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ABSTRACT

Upstream service contracts in Iran’s oil and gas industry have been designed as instruments to attract investment
and technology without compromising the state’s sovereignty and ownership over natural resources. This article
aims to analyze the legal principles governing such contracts by examining key dimensions including state
ownership preservation, cost recovery mechanisms, reservoir conservation, project-specific return rates,
procurement transparency, domestic capacity utilization, and environmental obligations. The findings indicate that
the success and legitimacy of these contracts depend on structural designs that align with national interests,
constitutional provisions, macro policies, and principles of international law. Accordingly, reforming the current
contractual frameworks with a focus on transparency, contractual justice, environmental responsibility, and
domestic participation is a vital necessity for sustainable development in Iran’s oil sector.
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EXTENDED ABSTRACT
Upstream service contracts have emerged as

one of the principal legal and economic
mechanisms through which Iran has engaged
with international and domestic investors in
the development of its oil and gas resources.
Unlike concessionary or production sharing
contracts, service contracts—particularly in
the form of “buy-back” agreements—maintain
the state’s ownership and control over
underground resources and prevent the
transfer of sovereignty to foreign entities
(Iranpour, 2007; Shiravi, 2014). This
distinction is especially significant in the
Iranian context, where Articles 44 and 45 of
the Constitution explicitly assert state
ownership over natural resources and prohibit
their privatization. These constitutional
principles require any form of contractual
cooperation to preserve public ownership
while accommodating the need for technical
expertise and capital infusion from non-
governmental  sources (Hojjati, 2011).
International legal instruments such as the UN
General Assembly Resolution 3281 have
further reinforced the doctrine of permanent
sovereignty over natural resources, validating
Iran’s legal approach to structuring upstream
investment contracts (Keyes et al., 2000).
Therefore, the legal infrastructure
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surrounding upstream service contracts in
Iran is built upon a convergence of domestic
constitutional mandates and international
legal principles, all of which prioritize the
preservation of sovereign control.

The “buy-back” model represents the most
prominent form of service contract employed
by Iran in the past two decades. Under this

model, the contractor undertakes all
development activities—including design,
procurement, construction, and

commissioning—at its own risk and cost, and
is reimbursed through a pre-agreed allocation
of the field’s production revenues. Unlike
production sharing agreements, the contractor
has no legal claim to the hydrocarbons
extracted, nor any long-term stake in the field
after contract expiration (Montazer &
Ebrahimi, 2013). This risk-bearing structure
means that the contractor is incentivized to
operate efficiently, as cost overruns directly
impact the recoverability of the investment
(Ghandi & Lin, 2014). At the same time, the
Iranian state is protected from both technical
and commerecial risks, as no repayment is due
unless the project yields successful
production. While the economic logic of the
buy-back model has been questioned due to its
rigid repayment formula and limited flexibility
in prolonged projects, its legal foundations
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remain aligned with the state's non-negotiable
requirement to prevent sovereignty dilution
and resource alienation (Ebrahimi & Shirijian,
2013; Ebrahimi & Tajik, 2013).

One of the critical principles examined in this
study is the requirement for cost recovery from
the output of the field itself rather than from
public funds or financial guarantees. This
approach, embedded in the design of Iran’s
service contracts, reflects both fiscal prudence
and constitutional compliance. The contractor
is allowed to recover the original investment
and a pre-defined return on capital exclusively
from a portion of the field’s production. This
method ensures that no liability is imposed on
the state budget and that risk allocation is
asymmetrically weighted toward the investor
(Eskueinejad, 2005). In practical terms, the
contractor's ability to recover costs is
contingent upon the field’s performance,
making technical risk assessment a pivotal
component of pre-contractual negotiations.
The legal framework surrounding this method
of cost recovery demands precise contractual
language to prevent future disputes, especially
in relation to cost overruns and final
reconciliation of accounts (Ebrahimi et al.,
2012). The buy-back model’s strict cost
recovery mechanism has set a precedent for
contract models in which the economic burden
on the host state is minimal, and the incentive
structure is strongly performance-based.
Another cornerstone of the legal regime
surrounding these contracts is the principle of
reservoir conservation, also known as
“enhanced o0il recovery” or “sustainable
production.” Iranian legal sources define this
concept in alignment with international
practice, emphasizing technical and economic
optimization of extraction to maximize long-
term recoverable reserves without damaging
the field’s structure (Saeedi, 2022). In
legislative terms, the 2011 amendment to the
Petroleum Law explicitly mandated that all
upstream operations be conducted in a

manner consistent with reservoir integrity and
future  production  optimization.  The
importance of this principle lies not only in
environmental and technical dimensions but
also in its legal significance. Failure to conduct
operations in a conservation-driven manner
may expose the contractor to both contractual
penalties and  regulatory  sanctions.
Furthermore, enhanced oil recovery
techniques such as gas injection, water
flooding, and chemical treatment are
increasingly being mandated within contract
frameworks to ensure that recovery factors are
elevated to global standards (Asadi, 2011). In
this context, the inclusion of detailed technical
annexes in service contracts serves as both a
legal safeguard and a planning document,
binding the contractor to a model of field
development that aligns with the national
interest.

Beyond technical and economic
considerations, service contracts in Iran are
increasingly shaped by legal requirements
related to transparency, competition, and local
content. The requirement for transparent
procurement processes—particularly in the
awarding of subcontracts—has been codified
in the procurement regulations of the National
Iranian Oil Company (NIOC), which demand
that all major procurement activities be
executed through public or limited tenders
unless expressly exempted (Shokouhi, 2013).
This requirement is grounded in broader legal
principles of public law, which emphasize
equal opportunity, non-discrimination, and
the prevention of corruption (Houshmand,
2012). Additionally, Iranian law requires
contractors to submit and adhere to local
content plans, as mandated under the 2012 Act
on the Maximum Utilization of Domestic
Capacity. This law obligates both domestic and
foreign contractors to prioritize Iranian
suppliers, engineering services, and human
resources in the implementation of upstream
projects (Hosseini, 2008). Failure to comply



with these obligations can result in contractual
penalties and ineligibility for future tenders.
The law thus operates as a dual mechanism to
ensure  economic empowerment and
technology transfer while reinforcing national
sovereignty in the petroleum sector (Motazeri
& Ebrahimi, 2014).

Environmental protection, too, constitutes an
integral component of the legal architecture of
upstream contracts. Iranian environmental
law—including the 1974 Environmental
Protection Act and the Waste Management
Act—imposes strict liabilities on parties whose
operations result in  environmental
degradation, regardless of whether such
damage arises from negligence or inherent
operational risk (Sadighi Banis & Monjini,
2011). Within the context of upstream service
contracts, these obligations are translated into
contractual commitments requiring the
contractor to submit Environmental Impact
Assessments (EIA), implement pollution
control measures, and remediate any
ecological damage caused by operations
(Ebrahimi et al., 2020). Importantly, violations
of these environmental obligations can trigger
civil liability under tort law as well as criminal
prosecution, underscoring the legal system’s
prioritization of environmental stewardship.
Iran’s  alignment  with  international
environmental principles such as the “polluter
pays” rule and the “precautionary principle”
further anchors these obligations within a
globally accepted legal framework (Drakhshan,
2014). Therefore, environmental clauses in
upstream contracts are not merely symbolic;
they form legally enforceable obligations that
reflect both domestic priorities and
international legal norms.

In conclusion, the legal structure of Iran’s
upstream service contracts is characterized by
a complex interplay between constitutional
mandates, economic prudence, technical
optimization, and international legal
standards. The success and legitimacy of these

contracts depend on a careful balance between
safeguarding national sovereignty and
facilitating efficient and sustainable resource
development. As Iran continues to revise and

optimize its upstream contractual
frameworks, it must ensure that future models
retain legal coherence, economic

attractiveness, and regulatory enforceability.
Strategic reforms aimed at improving cost

recovery mechanisms, strengthening
environmental safeguards, enhancing
transparency, and  promoting  local

participation will be essential. Ultimately,
upstream service contracts must evolve into
comprehensive instruments that reflect the
legal, economic, and ethical imperatives of
responsible resource governance.
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