can be made about these re-
gulations was the extent of governmental superv1510n over the drilllng
activities of the lessee. This"” degree of control can be shown by
examining the fellowing-provisions from the regulatiorxs.

Under section 29 of the regulatians‘ the Minister was at any time

4

~able to "assume absolute t{:ossessmn and cor}‘trol of any location acquired

s
under the provisjons of these regulations, if in the opinion of k1:he
Lieutenant Governor in Council such action is considered necessary or
advisable."' _While compensation was to be paid to the lessee under this

provision, the ability of the government to seize possession was evi-

dence of the control which could be exercised by‘the Alberta government.

Sections 44, 47, and 58 of the regulations fui'ther illustrated this

90
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point. Secj:ion/44 authorized j;he Minister 'to enter upon the demised -
preini%es and to have access to all wells, records, plants and equip-
ment.'" Section 47 require?d the lessee to obtain permission from the
government before dril;i'ng operations were initiated, and section 58
requix:ed the lessee to assuMe the expenses incurred by the government
in® antrolling the escape oi’) /pefmleum and hatural gas.

A final provision which i}lustrated the degree 6f control exer—
" cised by_ the ‘government was sectioﬁ 77 of 'the regulations. This sec%ion
was the forerunner of the present proratibni(_ng scheme and allowéd the
lessee ''to take therefrom only such proportion of the‘petroléun and
natural gas that may be marketed without waste."

/ ' —
Sumary: O0il and Natural Gas Leasing Regulations

From a study vof the petroleum and natural gas leasing regulations,
one can arrive at several conclusions about the policy of ‘the government
of Alberta. First, there was certainly no attempt made by the Alberta
government to derlve maximum revenue from the companles involved during

x

elther the exploratory or productlon stage. The. royalty of flve per

ay

cent whlch the Alberta government received was less that what Iran

-

received under the terms of the D“Arcy ‘Conoess,lon. Furthermore, the
requlrement that rentals be paid, while not parficularly onerous; was
pracicicalliy eliminated by' tlge provisiqn allowing expenditures to be
‘credited- ag;inst them. . ‘ ‘, . .
It i's‘evident thaf the policy of the Allggérta government during
this stage was. to encourage the i exploration for and the@eveiopment of
Alberta's resources of petm}emn' and natural gas. It is alsp important
jdémand

. substantial returns or investments fram the o0il companies ipvolved.

to note that the Alberta government was not in a position tc¢

/



Petroluem and Natural” Gas Permit Regulations

N

\ f. 92
ARE

In 1931 Alberta did not possess proved reserves of petroleu, alterna-

tive supplies of crude oil were available to the ocC'rpanies involved,

and the economic situation that existed in the 1930's necessitated

»

Alberta's obtaining investment in the province at virtually any cost.

3

The petroleum\and natural gas leasing regulations were complemented

by regulatlons governing the issue of permlts to prospect for petroleun

¥

and natural gas. 10 It is noted that a campany d1d not have flrst to

-

apply for a permit before “acquiring a lease, although certain advantages

‘were gained by acquiring a permit initially.

Section 1 of the permit regulations limited the area that could be
held under aA permit to the same area'that could be held under am lease,
namely th’ree sections. Furthermore, by section 2 of the permit regula-
tions/, regulati?)ns governing the granting of a lease were to apply as
far as practicable to the grgnting of pexmits'.

The essential difference between o0il and gas leases and petroieum
and natural gas pemnit were concerned with the rental free , th_e duré.tion
of the permit, and the obligations incurred by the permittee upon the
granting of the permit. The term of a permit was one year.ll The
rental fee was 10 cents per acre. 12 1n applylng i’or a permit the per—

mittee had to include a bond in the sum of 40 cents per acre. 13 ThlS/ {

sum had to be expended in exploration activities or the bond prov1ded

" was forfeited. Before the expiration of the permit, the permittee was

able to apply for a.lease of the area under permit.14 Once a lease
was obtained, the regulations 'relating to petroleun and natural gas
'\-

leases would come in1501,,)~éffec1:.15
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Changes in the Regulations Between 1937 and 1947

On only three occasions between 1937 and 1947 did significant
changes occur in the regulations governing and the disposition of
petroleun and natural gas rights.l16

Crown Reserves

The most significant development was the estabi}ishment on March 3,
1937 of Crown Reserves.]-? Section 8 of the Crown Reserve regulations
-provided that: ,

S 3

The petroleum and natural gas rights, the propérty

of the Crown in all odd numbered sections of land

‘situate north of the north boundary of Township 52

are hereby reserved and constituted Crown Reserves.
It is important to note that this concept of Crown Reserves was intro—
duced in 1937 at a time when the commercial viability of the Alberta
0il industry was $till very much in question. In Iran, the concept

i /....,4"

of national reserves was not introduced wntil 1966 in the ERAP-NIOC
Jomt—venture agreement.

The Reservation of Petroleum and Natural Gas nghts

’ The second occasion on which a major change was made in the regu-
lations ngerning the disposition of o0il and natural gas rights
occurred on September 5, 1937, when the regulations relating to the
granting of permits were cancelled 18 and regulations relat.ing to re-
servations of petroleum and natural gas rights established.l® The
minimum area of a reservation was 10,000 acree and the maximum area was

: B
50,000 ac:r‘es.20 The maximum term of a reservation was nine months. 21

The first period of a r&servatmn extended for 45 days during which = -

previously obtained geologl!éal data was assessed. During the next 45
days geological operations were to be undertaken. If the latter geo-

logical examination was not completed the term could be extended for an

-
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additional six months. A payment of five cents per acre or a maximum
. )
~of $2,500 was to accompany the application for a reservation.22 W
Section 8 of the regulations allowed the holder of a reservation

to submit wn application for a lease of the reservation exclusive of

\ W
Crown Reserves. Expenses incurred in exploring the reservation in

-
-

excess of 20 cents per acre were allowed as a credit against lease
rentals. ‘ \ .

The 1941 Changes in the Res‘ervationﬁei iions
a?t).ghs was made- m 1941 The

The final major change 1n ihg g
‘maxnnun area that could be mfam ,p.;#‘rbleun and natural gas re-
serva‘.tlon was increased to 200,000 acres.23 The area that could be held
under a lease was increased from 1,920 acres to 9,600 acr%.24 This i
change in the regulations .indicated that the companies operating in
Alberta were still in a position of power. A lease covering 9 600
acres would have given a oompany camplete control of an entire pool of

petroleun and natural gas.

&F»-The 1947 Regulations

After the ‘Leduc disdovery in 1947, one witnessed a major surge’in
interest by the oil companies in the petroleum situated in Alberta. The
kihds of interests in pétroleun and natural gas that one couid obtain
from the geyvernment of Alberta multiplied.

Oil gand Natural Gas leasing Regulations

The 1easiné regulations of 1947 25 are to a degree quite different
from the regulaéions that were in effect in 1931. The term of a petro-
leum and natural gas lease remained the same at 21 yea.rs but the area
that could be held under a lease was increased substantla.lly. Under ‘the

/

1931 regulatlons the maximum area that could be held under a single
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lease was limited to three schLon.;;, subject to the exception that the
assignment of ;cws;os werd excepted.  Under the 1947 regulations the
maximm -area that could be held under a single Yease was increased to
16 secti()ns.zq This limitation too was subject ‘t,o exceptions for t,h(,;
reguiation stated that this maximgh exists "excepting by assignment or
in consequences of the Regulations for the reservation of petroleun
and natural gas rights."z7 The regulations govem.ing the reservation
of petroleum and natural gas rights (which will be discussed jn greater
detail below) provided that the maximum area of a reservation was
100,000 acres.28 Section 9 of these regulations allowed the holder of

a reservation to apply for a ''lease or leases of the whole area or a

portion of the tract described in the reservation, exclusive of any

)n
Crown Reserves.' Therefore it is qulte eviden% w Q -petroleun can-
pany was able to ?bta,ln a lease of an area in excess of 16 sections. “%{;A

Obligations Irgpgaééjd Up‘g)n leaseholders

-’Ihe obligations incurred by a lessee under these regulations were
much greater than those a lessee would have been subject to under the
1931 regulations. First, under section 11 the lessee was required,
within one year from the date of the lease, to install on the leasehdld
"such machfmery and equipment suitable for carrying on drilling operat-
ions as the Ministry may consider necessary."zg. One should note there
. was no dollar limitation upon the value of the machinery that the
Minister could require upon the leasehold.

Second, the lessee had to oom;xenoe drilling operations upon the
leasehold inmedi&telyixpon completing the installation of the machinery
referred to above.30 In addition, should the well be completed or a-

bandoned, the lessee had to begin the drilling of another well within
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N
v
ninety days unless the Minister consented to the suspension of

J1

" v x . N
drilling operations.» A further obligation wis contained in section
RS

It (¢) which required the lv:s:;vu}(,n drill an offset well 32 within
90 days ()l‘yu well's coming into production on frechold land.

[ one contrasts the obl igut,i();)s imposed under the 1947 regulat-
i‘(ms; with 'Lh()ﬂg impoged upon the lessee by the 1931 regulationss,
several important differences are noted:  First, there was no oflset
well clause under the 1931 regulations. Second, the lessce had to

drill a well under the 1947 regulations or lose his lease. Under the

1931 regulations it was possible for a lessee not to drill a well to

L

completion if a "sum of $5,000 had been expended in actual drilling

n33 It is evident that if a lessee

operations by recognized methods.
believed he could bring in a profitable well, he would probably
complete the well. Therefore the effect of section 11 may have been

nil. However, the situation could have occurred where the lessee had

sufficient reserves of crude oil and might not have wished to spend

more than the minimum of $5,000 per year set out in section 11. 1In this

situation the option provided by section 11 of the 1931 regulations
would have been of paramount importance.

The Crown Reserve Regulations of 1947

A final significant innovation contained in the 1947 regulations
was the expansion of the concept of Crown Reserves. Crown Reserves
were established, as stated above, on March 3, 1937.34 Crownﬂ Reserves
included odd-numbered sections north of township 52, acreages of equal
area to leases granted in msurveyedvareas of the province, and forest
reserves. The above regulations were modified in 1941 and 15 areas

comprising over 14,000 square miles were set aside as Provincial
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lh-:;(-l'vo:;.'“’ The regulat tons were andn nodiFied in TR RLENG | [T

nber of Provineial esiervesi wivs reduced to 14, e of Terss than
16O acres; were inceluded; B e of oqual dimensiitons adjoining lowses
in surveyed toerritory north of the left bank of the Saskat choewan River

were included; S and, in unsurveyed territory, o oarea adjoining a

v

‘ . y
lense of equal dimensions to the tease was ine laded. 10

In 1917 two further changes of significance were made to the rogu-
lations governing Crown Rescerves.  First, in all surveyed territory,
an areid ol equal acreage was to be set of I against o lease granted by
the government .41 Se(-nndf in unsurveyed territory, a lease had to be
surrounded by four Crown Reserves each equal to the area of the  lease
granted. 42
Sunmay

In sumary, what one finds upon analyzing the leasing regulations
of 1947 is a governmental policy that was designed to foster the rapid
development of provincial reserves of petroleun and natural gas. The
drilling obligation imposed by the regulations is proof of this policy.
A second policy which can be inferred from the regulations was the
preservation of a reasonable supply of oil and natural gas for future
development. The Crown Reserve regulations outlined this policy. One
also notes that the government was attuned to the realities of the
industry for the area which might be held under a single lease was
substantially increased.

The Petroleum and Natural Gas Rights Reservation Regulations of 1947

The regulations governing the reservation of petroleum and

natural gas rights were substantially modified in July of 1947.43
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thider the 190 regulattone the naxinum area that conld e held
under i reservad tons wiess ;x),(lxl acres VU Under the 1997 realat tons
the applicant waes pennitted to hold no nore than two reservat tone.
ciach o nomaxinum of FOO 0 neress or 200,000 aeres: 1 atr e
Financial Temr:

v

Under the 19497 regulat tons the finaneial burden on the appliieant
wishing to obtain o reservation wies incereased dramatieally. A fee of
$200 had to be enclosed with the applications as well as o deposit of
F750) for each 20,000 q‘(‘x'{- area reserved 1 surface geological operat ton:;
were Lo be conducted and a deposiit of $2,000 per 20,000 aeres 1S sub
surface operat ions were contenplated.  ‘The moaximen figure that would be
involved ..!'()r a single reservation if subsurtface operations were carried
out wis $10, 700 excluding rental payments.  ‘The conmparable figure under
the 1937 regulations was $2,500.

Gbligations of a Reservation Holder

The 1947 regulations specitied that an applicant hud‘tn conduct a
geological examination of the reservation in such a manner than an
"expenditure satisfactory to the Minister was incurred for the purpose
mentioned." The provision further provided that the deposit, referred
to above, could not be refunded until a statutory declaration of ex—
penditures had been made. Under the 1947 regulations, the Minister
could determine the expenditures of the applicant. The difference
between the 1937 and 1947 regulations that one notes is that the level
of expenditures under the 1937 regulations appears to have been dictated
by tﬁe payment of five cents per acre because this payment was not

refundable. The deposits of $2,000 per 20,000 acres or $750 per



DO, 000 Suerer tnder the IO-E0 ropubat tore woeres ) howesyer . relandab Les

Sy e DepesitClon of Coowne O Gees REghts AN TR HE

The above dinicweiton indieatess tht from 19X to RO the Albeerta
povernment wies not o tnon pocttion to denand o osubeitant tal retinm froen
the ot mndustry, The typess of rightss pranted during this period were
vaiirted and all wore destgned to tnereasie development ol the ot oand
v indust ey Tt should be noted that during this time span the re
Inttonshp between the povernment and the fnvesitor-developen: wies
amicable becguse hugh profits were not bhelng meude by the investor
developeri. The benefit the invesstor-developers provided Alborta wae

nvesstment in her naturial resouareess,
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In Alberta (1963) 23
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20 adi at 5000

14. ‘l»d.. at 5. 6

14. 1_d at s, 10

15, Une does not encounter major changes in the disposition of Crown
oil and natural gas rights until 1936. In that year several changes
#ere introduced by new regulations. The limitation on the area that
might be acquired by a permit which was three sections was eliminated
and the area of the permit was left to the discretion of the Minister.
It is evident that this change was made because it was realized that an
area of three sections was an inadequate space upon which to assess the
prescent of petroleun and natural gas.

A second change related to the term of a pemit. The regulations
provided that the termm of a permit could be extended for an additional
six months in the Lethbridge and-Calgary Land Agencies and one year in
lands in other parts of the Province.

A third change introduced by the regulations was that a permittee
had to camence exploratory activities within ninety days of the grant-
ing of the permit or suffer its cancellation. A final change provided
in the regulations was that expenditures that would qualify as credits
under the petroleum and natural gas lease regulations of 1931 were able
to be used_as a credit against rentals due under any petroleum and
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natural gas lease that mlght be a.cqulred from the permit area.
16. The most important change introduced by the 1936 regulations
.related to section 17 bf the 1931 regulations which concerened the right
- of the-lessee to grgup his leases if he acquired more’ “than one lease
by assignment. Section 17 of the 1931 regulations stipulated that the
maximum area that could be grouped was 20,000 acres. Section 4 of the
1936 regulations modified this in that the maximum area of g grouping -
was increased to. 50,000 acres. A further change introduced in 1936 -
. modified the royalty provisions under the 1931 regulations. Under
the 1936 regulations, if a well were brought in . a previously umproved
area, the Minister was a.ble to rebate the royalty that would be pay- )
able to the Crown.
17 Alta Reg 225/ 37
18. Alta. Reg. 1027/37
19. Alta. Reg. 1026/37
20, id. at s. 2 (b)
21, ‘id. at ss. 3, 4, 5, and 11
22. id. ats. 2 (e) - o | R
- 23. Alta Reg 278/41 s. 3 (c)
24 Alta. Reg_. 1213/41, s. 3 (a)
25. Alta. Reg. 860/47 L
%. id. ’ats 3.
27. id. at s. 3 (a)
28 ) Alta. Reg 716/47 s. 3 (d)
' 29 .1d. at s. 11 (a)
%0, id. at s. 11 ()
31, id. ats ll(d) L “

. 42. " An offset well is a  well drllled to capture petroleum from under—
eath an adjacent well. ,

| 3. Alta. Reg 669/31 s. 12
‘34 Alta _Reg. 225/37

35.




37.

39.

41.

43,

45.

Alta. Reg. 156/44

id. at s. 2 (¢)

id. at s. 2 (a).

id. at s. 2 (b) - _ : ‘ )

& at-s. 2 (d). Forest Reserves weré'also included by s. 2 (b)
Alta. Reg.-716/47, s. 39 (c) l |
id. at s. 39 (d) |
id. at s. 39 (d)-

Alta. Reg. 1626/37, s.'2 (b)
Alta. Reg. 716/47, s. 3 (e)

~

id. at.s. 39 (d) , | S
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Chapter 6

.‘\

.

. _ The Alberta Concession: 1949-1973 : \
The second stage in the evolution of the relationship between the \

Alberta government and the oil companies was reached in 1949 when the

economic viability of the oil and gas industry in Alberta was no longer

in question.l The statutes and regulations in force during this period-

L]

reflect this situation.

The Mines and Minerals Act, 1949 - .

In 1949 The Mines and Minerals Act 2 was enacted and replaced The

Provincial Lands Act which had been in force up to that date. The

. provisions of The Mines and Minerals Act, 1949 bore little similarity

to the brovisions.relating to 0il and gas found in The Provincial Lands
Act. 'I‘nree new kinds of acquisition rights were provided in the

statute. These inciuded.natural gas iicences, Crown Reserve natural

RN

‘ gas licences, and Crown Resertve drillipg reservations. Additional

forms of aéquisition rights were not encountered until the enactment

of The Mines and Minerals Act, 1962.3

‘Natural Gas Licence Regulations

Regulations 'gbverning the licencing of natural gas rights were
first enacted on Jénuary 29, 1951. 4 They were replaced by regulations

dated August 21, 1957 S The 1atter regulatlons continued in effect

¢ .

with little modlﬁcatlon unt11 1962.

Under the 1957 regulatlons a natural gas licence {ould be applied
for by the holder of a 'r_eservation of 'petroleum and natural gas rights.
Accordingly, to Obtain a eétural gas licence, one had first to acquire
a reservation of petroleum a.nc.i"natura,l gas rights. Before a licence

- ST
could be granted, a report had to be filed detailinga the extent of

103
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natural gas found in a zone or zones.® If the licence were granted,
the natural gas righfs to be included in the licence were surrendered
out of the reservation. It is noted that the reservation of the re—

maining petroleum and natural gas rights continued.

; The ‘Drilling Obligation

If a licence were granted the licencee was under a dr»illing
obligation that was two-fold. Within three months of the g'rahting of
the lioenoe,l a well had to be drilled to the zone or zones specified.
in the ~report filed with the Minister. If fhe ;)vell were compieted or
abandoned,‘ the licencee had to drill and additional well within three
months.
Area of a Lease Acquired .from a Licence

.

If natural gas was found in commercial qua.ntitiés, the licencee

could apply for a lease of the natural gas found in the zone or zones-
applied for. = The area of the lease was dependent upon the depth of
the well drilled and ranged from fhree sections if less than 300 feet

were drilled to ten .sections if a well depth of greater than G,bOO

®

. feet was reached.

Term of a Lease Acquired from a Licence

The term of a naftural‘ gas lease obtained from a licence was 21
years and was rengwable for so long as production in commercial quanti-
ties continued. The rental per acre was 33 1/3 cents although this
rental fee could be reduced to 10 cents if marketing difficulties were
present. S ' | BN
Royalties *v‘ , v ‘ ‘

' A royalty of fifteen per cent of fhe market price was payable to
the Alberta government .' In no event was the pfice' payable to be less”

than 3/4 of 1 cent/1000 cu. ft.7
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Licence Regulations: Summary

'Several important observations may be made about the above
licencing regulations. The regulations were most assuredly designed
to encourage the development and conservationef natural gas reserves.
The typical practice of the industry in the early 1930's was to flare
natural gas “found in associa;ﬁi,on wﬂh petrofem. This encouragement
to develop natural gas wae ;;.ewrlplished by both a minimal royalty' and
>a minimal rental_per acre after a lease was acquired. Furthermore,
section 24 of the regulafions provided that if a licencee or leassee
.encountered petroleum in drllllng for natural gas, a lease of petrol—-
eum rights oould be obtained. This made the accepta.nce of a natural
gas licence as opposed to an 011 and gas 1ease less risky from the
prespéctive of the. oil cempanies; - |

Crown Reserve Natural Gas Licences

Crown Reserve natural gas licences Were introduced on December 1,
1952.é~ ’Ihe‘re/was_?not a great deal of difference between the regula—
tions relating t(; natural gas licences and Crown Reserve natural gas
licences. The major differences were that Crown Reserve natural gas
licenoee were auctioned off 9 and the possibility of the acquisition

of an oil lease from a licence was much more limited.lo

Crown Reserve Drilling Reservations

' Crown Reserve drilling reservatlons were first established in
1954.11 ’ 'Ihe regulatlons govemlng Crown Reserve reservatlons were
similar to’the 1937 regulations governing the reservation of petroleum
and natural gas rights.12 The essential differnce was that the Crown
Reserve drilling reservatlon regulatlons aﬁ;plled to Crown Reserves only

A second difference was that a Crown Reserve drilling reservation was
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auctioned off and #he area to be auctioned off was determined by the
Minister. .Drilling obligations existed in that a well had to be
drilled within one year from the granting of the reservation and a
second well had to be drilled if the first well did not yeild petro-
leun and natural gas in commercial quantities.13 Once again the
governmental policy of requiring greater returns from Crown Reserv‘eb
lands by the procedui‘e of auctionin'g is noted. The area that could be
acquired by a lessee was at the discretion of the Minister, as stated
above, and this factor certainly increased both the power of the pro- . .
vincial government over the oil companies and the amount a ieése could‘

command at auction.

The Mines and Minerals Act, 1962

" The law governing the disposition of oil and gas rights was sub- o \
stantially modified with the enactment of The M.mes and ‘Minerals Act, -
1962, 14 'ihe 1962 Act represented a major revision of the law and
significant‘changes in the law -did nof appear again until ar'fter ‘the

Arab o0il embargo of 1973.

Petroleun and Natural Gas Leases under‘ the 1962 Act
Term
The termm of a petroleun and natural gas lease gi‘anted after Jﬁne

1, 1962 was ten years.15

Under the Mines and Minerals Act, 1949, the
term of a petroleum and natural gas leas had been twenty—c‘)ne_years.16
The shorter term of the lease indicated that the Alberta government was

in a position to demand more from the o0il companies..
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Royalty Provisions
Royalt';{. provisions under the .1962 Act were similar to those con-
tained in the 1949 Act. The maximum royalty payable under both Acts .
was 1/6 of production during the term of the lease. If existing leases
were renewed under the 1962 Act, the maximum royalty provisions were no

longer appliéable.

Area Held Under a Lease

The prescribed area of a lease under the 1962 Act was a square of
nine sections (;r a rectangle of 8 sections, although a lease did not
necessarily have to assume ‘either shape.17 The statute provided that
"where the tract applied f(f consists of adjoining or cornering parcels,
the outer boundaries of the square or rectangle that would encampass
the parcéls thgt may be incl_uded in one lease, shall not exceéd \the
boundaries of the maximum areas prescribed by section (1)."18

At thé expiration of the ten year term of the-lease, the area
subject to the lease was reduced to the spacing unit 19 for each well
plus an area which when édded to the spaclng unit did not one
section.‘?'O If natural gas were discovered and the Minister reduced the .
rental payable td fifty cents per acre, the area of the lease that
could be retained by the iessee at the expiration of the ten year temm
was equal to the whole of the are;cx of the lease if that area was en-
compassed by a spacing unit; if the area of the leasé were greater than
the spacing unit, 'howeve"r, it would be reduced to the spacing unit.2l

If a well were drilled before 'thebexpiration of the ten year term
of the lease but was not completed, the 1é"ase continued as to that part
of the area of the lease that would have continued if the well-were a

_producing well.22 If the well referred to above was abandoned or
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another drilled before the expiration of ninety days the lease was
similarly continued.23

Offset Well Requirement

Under the 1949 Act a lessee was obligated to drill an offset well
unless natural gas was being produced and no available market existed.
The 1962 Act provided an option and that option was that the lessee
could pay a campensatory royalty instead of drilling an offset well.24

The Drilling Obligation

A second obligation to which the lessee was subject related to
leases held by the lessee which were granted under The Provincial
" Lands Act and The Mines and Minerals Act, 1949. This would Tefer to )”V
leases grﬁnted before June 1, 1962. The Act provided the Minister . A
with the authority to require lessees to commence drilling operations
upon those leases upon their reaching a certain duration. For example,
the Minister was able to give notice to those lessees who held leases
that had reached the end of the fifteenth year of their texm before or
during 1961.2° This provision had the effect of terminating those
leases'of a duration of twenty-one years or more, granted’under previous
Acts, if drillingAdid not take place when ordered. Under the 1962
Act, nd drilling obligation was imposed upon the holders of ten year
26

leases.

Incentives Offered to Lessees Under the 1962 Act

The Mines and Minefals Act, 1962 provided a number of incentives

to the 1essee\to.mitigate the effect of the obligations imposed under

. the Act. If natural gas was discovered after a petroleum and natural

gas lease had been granted by the Minister, the annual rental per acre

was reduced from $1 to 50 cents.2? If a market was available for the
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natural gas produced, the rental per acre could be further Ecducod to
25 cents.28 The absence of a drilling. obligation under the Act provid-
ed a further incentive for a lessee ws able to hold a lease of nine
sections at a cost of one dollar per acre.

The Establishment of Block A

A most significant change introduced by the 1962 Act was the est-
ablishment of an area called Block A. Block A consisted of townships 1
to 64 inclusive, west of the fourth meridian. The importance of Bloék
A was that Crown Reserves situated in that area were discontinued and
the lands in them were available for lease under the new regulations.
These regulations established the procedure for the acquisition of a

petroleum and natural gas permit in the Block A area only.29

i

Petroluem and Natural Gas Permits in the Block A Area

The maximum area that could be obtained uﬁder a permit was 36
sections or 23,040 acres.30 One notes that a permit of this size in an
area that once included Crown Reserves was rather unprecedented. The
regulations did, however, account for the size of the permit granted.
Under sectidn 5 of the regulations, former Crown Reserves were auctioned
off while areas whiéh were not Crown Reserves were applied for directly
under section 4 of the regulations. '

The term of a permit was six months although three renewal periods
of six months each could be applied for, A rental per acre of 50 cents ,
was charged during the initial term and each~renew§1 period.

There were several sectiéns in the regulations which indicated that
the policy of the government in the Block A area was to encourage rapid
development. If a well were drilled during the initial term of the

'permit, a refund of thirty cents per acre of the renfal fee was.



pr'()v'l(lod.:;1 If a well were drilled during the first renowal period, a

refund of twenty cents per acre was made, and if a well were dﬁ 1led
during the second renewal period, a refund of ten cents per acre was
provided. The regulations also ull()wed{{ fifty per cent of the expendi-
tures incurred in drilling to be credited against rentals due during
the first year of the term of a lease acquired fram the permit area, 32
Leases were obtained pursuant to section 16 of the regulations.
To obtain a lease, a*lessee had to drill a well to test for the pre-
scer?ce of petroleum and natural gas.33 Ther permittee was then able to
apply for a lease of the entire area held under the permit. It is
noted that there was no limit on the number of permits a single campany

could hold in Block A.

Regulations Under The Mines and Minerals Act, 1962

The 1962 Act continued the regulations that were introduced shortly

after the enactment of the 1949 Act.

Crown Reserve Natural Gas Licence Regulations

The Crown Reserve Natural Gas Licence Regulations under ghe 1962
Act were introduced on May 31, 1962.3% Substantial differences exist-

ed between the regulations in force under the 1949 Act and the regula-

" tions in force under the 1962 Act. One should be aware that the 1962

regulations only applied to Crown Reserve natural gas licences granted
on or after June 1, 1962, 39

The Area That May Be Held Under Licence

\

The first impbrtant difference between the regulations was con-
cerned with the area of a Crown Reserve that could be pléced under a
licence. Under the‘1957 regulations the area of a licence was deter;
mined by the Minister who pos ssed the discretion to either-approve

or disapprove of an application for a specific area.36 Thére was

110



k;u-,cm‘(lingly neither a strict lmitation on the number of acres that
could be held under a lh-.unm.e nor was therea limit on the mmber of
licencey that could be applied for by a single campany.  'The 1962 re-
gulations modified these provisions significantly.  'The maxinum area
that could be applied for by licence was 36 sections or 23,040 xu'.rns-;.:w
There was again no limitation on the number of licences that could be

held by a single oil campany.

The Lease Area

A second difference that is noted conéerned the maximum area that
could be held under a lease once the licence was surrendered. Under
both the 1957 regulations and the 1962 regulations, the area that could
be held under a lease was dictated by the depth of the well that pro—
duced the natural gas. For example, if a well were drilled to a depth

not exceeding 3,000 feet and natural gas were discovered in camercial

quantities, the area that could be acquired under a lease was six sec- .

tions.38 The difference between the regulations was that the 1962 re-
gulations imposed a maximun on the number of acres that could be con-
tained in a licence and thus indirectly limited the number of leases
that could be obtained. |

The drilling ob‘ligations, termms, fees, and rentals were the same
under both the 1957 and 1962 regulations.

Natural Gas Licence Regulations

The Natural Gas Licence Regulations of 1962 affected licences
gi'a.nted on or after June 1, 196.?..39 The primary difference between the
1962 regulations and the regulations in force under the 1949 Act 40

concerned the area that could be held under a licence.



Area ol o Licenee

Under the regulations: applicable to the 1949 Act, the noximmm
area ol o Heence waes dictatod by the sive of the rescervation, ‘The
1962 regulations: provided, however, that the mximmm aren of a Heence

11

witss 36 sections,” A second difference betwoen the two sets of regu-

lations was that the 1949 regulations allowed a licencee to apply for

a lease of ten sections 1 the well drilled reached a depth of 6,000

L.42

fee e 1962 regulations provided that at well depths excoeding

6,000 feet, ten sections could be applied for as well as an additional
section for each 1,000 feet drilled in excess of 6,000 feet.lm

Additional Terms

A licencee under both sets of regulations was required to drill a
well within three months of the granting of the licence and another
within ninety days of the campletion or abandonment of the first.

If a natural gas lease was earned, the annual rental was 33 and
1/3 cents per acre, although this charge was able to be reduced to 10
44

cents per acre if an adequate market was not present.

Petroleum and Natural Gas Reservation Regulations

" The petroleun and natural gas reservation regulations under the

>

1962 Act 4° were substanti}altly a reenactment of the regulations that
were in force for reservations granted prior to 1962.46 The principal
change in the 1962 regulations was directed at the creation of Crown
Reserves fram the area of the reservation. Under the 1949 regulations,
no lease was permitted nearer than one-half mile to the bordef of the
reservation unless Crown Reserves of atr least one mile in width had

been establishéd in lands adjoining the border.47 The 1962 regulations

modified this in that Crown Reserves now camprised "'excepting at the



Boundiry of o reservation, an aren not lesas than one mtle In width
surrounding ewch location (lwuw)."‘m
The Reservat ton Aren

e aren which could be applioed Tor as oo reservat ton wies Hintted
to w maximan of 4 and 1/3 townshipes or 99,840 acres by the TO6D regnr

it h)n:.',‘“) A deposit of $2,5000 for cach of 20,000 acres hidd to accom-

pany the application for a reservation,

Ixploration of the Reservation

A plan to conduct operations upon the reservation had to be pre-
pared by the campanies and approved by the Minister,  The 1062 regu-
lations allowxd the holder of more than one reservation to combine the
reservations, so long as the area did not exceed 200,000 acres under
one p’lzm.SO The 1949 regulations required one plan for each reserva-
tion. Once the plan was approved the Minister, exploratory operations
were carried out and generous renewal provisions were provided. The
term of a reservation by these renewal provisions could be extended for
a period of five years, with the initial period being included in this
five year period.

What is of importance in assessing the above reservation regula-
tions is that the Alberta government attempted to ease the burden of
the 0il companies. It was possible under theregulations for a campany
to hold a reservation and not drill a single well for a period of five
years. This provided the o0il companies with an opportunity to assess
the market situation and choose either to drill or not depending upon

the conclusion drawn.

Crown Reserve Drilling Regulations

The 1962 regulations 91 were a substantial reenactment of the 1949



regilationn, The only chinnges o mafor tmportance wiei that Crown Hesier
vero in Bloek A were elimfnated and withdrawn from the Crown Hesaot-vess
Der e Reswervat ton Repulal tonss,

.'humux_l‘y :

The second state in the reldat fonship between Alberta il the ofl
campaniesi developed durims the pertod fronm 1999 to 1973, One notess n
shite in bignining power to the Alberta government during this pertod
by reference to the inerease tn royaltles payable to the Alberta
roveriment | 'Ihil‘; inerewse in royalties was mude possible by the fact
that the cconamic viability of the industry was assured and the invest-
or-developers did not wish to abandon their profitable invesstments in
the province.  ‘The governmental policy that prevailed however | was one
of encouraging further development of oil and gas resources.  The esta-
blishment of Block A was an example of this policy.  Further support
for this proposition is found by noting that the areas that could be
held under a lease and a reservation were reduced.  This provided the
acreage which allowed other campanies to participate in the development

of 0il and gas Fesources.
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1. This 1nt can be provea by noting that in 1947 capltal expendit-

ures in all mining activities including oil exploration, amounted to

‘only 16 million dollars. By 1956 this figure was 187 million dollars.
The increase in spending was directly attributable to the Leduc dis-
‘covery which-established the commercial viability of the mdustry See
E. kga.nson Dynamic Decade (1958) 251 ‘

2. S.A. 1949, c. 66

S.A. 1962, c. 49

"Alta. Reg. 122/51
. Alta. Reg. 129/57

" Natural gas is found in various zones with a specific zone belng
eterrnlnted by the depth of the natural gas.

" Alta. Reg. 542/49
Alta. Reg. 1705/52 .

©® ® N

id, at s. 3

10. id. at s. 22 (1). If petroleum were discovered while drilling for
gas, the area that had to be surrendered to the Crown was equal to
fifteen times the area applied to lease. Under the natural gas licence
regulations, the-area that had to be surrendered to the Crown was only

- equal to three times the area to be leased.

11. Alta “Reg. 581/54

12. Alta. Reg. 1026/37
13. Alta. Reg. 581/5¢ -

14. S.A. 1962, c. 49 oo e
15. id. at s. 125'1 '

16. S.A. 1949, c. 231 (2)

17. supra n. 14 at' s. 114 (1)

518. id. at s. 114 (2).

a

19. ‘A spacing unit for a petroleun well is usually 160 acr% A -
spacing unit for a natural gas well is usually one section or 640 acres.



21. id. at s. 127 and 128

22,

23.‘_i_c~1._at s, 130

24,

L

25. S.A. 1962, c. 49, s. 164 (3) (a). Section 167 allowed the Minister
to postpone the drilling of a well under, section 164 upon the payment

E._ats’.l

Alta. Reg.

of a penalty.

26. Under s. 247 of the 1949 Act there was a requirement that the

29

352/36
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lessee "caomence drilling operations on the location within one year i’rom 7

the date of the lease.'

and 1960°'s.

isting in this period.

27.

28.

29.

30.
31.

32.

33.

A,
35.
36.

37.

S.A. 1962,

c. 49, s. 124 (1)

id. at s. 124 (5)

Alta. Reg.
id. at s, 8
id., at s, 1
id. at‘s. 1
jd. at s, 1

id. at s,. 3

Alta. Reg.

Alta. Reg.
id. at S. 1
Alta, Reg.i
Alta. Reg.

 Alta. Reg.

Alta. Reg
Alta. Reg.

606/62

1
7,
6.

807/62

1373/57
807/62, s. 7
5 (2) (a)
776/62

'1297/57

776/62, s. 6

1297/57, s. 12 (2) (c)

776/62, s. 17 (2)

This requirement was rarely enforced owing to
the surplus of crude oil that existed in Alberta during the 1930's
The absence of a drilling requirement under the 1962 Act
was an acknowledgement by the government of the market situhtion ex—
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44. Alta. Reg. 1297/57, ss. 17 (1) and (2) under the ;egulations per-
taining to the 1949 Act and ss. 150 (1) and (2) of the 1962 Act. = -
45. Alta. Reg. 607/62
46. Alta. Reg. 2007/57
47. id. at s. 41 (2\1) |

48. Alta. Reg. 607/62, s. 30 (a)

8

id. ats. 6
50. id. at s. 11 (6)

51.  Alta. Reg. 722/62
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Chapter 7
The Alberta Concession: 1973-1976

The third, stage in the evolntion of the relationship between
Alberta and the oil companies operating there was reached in 1973 after
the imposition of the Arab oil embargo. The Arab oil embargo greatly
cha.nged the relatlonshlp between Alberta and the oil canpanles because
the embargo signified that energy had beoome a very valuable and very
scarce camodity. Therefore Alberta was no longer constralned by
overcapacity in its energy industry or an inadequate market for its

engergy.1 As a result, the position of the Alberta government vis-a-

A

vis the o0il campanies was particularly strong.

The Mines and Minerals Amendment Act, 1973

The dominant position of the Alberta government vis-a-vis the oii
oanpa.nies was shown with the enaétment of The Mines and Minérals
Amendment Act, 1973. 2. Section 142.1 of the Act eliminated the maximmm

royalt able under any lease g’ranted by the Alberta government. This

revision was primarily at increasing govermmental revenues owing

to the increase in the prlce of crude oNrnght about by the Arab oil
embargo. It is interesting to note that this enactment Wst

major change in oil and gas leglslation in Alberta since The Min%M

Minerals Act 1962 was enacted. 3

Additional 31gn1flcant changes oc~
curred in 1976 when addltlonal amendments in the leglslatlon were made ' «

The Mines and Minerals Amendment Act, 1976'4

“This Act was designed by the gbvernment to' increase revenues and
encourage further developnent of 0il and gas ‘resources in Alberta. The

most :mportanf’“change made in the Act was the 11m1t1ng of the duration
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(]
of a petroleum and natural gas lease granted after July 1, 1976 to

5 One should note that while the term of a petroleum and

five years.
natural gas lease was reduced to five\years, there was still no drill- |
ing obligation imposed upon the lessee. This term of five year® was
clearly designed,' hawéver, to encourage drilling and the pi‘oduction
of oil, for at the expiration of the five year term of the lease, only -
the areés of the 1easé{that were actually producing crude oil could:
bé r‘étained by the lessee.6 |

A second modification made- under thel976 Act was that the Minister
was able to auction off petroleun and natural gas 1eas<—:'s.>7 Under the
1970 Act only drilling reservations and natural gas licences in Crown
Reéerves were auctioned off. The usual procedure under section 113 of
the 1970 Act was to apply for a lease of petroleum and natural gas
rights.

The v1976 Act also increased the petroleum and natural gas holdings
of thé Crown by reserving to the Crown petroelumn and natural gas rights
that _weré stratigraphically below fhe zone or zones granted under a
lease.8 This provision applied in the case of a lease granted under
the 1976 Act at the expiration of the initial term of the lease and under
1easés granted befbre 1976 at the expiration of their initial terms or

January 1, 1983, whichever was later.

Additional Changes in 0il and Gas Rights Brought About by the 1976 Act

— The changes introduced by the 1976 Act to limit the rights which

w obtained fram the Crown were significant. No pefrbleun and

natural\gas" reservations were to be issued after June 30', 1976.9 This

_ increased the holdings of the government. Petroleum and natural gas



permits were eliminated and none were to issue after June 30, 1976.1°

This again increased the holdings of the government. Petroleum and

11 12

naitural gas licences were introduced, and natural gas 1icences‘
were retained, but the provisiéns relating to natural gas licences and
leases derived therefrom were modified significantly.

Natural Gas Leases" Under the 1976 Act

\ ;
"~ The Mines and Minerals Act, 1970 13 allowed the Minister to reduce

the rental per acre of a natural gas lease obtained fram a natural gas
llicenoe fram 33 and 1/.3 cents to 10 cents per acre if inadequate markets
for natural.gas existed. The 1976 Act contained no such provision and
the rental payn;;nt was required even if the natural gas could ‘ndt be
marketed. ' A further hchange of significance was that at the expiration
of the 21 year term of a natural gas 1ease; 14 the area.of the lease
that was to cohtinue henceforth was govérned by the provisions of the
statute relating to petrc;leum and natural gas leases. Therefore, only
the area of the.natural gas lease that was actually prbducing (i.e.

the spacing unit) would be included in the new lease. 19

Regulations Goverhing Petroleun and Natural Gas leases

New regulations governing petroleum and natural gas leases were
_introduced on June 29, 1976.16 Tese regulations modified the 1962

regulations in several respects,

The Drilling Requirement

Under thé new regulations, drilling requirements were made applic-
able to ten year leases. Under The Minesv and Minerals Act, 1962 no
obliga-tion was imposed upon the lessee to commence drilling operations
_ during the -ten year term of the lease, unless the lessee was served with

a drilling notice.  The effect of the 1976 regulations was to require

120
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the lessee to drill a well upon the 1easehold‘before_ the end of the
sixth year of the lease or incur a monetary penalty payable to the
Minister.17 This delp.y was only allowable during the temm oi: a ten
year lease and a penalty of $1 per acre the first year, $3 per acre the
second year, and $5 per acre the third year was assessed.18

The Offset Well Requirement

”,
A second modification introduced by the 1976 regulations was

concerned with the offset well requirement. Under section 134 of the
1562 Act_, aqlessee was able to pay é campensatory royalty instead of
drilling an offset well. The 1976 reéfulefions retained this option
but modlfled it by requiring that the fully royalty that would be
payable if the freehold well were on Crown lands had to be paid after
|

one year instead of as previously provided.19

Sunmary : Re@latlons Governing Oil and Gas Leases

The regulatlons indicate that the Alberta govermment was attempt- "
ing to reduce the period during which a lessee who had obtained his
lease prior to 1962 could delay the commencement _of drilling. For ten
year leases, the regulations have'r’educed this period to a minimum of
six years before drilling had to begin. 20 The regulatlons also em-
powered the Minister to glve notice to drill to holders of twenty-one
year leases on the tenth anniversary date of the granting of these
leases. Therefore with respect to pre-1976 leases, the maximim time
that a lease could be held without oonducting drilling operations was
ten years. Post 1976 leases could be held for. a period of fiye years '
without engaging in drilling activities. |

Petroleum and Natural Gas Licence Regulations

Petroleun and natural gas licence regulations were introduced on
'
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° June 29, 1976 21 and replaéed the petroleun and natural gas reserva-
tion regulations. Pursuant to the regulations, a petroleum and.
rllatural gas licence was offered by public tender.22 The offer for a -
licence had to be accompanied by a fee of $500 and a further sum of
$1.00 per acre to pay the rental for the first year qf the term of the
1ic;ence.
The term of. a licence was two years if the location was in the
plains \a.r;ea, four years if the location was in. the northern area, and‘l
five years if the licence was in the foothills area.23 'I‘he maximm
\aréa of a licence was detennineq by its location and was 29 sections
in the plains area, 32 séctions in the northern area, and 36 sections
in the foothills area.?® As under the 1976 regulations governing
petroleum and natural gas leases, lincences could be grouped but such
a group was limited to two licences and the distance between the two ‘
licences to be grouped was to be two miles or less.Zo Drillin_é upon
a licence satisfied the drilling requirement upon the other Alicence.z6 '
If a liéenoee obtained a producing well he could apply 1ior a lease,
the area of which was t_o.be determined by the depth of the well drilled.
)
If the well depth reached 16,500 feet 29 secitons could be ‘applied for
in the plains area, 32 sections in the nor.themfa.rea, and 36 sections in
the foothllls area. 27 1t the minimum depth of 500 feet was drllled the
flgures were respectively, 3, 5 and 8 sections.
A licence pursuant to section 14 of the regulations could be ex—
tended for .;1 period of sixty days if the well drilled was not campleted
or had been abandoned before the e_xpiration of the term of the licence.

The licencee would then have to complete the well or drill another one.
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In addition, section 16 of the regulations provided that no rental
was payable by a licencee if drilling operations were initiated in the
first year and the area in w?ich the drilling took place would likely
be leased.
Summary

The most important conclusion one can draw'in assessing this third
stage in the relationship between the oii campanies and Alberta is that
the market constraints which previously existed have disappeared. This
situation is directly traceable to the'Arab o0il embargo of 1973 and the
resultihg energy crisis, Alberta ﬁas no longer constrained by over—
capacity and inadequate markets for its petroleum. As a result the
position of the Alberta government vis-a—~vis the oil companies was par-
ticularly strong.

- This strong éovermnental position was shown by the statutes and
regulations enacted in 1973 and 1976. The term of a petroleum and
natural gas lease was shortened to five years, a bonus was payable
upon the grantlng of a lease, and a drllllng Obligatlon was imposed upon
 the lessee if the term of the lease was to extend beyond a flve year
period, These obllgatlons of the lessee were similar to thos imposed

upon partners to joint-ventures in Iran.

[
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Footnotes Chapter 7

1. Before the 1973 Arab oil embargo, the market situation faced by
Alberta producers was not favourable. Most of eastern Canada relied
upon imported oil. Alberta was forced to market the majority of its
petroleun in the United States and faced tariffs to restrict the amount
of oil which it could sell to that country.

2. S.A. 1973, c. A

3. S.A. 1962, c. 49

4. S.A. 1976, c. 33
5. s. 118 (1)

6. s. 119

7. s. 112 (1) (a)

- 8. S. 123

9. s. 126 (3)

10. s. 127 (3)

11. s. 125

12. s. 128

13. s,A; 1970, c.‘238

14. Under the 1970 Act, the term of a natural gas lease was 21 years
and was renewable for further terms each of 21 years so long as natural
gas was geing produced incammercial quantities, The 1976 Act modified }
this in that the term was reduced to 21 years.

15, 5. 129 (a) (a) |

‘16. Alta. Reg. 168/76-

17. id. at s, 2

18. 1id. at s. 4

19. id. at s. 13 (2) (b)

20. id. at s. 2 (e) |

21. Alta. Reg. 169/76

22. id. at s. 4 (1)



id.
id.
id

id.

id.

at

at s.

at

at

at

s. 12
s. 12 (3)

Schedule B
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Recent Developments in Alberta

After 1976, the development of oil and gas resources in Alberta
continued at a rapid pace. Conventional drilling activities increased
and the first synthetic crude oil plant began operations. In 1980
serious difficulties arose between the Ottawa and Alberta governments
over their respective shares of o0il and gas revenues from the companies
operating in Alberta. Both levels of government sought additional re-
venues and the campanies operating in Alberta were in a position to
supply such revenue. -The result of these difficulties has been an
exodus of the smaller oil companies who refused to meet this demand.

The o0il campanies operating in Alberta are now in the same dis-
advantageous position as Alberta, when, much earlier, she began to gfant
concessions under The Provincial Lands Act. Now the companies can
either accede to the demands of Ottawa, and perhaps Alberta, or cease
their activities. The demand for petroleun is such that most major
campanies no longer have alternative sources of supply. Furthermore,

. there are many investor—dévelopers willing and able to develop leases
held by other companies in Alberta if these leases are surrendered to
the Alberta government. The government of Alberfa, owing to the
Heritage Fund, is now in a position of fincancial strength whereby

concessions to the oil campanies need not be made.
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Chaptar 8
Conclustons

It was smiited in the first chapter of this thesis that the
relationship between an owner of resources and an investor-developer
typically undergoes an evolutionary development that is reflected in
the types of contracts made between the parties. 1t was further sub-
mitted that this relationship can be divided into three Separate stages.
In the first stage of the relationship the investor-developer holds the
balance of power owing to his financial, technical and marketing ex—
pertise. In the second stage of this relationship, the financial bene-
fits derived by both parties suggest that each has an equal interest
in the continuation of the concession. The owner derives its budget
fram the revenues and the investor-developer substantial profits.
Neither party can prosper without the 6ther. The third stage in the
relationship is reached when the owner is in a position to exact maxi-
mum financial and political benefits fram its respurces. At this
stage the investor-developer has to be grateful for whatever he re-
ceives.

In the case of Iran, this thesis was élearly made out. When the
D'Arcy Concession was granted in 1901, Iran was not in a position,
either politically or econamically, to demand an advantageous contract
fram the concessionnaire. In fact, Iran received what the concession-
naire, D'Arcy, chose to give. As the concession developed and became
the most’profitable in ‘the Middle East, Iran was able to exact cértain
benefits from the concessionnaire. This was shown by the provisions of

' both the 1933 Concession and the latter Consortium Agreement. Yet



neither of the partics could exist without the other.  On the one hand,
Iran required the technical and market ing skills possiossoed by the
concessionmivire who could st although nt some constderable losss,
cnploy them elsewhere, 'The concessiionnaire wass unwilling to suffer
such a loss, In 1973, the third stage in the relationship was reached
and the Tranian Sales and Purchase Agrecnent resulied.  ‘This agrooment
gave Iran absolute control over its oil industry.  The investor-de-
veloper became an offtaker and nothing more.

The evolution of the relationship between the owner and investor-
developer in Alberta is perhaps less clear because it is much less
dramatic. Nonethele';ss, it is sulmitted that in Alberta there were three
distinct stages as well. 'The dividing lines between the stages are
somewhat blurred becawjo during much of the period under‘oonsideration,
Alberta pursued two seemingly conflicting objectives: (1) the rapid
development of its petroleum and natural gas resources anq (2) the maxi-
mization of its profits. The former objective could be assured only
by offering incentives to those willing to invest in development. Those
incentives, as we have seen, often were financial in form. As a result,
Alberta received relatively little from each investor-developer until
1962. Once this fact has been noted, however, it should not be allowed
to obscure what seems, in retrospect, equally obvious., Alberta made
sanething from each of a great number of investor—developers who, but
for the financial incentives, might have chosen to invest elsewhere.
Neither party could benefit econamically until‘the marketing conditions
changed in 1973. Thereafter, Alberta rapidly asserted her daminate
position as owner of the resource.

In 1930 when Alberta obtained control over its natural resources,
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tie oil ca_npanies operating in Alberta received highly favourable terms
fram the government Such terms .were granted because the econamic
viability ‘of the oil industry was still in.question. In 1949 the
second stage in the relationship between Albeﬁ. and the.investor-de-
velopers was reached when the I.educ discovery con'firmed the importance
of the oil and gas industry in Alberta Both parties benefitted .
tremendously during th1s period but the Alberta government was unable '
to.assert absolute control because the market situation prevented such
a course of the action The third stage in the relationship between
- Alberta and the mvestor—developers was reached in 1973 when the govern— .
‘ment was able to impose ’unilateral royalties. The difficult market
“situation had disappeared with the imposition of the Alberta oil em-
ba.rgo | | | - L e
The types of contracts entered into between the 0il companies and
the respective governments indlcate thit the s1tuation in the respect-
ive states was similar. In both Iran and Alberta the early ooncess1on
contracts contained similar termms. The area, term, and fiffancial®
benefits provided in the various contracts were similar. As the 're-
lationship between the various parties progressed tems found in the
Ira.nian contracts wer{ later used by the Alberta govermnent in their
contracts. The requirement that natural gas be utilized is one such ex-
ample. | : | :
The divergence that one finds in assessing ‘the oil policies of .the'
two states is the method chosen by each state to assert control over the
oil. companies | The Iranian government in 1951 chose to nationalize the
concession without compensation This course of action resulted in a

British econanic boycott and Amercia.n political involvenent The re
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sult of the boycott was thus great political and econamic harm for
IIjan. Iran was not able to reassert such a degree of control again
" until 1973 ghen »the market for petroleum changed following-the Arab
) oil embargo. . :

Alberta, on the other hand, never relinquished her sovereignty to

s

S — N . e e

———

the 0il companies—and Was never imvolved in a situation ;n which the
stability of the govemnient depénded upon the goodwill of a foreign
ooncesg.iomaire. Alberta thade concessions to the oil campanies only
because the economic ciinnte in the 'prox}ince required them, In 1931
whén Alberta established regul_atiohs relating to the leasing of Crown
0il and gas rights the economic, viability of thé industry was .in ques—
tion. In 1949, when the industry was firmly established, excessive - g
governmental returns could not be made because of the market situation. |
- Only 1n i973 could the govermment ofAlberta actually assert itself and

this was because of an oil embargo imposed by Middle Eastern producers.



SUPPLEMENT AGREEMENT BETWEEN THE IMPERIAL IRANIAN
GOVERNMENT AND THE ANGLO-IRANIAN OIL COMPANY,
LIMITED, MADE AT TEHRAN ON 17th JULY 1949

Whereas on the 29th April 1933, an Agreement (herein

called 'the Principal Agreement') was entered into

between the Imperial Government of Persia (now known
as '"the Imperial Iranian Government") of the one

o part and the Anglo-Persian Oil Company, Limited') of

the other _which.established a Concession for the

- regulations of the relations between the two partles

above mentioned.

And whereas the Government and the Company have
after full ‘and friendly discussion agreed that in
view of the changes in econamic conditions brought
about by the World War of 1939-1945 the financial
benefits accruing to the Government under the Prin-
cipal Agreement should be increased to the extent
and in the manner hereinafter appearing.

And whereas for this purpose the pai'ties have agreéd

‘to enter into a Supplemental Agreement:

- Now it is hereby agreed between the Imperial Govern—
ment and the Anglo—Ira.nlan 011 Campany, Limited, as
follows:

1. This Agreement is supplemental to and shall be
read with the Principal Agreement:

2. Any of the termms used herein which have been
defined in the Principal Agreement shall have the .
same meaning as in the Principal Agreement, save
“that, for the purposes of this Agreement, all re-
ferences in the Principal Agreement to.Persia,
Persian, the Imperial Govermment of Persia and ‘the
Anglo-Persian 0il Campany, Limited, shall be read
as references to Iran, Iranian, the Imperial
Iranian Government and the Anglo-Iranian Oil Cam-
pany, Limited, respectively, and the references to
the Permanent Court of Internmational Justice shall
be read as references to the International Court
of Justlce establlshed by the United Nations.

3. (a) In respect of the calendar year ended 31st
December 1948, and thereafter, thé rate of the annual
royalty payable to the Government under sub—clause
(1) (a) of Article 10 of the Principal Agreepent
shall be increased fram four shillings to six

'shillings per ton of petroleum sold for consumption

in Iran or exporteqgfram Iran.
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(b) The Campany shall, within a period of thirty
days fram the date of coming into force of this
Agreement, pay to the Government the sum of* three
million three hundred and sixty-four thousand
four hundred and fifty-nine pounds sterling .

( 3,304,459), as a retrospective application to
cover the calendar year ended 31st Deceamber 1948,
of the modification introduced by sub-clause (a)
of this Clause 3, taking into account the pro—
visions of sub-clause (V) (a) of Article 10 of the
Principal Agreement. '

4. (a) In order that the Government may recieve

a greater and more certain and more immediate
benefit in respect to amounts placed to the General
" Reserve of the Anglo-Iranian Oil Company, Limited,
than that provided by sub-clause (I) (b) and sub-
clause (I1I) (a) of Article 10 of the Principal
Agreement, the Campany shall pay to the Government
in respect of each amount placed to the General
Reserve of the Anglo-Iranian Oil Company, Limited,
in respect of each financial period for which the
accounts of that Caompany are made up (starting
with the financial period ended 31st December 1948)
a sum equal to twenty per cent (20%) of a figure to
be arrived at by increasing the amount placed to
General Reserve (as shown by the published accounts
for the financial period in question) in the same
proportion as twenty shillings sterling (s. 20/-)
bear to the difference between twenty shillings
sterling (s. 20/-) and the Standard Rate of British
Incame Tax in force at the relevant date. '

The relevant date shall be the date of the final
distribution to the ordinary stockholders  in re-
spect of the financial period in question, or, in
the event of there being no such final distribution,
a date one calendar month after the of the
annual general meeting at which the_”mts Jdn
question were presented.

Examples of the 1mp1ememtat10n of the principle
set out in this sub-clause (a) have been agreed
between the parties hereto and are set out in the
Schedule to this Agreement.

(b) 1f, in respect of any financial period for
which the accounts of the Anglo-Iranian Oil Can—
pany, Limited, are made up (starting with the
financial period ended 31st December 1948), the
total amount payable by the Campany to the Govern-
ment under sub-clause (a) of this Clause 4 and
‘sub-clause (I) (b) of Article 10 of the Principal
Agreement shall be less than four million pounds
sterling ( 4,000,000), the Campany shall pay to
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the Government the difference between the said

total amount and four million pounds sterling -
( 4,000,000). Provided, however, that if during

any such finamcial period the Company shall have

ceased, ‘owing to events outside its control to

export petroleun fram Iran, the amount payable

by the Company in respect of such period in

accordance with the foregoing provisions of this

sub-clause (b) shall be reduced by a sum which

bears to such financial period.

(c) Any sum due to the Government in respect of
any financial period under sub-clause (a) or
sub-clause (b) of this Clause 4 shall be paid

on the relevant date appropriate to that financial
period. 3 .

(d) The provisions of Clause (V) of Article 10

of the Principal Agreement shall not apply to

any payments made by the Company to the Government
in accordance with sub-clause (a) or sub-clause
(b) of this Clause 4.

5. (a) In respect of the sun of fourteen million
pounds sterling ( 14,000,000) shown in the Balance-
heet of the Anglo—Iran_la.n 0il Campany, Limited,

-dated 31st December 1947, as constituting the

General Reserve of that Campany, the Campany shall,
within a period of thirty days from the date of
caning into force of this Agreement, pay to the
Government the sum of five million and ninety
thousand nine hundred and nine pounds sterling

( 5,090 909)

(b) The provisions of Clause (V) of Article 10 of
the Principal Agreement shall not apply to "the pay-
ment to be made by the Company in accordance with
sub-clause (a) of this Clause 5.

6. The payments to be made by the Company under
Clauses 4 and 5 of this Agreement shall be in lieu
of and in substitution for -

(i) any payments to the Governmé‘nt under sub-clausé
(I) (b) of Article 10 of the grinciple Agreement
in respect of any distributi®® relating to the
General I}eserve of the Campany, and

(ii) any payment which might became payable by the
Campany to the Government in respect to the
General Reserve under sub-clause (III) (a) of
Article 10 of the Principal Agreement on the
expiration of the Concession or in the case
of surrender by the Campany under Article 25



of the Principal Agreement.

7. (a) In respect of the calendar year ended 3lst
Deceamber 1948, and thereafter, the rate of payment
to be made by the Company to the Government in
Accordance with sub-clause (I) (c¢) of Article 11
of the Principal Agreement which relates to the
payment to be made in respect of the excess over
6,000,000 tons shall be increased fram ninepence to
one shilling. /

(b) The Company shall, within a period of thirty days
fram the date of caming into force of this Agreement,
pay to the Government the sum of three hundred and
twelve thousand nine hundred pounds sterling

~( 312,900), as a retrospective application to cover
the calendar year ended 31lst December 1948, of the.
modification introduced by sub-clause (a) of this
Clause 7, taking into account the provisions of sub-
clause (V) of Article 10 of the Principal Agreement.

8, (a) At the end of sub-clause (a) of Article 19
of the Principal Agreement, there shall be added a
paragraph in the following terms: '"If at any time
either party shall consider that either Roumanian
prices or Gulf of Mexico prices no longer provide
suitable standards for fixing 'basic prices', then
" the 'basic prices' shall be determined by mutual
agreement of the parties, or in default of such a-
greement by arbitration under the provisions of
Article 22. The 'basic prices' so -determined shall
become binding on both parties by an agreement ef-
fected by exchange of letters between the Government -
(which shall have full capacity to enter into such
an agreement) and the Campany." :

(b) As fram the -1st June 1949, the prices at which
the Campany shall sell motor spirit, kerosene and
fuel o0il, produced from Iranian petroleum to con-
suners other than the Govermment for internal con-
sumption in Iran, shall be the basic prices with a
- deduction of twenty-five per cent (25%), instead_ of.
a deduction of ten per cent (10%) as :provided in
sub-clause (b) of Article 19 of the Principal
Agreement,’

9. In consideration of the payment of the above sumns
by the Caompany, the Government and the Company agree
that all their obligations one to another accrued

up to the 31st December 1948, in respect of sub-clause
I (a) and sub-clause (I) (b) of Article 10 and in re-

spect of Article II of the Principal Agreement and’
also in respect of the General Reserve have been
fully discharged.
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10. Subject to the provisions of this Agreement,
the provisions of the Principal Agreement shall
remain in full force and effect.

11. This Agreement shall came into force after
ratification by the Majlis and on the date of

jits pramlgation by Decree of His Imperial Majesty
the Shah. The Government undertakes to submit
this Agreement, as soon as possible, for ratifi-
cation by the Majlis, .
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Examples of the Implementation of the Principle set out in Sub-clause (a) of CLause 4 of the within
Agheement on the Assumptfion that 1,000,000 <8 Placed to General Reserve

EXAMPLE 1 - EXAMPLE 11 EXAMPLE ITI

1. Standard Rate of British Incame Tax 10s. in the 1 9s. in the 1 5s. in the 1
2. Amount placed to General Reserve as shown by
the published accounts for the financial
period in question \ . 1,000,000 - 1,000,000 © 1,000,000
3. The above amount is increased as follows:
A . 13 Propor i
Twenty Standard Rate tionaie ]
Shillings of British Increase ‘,
Sterling Incane Tax Difference A 3 ‘ : -
20s. . 10s. ~10s. 20 10 2,000,000
20s. Os. 8 11s. 20 11 - 1,818,182
20s. 5s. 15s. 20 15 - - 1,333,333
4. 'The "'sum equal to 20%' which is theiefore payable

to the Iranian Government is 400,000 - 363,636 266,667

Made at Tehran the 17th July, one thousand nine hundred and forty nine-

. For the Imperial Iranian Government:
(sgd.) A.Q. GULSHAYAN.

For and on behalf of the ?mu.?
Iranian Oil Company, Limited:

(Sgd.) N.A. GASS.



AGREFMENT CONCLUDED ON 22nd DECEMBER 1920 BETWEEN THS
ANGLO-PERSIAN OIL COMPANY, LIMITED AND SYDNEY ARMITAGE
ARMITAGE-SMITH, ESQ., C.B., AS REPRESENTATIVE OF THE
IMPERIAL PERSIAN GOVERNMENT _ ’
Agreement dated December 22nd one thousand nine hundred
and twenty, between the Imperial Persian Government

and the Anglo-Persian Oil Company, Limited, with respect
to detemmining the manner in which the annual sum or
royalty payable to the Persian Government under the
D'Arcy Concession dated in May one thousand nine hundred
and one shall as fram the thirty-first March one
thousand nine hundred and nineteen be ascertained.

Dedinitions

In this Agreement, unless the context otherwise requires,
"Persian Oil" shall be deemed to mean oil won pursuant

to the said concession within the territory of the Persian
HEnpire covered by the concession and any product of

such oil.

"The Government' means the Imperial Persian Government.

"The Company'' means the Anglo-Persian Oil Campany, Limited.

"Subsidiary Company' shall be deemend to mean (a) any
canpany of which '"the Campany'' owns whether directly or
through same othér subsidary company a number of shares
sufficient to give to '""the Campany'' the control of S
more than fifty per cent of the total votes which can be
cast at a general meeting of shareholders of such con-
pany; (b) any campany more than one-half of the directors
or which are nominated or appointed by '"the Campany' and/
or by any subsidiary company and in addition in the
case of shipping companies; (c¢) any campany which is
managed by ''the Campany''; ""a controlling interest' is
the interest of 'the Company'' is a subsidiary compdany.

" Anticle T. - Subject to the conditions, limitations and -

exceptions hereinafter mentioned, the Imperial Persian
Government (hereinafter referredto as '"the Govermnment')
is entitled to receive from the Anglo—-Persian Oil Com~
pany, Limited (hereinafter referred to as ''the Campany'),
the royalty of sixteen per cent of all the annual net
profits arising from the winning, refining and marketing
of Persian o0il, whether all the stages of the above
processes be handled by the Company itself or through
subsidiary companies or by means of pooling schemes or
other arrangements, and whether the refining and marketing
takes place within the Persian Empire or not, subject
always to the single exception that the Government is.
not to receive royalty on the profits arising fram the

137



138

transportation of oil by means of ships, but subject
10 the conditions and limitations hereafter mentioned,
the profits however arising from the employment of
lighters and other small craft in .the Persian Gulf will
be subject to the above-mentioned royalty.

Anticle 2, - In ascertaining the' net profits arising
from Persian oll, freight costs will, when the oil is
carried in tankers of ''the Company'" or of any subsid-
iary campany, be based upon the ordinary market time
charter rates for tankers similar to those employed
in carrying the o0il irrespective of the freights
actually paid, such time charter rates to be fixed
year by year on the first day of April for the ensuing
twelve months at the rate current on that date.

For the purpose of camputing such freight costs, voyage
rates shall be charged based on the time charter

rates and full account shall be taken of all other ,
freight earned by the ships during the voyage in question.
If at any time during the months of January, February

and March in any year either of the parties hereto shall
give notice in writing to the other that in the opinion
of that party. there is no free market in time charters
for bil tankers, then, failing agreement between the
parties that question and if it be decided in the
affarmative also the question of what will be a fair and
proper rate of freight to be charged as fram the first

of April next following the giving of such notice against
Persian oil for the purposes of this, Agreement shall be
submitted to a single arbitrator whose decision shall

be final. Such arbitrator shall, in default of agree-
ment. between the parties, be naminated by the President
for the time being of the Chamber of Shipping in London.
As regards the royalty accounts for the years ending
thirty-first March one thousand nine hundred and twenty
and thirty-first March one thousand nine hundred and
twenty-one, the parties will as soon as possible after !
signature of this Agreement agree rates or faili
agreement within three months of the date hereof, rates
shall be settled by an arbitrator as above provided.

Article 3. - The provisions of this and the next following
Article of this Agreement shall apply to subsidiary camn-
panies refining, distributing or dealing with Persian oil
outside Persia, and to any other campany refining, dis-
tributing or dealing with Persian o0il ocutside Persia
where '"the Company" is able to procure the necessary
accounts to be prepared by such campany and the necessary
-facilities for inspection to be given by such company

to the Govermment. In the case of any company to which
this clause applies, the following deductions shall be .
made fram the net profits ascertained as hereafter pro-
vided ont’ which royalty is to be calculated before



canputing the amount of the royalty, viz.:

(a) In the case of refining campanies:
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A deduction of six shillings per ton in respect of

the first three-quarters of a million tons throughput
of Persion o0il per annum, a deduction of five shillings
and sixpence per ton on all throughput of Persian oil
between three-quarters of a million tons and one
million tons per annum, and a deduction of five
shillings per ton on all throughput of Persian oil in
excess of one million tons per annum. :

(b) In the case of distributing campanies:

Qualities

~ Kerosene .

Spirit .

Liquid fuel

Gas oil

Lubricants and all
other oils not other-
wise specified

Wax and candles

Pitch . .
Medicinal oils .

Quantities of
Pernsian oil -
distributed by a
single company
in any yean

Tons

150,000

200,000

300,000
25,000

20,000
4,000

50,000
100

2s.

Rate of de-
duction pen
gallon, pen
pound, or pen
ton 0§ Persian
0L ‘

. per gallon

1"

A}

-

e

"

1d. "

1d. Per-1b.

8

6d. Per ton
6d. per gallon

In the event of the quantities of any quality distributed
by any campany exceeding the quantities above stated

by not more than fifty per cent, then the rate of de-
duction on such excess for that quality shall be reduced
by one-eighth, and, in the event of the quantities of

any quality distributed by any of the companies exceed-
the above quantities by more than fifty per cent, then
the rate of deduction on such excess over fifty per cent
for that quality shall be reduced by one-quarter.

(c) The above deductions shall be made fram the total
net profits of any campany arising from Persial oil
before calculating the royalty, and. if such deduct-
ions more than absorb the whole of the profit then

any deficiency so caused shall not be carried forward
to any subsequent year and any such deficiency in the
case of one company shall not be set against the net
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profit in the case of any other company. PROVIDED
ALWAYS that such deductions shall only be made once
for refining in respect of any quantity of oil and
once for marketing, distributing or dealing with
and "quality."

Aticle 4. - In cases where a refining or distri-
buting campany to which this Article applies handles
other oil or o0il products in addition to Persian
oil, the net profits on Persian oil on which royalty
is to be paid shall be ascertained each year as
follows:

(a) In the case of refining companies:

I. When the refining campany does not buy the oil
but refines the oil for payment, then the cost of
.refining Persian oil (including a proper proportion
of overhead charges other than those which are not
chargeable under this Agreement) shall be ascertained
as nearly as possible fram the books of the refining
campany, and the net profits attributable to Persian
oil shall be obtained by deducting such cost fram the
charges made for refining such oil.

2. When the refining campany purchases the oil,
then the actual price paid by the refining campany
for the Persian 0il refined during the year shall
be ascertained fram the books.

The cost of refining the Persian oil (including
such overhead charges as aforesaid) will be ascertained
as nearly as possible from the books and added to
the said price, and the total will be deducted fram
the selling value of the products of such refining,
the balance being the profit or loss op Persian oil;
for the purpose of ascertaining the selling value of
the refined products fram Persian oil the total quan-
tities of the refined products from Persian and other
oils shall be allocated between Persian and other
0il on the basis of the respective outputs fram the
respective crude oils if refined separately. If
Persian and other crude oils are mixed for refining
purposes, then the allocation shall be made on the
basis of the quantities of each class so refined,
and the respective qualities as determined by
chemical analysis. The selling value of refined
products sold during the year shall be taken at the
prices realized. Refined products not sold during
the year shall be taken at the prices subsequently
realized. .



(b) In the case of distributing coampanies:

The prices realized for Persian and other oil
products distributed during any year shall be kept
separately, and there shall be deducted therefran
in each case the price paid for such products by the
distributing company in order to arrive at the re—
spective gross profits on Persian and other olls.

The total net profit of the distributing com-
pany for the distribution of all classes of oil
during the year shall be ascertained as hereinafter
provided (Articfe 7), and shall be apportioned between
Persian and other oil in proportion to the respective
gross profits ascertained as aforesaid.

In cases where a canpany both refines and dis-,
tributes oil, the accounts of such campany for the
purposes of this Agreement shall be made out as if
the two branches of the business were carried on by
Separate canpanies.

"The Campany'' shall keep and shall procure that all
caompanies to which this and the preceding clause apply
shall keep proper books of account and other records to
enable the necessary calculations of costs and profits
to be made for the purposes of this Agreement.

Article 5. - (a) In the case of any subsidiary campany
in which the Company holds the whole of the share capi-
tal, the total net profits arising fram Persian oil
.(arrived at in accordance with this Agreement) shall be
included in the royalty statement, subject to and showing
the deductions provided for in Clause 3. In the case
of any other subsidiary company or of any other cam-
pany to which the provisions of Articles 3 and 4 apply,
the net profits arising from Persian oil shall be deter—
mined in accordance with this Agreement, but the Govern—
ment shall only be entitled in respect of any year to
royalty on a.proportion of the net profits fram Persian
oil for such year after making the deductions provided
for in Clause 3, bearing the same relation to the whole
of such profits as the proportion of the whole profits
of such campany for such year which ''the Company'' would
receive in respect of lits shareholding or otherwise if
‘the whole profits were distributed bears to the whole
of such profits. If '"the Campany's'" interest in any
campany has been increased or diminished durjing any year,
then an allowance shall be made in respect thereof,
having regard to all material circumstances.

(b) In the case of ccmpanies in which "the Company" is
interested but to which Articles 3 and 4 do not apply,
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"the Company' shall include in the statement of net
profits on which royalty is to be calculated a

fair caomercial profit in respect of all Persian oil
sold to any such other canpany, having regard to the
period of the contract the qumtities and qualtities

of oil to be supplied and all ether terms of any
miterial  agreement. Any di tference as to what is a
fair cammercial profit shall be referred to arbitration
as hereafter provided.

Aticle 6. — All directors' fees and office charges of
""the Campany' shall be allocated fairly as between ''the
Company" and all subsidiary campanies as may be agreed
by the parties or as may be settled by arbitration.

Article 7. — The net profits of "the Company" and of
subsidiary companies or other campanies to which
Articles 3 and 4 hereof apply shall be taken for the
purposes of this Agreement to be the net profits for
each year as adjusted for incame tax purposes, sub-
Ject to the following conditions, viz:

(i) Any adjustments made in respect of any period e
prior to thirty-first March one thousand nine
hundred and nineteen shall be excluded. P

(ii) Depreciation shall only be allowed to the ex-
tent to which it may be allowed for incame tax

and shall not include any sum in re-

depreciation carried forward fram

Wd prior to thirty-first March one

d nine hundred and nineteen.

(iii) No on shall be e in respect of excess
profits, duty corporation profits tax, incame

tax or any other taxy ion of a sipw ature
imposed by the British M}&Qb |
Colonial or Foreign Go t (other than"the .
Persian Government).

(iv) No deductions shall be made from the profits
for interest or dividends of any description
paid, and interest and dividends received shall
be excluded fram the profits on which royalty
is payable. -

(v) Where for the purposes of this Agreement it is
necessary to determine the profits of any com-
pany which is not liable to British taxation,
the profits of that company shall be determined
as nearly as may be in the same manner as they
would be if the campany were liable to British
incaome tax.
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(vi) No deduction shall be allowed in respect of ,
royalty payable under this Agreement by ''the
Company'' or any subsidiary company, and no’

* deduction shall be allowed in respect of pay-
ments relating to dividends guaranteed by the
Company, except in so far as such dividends
are themselves brought into account as part
of the receipts of samne other campany on which
royalty is calculated.. ‘

(vii) No deduction shall be made in respect of the
annual valuesof lands and buildings own
. and occupied under Schedule A. .

(viii) ‘The net profits and losses for each year as-
. certained as aforesaid (and subject to the
provisions relating to deductions referred to
Article 3) shall be aggregated and royalty
shall be payable, on the balance (if any) of
- profit after deducting the losses, but if in
: any year the aggregate losses exceed the aggre-
Y gate profits, the excess ghall not be carried
TN forward to a subsequént year, except to the
extent that such loss is due to depreciation
allowed under sub-clause (ii) of this clause.

. Anticle 8. - Royalty shall be deemed to Have accrued due on
thirty-first March each year in respect of the twelve months
ending on that day, but such royalty shall not became
payable until the date of the holding of the general meet-
ing of '"the Campany" for passing the accounts for such
year. The royalty shall carry interest at the rate of six
per cent per annum free of tax from thirty-first March on

~which to accrued due until payment; ''the Campany" will
endeavour to secure that the‘accounts of all subsidiary and
other companies to which Articles 3 and 4 apply shall be

" made up to the thirty-first March in each year, but if in
any cases this is not found practicable, then, for the pur-

poses of this Agreement the net profits of such cgmpany for
its financial year last preceding the thirty-first March
shall be substituted for the net profits to the thirty-first

March, and any necessary adjustment shall be made.

AMticle 9. - A statement of the royalty payable shall b
prepared by 'the Company" each year and shall be submitted
to a person to be designated in that behalf by the Govern-
ment fourteen days before the date of the holding of the -

- annual meeting of the Company. Such statement shall be
deemed to be correct except as regarfls any items challenged
by the Govermment within six calgndar months of the delivery
of the statement or any supmdemental statement delivered in
explanation or amplification' thereof. ‘ :

.



If the statement-of royalty is in the opinion of the
nominee of the Govermment not sufficient todémable
_him to judge whether the terms of the Concession and
- of this Agreement have been fulfilled, then the Com-
pany undertakes to give the nominee of the Government
access to all information which he may reasonably
require for that purpose.

In the event of any dispute arising in connection with
the said statement or the calculation of royalty here
under or as to any apportionment or adjustment to be
made hereunder or otherwise arising out of or under
this Agreement, the question or questions in dispute
shall be submitted to a chartered accountant to be
naminated by the President for the time being of the
Institute of Chartered Accountants in England, who
shall be empowered to decide the dispute having re-
gard to the terms of the Concession and of this Agree-
ment and to the generally accepted view of what cons-
titutes "nett profits" where a percentage thereof is
payable to another party. The decision of such arbi-
trator shall be final.

Miticle 10. - The Government undertakes to use it best
* endeavours to facilitate the work of '"the Company''

and its subsidiary companies, and the Company agrees
that it will not enter into any fictitious or arti-
ficial transaction which would have the effect of
reducing the amount of royalty payable.



As Witness the hands of the respective duly authorized
representatives of the Government and the Campany the
day and year first above written.

Signed by Sydney Armitage
Armitage-Smith, the Financial
Advisor to the Imperial Persian
Government for and on behalf of
the Imperial Persian. Government -

in the presence of

(Sgd. )" WILLIAM MCLINTOCK,

Chartered Accountant,
Bond Court House
Walbrook, London

Signed by

for and on behalf of the
Anglo-Persian 0Oil-Campany,
Limited, in the presence of

(Sgd.) FRED G. WATSON,
23, Gt. Wichester St.,
lLondon, E.C.2, -
Solicitor.

(Sgd ) SYDNEY ARMITAGE
ARMITAGE-SMITH -

For and on behalf of the

Anglo-Persian Oil Ccmpany, :

lelted

(Sgd ) C. GREENWAY
Cha.lrman
F. MACINDCE,
Secretary.
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DEFINITIONS

The following definitions of certain terms used in
the present Agreement are applicable for the pur-
poses hereof without regard to any different mean-
ing which may or might be attributed to those terms
of other purposes.

"The,i Government"
‘means the Imperial vaernment of Persia.
"The Company"

means the Anglo-Persian 0il Ccmpany, Limited and all
its subordinate companies.

"Suboad,ula,te Company"

means any campany for with the Company has the right
_~to nominate digegtly or indirectly more than one-
“half of the gd¥eetdrs, or in which the Company holds,
directly or * f&‘ f;ky, a number of shares su:ff101ent
to assure it more than 50% of all voting rights at
the general meetings of such a campany.

"Petnoleum"

means crude oil, natural gases, asphalt, ozokerite,
as well as all products obtained either fram these
substances or by mixing th%e substa.nces with other
substances. .

"Operations of the Company in Persia”

means all industrlai cammercial and technical opera-
tions carried on by the Company excluswely ‘for the
purposes of this®Concession. }

ARTICLE I

The Government grants to the Company, on the terms of
this Concession, the exclusive right, within the
territory of the Concession, to search for and extract
petroleum as well as to refine or treat in any other
manner and render suitable for commerce the petrofeum
obtained by it. -

The,Govejanem Mants to the Company, through-

out Persia non~exclusive rlght to transport
petroleum, to refine or treat it in any other manner
.and to render it suitable for commerce, as well as to
sell it in Persia and to export it.

-, _



ARTICLE 2

(A) The territory of the Concession, until 3lst
December 1938, shall be the territory to the
south of the voilet line* drawn on the map signed
by both parties and annexed to the present Agree-
ment. ‘

(B) The Company is bound, at latest by 3lst
December 1938, to select on the territory above
mentioned one or several areas'of such shape and
such size and so situated as the Company may deem
suitable. The total area of the area or areas
selected must not exceed one hundred thousand
English square miles (100,000 square miles), each
~ linear mile being*equivalent to 1,609 meters.

The Company shall notify to the Government in
writing on 31st December 1938, or before that date,
the area or areas which it shall have selected as
.above provided. The maps and data necessary to
identify and define the area or areas which Zhe
Company shall have selected shall be attached to
each notification. .
(C) After 3lst December 1938, the Company shall no
longer have the right to search for and extract
petroleun except on the area or areas selected by
it under paragraph (E) above, znd the territory of
_the Concession, after that date, shall mean only the
area or .areas so selected and the selection of which
shall have been notified to thg Gevernment as above
provided. ‘

ARTICLE 3

The Company shall have the non-exclusive right to
construct and to own pipelines. The Company may
determine the position of its pipelines and operate
them. _ ’ .

ARTICLE 4 ™

(A) Any unutilized lands belonging to the Government,
which the company shall deem necessary for its opera-
tions in Pewsia and which the Government shall not
require for purposes of public utility, shall be handed
over gratuitously to the Company. :

The manner of acquiring such lands shall be the following:

whenever any land becames necessary to the Company, it is
bound to send to the Ministry of Finance a map or maps
on which the land which the Company needs shall be shown
in colour. The Government undertakes, if it has no
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objection to make, to give its approval within a period
of three months after receipt of the Company's request.

(B) Lands belonging to the Government, of which use

is being made, and which the Company shall need, shall
be requested of the Government in the manner prescribed
in the preceding, paragraph, and the Government, in case .
it should not itself need these lands and should have .
no objection to make, shall give, within a period of
three months, its approval to the sale asked for by the
Company.

The price of these lands shall be paid by the Company;
such price must be reasonable and not exceed the current
price of lands of the same kind and utilized in the
same manner in the district.

(C) 1In the absence of a reply from the Government to
request under paragraphs (A) and (B) above, after the
expiry. of two months fram the date of receipt of the
said request, a reminder shall be sent by the Company
‘to  the Government; should the Government fail to re—
ply to such reminder within a period of one month, its
slience shall be regarded as approval.

(D) lands which do not belong to the Government and
which are necessary to the Company shall be acquired

. by the Company, by agreement with the parties interest- .
ed, and through the medium of <the Govermment.

In. case agreement should not be reached as to the prices,
the Goverrnment shall not allow the owners of .such lands
to demand a price higher than the prices commonly current
for neighbouring lands of the same nature. In valuing
such lands, no regard shall be paid to the use to which
the Company may wish to put them.

(E) Holy places and historical monuments, as well as all
places and sites historical interest, are excluded fram
the foregoing provisions, as well as their immediate
surroundings for a distance of at least 200 meters.

(F) The Company has the non-exclusive right to take
within the territory of the Concession, but not else-
where, on any unutilized land belonging to the State,
and to utilize gratuitously for all the operations of
the Campany, any kinds of soil, sand, lime, gypsum, °
stone and other building materials. It is understood that
if the utilization of the said materials were prejudicial
to any rights whatever of -third parties, the Lompany
should indemnify those whose rights were infringed.



ARTICLE 2

(A) The territory of the Concession, until 3lst

. December 1938, shall be the territory to the
south of the voilet line* drawn on the map signed
by both parties and annexed to the present Agree-
ment.

(B) The Company is bound, at latest by 31st
December 1938, to select on the territory above
mentioned one or several areas of sueh shape and
such size and so situated as the Company may deem
suitable. The total area of the area or areas
selected must not exceed one hundred thousand
English square miles (100,000 square miles), each
linear mile being equivalent to 1,609 meters.

The Company shall notify to the Governmment in
writing on 3lst December 1938, or before that date,
the area or areas which it shall have selected as
above provided. The maps and data necessary to
identify and define the area or areas which the
Company shall have selected shall be attached to
each notification. '

(C) After 31st December 1938, the Company shall no
longer have the right to search for and extract
petroleum except on the area or areas selected by

it under paragraph (B) above, and the territory of
the Concession, after that date, shall mean only the
area or areas so selected and the selection of which
shall have been notified to the Government as above
provided. S ' :

. ARTICLE 3

The Company shall have the non-exclusive right to
construct and to own pipelines. The Company may
determine the position of its pipelines and operate
them. . ‘ - ‘

ARTICLE 4

(A) Any unutilized lands belonging to the Government,
which the company shall deem necessary for its opera-
lons in Pernsda and which the Goveamment shall not
require for purposes of public utility, shall be handed
over gratuitously to the Company.

The manner of acquiring such lands shall be the following:

whenever any land be@omes necessary to the Company, it is
bound to send to the Ministry of Finance a map or maps

on which the land which the Company needs shall be shown
in colour. The Goveanment undertakes, if it has no
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ARTICLE 5

The operations 65 the Company in Persia shall be
restricted in the following manner:

(1) The cohstructibn of any new' railway line and
of any new port shall be subject to a previous
agrement between the Government and the Com-

" pany.

(2) If the Company wishes to increase its exist-
ing service of telephones, telegraphs, wireless
and aviation in Persia, it shall only be able
so to do with the prev1ous consent of the Govern-
ment.

If the Government is authorized to utilize the means
of transport and cammunication of the Company for
national defence or in other critical circumstances,

it undertakes to impede as little as possible the opera-
tions of the Company, and to pay it fair campensation
for all damages caused by the utilization above men-
tioned.

ARTICLE 6

(A) The Company is authorized to effect, without
special licence, all imports necessary for the ex-
clusive needs of its employees on payment of the .
~custam duties and other duties and taxes in force at
the time of importation.

The Company shall take the necessary measures to
prevent the sale or the handing over of products. im-
ported to persons not employed'by the Company.

(B) The Compaky shall have the rlght to import, with-
out special hcence the equipment, material, medical
and surgicdl 1nstruments and pharmaceutical products
necessary for its dispensaries and hospitals in
Persia, and shall be exempt in respect thereof fram
any custan duties and other duties.and taxes in

force at the time of importation, or payments of

any nature whatever to the Pers1an State or to local
authorltles :

(C) The Company shall have the right to import, with-
out any licence and exempt fram any custam duties and
form any taxes or payments of any nature whatever to
the Persian State or to local authorities anything
necessary exclusively for the operations of the Com-
pany in Pernsda.’
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(D) The exports of petroleum shall enjoy custams
immunity and shall be exempt from any taxes or pay-
ments of any nature whatever to the Persian State
or to local authorities.

ARTICLE 7

(A) The Company and its employees shall enjoy the
legal protection of the Government.

(B) The Govermment shall give, within the limits
of the laws and regulations of the country, all
possmle facilities for the ope/uu‘/wnzs 04 the Com-
pany Ain Persda.

- (C) 1If the Government grants concessions to third
parties for the purpose of exploiting other mines
within the territory of the concession, it must
cause the necessary precautions to be taken in order
.that these exploitations do not cause any damage

to the installations and works of the Company.

(D) The Company shall be responsible for the deter-

mination of dangerous zones for the construction of

habitations, shops and other buildings, in order that

the Gove/mmen,t may prevent the inhabitants fran sett- '
ling there. I

ARTICLE 8

The Company shall not be bound to convert into Persian
currency any part whatsoever of its funds, in parti-
cular a.ny proceeds of the sale of 1ts export from
Persui\

ARTICLE 9

The Company shall immediately make its arrangements to

proceed with its operations in the province of Kermanshah

through a subsidiary company with a veiw of producing T
and reflnlng pe/vwiieum there. T

. ARTICLE 10 e "

(1) The sum to\be pald to the Government by the Company
in accordance with this Agreement (besides those pro-
vided in other icles) are fixed as follows:
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(a) An annual royalty, beinning on the lst January
1933, of four shillings per ton of petroleum sold
for consumption in Persia or exported from Persia;

(b) Payment of a sum equal to twenty per cent (20%)
of the distribution to the ordinary stockholders of
the Anglo-Pensian 04L Company, Limited, in excess
of the sum of six hundred and seventy-one thousand
two ‘hundred and fifty pounds sterling ( 671,250),
whether that distribution be made as dividends for
any one .year or whether it relates to the reserves
of that Company exceeding the reserves which, accord-
ing to its books existed on 31st. December 1932;
(¢) The total amount to be paid by the Compdny for
each calendar (Christian) year under-sub-clauses '
(2) and (b) shall never be less than seven hundred
and fifty thousand pounds sterling ( 750,000).

(II) Payments by the Company under this Article shall
be made as follows: :
N

(2) \On 31st March, 30th June, 30th September and -

31st Decenber of each year, on each occasion one hundred

and eighty-seven thousand five hundred pounds sterling

( 187,5 . (The payment relating to 31st March 1933
™ shall be e immediately after the ratification of the

\stent Agreement).

(b)\On\28th February 1934, and thereafter on the same
date in h year, the amount of the tonnage royalty
for the previous year provided for in ‘sub-clause (I) (a)
less the sum“Qf seven hundred and fifty thousand pounds
sterling ( 750, ), already paid under sub-clause (II)
(a). : PR

(c) Any suns due to tﬁl_e/Gov?ﬁMen,t under sub-clause (I)
(b) of this Article-shall be paid simultaneously with any
distributio O the ordinary stockholders.

—jﬂf On the expiration of this Concession, as well as

7 in the case of surrender by the Company under Article
25 the Company shall pay to the Government a sum equal
to twenty per cent (20%) of:

(a) the surplus difference between the amount of the
reserves (General Reserve) of the Anglo-Persian 0il
Company, Limited, at the date of the expiration of the
Concession or of its surrender, and the amount of the
same reserves at 3lst December 1932;

(b) the surplus difference between the balance carried
forward by the Anglo-Persian 042 Company, Limited, at the
date of the expiration of the Concession or of its



surrender and the balance carried forward by that
Caompany at 3lst December 1932. Any payment due to
the Government under this clause shall be made
within a period of one month fram the date of the
General Meeting of the Company following the expiration
or surrender of the Concession.

Y
(IV) The Government shall have the right to check
the returns relating to sub-clause (I) (a) which shall
be made 'to it at latest on 28th February for the
preceding year.

(V) To secure the Government against any loss which
might result from fluctuations in the value of
English currency, the parties have agreed as follows: -

(a) 1If, at any time, the price of gold in London
exceeds six pounds sterling per /ounce (ounce troy),
the payments to be made by the Company in accordance
with the present Agreement (with the exception of
suns due to the Government under sub-clause (I) (b)
and clause (III) (a) and (b) of this Article and
sub-clause (I) (a) of Article 23) shall be increased
by one thousand four hundred and fortieth part
( 1 ) for each penny of increase of the price of
(1400 ) . , '

' gold above six pounds sterling ( 6) per ounce (ounce
troy) on the due date of the payments.

(b) If, at any time, the Government considers that
gold has ceased to be the general basis of values
) and that the payments above mentioned no longer
\ give it the security which is intended by the parties;,
\'the parties shall came to an agreement as to a
\ modification of the nature of the security above men-
‘. tioned or, in defaulf of such an arrangement, shall
\sﬁhnit the question to the Arbitration Court (Article
22) which shall decide whether the security provided
in sub-clause (a) above ought to be altered and, if
sgé shall settle the provisions to be substituted
t \refor and shall fix the period to which such pro-
Vii;ons shall apply. ’

(VI) In case of a delay, beyond the dates fixed in
the 'present Agreement, which might be made by the
Company in payment for sums due by it to the Govean-
ment, interest at five per cent (5%) per annum shall
be paid for the period of delay.



ARTICLE 11

(1) The Company shall be completely exempt, for
its operations in Persia, for the first thirty
years, from any taxation present or future of the
State and of local authorities; in consideration
therefor the following payments shall be made to
the Govennment:

(a) During the first fifteen years of this Con-
cession, on 28th February of each year and for

the first time on 28th February 1932, nine pence
for each of the first six million (6,000,000) tons
of petrofeum, on which the royalty provided for

in Article 10 (1) (a) is payable for the prece-
ding calandar (Christian) year, and six pence

for each ton in excess of the figure of six million.
(6,000,000) tons above defined.

(b) The- Company guarantees that the amount paid
under the preceding sub-clause shall never be less
than two hundred and twenty-five thousand pounds
sterling ( 225,000).

(c) During the fifteen years following, one

shilling for each of the first six million (6,000,000)
tons of petrofeum, on which the royalty provided

for in Article 10 (I) (a) is payable for the prece-
ding calendar year, and nine pence for each ton in
excess of the figure of 6,000,000 tons above defined.

(II) Before the year 1963, the partie: - 1 come to an

agreement as to the amounts of the an: .. payments

to be made, in consideration of the cunplete exemption
of the Company for its operations in Persia  fram
any taxation of the State and of local authorities,
during the second period of thlrty years extendlng un-
til 31st December 1933.

ARTICLE 12

(A) The Company, for its operations in Persdia

in accordance with the present Agreement, shall em-
ploy all means custamary and proper, to ensure eco-
namy in and good returns from .its operatiomns, .to
preserve the deposits of petrofuem and to exploit
its Concession by methods in accordance with the
latest scientific progress.

(B) If, within the territory of the Concession, there
exist other mineral substances than petrofeum or wood
and forests belonging to the Government, the Company

.
7
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may not exploit them in accordance with the present
Concession, nor object to their exploitation by
other persons (subject to the due compliance with
the terms of clause (C) of Article 7); but the
Company shall have the right to utilize the said
substances or the woods and forests above mentioned
if they are necessary for the exploitation or the
extraction of petrofeum.

(C) All boreholes whichysnot having resulted in the
discovery of petroleum, produce water or precious
substances, shall be reserved for the Government,
which shall immediately be informed of these dis-
coveries by the Company, and the Goverdpent shall
inform the Company as soon as possible if "it

wishes to take possession of them. If.it wishes to
take possession, it shall watch that the operations
of the Company be not impeded.

ARTICLE 13

The Company undertakes to send, at its own expense

and within a reasonable time, to the Ministry of
Finance, whenever the representative of the Goveanment
shall request it, accurate copies of all plans,

maps, sections and any other data, whether topo—
graphical, geological or of drilling relating to the
territory of the Concession, which are in its

possession. -

Furthermore, the Company shall cammunicate to the
Government throughout the duration of the Concession
all important scientific and technical data resulting
fram its work in Persia.

A1l these documents shall be considered by the Government
as confidential.

ARTICLE 15

(A) The Government shall have the rlght to cause to -
be inspected at its wish, at any reasonable time, the’
technical activity of the Company in Persia, and to

nominate for this purpose technlcal spec1a1ist experts

(B) The Company shall place at the d1sposal of the gﬁ‘“
specialist experts naminated to this'end by the* Govean-.: -

ment, the whole of its records relatiye means of ’
measurenent and these specialist experts shall, further
have the rlght to ask for any 1nfonn§F1qu1n all the
offices of the Company and on all tne t 1tor1es in
Persia., A ¥

Hh
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ARTICLE 15

The Govearnment shall have the right to appoint a
Representative who shall bedesignated "'Delegate of
the Imperial Government''. ‘This Representative shall
have the right:

(I) to obtain from the Company all the information
to which the stockholders of the Company are
entitled; '

(2) to be present at all the meetings of the Board
of Directors, of its comittees and at all the
meetings of stockholders, which have been con-
vened to consider any question arising out of
the relations between the Government and
the Company;

(8) to preside ex officio, with a casting vote, over the
camittee to be set up by the Company for the
purpose of distributing the grant for and super-
vising the professional education in Great Britain
of Persian nationals referred to in Article 16;

(4) to request that special meetings of the Board of
Directors be convened at any time, to consider
any sproposal that the Government shall submit to
it. These meetings shall be convened within 15
days fram the date of the receipt by the Secretary
of the Company of a request in writing to that
end. '

_ The Company shall pay to the Government to cover the
expenses to be borne by it in respect of the salary
and expenses of the above-mentioned Delegate a yearly
sum of two thousand pounds sterling ( 2,000). The
Government shall notify the Company in writing of the
appointment of this Deligate and of any changes in
such appointment.

4 "
3 B
RN

ARTICLE 16

(I) Both parties recognize and accept as the prin-
ciple governing the performance of this Agreement
the supreme necessity, in their mutual interest, of
maintaining the highest degree of efficienty and of
econamy in the admi ration and the operations of
the Company 4in Persil

(IL) It is, however, understood that zthe Company shall
recruit its artisans as well as its technical and
comercial staff fram among Persian nationals, to the
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extent that it shall find in Persia persons who

possess the requisite competence and experience.

It is likewise understood that the unskilled staff

shall be composed exclusively of Persia%tlonals

(III) The partlos declare themselves in agreenent W\\-»
study and prepare a general plan of yearly and pro-
gressive reduction of the non-Persian employees with

a view to replacmg them in the shortest possible

time and prog'reﬁswely by Persian natlonals

(IV) The Company shall make yearly grant of ten thou-~
sand pounds sterling in order to give in Great Britain,
to Persian nationals, the professional educatlon ne—~
cessary for the oil mdustry.
. The said grant shall be expended by a Committes which
shall.be constituted as provided in Article 15.

ARTICLE 17

The Company shall be reponsible for organizing and shall
pay the cost of the provision, control and upkeep of
sanitary and public health services, according-to the
requirements of the-mbst modern hygiene practised in v
Persia, on all the lands of the Company and in all build-
ings and dwellings, destined by the Company for the use
- of its employees, inc¢luding the workmen employed within
the territory of the Concession.

N\

ARTICLE 18

Whenever the Cbmpany shall make issues of shares to
the public, the subscription 1iSts shall be opened at
Tehran at the same tlme as elsewhere

ARTICLE 19

“~Jhe Company shall sell for internal consumption in

$ }e;{a including the needs of the Goveanment, motor
spirit, kerosene and fuel oil, produced from Persia.n
pe,t/to.teum on the following basis: .

(a) On the first of June in each year, the Company
shall ascertain the average Roumanian f.o.b.,
prices for motor spirit, kerosene and fuel oil
and the average Gulf of Mexico f.o.b. prices
for each of these products during the pre-
ceding period of twelve months ending on the
“30th April. The lowest of these average prices .
shall be selected. 8Sich prices shall be the



""basic prices" for a period of one year
beginning on the 1lst June. The "basic
prices'" shall be regarded as being the *
prices at the refinery.

(b) The Company shall sell: (1) to the Govean-
ment for its own needs, and not for resale, ®
motor-spirit, kerosene and fuel oil at the
basic twenty-five per cent (25%); (2) to
other consumers at the basic price with a
deduction of ten per cent (1 3

(c) The Company shall be entit] add to the
basic prices mentioned in & ause (a),
all actual costs of transport and of dis-
tribution and of sale, as well as any im-
posts and taxes on the said products.’

(d) The Government shall forbid the export of
the petrofeum products sold by the Company
under the provisions of this Article.

- ARTICLE 20

(I) (a) During the last ten years of the Con-
cession or during the two years fram the notice
preceding the surrender of the Concession pro-
vided in Article 25, the Company shall not sell

or otherwise alienate, except to subordinate com-
panies, any of its immovable properties in-
Persia, During the same period, the Company shall
not alienate or export any of its movable property
whatever except such as has became unutilizable.

(b) During the whole of the period preceding the
last ten years of the Concession, the Company shall
not alienate any land obtained by it gratuitously
fram the .Government; it shall not export from
Persia any movable property. except in the case when
such property shall have became unutilizable or
shall be no longer necessary for the operations 04
the Company 4in Persia. :

(II) At the end of the Concession, whether by ex—

piration of time or otherwise, all the property of

the Company in Persia shall beccme the property of
" Zhe Goveanment in proper working order and free of
. any expenses and of any encumbrances.

(III)‘ The expression ''all the pfoperty" coaprises all
~-the lands, buildings and workshops, constructions,
wells, jetties, roads, pipelines, bridges, drainage

' ~and water supply systems, engines, installations and

we ¥
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equipments (including t8Bls) of any sort, all means
of transport and commmnication in Persia (including
for example automobiles, carrlag&s, aeroplanes), any
‘stocks and any other objects in Persia which the
Company is utilizing in any maﬁner whatsoever for
the objects of the Concession.

: ARTICEE 21

The contracting parties declfire that they base the
performance of the present Ag¥eement on principles
of mutual good will.and good faith as well as on a
reasonable interpretation of this Agreement.

" The Company formally undertakes to have regard at
times and in-all pl to the rights, privileges
and interests of the Gvvermment and shall abstain
fran any action or amission which might be prejudi-
cial to them. :

This Conc&ssmn shall not be annulled by the Govean-
ment and the terms therein contained shall not be
altered either by general or special legislation in
the future, or by administrative measures or any
other acts whatever of the executive authorities.

ARTICLE 22

(A) Any differences between the parties of any
nature whatever and in particular any differences
arising out of the interpretation of this Agree-
ment and of the rights and obligations therein con-
tained as well as any differences of opinion which
may arise relative to questions for the settlement
- of which, by the terms of this Agreement, the
. agreement of both parties is necessary, shall be
settled by arbitration. ‘ :

(B) The party whiclhrequests arbitration shall so
notify the other party in writing. Each of the
parties shall appoint an aghitrator, and the two
arbitrators, before procec@fig to arbitration, shall
appoint an umpire. If the two arbitrators cannot,

within two months, agree on the person of the umpire,

the latter shall be naminated, at the request of
either parties, by the Pre51dent of the Permanent
Court of International Justice. If the“President
"of the Permanent Court of International Justice
belongs to a nationality or country which, in ac-
cordance with clause (C), is not qualified to
furnish the umpire, the nomination shall be made
by the Vice-President of the said Court.

W
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(C) The umpire shall be of a nationality other
than Persian or British; furthermore, he shall not
be closely connected with Persia or with Great
Britain as belonging to a daminion, a protectorate,
a colony, a mandated country or other country
administered or occupied by one of the two coun-
tries above mentioned or as being or having been in
the service of one of these countries..

(D) If one of the parties does not appoint its
arbitrator or does not advise the other party

of its appointment within sixty days of having
received notification of the request for arbi-
tration, the other party shall have the right to
request the President of the Permanent Court of
International Justice (or the Vice~President in
the case provided at the end of clause (B)) to
nominate a sole arbitrator, to be cheosen fram
among persons qualified as above mentioned, and in
this case the difference shall be settled by this
sole arbitrator.

(E) The procedure of arbitration shall be that
followed, at the time of arbitration, by the
Permanent Court of International Justice. The
place and time of arbitration shall be fixed by the
umpire or by the sole arbitrator provided for in
clause (D), as the case may be.

(F) The award shall be‘based on the juridicial
principles contained in Article 38 of the Statues &f

the Permanent Court of International Justice. There

shall be no appeal against the award.

(G) The expenses of arbitration shall be borne in

the manner determined by the award.

ARTICLE 23

(I) In full settlement of all the claims of the
Government of any nature in respect of the past
until the date of coming into force of this Agree-
ment (except in regard to Persian taxation), the
Company (a) shall pay within a period of thirty
days from the said date the sum of one million

pounds sterling ( 1,000,000) and besides (b) shall L

settle the payments due to the Government for
the financial years 1931 and 1932 on the basis of
Article 10 of this Agreement ‘and not on. that of
the former D'Arcy Concession, after deduction of
two hundred thousand pou.%ds s’é‘f’erlmg ( 200,000)
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paid in 1932 to the Goverwment as an advance
against the royalties and 113,403 3s. 10d.
placed on deposit at the dlsposal of the
Government. -
(I1) Within the same period, the Company
shall pay to the Government in full settle-
ment of all its claims in respect of taxation
for thé period fram 21st March 1930 to 31st
December 1932 a sum calculated on the basis of
sub-clause (a) of clause I of Article II, but
without the guarantee provided in sub-clause
(b) of the same clause.

ARTICLE 24

If, by reason of the annulment of the D'Arcy
Concession, litigation should arise between
Zthe Company and private persons on the sub-
ject of the duration of leases made in Persia
before the 1lst December 1932 within the limits
allowed by the D'Arcy Concession, the liti-
gation shall be decided acoordlng to the rules
of interpretation following:

(a) If the lease is to terminate, according
to its terms, at the end of the D'Arcy
Concession, it shall retain its validity
until 28th May 1961, notwithstanding the
annulment of the said Concession.

(b) 1If it has been provided in the lease that
it shall be valid for the duration of the
. D"Arcy Concession and in the event of its
renewal for the duration of the renewed
Concession, the lease shall retain its
validity until 31st. December 1993.

ARTICLE 25

The Company shall have the right to surrender
this Concession at the end of any Christian
calendar year, on giving to the Government
notice in yrriting two years previously.

On the expiry of the period above provided, the
whole of the property of the Company in Persia
{defined in Article 20 (III)) shall becane free
~to cost and without encumbrances the property of
Zhe Govesanment in proper working order and the
Company shall be released from any engagement

»
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for the future. In case there should be dis-
putes ‘between the parties concerning their
engagements before the expiry of the period ..
above provided, the differences shall be sett-
led by arbitration as provided in Article 22,

ARTICLE 26

‘This Concession is granted to the Company for
the period begining on the date of its coming
into force and ending on 31st December 1933.

Before the date of the 31lst December 1933, this
‘Concession can only come to an end in the case
that the Company should surrender the Concession
(Art. 25) or in the case that the Arbitration
Court should declare the Concession annulled

as a consequence of default of the Company in
the performance of the present Agreement.

The following cases only shall be regarded as
default in that sense:

(a) 1if any sum awarded to Persia by the Arbi-
o tration Court has not been paid within
one month of the date of the award;

(b) if the voluntary or compulsory liquidation
of the Company be decided upon.

In any other cases of breach of the present Agree-
ment by one party or the other, the Arbitration
Court shall establish the respon31b111tes -and
determine their consequences.

Any transfer of the Concess1on shall be subject
to confirmation by the Government. .
%
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ARTICLE 27

This Agreement shall come into force after
ratification by the Majlis and pramulgation

by Decree of His Imperial Majesty the Shah.

The Government undertakes to submit this Agree—
ment, as soon as possible, for ratification by
the Majlis, ' ~

Made at Tehran, the twenty-ninth April one
thousand nine hundred and thirty-three.

. For the Imperial Government of Persia
Sl .

| (Signed) S. H. TAQIZADEH.

For and on behalf of the Anglo-Persian Oil Campany,
Limited, -

(Signed) JOHN CADMAN, Chairman.
(Signed) W. FRASER, Deputy Chairman.
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