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Summary

The Russian foreign ministry has condemned U.N. policy on Iraq, claiming

that a retroactive pricing scheme for Iraqi oil would soon be the undoing of

its sanctions regime. Economic self-interest is the basis of the statement,

and -- though it does send a political warning to Washington -- the

statement will help Washington craft a policy that will ensure Russian

acquiescence when the hammer finally does fall on Iraqi leader Saddam Hussein.

Analysis

The Russian foreign ministry has condemned a retroactive pricing policy for

sales of Iraqi crude under the United Nations' oil-for-food program. An

unsigned, written statement issued June 18 said "a critical situation has

emerged in carrying out the U.N.'s humanitarian program of oil for food for

Iraq in connection with the unprecedented lowering of the level of oil

exports from Iraq."

The message is both a plea and a threat directed at the United States.

Russian energy companies -- many of them state-owned -- are the biggest

buyers of Iraqi crude, purchasing about $5 billion worth annually. However,

retroactive pricing practices have made planning difficult for purchasers.

U.S. foreign policy is hurting Russia's bottom line just as the Kremlin is

trying to figure out how it will shoulder growing debt payments. In this

light, Moscow is warning Washington that its willingness to follow the U.S.

lead regarding Iraq is not boundless. Nevertheless, the statement also gives

Washington a clue as to how to win the Kremlin's acquiescence to any plans

the Bush administration has to oust Iraqi leader Saddam Hussein.

Seeking a revenue stream independent of the U.N. oil-for-food program,

Baghdad began making a surcharge on its oil exports in 2000. At times, the

surcharge has hit 50 cents a barrel. London and Washington responded with a

retroactive pricing scheme -- rendering buyers of Iraqi crude uncertain how

much they'll pay for the oil until the end of each month, when the U.N. sets

the purchase price.

Since oil markets are famously volatile, regularly spasming by more than $1

per barrel in daily trading, this policy heaps all of the risk onto the

purchaser, making Iraqi crude unattractive. British and U.S. diplomats point

to the dip in the Iraqi surcharge -- now down to 15 cents per barrel -- as a

sign of the program's success. However, Iraqi exports also have fallen from

capacity-level 2.2 million barrels per day (bpd) to a paltry 370,000 bpd as

of the week ending June 15.

For Russia, anything that restricts Iraqi trade is no small matter. Baghdad

still owes Moscow $10 billion to $12 billion for weapons sold during the

Soviet era, and Russia's past coddling of Iraqi President Saddam Hussein's

regime has been rewarded with numerous, lucrative energy contracts.

It stands to reason that Moscow is not willing to put up with the

retroactive pricing scheme forever. But the Foreign Ministry statement

served as more than a warning: It also lays on the table exactly what Russia

expects if it is to continue playing along. Whether the United States

eventually ousts Hussein through military action or dispatches him with an

assassin's bullet, Russia wants its position in the Iraqi oil sector preserved.

For the United States, that's a small price to pay. Russia always has been

Iraq's loudest and most stalwart defender, and it is essential for the

Kremlin to be on board diplomatically when the United States finally moves

against Hussein. However, Washington has other means of rewarding Russia,

especially by backing its bid for membership in the World Trade Organization

-- a goal that would have been unattainable a year ago but now seems set to

be reached before the end of 2003.

As far as Washington is concerned, continuing the retroactive pricing scheme

serves several political purposes.

Due to short shipping times, much of Iraq's crude goes to Europe -- or at

least it did, before the retroactive pricing kicked in. Now, any European

shippers could pick up an Iraqi cargo and deliver it to southern European

refineries for processing, distribution and consumption before they even

know how much they'll have to pay for the oil. With such a high-risk

premium, Iraq has been all but locked out of European energy markets.

Such economic isolation would fit in nicely with any moves the United States

makes to buy off Russia, Iraq's primary sponsor.

Cut off from the rest of the world, Iraq can only suffer. U.N. officials

estimate the retroactive pricing program has stripped $2.24 billion out of

the oil-for-food program's budget, and they expect to cut nearly 1,000

contracts from the program.

Meanwhile, there would still be plenty of cash in Iraq's U.N. account to

feed the Iraqi people, support the Kurdish enclave in northern Iraq and pay

for the U.N.'s administrative program. What Iraq will lose is all of the

infrastructure and economic development programs that the Clinton

administration allowed to be worked into the oil-for-food program in 1996.

But then again, the Clinton administration wasn't trying to put Hussein in a

coffin.

