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Executive Summary

Given Lebanon’s dismal track record in countering corruption
and its chronically gridlocked political process, the risks of
corruption in the country’s nascent petroleum sector are
significant. Sources of concern pertain to the Lebanese
Petroleum Administration’s mandate and relative insulation
from political interference, sub-optimal transparency in the
pre-qualification process, envisaged non-disclosure of
exploration and production agreements, and the questionable
assumption that sub-contracting for offshore petroleum
activities will be largely self-requlating. In addition, a range
of state institutions and agencies that will be crucial to daily
petroleum governance are unlikely to cope if not drastically
reformed. If or when Lebanon’s petroleum reserves are
confirmed, there are a number of policy choices that should be
made, including the establishment of a national oil company,
designating the role and management of a ‘sovereign fund’,
and possibly more radical proposals for petroleum revenue
expenditure and sharing. This brief argues that a lively and
informed national debate on the specificities and technicalities
of Lebanon’s petroleum sector may help to create the
prerequisites of political change and foster more favorable
conditions to counter the risks of corruption.
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Assessing Lebanon’s Nascent Petroleum Sector

Upon hearing news of a significant petroleum endowment likely hidden off
the country’s coast, many Lebanese intuitively sensed the mixed blessing that
this may bring. Many commentators, Lebanese and foreign alike, have already
warned particularly against the risk, and for some even the inevitability, of
widespread corruption in Lebanon’s emerging petroleum sector. They variously
suspect that high levels of corruption will result from an unhappy mix involving
international oil companies not especially reputed for fair and transparent
practices; Lebanon'’s political class that is widely viewed as corrupt, greedy, and
looked at with distrust; and a dysfunctional, divided, and gridlocked political
process at best geared toward deals dividing up ‘the cake'

To be fully prepared for Lebanon’s possible transformation into a major
oil and gas producer, the risks of corruption in connection to its nascent
petroleum sector need to be better understood and addressed. It is instructive
to assess corruption risks along the petroleum industry’s ‘value chain’ as the
latter typically involves an exploration process, a production process, and a
post-production or decommissioning phase. Together with the revenue and

. expenditure side of oil and
What has been put in place to gas extraction, opportunities

maximize transparency and and risks of corruption may
accountability in Lebanon’s nascent flounsh variously at all stages

h h in this value chain, depending
pEtIOI‘eum sector, alt oug on the robustness of reqgulatory

encouraging, is far from optimal frameworks and institutions
tasked with upholding them.
To date, what has been put in place or foreseen in terms of maximizing
transparency and accountability in Lebanon’s nascent petroleum sector,
although encouraging, is far from optimal, let alone corruption-proof. The
key daunting challenge in this context, especially given Lebanon’s awkward
political settlement, is to sort out the right politics to uphold these good
intentions and improve and strengthen the institutions and policies relevant

to the sector that have already been put in place.

Notwithstanding the loud voices of ‘natural resource pessimists’, not all
oil and gas-producing countries suffer from heightened levels of corruption.
In this context it has been observed that it matters a great deal whether
the country already has solid institutions in place at the time that petroleum
is discovered, in which case it is more likely that appropriate institutional
adjustments are made to counter or cushion the perilous effects of the ‘natural
resource curse’, including corruption. Lebanon’s dismal achievements in this
regard constitute a serious source of concern. Numerous internationally
recognized surveys and indices, in addition to academic research, unanimously
point to Lebanon’s corruption problem and generally found the latter to be
so engrained as to have become institutionalized in all matters of public life.
None of these dire assessments should be uncritically or automatically applied
to forecast what awaits Lebanon in terms of governing the petroleum sector
and the management of its revenues. Indeed, key policymakers, highly capable
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regulators, and civil society activists alike are adamant that with the expected
start of petroleum activities and the arrival of revenues, Lebanon will finally
turn its back to rampant corruption. The technicalities of the petroleum sector
and the institutions that already have been and will be created to govern
the sector are entirely new, as Lebanon has never embarked on significant
petroleum production before. This, one could reason, provides Lebanon with
an opportunity to this time create more solid and less corrupt institutions.

Yet, good intentions to do ’ oye .
things differently this time and Lebanon’s political settlement ... is at

the new opportunities that a the root of the country’s endemic failure
relatively novel experience in to produce robust institutions able to

petroleum governance arquably \vjthstand high levels of corruption
presents should be offset against

an understanding of the systemic causes of widespread institutional failure
and corruption in Lebanon. Arguably, Lebanon’s political settlement, or its
post-Taef arrangement to manage multiple conflicts and generate decisions
on institutions and policies, is at the root of the country’s endemic failure to
produce robust institutions able to withstand high levels of corruption. In a
nutshell, it did so by way of an extreme dispersal of power and associated
quasi-permanent gridlock in decision-making, and by muhasasa, or the
allotment of resources and public positions among confessional leaders. For
better or worse, these features jointly constitute the political context in
which Lebanon’s regulatory and institutional framework for its petroleum
sector has been designed, will be further developed, and will be enforced.

Lebanon’s First Steps in Petroleum Governance

Over the last four years Lebanon reached a number of milestones in its
preparations for petroleum sector governance. Overall, stakeholders and
observers consider the process to be reasonably transparent and promising,
even when political developments have held back relevant policy-making.
With mounting political constraints, the Lebanese Parliament approved the
Offshore Petroleum Resources Law 132 on 24 August 2010. It was followed in
April 2012 by Decree 7968 establishing the Lebanese Petroleum Administration
(LPA), whose members were appointed in December 2012. In April 2013 the
Council of Ministers approved the Petroleum Activities Regulations for
Lebanon (Decree 10289, 30 April 2013), which provides general guidelines for
commercial involvement in the sector. In accordance with this emerging legal
framework, companies were invited in March 2013 to submit their credentials
for the purpose of pre-qualification, which, in turn, will allow such companies
to submit their bids for the envisaged licensing round. Yet, subsequently two
decrees (one on delineating the ten offshore production ‘blocks’, the other on
the model contract, or model Exploration and Production Agreement [EPA])
have been held up in the Council of Ministers for approval. After a new cabinet
was formed in March 2014, an inter-ministerial committee was established
to study the two draft decrees but, to date, no agreement has been reached
about their exact contents for them to be passed. As a result, the actual
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invitation for the tender for the EPAs has been delayed, until at most six
months after the two decrees will have passed.

Law 132 and Decree 7968 essentially mandate the LPA with an overall
advisory and supportive role in preparing and applying the technical and
financial framework for the country’s emerging petroleum sector. Although
separate from the Ministry of Energy and Water (MEW), the LPA falls under
the ministry’s tutelage and, indirectly, it is heavily reliant on the Council of
Ministers in making key decisions. As such, the LPA has some of the features
of a requlatory body but, arguably, it lacks the sufficient institutional in-
dependence that is required to perform its hefty tasks without political
interference. Some involved in the drafting of the LPA’s mandate argue that
a fully independent reqgulator would not be feasible, and perhaps even be
undesirable, as it would run the risk of simply being sidelined or marginalized
by political authorities. However, before adopting Petroleum Law 132, objections
raised within the Council of Ministers caused the LPA’s envisaged independence,
even if relative in nature, to be watered down further. Perhaps most importantly,
the LPA now lacks financial independence as its budget is to be part of the
overall budget of the MEW.

Most agree that the selection of the LPA’s senior staff members was
unusually rigorous and transparent, and that the six selected candidates are
highly capable and experienced. Yet, concerns remain that regardless of their
qualifications the board members will be beholden to their political backers,
thus making them indirectly vulnerable to such politicians’ possible conflicts of

. interest. If these fears prove

Concerns remain that regardless . t,unded the 1pA board
of their qualifications the board members risk sharing the fate
members will be beholden to their of many otherfirst grade public

p olitical backers servants throughout Lebanon'’s
public administration who

effectively became clients to their patrons. In addition, there may be a risk
that a lack of political agreement on future replacements could cause the LPA
board to sustain vacancies crippling the agency, as happened frequently since
the early 1990s in numerous key state agencies and ministries more generally.
Furthermore, the LPA's role is of a mainly advisory nature in relation to the
overriding mandate of the minister of energy and water who, in turn, is to
obtain the endorsement of the Council of Ministers for his policies and decisions.
In short, within this institutional setup, and despite the precautionary measures
taken in terms of senior staff appointments, the LPA runs a significant risk
of becoming subjected to political pressure and influence.

If political interference were to affect LPA decisions, chances are that with
current auditing mechanisms and available administrative capacities this may
not be properly detected. External auditing of the LPA’s activities is to be
carried out a posteriori by the Court of Accounts, the state’s financial watchdog.
Unless this agency is dramatically revamped and significantly strengthened—
a necessity underscored repeatedly since the early 1990s but never seriously
followed up on—it will not be able to carry out this task adequately.
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It is of course too early to say whether or how the LPA’s institutional
framework will affect its staff’s integrity. For now, stakeholders, including
international oil companies, say they are impressed by how the LPA approached
the pre-qualification round, its first major accomplishment. Yet, in terms of
transparency and accountability, the pre-qualification process was far from
optimal. Crucially, no sufficient documentation or explanation was provided
about why and how the companies had been found to meet the criteria of pre-
qualification, likely so because applying companies insisted on confidentiality.
A key concern in this context is the extent to which Lebanese businessmen, in

possible or perhaps even likely . o .
partnerships with political leaders, No sufficient documentation or

may gain access to the large €Xplanation was provided about why
rents associated with upstream and how the companies had been found

activities by the winning consor- 4o maeat the criteria of pre-qualification
tiums involving one key operator

and a number of non-operators. From this perspective, the failure to release
full ownership data on the prequalified (non-operating) companies reduced
the value of what otherwise seems to have been intended as a fully transparent
pre-qualification process.

Grounds for concern also relate to the envisaged confidentiality of the EPAs
when or if they are reached with the winning companies. A ‘model contract’
will be disclosed as soon as the inter-ministerial committee agrees on it, and
hence allows for public scrutiny of key arrangements. Yet, this will not be
sufficient as certain ‘biddable items’ (especially related to the size of ‘cost
oil" and the remaining oil split between the state and the producer) will only
be settled in the actual contracts. If kept undisclosed, as appears to be the
intention, production-sharing contracts will cause agreements on such crucial
financial issues to remain unknown to the public.

When or if the EPAs will have been signed and the consortiums start
operating, large-scale subcontracting is expected to take place to service and
supply the operators, primarily onshore. Such upstream activities will range from
hiring security companies, supplying equipment, and purchasing or leasing
land for petroleum installations, to building and servicing them. This may
be good news for Lebanon’s private sector that has been suffering from the
political turmoil in the country and the region at large. Yet, at the same time
the risks of corruption and clientelist practices in subcontracting will be
significant. Among Lebanese . . . .
petroleum officials there seems Ri1SKS Of corruption and clientelist
to be an assumption that the practices in subcontracting will be

operators will be largely self- signiﬁcant
regulating in this respect as they

are likely to pursue efficiency targets that are at odds with favoritism
and corruption, and because consortium members will keep each other in
check. Yet, the Lebanese market is characterized by strong monopolistic and
oligopolistic tendencies, particularly in the petroleum imports and distribution
sector that is likely to sweep up many subcontracting opportunities. Generally,
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attempts to adopt and effectively implement anti-trust legislation in Lebanon
have thus far been unsuccessful. More specifically, it is not fully clear from
existing legislation on the emerging petroleum sector to what extent and how
exactly the LPA, or any other agency, will monitor and screen the subcon-
tracting process, and what powers it would have if it detects any irregularities.
Furthermore, if not strictly monitored, regulated, seriously capped, and publicly
disclosed, the biddable ‘cost oil’ provision of the EPAs may challenge the overall
assumption that operators will be driven by efficiency concerns in their
subcontracting. In brief, and when or if offshore subcontracting will provide
lucrative business opportunities, there is a risk that it may be subject to
pressures of muhasasa ultimately bankrolled by Lebanon’s petroleum wealth.

Another major challenge will be the necessary overhaul of a range of state
institutions and agencies that would be less directly involved in petroleum

Particularly vulnerable to corruption activities and yet crucial to

. their daily governance. Given
are the Lebanese Customs Authority, . .~ °° capacity and

state agencies issuing licenses and sysceptibility to corruption
permits, state institutions enforcing such secondary institutions in
environmental requlations, and the Lebanon are unlikely to cope.

trv's iudici Particularly vulnerable to
countrys judiciary corruption are the Lebanese

Customs Authority, state agencies issuing licenses and permits, state institutions
enforcing environmental requlations, and the country’s judiciary. Regrettably,
administrative reforms involving these and other public sector institutions since
the early 1990s have been slow, and tangible results have been disappointingly
limited. Arguably, this has been largely due to the crippling effects of Lebanon'’s
political settlement and the failure or inability of such reform attempts to
take this into account.

Policy Choices Further Ahead
From a perspective of curbing corruption risks, a host of policy choices will
become highly relevant if and as soon as Lebanon’s petroleum reserves are
confirmed. One such choice pertains to establishing a national oil company
(NOC), already foreseen as a possibility in the petroleum law. The idea
prompted controversy as some Lebanese observers suspect that the operating
of a Lebanese NOC will be riddled with corruption and struck by inefficiencies,
akin to the experience with Electricité du Liban. They also rightly point
National oil companies worldwide, and ZE; ;;Ztmfl?; jnvi;]:i,milee
especially in the Middle East, have East, have often been prone
often been prone to corruption to corruption. Yet, such
concerns need to be weighed
against the expected advantages of an NOC. In the longer term, an NOC is
likely to promote Lebanon’s high-end human capital to be employed in the
sector while it will allow for higher returns on petroleum production. While
aiming for these goals a Lebanese NOC could cooperate, partner with, and
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learn from IOCs that have both the capital and expertise to spearhead offshore
petroleum activities. From the perspective of corruption control, the NOC's
initial and inevitable dependency on the I0Cs, possibly by way of taking part
in a consortium, may generate some important checks and balances on the
Lebanese NOC as its partners will be unlikely to tolerate systemic and loss-
making mediocrity, corruption, and cronyism.

The petroleum law also mentions that net proceeds arising out of petroleum
activities or rights will be placed in a ‘sovereign fund’, leaving it to a future
law to prescribe its specific management. From a perspective of corruption
controls, the problem is that worldwide experience suggests that sovereign
wealth funds often have done little to advance the goals for which they were
established. In fact, they can even exacerbate the risk of corruption. It will
therefore be essential that there exist strict rules for withdrawals, clear and
legally bolstered criteria or earmarks for expenditure, and high levels of trans-
parency and accountability. Given Lebanon’s unruly, fragmented, or pluralist
political system, the probability of ‘fund raiding’, common in authoritarian
contexts, appears to be less acute except, perhaps, in times of full-scale war.
A much greater risk, however, is that by design, or by reflecting the lowest
common denominator of the Lebanese political class’ demands and preferences,
the institutional checks and balances on Lebanon’s sovereign fund will be
too diluted and too weak to withstand escalating political or confessional

ressures to make withdrawals. . .
given its reputation of relative Worldwide experience suggests that
integrity in managing Lebanon’s SOvereign wealth funds often have done
market in treasury paper, pethaps [ittle to advance the goals for which

one way to counter such potential th ey were e stablished
excesses is to place the fund

within the Lebanese Central Bank, and closely integrate the general management
of the central bank with that of the fund. As a result, one will connect the
central bank’s prudent management of the country’s market for treasury
paper, and associated interests of private banks, with the management of
petroleum revenues, and thereby help create vested interests among the
political class in good governance.

Having an effective fund manager in place, whether this is the central
bank or any other agency, will not guarantee that all resources it releases
will be effectively spent without waste, cronyism, and corruption. Such will be
dependent on the implementing agencies including line-ministries, especially
if at least part of the revenues will be allocated, for instance, to infrastructure
projects, initiatives enhancing social welfare provision, and poverty alleviation.
Partly due to Lebanon’s dismal record of institutional weakness, political
interference, muhasasa, and corruption in public procurement and public welfare
provision, some have suggested radical solutions to circumvent this problem.
Paying off Lebanon’s hefty public debt and/or re-financing (parts of) it, is
one such a proposal. Another is to use (parts of) petroleum revenues for cash
transfers to all adult Lebanese citizens to circumvent corruption-ridden state
institutions, counter citizens’ dependency on politicians’ patronage, and
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encourage a relationship of accountability between the state, its petroleum
revenues, and citizens. The pros and cons of such radical proposals need to
be carefully studied and assessed, and not only for their implications for
corruption. Regardless, the allocation of significant petroleum proceeds and
their expenditure is bound to entail a menu of items that will all deserve
to be considered and financed. Very likely, public procurement will remain
a serious source of concern
necessitating administrative
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However, as experience else-
where illustrates, such as in
Mongolia, the arrival of revenues from mineral assets could be seized as an
opportunity for drastic reforms in this context. Furthermore, the need for
decentralization and empowering Lebanon’s local governorates and munici-
palities—long advocated but with relatively modest results—may gain extra
relevance and urgency in the context of revenues made available by petroleum
production.

Invigorating a Public Debate

Across the value chain of petroleum production it will be essential that
Lebanon’s civil society and public at large use the opportunity and momentum
of building petroleum governance structures to find common ground in
demanding and enforcing transparency and accountability. In this context it
should be noted that there are already various modest but promising initiatives
which have been undertaken by civil society organizations with the aim of
raising public awareness and knowledge relevant to the petroleum sector and
its governance, and monitoring Lebanon’s media coverage of the issue and
enhancing media capacity. Yet, given the fractured nature of Lebanese civil
society, and the perverse tendency of its demands and proposals to be
drowned in an equally broken and dysfunctional political process, it cannot
be reasonably expected to carry out the effective oversight and scrutiny
necessary to prevent Lebanon’s petroleum dreams from turning into a
corruption nightmare. Truly effective public accountability would require
drastic changes in relations between the country’s political class and their
constituencies, and how both relate to or affect the state. No country stumbling
upon sizeable natural resource reserves would wait for such fundamental
changes to materialize before commencing production. Yet, a lively and
informed national debate on the specificities and technicalities of Lebanon’s
petroleum sector may help to create the very prerequisites of political change
and foster more favorable conditions to counter the risks of corruption if or
when production begins and revenues start coming in.
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