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Introduction

In December 2005, Kazakh President Nursultan Nazarbayev celebrated his country’s day of
independence by opening the first stretch of the Chinese-Kazakh oil pipeline. Despite the importance
of the pipeline for China’s oil security, the Chinese side had “only” sent the Vice-chairman of the
National Development and Reform Commission, Zhang Guobao, to co-preside over the opening
ceremony. The pipeline has been high on China’s economic and political agenda in recent years, and
Chinese officials have made great efforts to realise this project. Even so, the Chinese government
chose to keep a low profile during this opening ceremony in order to avoid offending Russian
sensibilities. Obviously, the economic aspects of this pipeline project are only part of the story.

The Chinese-Kazakh pipeline is an important part of China’s plan to diversify its oil supplies and its
supply routes. Currently, China imports about 44% of its total annual consumption of oil, whereof
about 60% originates from the Middle East.' Owing to the increased US dominance in the Persian
Gulf region — especially after the outbreak of the 2003 Iraq war — and along the Southeast Asian sea-
lanes, Chinese policymakers consider the country’s growing dependence on Middle Eastern oil to be a
strategic vulnerability.> As a result of its concern for the country’s security of oil supply, the
government decided to build a pipeline from an oil-producing region to China. In fact, the problem of
securing reliable oil supplies has become a pressing issue since the country’s oil demand began
exceeding its own production in 1993 and, especially, since China’s booming economy has caused
huge increases in the demand for oil in recent years.

Central Asia’ and Russia seemed the most likely to play an important role in China’s strategy to
reduce its dependence on oil supplies from the Persian Gulf region. In 2003 President Hu Jintao
presided over the signing of both the Chinese-Kazakh and the Chinese-Russian agreements on the
construction of trans-border oil pipelines. While the construction of the Russian pipeline has been
severely delayed by unanticipated developments in Russia’s energy sector and Japanese interference,
China was able to accomplish the Kazakh pipeline project.

The first agreement between Kazakhstan and China was signed in September 1997. Subsequently,
CNPC — the biggest of China’s national oil companies — emerged as an important player in the
competition for oil concessions in Central Asia and proposed spectacular pipeline projects for
transporting oil to East China. Interestingly, both sides came together only one month after US
President Bill Clinton had manifested his country’s geopolitical interest in Central Asia.* Thus, despite
the fact that Central Asia — with its quite substantial oil reserves — appeared to be China’s most natural
choice as an energy supplier,” the government’s increased interest in cooperating with its western
neighbours was also driven by strategic considerations regarding the geopolitical developments in that
region after the demise of the Soviet Union and Russia’s obvious loss of control.

The author would like to thank Coby van der Linde and Kurt Radtke for their valuable suggestions and comments on a
previous version of this paper.

! Chen Qiyu, “Fagaiwei mouhua yuanyou jinkou si da tongdao™ (The National Development and Reform Commission
focuses on four routes for China’s oil imports), Gongren ribao, 14 February 2006.
http://www.grrb.com.cn/news/news_detail.asp?news_1d=249563&type id=13; Feng Yuewei, Shiyou boyi (The oil game),
Beijing: Qiye guanli chubanshe, 2003, 308, p. 358.

% “Wo guo nengyuan anquan mianlin fuza xingshi” (The complexity of China’s energy security), Zhongguo nengyuan wang,
30 December 2005. http://www.china5e.com/news/zonghe/200512/200512300174.html.

3 “Central Asia” refers to Kazakhstan, Kyrgyzstan, Tajikistan, Turkmenistan, and Uzbekistan.

4 Klare, Michael, Blood and Oil: How America’s Thirst for Petrol is Killing Us. London: Hamish Hamilton, 2004, p. 133.

> Downs, Erica S., China’s Quest for Energy Security. Santa Monica, CA: RAND, 2000, p. 43.
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Geopolitical imagination frames world politics in a geographical context in which states vie for power
outside their boundaries in order to gain control over other regions or overtake other states in their
worldwide pursuit of global primacy. Subsequently, state leaders use maps in thinking about
international power positions and alignments. Location constitutes the most important consideration in
such power projections and entails even more specific geographical assumptions when state leaders
decide where best to act and why their actions make sense.’ Hence, the study of geopolitics focuses
on the relationship between territory and power and investigates how states can increase their power
by using geography to enhance their capabilities — for example, by securing allies and military bases
close to rival powers or by controlling key natural resources.’

Central Asia has experienced numerous such activities of power projection since the end of the Cold
War. In the mid-1990s, US energy companies concluded major oil deals with the governments of
Azerbaijan and Kazakhstan. At the same time, the US Department of Defense established military ties
with the post-Soviet states in the Caspian region. Furthermore, President Bill Clinton’s designation of
the region’s energy resources as a matter of national security invited comparison with the 1980 Carter
Doctrine. This doctrine regarded the secure flow of Persian Gulf oil as a vital interest of the US and,
subsequently, demanded that access to the region’s oil had to be protected by “any means necessary,
including military force.”® Consequently, in October 1999 the US Central Command in Tampa,
Florida — originally created to implement the Carter Doctrine in the Persian Gulf — was given
command authority over the Central Asian states of the Caspian Sea basin. Hence, any challenge to
US interests in Central Asia would be countered with the full weight of US military power.’

The continued deployment of large contingents of US troops in the broader Central Asian region as
part of the war on terrorism in Afghanistan illustrates the region’s strategic importance to the United
States. Officially, the US-led war was fought to destroy terrorist groups. Yet the US claimed victory
when it had accomplished two other, very different, policy objectives, without having justified the
original goal of the war with either of them. First, its broader power-projection strategy was realised
by establishing US military bases close to potential rivals — i.e., China, Russia, and Iran. Second, the
US became a major player in Central Asian affairs, enabling the US government to help secure US-
based companies’ access to the energy riches of the Caspian Sea region. Indeed, with the lingering
political and economic uncertainty in Iraq, the US will badly need Caspian oil, in particular supplies
from Kazakhstan, in the coming years."

China, too, has made a great effort to increase its economic and political influence in Central Asia in
recent years, mainly because of the leadership’s concerns about the stability in and along the borders
of the strategically important Xinjiang Uygur Autonomous Region (Xinjiang). Generally, many people
are discontented due to the social inequality caused by China’s rapid economic transformation and the
tremendous gap between the booming eastern provinces and the poor landlocked western regions.
Additionally, dissatisfaction with Beijing’s policies often triggers ethnic tensions in China’s minority
regions. The government fears that large-scale social unrest could easily spread across the country and
endanger China’s development. Due to Xinjiang’s strategic location and the latent discontent of its
multi-ethnic populace, the economic development of Xinjiang has become one of the key issues of
China’s overall economic modernisation. In fact, Beijing hopes that Xinjiang’s increased economic
integration with its Central Asian neighbours, including major investments in energy-related projects,
can boost Xinjiang’s economy and ease social inequality.

Many studies have focussed on Central Asia’s recent geopolitical developments. However, little
attention has been paid to Chinese interests and activities in the region. Due to its close geographical
proximity to Xinjiang, stability and economic prosperity in Central Asia are vital to China’s internal

5 Agnew, John, Geopolitics: Re-visioning World Politics. London: Routledge, 1998, p. 1.

7 Goldstein, Joshua S., International Relations. New York: Longman, 2003, pp.77-81; Dekmejian, R. Hrair, and Hovann H.
Simonian, Troubled Waters: The Geopolitics of the Caspian Region. London: 1. B. Tauris, 2003, p. 5.

8 Klare, Michael, 2004, 133; US President Jimmy Carter in his State of the Union address on 23 January 1980, quoted in
Klare, Michael, 2004, p. 45.

? Ibid., pp. 132 and 152.

19Y ermukanov, Marat, “Astana’s Oil Strategy Reveals Preference for United States,” Eurasia Daily Monitor, 28 September
2005. http://jamestown.org/edm/article.php?article id=2370277.
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economic transformation, which is considered the basis for the country’s ascent to the ranks of great
powers. Increasingly strong Chinese-Kazakh ties can be seen as an example of China’s strategy to
ward off the consequences of growing US influence in its periphery in order to avert developments
that could endanger its economic progress and, subsequently, head off its rise to power. It is therefore
important to look at China’s involvement in the region from an economic as well as a geopolitical
perspective.

Consequently, the main purpose of this paper is to use the Chinese-Kazakh oil pipeline as a case study
and discuss the progress of this project, together with China’s policy towards its periphery, as part of
its grand strategy to ascend to ranks of great powers. Accordingly, the paper not only assesses the
geopolitics of Central Asia, but also China’s oil strategy and the Western Development Programme as
the central government’s effort to stabilise the country’s economic development. The paper argues that
China’s involvement in Central Asia is a result of both China’s energy needs and the threats to its oil
security as well as the government’s concern over the territorial integrity and social stability of the
country. Hence, Chinese efforts to establish closer ties with its Central Asian neighbours should not be
seen as part of a broader strategy to challenge global US power.

Previous studies have perceptively held that the current developments in Central Asia are the result of
the activities of states as well as non-state actors.'' Indeed, the multiplicity of forces operating in the
broader Central Asian region requires that the framework of analysis include theories of geopolitics,
balance of power, neorealism, interdependence, and culture conflict.”” This study adopts the
geopolitical approach and draws from the theories of balance of power as well as realism that are
implicit in geopolitical thought. The realist school views international relations in terms of power.
States whose behaviour is based on the rational pursuit of self-interest are the most important actors in
realist thinking." As will be discussed below, energy-related issues are not the only reason for China
to seek more cooperation with its western neighbours. Therefore, the geopolitical approach is most
suitable to analyse China’s policy towards Central Asia.

The structure of this study is as follows. The second chapter provides an overview of China’s grand
strategy and the country’s policy towards its periphery. The third chapter summarises the main points
of China’s strategy for securing its oil supply. Chapter four describes the progress of China’s large
undertaking to build an oil pipeline from western Kazakhstan to Xinjiang, while Chapter five
discusses the importance of the pipeline both for the development of China’s western regions and for
China’s relations with Kazakhstan. The sixth chapter shows how China is fostering its interests in
Central Asia, focusing on the Sino-Russian strategic cooperative partnership, China’s contribution to
the establishment and institutionalisation of the Shanghai Cooperation Organisation, and China’s
military posture in the region. Chapter seven provides an evaluation of China’s economic role in the
broader Central Asian region in the near future. The last subsection of that chapter discusses three
scenarios that could strongly impact the geopolitics of Central Asia and China’s interests in the region.
Conclusions are formulated in Chapter eight.

"' See Amineh, Mehdi Parvizi, Globalisation, Geopolitics and Energy Security in Central Eurasia and the Caspian Region.
The Hague: Clingendael Energy Publication, 2003; and Dekmejian, R. Hrair, and Hovann H. Simonian, Troubled Waters:
The Geopolitics of the Caspian Region. London: 1. B. Tauris, 2003.

12 Dekmejian, R. Hrair, and Hovann H. Simonian, 2003, p. 4.

13 Goldstein, Joshua S., 2003, p. 73.



8 Introduction



The rise of China and its security environment 9

The Rise of China and Its Security Environment

This chapter summarises China’s grand strategy and provides an overview of the country’s strategic
adjustment to the post-Cold War unipolar world. The final section describes China’s position in Asia
and its regional policy.

2.1. China’s Grand Strategy
A Great Power in the Making?

Chinese analysts are convinced that the first two decades of the 21st century will constitute a critical
juncture for the Chinese people in accomplishing their country’s internal revival and creating lasting
prosperity, while simultaneously pursuing China’s rise on the international stage."* Consequently, the
country’s leaders have deemed the next 20 years as a period of strategic opportunity for China to
ascend to the ranks of great powers. Already in 1975, Deng Xiaoping (1904-97) declared that China
must not remain at the stage of a third-world country, because it had the potential to become equal to
the US within a few decades. Deng’s decision to open up China’s economy laid the foundation for
China’s economic and political rise. Yet his legacy also includes the insistence of China’s independent
development, the rejection of participating in alliances with other countries, and the focus on internal
stability and rapid economic growth."

Until now, China’s grand strategy for ascending to the ranks of global great powers has never
explicitly been presented by its leaders in any comprehensive manner. Still, from various public
statements it can be concluded that China’s grand strategy is geared toward the attainment of three
interrelated objectives — i.e., the preservation of domestic order and well-being in the face of different
forms of social strife, the defence against persistent external threats to national sovereignty and
territory, and the attainment and maintenance of geopolitical influence as a major state.'®

Ye Zicheng describes the term “grand strategy” as an all-embracing strategy of the state — a large
strategic system that comprises the long-term goals of a state along with the various strategies for
achieving it. A state’s grand strategy thus consists of strategies that concern the country’s foreign
policy, diplomacy and military, as well as its geopolitical strategy and the strategies for the country’s
internal development — i.e., its political, economic, environmental, and cultural development
strategies. As such, a grand strategy is the basis for all state policies.'” Goldstein states that a grand
strategy refers to “the central logic that informs and links various foreign policies, the regime’s vision
about how it can most sensibly serve the nation’s interests (goals) in light of the country’s capabilities
(means) and the international constraints it faces (the context of interdependent choice).”'®

According to Zhang Yunling and Tang Shiping, China’s grand strategy must serve the central purpose
of the country’s development. Thus, this strategy aims at shaping and maintaining the security,

4 Xu Jian, Guoji huanjing yu Zhongguo de zhanliie jiyugi (The international system and the period of China’s strategic
opportunity), Beijing: Renmin chubanshe, 2004, p. 364.

' Ye Zicheng, Zhongguo da zhanliie: Zhongguo chengwei shijie daguo de zhuyao wenti ji zhanliie xuanze (China’s grand
strategy: China’s most important problems and strategic choices as a great nation). Beijing: Zhongguo shehui kexue
chubanshe, 2003, pp. 34-5.

'6 Swaine, Micheal D., and Tellis, Ashley J., Interpreting China’s Grand Strategy: Past, Present, and Future. Santa Monica,
CA: 2000, pp. ix-x.

7 Ye Zicheng, 2003, p. 1-2.

18 Goldstein, Avery, Rising to the Challenge: China’s Grand Strategy and International Security. Stanford, CA: Stanford
University Press, 2005, p. 19.
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economic and political environments conducive to China’s focus on its economic, social, and political
development. Four core concepts underpin China’s current grand strategy. First, Sun Yat-sen (1866-
1925) and the Chinese leaders that succeeded him have always believed that China should belong to
the “club of great powers.” Even though the country’s position declined in the 19th and 20th centuries,
their goal has been to make China a great power again. Second, Deng Xiaoping stated that China
needs a stable and peaceful international environment for its modernisation. Moreover, he realised that
the PRC’s security conundrum in the 1960s and 1970s had not been the result of external forces alone,
but rather the product of China’s behaviour and interaction with the outside world. Deng’s
acknowledgement of the existence and origins of this security dilemma was a momentous shift and has
exerted a profound influence on China’s strategic thinking and behaviour ever since. Third, Deng
Xiaoping consistently stressed the importance of self-restraint and warned his successors against
actively seeking leadership in global or regional affairs and taking on responsibilities that China
cannot bear. Finally, particularly since the 1997 Asian financial crisis, Chinese leaders have been
aware of the fact that the country’s economic welfare and its security depend heavily upon its
interaction with other countries. Consequently, China must participate in world affairs more actively,
which requires that China shoulder certain burdens and responsibilities. Hence, the PRC needs to act
as a responsible great power on the international stage."’

A global great power is defined as “a state that easily ranks among the top five in the primary global
structures — economic, military, educational, and normative — and that enjoys relatively low
sensitivity, vulnerability, and security interdependence because of massive resource and skill
differentials and relative economic self-sufficiency.”” In general, great powers have the world’s most
capable military forces and the strongest economies, which rest on some combination of large
populations, plentiful natural resources, advanced technology and educated labour forces.”! Thus, a
great power is “a strong state with the ability to mobilise the country’s human and material resources
in the service of its worldview and policy objectives.”*

Applying these criteria and judging from the country’s behaviour on the international stage, China
must be regarded as a regional power that pursues a rather cautious approach to its global interests.
Yet, China can be considered a rising great power by conventional measurements of the rise and fall of
great powers in terms of shifts in the international military and economic power balances.” Actually,
Chinese analysts are convinced that China’s rise has already become inevitable — a development with
which policymakers must now reckon.**

The most important aspect of China’s rise, however, is the question of how its ascent to power will
unfold. Although the rise of China as the predominant phenomenon of the 21st century is also widely
acknowledged in international foreign policymaking and analyst circles, there is hardly any agreement
as to how China will rise to the ranks of great powers and how China might be accommodated.”
Nevertheless, Chinese elites believe that only an “intrasystem rise” can be a peaceful one.”®
Undoubtedly, the current leadership adheres to Deng Xiaoping’s doctrine of “peaceful development”
and has even substituted this slogan for the much-discussed term “peaceful rise.”’ The ultimate
direction of China’s further transition will be determined by both internal developments and several
external factors, such as the government’s ability to ensure stable economic growth, and the
maintenance of a peaceful international environment.

' Zhang Yunling, and Tang Shiping, “China’s Regional Strategy,” in Power Shift: China and Asia’s New Dynamics, ed.
David Shambaugh, Berkeley, CA: University of California Press, 2005, pp. 48-9.

20 Kim, Samuel S., “China as A Great Power,” in The China Reader: The Reform Era, ed. Orville Schell and David
Shambaugh, New York: Vintage, 1999, p. 448.

2! Goldstein, Joshua S., 2003, p. 95.

2 Kim, Samuel S., 1999, p. 448.

2 Ibid., p. 457.

24 Xu Jian, 2004, p. 364.

% Xiang Lanxin, “China’s Eurasian Experiment,” Survival 46, no. 2 (2004): 114; Xu Jian, 2004, p. 364.

%6 Zhang Yunliang, and Tang Shiping, 2005, p. 53.

27 «Zhongguo de heping fazhan daolu’ baipi shu (quanwen)”(White book on China’s way of the peaceful development (full
text)), Renmin wang, 22 December 2006, http://politics.people.com.cn/GB/1026/3965180.html.
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Adjusting to a Unipolar World

In the first decades of the 21st century, China’s relations with the US as the only remaining
superpower may hold the key to maintaining peace. In general, Chinese analysts still expect that the
current international system, particularly the relations between the great powers, will prevail for the
time being. Thus, the present international environment opens the door for China to become a global
great power.”® Tang Shiping identifies two preconditions crucial to the achievement of this great
ambition: China’s maintenance of an effective strategic nuclear threat and the striving for a multipolar
international system.29 The most critical external threats to China’s rise, however, are the unsolved
Taiwan issue and China’s dependence on foreign energy supplies.”” The country’s dependence on oil
imports could indeed endanger further steady economic development which, of course, is the most
important precondition for China’s ascent.”’ Yet both external threats are also directly linked to the
dynamics of the Sino-American relationship.

After the end of the Cold War, optimism about an emerging ‘“new world order” prevailed, and the
experience of almost two decades of basically friendly ties between the US and China seemed to bode
well for the immediate future. Yet the solid military-strategic foundation of self-interest that had
encouraged Sino-American cooperation crumbled after the collapse of the Soviet Union in the early
1990s. The remaining incentives for cooperation were mutual economic interests and shared
perspectives on a few regional and international security concerns. However, these issues were not in
themselves sufficiently compelling to either offset old differences or counterbalance the new conflicts
that emerged during the 1990s as a result of both China’s growing capabilities and the transformed
international system.’> Additionally, the demise of the Soviet Union and the developments in its
former satellite states induced new fears among the leaders in Beijing. Especially after the US
supported sanctions against China in the wake of the 1989 Tiananmen incident, the Chinese
government no longer saw the US as a valuable military counterweight to a powerful and threatening
superpower neighbour, but once again as the leading advocate of ending communist rule in China in
the same way as it had been ended elsewhere.”

Consequently, lingering disagreements about political ideology and the unresolved Taiwan issue were
important triggers for the deterioration of Sino-American relations after the Cold War. In fact,
attempts by US officials to pressure China to make domestic political changes were perceived as
threats, because China’s leadership saw them as a challenge to the internal stability necessary for the
pursuit of the country’s policies of economic reform and modernisation. Moreover, increasing US
involvement with the Taiwan issue was viewed as part of a US-led effort to endanger China’s ability
to protect its vital national interest. Accordingly, the emerging dynamic in the Sino-American
relationship began to reflect the logic of what international relations scholars refer to as “the security
dilemma.”** While US policymakers began to worry that a rising China might challenge the existing
security order in Asia Pacific that rested on US preponderance and leadership, China’s leaders feared
that the US was determined to prevent China from legitimately exercising international influence
commensurate with its growing economic power.”’

In early 2001, the George W. Bush Administration initiated a sweeping strategic review. This review
included a shift of strategic-military attention from Europe toward Asia — the most extensive
realignment of US power in half a century.’® Although this reorientation was not narrowly focused on
China, it had a direct bearing on the Administration’s China policy. Actually, at the outset of the 21st
century, the US and China seemed on the brink of a new Cold War. After 11 September 2001,
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however, the rhetoric of cooperation replaced that of conflict. Still, both sides clearly remain vigilant.
Potentially dangerous disagreements are still unresolved, while mutual suspicions about future
capabilities and intentions endure.’’

At the moment, China is neither capable nor willing to enter into conflict with the US on issues that
could fundamentally worsen Sino-US relations. As a result, the grand strategy that guides China’s
international behaviour aims to engineer the country’s rise to great-power status within the constraints
of a unipolar international system that is dominated by the United States. Thus, China’s leaders are
trying “to increase the country’s international clout without triggering a counterbalancing reaction.”*

2.2. Strategic Choices after the End of the Cold War

China’s Foreign Policy as an Ascending Great Power

Realist international relation scholars, especially those aligned with neoconservatives in the US, have
warned of China being an assertive and expansionist great power that will be able to challenge US
predominance in the post-Cold War world and will further its interests by launching aggressive
warfare against its neighbours. In contrast, the liberal argument assumes that China is a conservative
power that will maintain the status quo in the foreseeable future and will become more open and
democratic as economic reform proceeds. Zhao Suisheng, however, stresses that neither of these
international relation theories alone can provide a full insight into how China’s changing status in the
international system will influence international stability and peace. So far, China’s leaders have
developed a pragmatic strategy resulting in “a firmly goal-fulfilling and national-interest-driven
strategic behaviour conditioned substantially by China’s historical experiences and geostrategic
environment.”

During the first decade of economic reform, China’s leaders continued the pragmatic foreign policy
approach that had been developed by Mao Zedong (1893-1976) in the early 1970s and tried to
manoeuvre between the two superpowers, eagerly promoting a world of multipolarity® consisting of
sovereign nations that mutually respect the principle of non-interference.*' In 1996, after several years
of ad hoc attempts to deal with the fact that the US was the only remaining superpower and other post-
Cold War challenges, China’s leadership formulated a new foreign policy line. This new policy was
designed to engineer China’s rise to the status of a genuine great power that would be able to shape —
rather than simply respond to — the international environment.*

During the celebration of the 80th anniversary of the Chinese Communist Party (CCP) in July 2001,
President Jiang Zemin provided an ideological backing for the new foreign policy approach by
endorsing the view that China should abandon its victim mentality*’ that emphasised the 150 years of
shame an(i‘humiliation the Chinese people had been experiencing, and instead adopt a great-power
mentality.
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In general, the recent priority for China’s foreign policy strategists has been to establish peaceful
working relationships with as many countries as possible, enabling the Chinese leadership to direct its
efforts to the country’s economic development.*’ Indeed, in regions where geopolitical or security
concerns are of primary importance, the Chinese use trade and investment as instruments for fostering
new relationships.*® Further, China has been posting many of its most seasoned diplomats to
ambassadorships in key regional capitals, where they become actively involved in local communities,
while lower-ranking diplomats attend academic and policy-related seminars, forge business ties,
cultivate good relationships with local overseas Chinese communities and try to create good will."’

China’s foreign policy aims at maintaining the international conditions that will make it feasible for
the leadership to focus on domestic issues. The government needs this breathing space to be able to
increase the country’s economic and military capabilities. Consequently, since 1996, China has been
making efforts to reassure potential adversaries, which had grown ever more worried about the
country’s rise, to reduce the likelihood that the US, or others with its backing, would exploit their
current material advantage to thwart China’s ascent and frustrate its international aspirations.
Moreover, in recent years, China has placed more emphasis on great-power relations with Russia, the
EU, and the US — now a top foreign policy priority — while trying to encourage those major powers
to view China as an indispensable, or at least attractive, partner.*®

Chinese leaders have avoided confrontations with the US and tried to defuse tensions with bordering
countries. Zhao Suisheng concludes that China’s resulting pragmatic strategic behaviour is “flexible in
tactics, subtle in strategy, and avoids appearing confrontational,” but China is uncompromising with
foreign demands that concern its vital interests or involve historical sensitivities.*

The New Security Concept

In general, the new security concept mainly draws from principles that have been pillars of China’s
foreign policy since the 1950s, in particular the so-called ‘Five Principles of Peaceful Coexistence.’
These principles entail mutual respect for the sovereignty and territorial integrity of other countries,
non-interference in the internal affairs of other countries, non-aggression, bilateral relations based on
equality and mutual benefits, and peaceful coexistence. The core of the new security concept is mutual
trust, mutual benefit, equality and cooperation. These values are viewed as the basis for a fair and
reasonable new international order. The vigorous promotion of these principles does not reflect
China’s strength to establish such a new international order, but is rather an indication of its self-
perceived weakness and its frustration with an increasingly troubled global and regional security
environment.”

After the end of the Cold War, the threat of a major war between two or more great powers was
reduced considerably. As a result, during the 1990s, Chinese leaders regarded the country’s security
environment as the most favourable since the establishment of the PRC. Chinese analysts still consider
China’s security environment to be better than during the Cold War. However, Yan Xuetong argues
that nowadays the likelihood to be drawn into a war is greater than during the 1990s.”’ Recent Chinese
defence White Papers conclude that tendencies of hegemonism and unilateralism have gained new
ground, as struggles for strategic points, resources and dominance crop up from time to time.
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Subsequently, the role of military power in safeguarding national security is assuming greater
prominence.”

By the late 1990s, the government had reached agreements or was engaged in talks about the
delimitation of China’s borders with its western and southern neighbours as well as with Russia. This
improved security along these borders. However, since 1989, China and the US have increasingly
become military opponents. Moreover, China’s security is also endangered by so-called non-
traditional security threats, such as drug trafficking, terrorism, risks linked to the increasing
dependence on information technologies, and China’s growing economic interaction with other
countries. Hence, China faces the risk of both a regional war and the danger of non-traditional security
threats that could cause damage comparable to a conventional war. Finally, the growth of China’s
military capabilities lags behind the country’s economic development. As a result, China’s navy — the
weakest part of the country’s military — is not able to secure vital sea-lanes, a reality that could
severely endanger its economic development.

In the 1980s and 1990s, the military modernisation slowed down to focus on economic development.
At that time, the Chinese leadership pursued a policy of “economic strength and military weakness.”
Yet Yan Xuetong stresses that a country must be able to rely on different capabilities in order to deal
with the various problems it might face.”* At the moment, China’s military capabilities do not allow
the PLA to engage in a military conflict with the US, which is the only regional power that could exert
any considerable pressure on the country. This vulnerability can only be overcome by accelerating the
ongoing military modernisation.>

The US is expected to remain at the centre of China’s strategic calculations. The future of China’s
regional strategy will be influenced by US long-term strategic intentions toward China and how the
US views the PRC’s interaction with regional countries.’® For the short term, China views its
neighbours as a shield from pressure exerted by external great powers. Therefore, maintaining a
cordial relationship with regional states is the key to averting the emergence of a containment coalition
led by any combination of external powers.”” Hence, to cope with both traditional as well as non-
traditional threats to its security, China’s new security concept embraces security-cooperation
instruments 5sguch as consultations and confidence-building measures rather than multilateral security
institutions.

2.3. Engaging with the Periphery
Asia and the Rising China

In the first three decades after its foundation in 1949, the PRC behaved differently on the regional
stage. Sometimes it was forced to pursue policies of autarchy, or alignments with external powers —
the US and the Soviet Union — were necessary to augment its security. At other times, it exerted a
negative influence in the region as a result of its own domestic dislocations or attempts to subvert
neighbouring non-communist governments.> In fact, when the PRC behaved in these ways — as a non-
status quo power — it only became more marginalised from the principal actors and central dynamics
of the region. Deng Xiaoping clearly recognised this and made it one of his highest priorities to try and
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reintegrate China into the Asian region. After the first steps to ameliorate long-standing tensions and
build new ties under Deng Xiaoping, even more substantial progress was made during the 1990s.”

Undoubtedly, China is again part of the mainstream and has been repositioning itself both as a central
actor in the region and as a responsible power seeking to enhance the stability and security of the area.
Actually, until the late 1990s, China’s regional posture had remained somewhat aloof and less than
fully engaged. However, since 1997-8 the PRC has demonstrated a new confidence in its external
posture, and its ties with neighbours and regional organisations have exhibited a number of new
features.®’ Additionally, due to China’s increasing importance to the region, countries all around its
periphery are adjusting their relations with Beijing, as well as with each other. Consequently, a new
regional order is taking shape, creating an extensive web of mutual interdependence among states and
non-state actors. Although China increasingly finds itself at the centre of the web, it shares the
regional stage with the US, Japan, ASEAN, and India.”*

Economically, however, China — not Japan or the United States — is already at the hub. Although
China is the most obvious power on the rise, India and other Asian states also boast growth rates that
could outstrip those of major Western countries for decades to come. Still, China has become the
engine driving the recovery of other Asian economies from the setbacks of the 1990s. The country’s
economic influence among the member of ASEAN is growing steadily, and thanks to China, Japan is
finally emerging from a decade of economic malaise. Indeed, China is now such a large player in the
regional as well as the global economy that its health is inextricably linked to that of the system at
large.” Furthermore, as a result of this growing interdependence, China is likely to become
increasingly effective in pursuing its national goals and strategies both in Asia and among larger
external powers with interests in the region, such as the United States.**

China’s Policy Toward Its Periphery

After the foundation of the People’s Republic of China in 1949, the Chinese leadership did not pursue
a consistent regional policy. Moreover, tensions with many of its neighbouring countries became an
important source of threat to the country’s national security. Subsequently, China constantly had to be
alert to the possibility of invasions by hostile powers via its neighbouring countries. China even fought
severaéswars with neighbours or with external powers in neighbouring countries in order to diffuse the
threat.

As an immediate threat of invasion had disappeared and dynamic economies emerged along its eastern
coast in the 1980s, China’s security policy shifted from simply ensuring survival in a hostile world
toward preventing instabilities along its borders that could possibly undermine the country’s prospects
for continued economic development.®®

In the 1990s, the Chinese leadership began to develop a new periphery policy that would help China to
achieve the goal of creating a regional environment conducive to its economic modernisation and
national security.®” Consequently, China has pursued a fairly consistent and coherent policy towards
its periphery in the past decade, which focuses on two interrelated efforts. Neighbouring countries
must be reassured that China will act as a responsible and cooperative player. At the same time, the
Chinese leadership cultivates partnerships with the world’s major powers in order to reduce the risk
that other countries will unite to prevent China’s rise to the ranks of great powers.”® Hence, China’s
regional strategy can be viewed as the core of its grand strategy. Both the ideas and practices of its
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regional behaviour reflect the imperatives of its grand strategy, for Asia is the only region in which all
aspects of China’s national interest — security, economic and political cooperation — are present.*’

In view of that, China’s policy toward its neighbours has two security goals. First, China seeks to
secure its boundaries by settling border disputes through consultations and negotiations. Second, the
Chinese leadership tries to prevent alliances of its neighbours with outside powers that are hostile to
China. This goal has involved the development of good relations with Asian countries and the search
for common ground with its neighbours in resisting pressures from Western powers on issues such as
market penetration and human rights issues.”

The Chinese government realises that its neighbours already see the country as a regional economic
power and expect that its weight will continue to grow. Thus, the challenge now confronting China is
how to make China’s economic growth an opportunity for the region rather than a threat. By making
China a locomotive for regional growth, states should be prevented from coalescing to thwart China’s
economic growth.”!

David Shambaugh identifies four overarching characteristics of China’s recent interaction with its
periphery. First, China makes a concerted effort to build strategic partnerships and work with regional
organisations. Second, the government tries hard to deepen bilateral political and economic
interaction. Third, Chinese policymakers go to great lengths to expand economic ties. Finally, in
recent years China has become engaged in various forms of bilateral and multilateral cooperation in
order to remove distrust and anxiety in the security sphere.”

China’s emerging regional security posture can be divided into three categories: unilateral, bilateral,
and multilateral activities. China’s military modernisation programme is undertaken unilaterally. The
programme is mainly driven by two concerns. First, China wants to build and deploy a
comprehensively modern military commensurate with the country’s status as a major power. Second,
the modernisation focuses on various Taiwan military scenarios. On the one hand, the People’s
Liberation Army (PLA) has not yet developed — or even placed a priority on developing — a power-
projection capability. On the other hand, China possesses a navy and air force that numerically
exceeds that of any other country in the region, and its entire force structure is becoming more modern
and professional by the day.”

In general, China has been able to offset the impact of these unilateral moves with a series of bilateral
and multilateral confidence-building measures. Indeed, with more than 15 countries bordering China,
an aggressive posture is simply not in the government’s interest, no matter how powerful China
becomes. Aggressive behaviour would simply lead to a counterbalancing alliance of China’s
neighbours and a distant power, most likely the United States.”* Accordingly, the Chinese government
has established bilateral security dialogues with some neighbouring countries and has stepped up
official military-to-military exchanges, which include bilateral military exercises with other nations,
such as Kazakhstan, Pakistan, India and Russia.” Moreover, in 2003, China formally acceded to
ASEAN’s Treaty of Amity and Cooperation, committing China to the core elements of ASEAN’s 1967
Charter. By signing the Declaration of Conduct on the South China Sea, China has accepted to adhere
to non-aggression, non-interference, and a variety of other conflict resolution mechanisms and is also
increasingly willing to participate in the ASEAN Regional Forum, which can be viewed as a potential
basis for establishing a regional cooperative security community.’®

Beijing has committed itself to some fundamental compromises that enmesh China in multilateral
frameworks and regional interdependencies, such as the Shanghai Cooperation Organisation and
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closer ties with ASEAN. Yet the Southeast Asian and Central Asian states, for their part, have not
entered into these arrangements with their eyes closed. As they have a long historical experience of
dealing with a more powerful imperial China, these countries are well equipped for the emergence of
China as a superpower in the 21st century.”’

China has already largely completed its painful search for a national identity. Nowadays it no longer
sees itself as a country that faces imminent external danger or is on the verge of internal implosion, but
as one that has resources for managing its economic transformation and a growing ability to shape its
environment. Thus, the PRC is becoming more confident of its relationships and its position in the
region. As long as China’s optimistic assessment of its external environment and its self-identity as a
respon%ble great power continue to hold, the government will be able to pursue its current regional
policy.

In sum, a peaceful international environment is a precondition for China’s ascent to the ranks of global
great powers. After the end of the Cold War, Chinese leaders had to adjust their policies to an
emerging unipolar international order and redefine their country’s relations with the US. In the mid-
1990s, the leadership developed a new foreign policy approach. China’s main efforts to shape an
environment conducive to its economic development are focussed on its periphery. As a result of
China’s economic rise and its successful regional policy, Asian countries are increasingly willing to
take China’s interests into account.

7 vatikiotis, Michael R. J., “Catching the the Dragon’s Tail: China and Southeast Asia in the 21st Century,” Contemporary
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China’s Oil Security

This chapter gives an overview of the development of China’s oil consumption in recent years,
China’s strategy to secure sufficient oil supplies, and the country’s policy towards its key oil suppliers.
The final part of this chapter discusses the main threats to China’s oil security — Japan as its most
important regional competitor for oil supplies and US interference in oil-producing regions, as well as
US activities along crucial transport routes.

3.1 The Development of China’s Oil Demand
China’s Energy Consumption

China has a quite distinctive energy consumption pattern among the major economies. Generally,
these countries have opted to rely heavily on cheap oil and gas, while no more than 30% of their ener-
gy supply comes from coal. For the past 50 years, however, coal has been China’s most significant
source of energy, making up 67.1% of the country’s current primary energy consumption.” At the
beginning of Communist rule in the 1950s, less capital-intensive coal extraction was a natural choice.
In fact, China’s continued reliance on coal is a result of the country’s scarce endowment of oil
resources, a lack of environmental concern, and the higher technology barrier to exploring and
extracting oil and natural gas.*® Analysts expect that the consumption of other energy sources will
grow, but coal will remain China’s main energy source for the foreseeable future.®'

Currently, oil is China’s second most important energy resource, accounting for 20% of the country’s
energy consumption.*> China has proven oil reserves of about 17.1 billion barrels, which is 1.4% of
the world’s total. In 2004, China produced 3.4 million barrels a day (b/d). Yet since 1993, China’s
demand for oil has been exceeding its domestic oil production.* The country’s growing demand is
further exacerbated by the fact that the major oil fields in Northeast China, where nearly 90% of the
country’s total crude is produced, have already peaked and are in decline. This is particularly true for
China’s largest oil fields, Daqing and Shengli in the provinces of Heilongjiang and Shandong, which
are both considered to be over-drilled. Unfortunately, efforts to develop deposits located in the Tarim
Basin in Xinjiang were for the most part in vain, as both Chinese and foreign companies failed to
make the kind of discovery that would confirm the basin as a major oil source. Moreover, exploration
in the Tarim Basin is rather unprofitable.* Despite recent offshore discoveries in the Bohai Bay, the
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Pearl River Delta, and the Beibu Gulf (Gulf of Tonkin), China’s domestic oil production is not
expected to increase substantially in the coming years.®

Figure 3.1: China’s oil production and consumption, 1980-2005

China's Oil Production and Consumption, 1980-
2005 (thousand barrels per day)
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Source: Energy Information Administration of the US Department of Energy (E1A). “China.” 2 August 2005,
http://www.eia.doe.gov/emeu/cabs/china.html.

As a result of the country’s rapid economic development and the decline in domestic supply, China
has become ever more dependent on foreign oil in recent years.®® Analysts expect that China’s reliance
on foreign oil supplies will continue to grow over the next two decades because of the widening gap
between domestic production and demand. Currently, imports account for 40% of Chinese oil demand,
and calcggations suggest that China’s oil import dependence will reach 50% by 2010 and at least 60%
by 2020.

Economic Development and Energy Demand

The aggregate energy demand of an economy is determined by the relative size of the agricultural,
industrial, and service sectors. Economic development causes structural changes that are reflected in
shifts in the output contributions of the agricultural, industrial and service sectors. These changes
subsequently influence the growth of energy consumption. In the initial stages of economic growth,
the share of agriculture in total output falls, while the share of industry rises. In latter stages of
development the services share increases, which eventually will dominate total output. The industriali-
sation process is typified by enormous increases in energy consumption, because industry is more
energy-intensive than agriculture. Additionally, energy demand for transportation and for residential
and commercial uses also increases with economic progress. *® However, currently wealthy economies
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87 Shi Dan, “Yizhan dui shijie shiyou geju de yingxiang ji woguo de duice” (The influence of the Iraq war on the structure of
the global oil business and China’s countermeasures), in Yilake zhanzheng yu Zhongguo jingji (The Iraq war and China’s
economy), ed. Shi Guangsheng, Beijing: Zhonghua gongshang lianhe chubanshe, 2003, p. 196; Downs, Erica S., 2000, p. 9.
8 Medlock 111, Kenneth B., and Ronald Soligo, “The Composition and Growth of Energy Demand in China,” prepared for
the James A. Baker III Institute for Puplic Policy of Rice University, Housten, TX, April 1999,
http://www.rice.edu/energy/publications/docs/AsianEnergySecurity CompositionGrowthEnergyDemandChina.pdf.
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are less energy-intensive, in that they use energy more efficiently than do developing and
industrialising countries.

Figure 3.2: Oil consumption per unit of GDP, Figure 3.3: Oil consumption per person
2002
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Source: “Oil: Pain at the Pump.” The Economist, Source: “Survey —The World Economy: A Hungry
20 May 2004, http://www.economist.com/ Dragon.” The Economist, 30 September 2004,
displaystory.cfm?story id=2693292. http://www.economist.com/

displaystory.cfm?story id=559446.

Still, since growing demand for energy is a result of and a necessity for economic development,
governments must either develop domestic resources or increase national dependence on international
sources as part of their overall strategy for economic transformation.”

As a whole, China is still at the lower end of the development spectrum when per capita GDP is used as
a benchmark for comparison with other economies. Thus, the bulk of China’s total energy demand
will continue to come from its ongoing industrialisation for the foreseeable future. Moreover, the
analysis of the development of real GDP for various countries reveals a trend of increasing energy
consumption with income growth. Medlock and Soligo therefore conclude that even under modest
growth scenarios, energy demand in China will increase significantly for years to come.”’

Table 3.1: Comparative economic indicators, 2002

Country US Japan Germany China India
Gop (US$ 10,4446 3,973 1,994 1,266 502
billion)

GDP per capita 36,406 31,270 24211 974 480
(US$)

GDP per capita 36,406 26,739 26,663 4,720 2,620
(USS$ at pPP")

* purchasing power parity

Source: “Country Profile: China — Economic Structure.” The Economist, 9 February 2004,
http://www.economist.com/countries/China/profile.cfm?folder=Profile%2DEconomic%?20Structure.

8 «Qil: Pain at the Pump,” The Economist, 22 May 2004, p. 79.
% Medlock 111, Kenneth B., and Ronald Soligo, “The Composition and Growth of Energy Demand in China,” 1999.
91 11.:

Ibid.
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Table 3.2: China - Economic indicators, 2004

Population (million) | 1,299.8 \
GDP (USS billion; market exchange rate) | 1,681.3 ‘
GDP (USS$ billion; PPP) | 7,553.2 \
GDP per capita (US$; market exchange rate) | 1,293.0 \
GDP per capita (USS; PPP) | 5811.0 \

Source: “Country Profile: China — Factsheet.” The Economist, 13 July 2005, http://www.economist.com/
countries/China/profile.cfm?folder=Profile-FactSheet.

Table 3.3: China - Structure of the Economy

% of GDP 1984 1994 2003 2004
Agriculture 32.0 20.2 14.6 15.2
Industry 433 47.8 52.2 52.9
Manufacturing 35.5 344 36.7 373
Services 24.7 31.9 332 31.9

Source: The World Bank Group. “China at a Glance.” 9 July 2005, www.worldbank.org/cgi-
bin/sendoff.cgi?page=/data/countrydata/aag/chn_aag.pdf.

In 2004, China’s oil consumption reached 6,684,000 b/d and its demand rose by nearly 900,000 b/d -
or more than 15% — compared to the previous year.”” In both 2003 and 2004, imports of crude oil grew
alarmingly - from 1.4 million b/d in 2002 to 2.5 million b/d in 2004.”> Consumption will not continue
to grow at such a phenomenal rate, however, because the increased demand for oil was mainly the
result of China’s investment boom, a doubling of car sales, and shortages of cheap coal.”* Expensive
oil and diesel were temporarily used for electricity generation. Yet as soon as China has closed the
generation shortage by installing new coal, natural gas, hydro, and nuclear power plants, the use of oil
for electricity generation will decline. Finally, there will not be enough cars in all of China in the near
future to sustain such rises in demand for 0il.”” Already in January and February 2005, China’s oil
demand rose by 5.4%; less than a quarter of the rate as the same period in 2004.”

Undoubtedly, China’s demand for oil will continue to rise, though at more moderate rates, in the years
to come. China’s real GDP is still growing at an annual rate of around 9.5%,” while industrial
production was up by 16.4% in the first half of 2005.”® Continuing industrialisation and urbanisation
will contribute to a steady increase in China’s oil demand for many years.” The scarcity of its
domestic oil resources forces China to rely on foreign oil supplies in order to guarantee a sufficient

%2 gp, “Putting Energy in the Spotlight,” 2005.

% Logan, Jeffrey, “Energy Outlook for China: Focus on Oil and Gas,” 2005.

% «A Survey of the World Economy — The Dragon and the Eagle: A Hungry Dragon,” The Economist, 2 October 2004, p. 12.
%5 «A Survey of Oil: Oil in Troubled Waters,” The Economist, 30 April 2005, p. 6; Logan, Jeffrey, “Energy Outlook for
China: Focus on Oil and Gas,” 2005.

% «A Survey of Oil: Oil in Troubled Waters,” 2005, p. 6.

°7 Economic growth has averaged 9.5% over the past two decades and is likely to continue at that pace for some time. See
Organisation for Economic Co-operation and Development (OECD), “Economic Survey of China 2005,” 16 September 2005,
http://www.oecd.org/document/7/0,2340,en_2649 201185 35343687 1 1 1 _1,00.html.

B “The Economist Poll of Forecasters,” The Economist, 27 May 2005, p. 114; “Emerging-markets Indicators,” The
Economist, 27 May 2005, p. 114; “Chinese Growth ‘to Remain Strong,”” BBC News, 10 May 2006.,
http://news.bbc.co.uk/1/hi/business/4756761 .stm.

9 «A Survey of the World Economy — The Dragon and the Eagle: A Hungry Dragon,” 2004, p. 15.
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supply of energy resources for its economic development. This energy dependence will leave China
with tough political choices.'"

Table 3.4: China — Economic indicators, 2000-4

Year 2000 2001 2002 2003 2004

GDP per capita 3,980 4,340 4,720 5,180 5,811
(USS at ppp)

GDP +8.00 +7.50 +8.00 +9.30 +9.50
(% real change per anno)

Industrial production +9.8 +8.7 +10.0 +12.8 +16.4
(% change on year ago)

Source: “China: No Sign of a Landing.” The Economist, 29 January 2005, pp. 49-50; “Country Profile: China — Economic
Data.” The Economist, 13 May 2004,
http://www.economist.com/countries/China/profile.cfm?folder=Profile%2DEconomic%?20Data; The World Bank Group.

“China: Economic Indicators — Cumulative.” 21 September 2005, siteresources.worldbank.org/CHINAEXTN/Resources/
318949 1121421890573/chinaei.pdf.

3.2. China’s Strategy and Means for Ensuring Its Oil Supply
China’s Oil Strategy

China has no energy ministry'®" or special commission to coordinate all energy-security activities
carried out by actors throughout the Chinese bureaucracy and, subsequently, orchestrate an overall
energy strategy.'”> China’s “strategy” to secure its oil supply is, rather, a result of numerous debates
and campaigns conducted by a number of stakeholders. The most important participants in this debate
are China’s major state-owned oil companies, the National Development and Reform Commission,'”
the Ministry of Foreign Affairs, the People’s Liberation Army (PLA), and analysts affiliated with
various think tanks and universities.'” The participation of such a multitude of actors in the debate
results from China’s increased involvement with the outside world, which requires specialised
knowledge and creates more room for apolitical expert input into the policy-making process.'®

So far, the major oil companies and their partially privatised subsidiaries wield considerable influence
in the debate because of their expertise and their political clout.'” The ministry-level National
Development and Reform Commission is responsible for drafting the five-year energy plans; it also
sets energy prices and agrees upon projects larger than US$30 million. In this regard, it plays an
important role in coordinating energy policy aims. Its 2002 oil security plan, for instance, called for a
number of measures aimed at increasing China’s control over its supplies, including investments in
overseas oil fields, the construction of a strategic oil reserve, and the development of Chinese naval
and air forces to protect China’s energy supplies. The Ministry of Foreign Affairs advocates the
cultivation of close relationships with oil-producing states. Chinese diplomats are also involved in

190 oligo, Ronald, and Amy Jaffe, “China’s Growing Energy Dependence,” April 1999.

1% The Ministry of Energy was set up in 1988. It was dismissed five years later because its administrative function
overlapped with other departments such as the then State Development Planning Commission.

2 Downs, Erica S., “The Chinese Energy Security Debate,” The China Quarterly, no. 177 (March 2004), 30.

19 This commission at ministry level is part of the State Council, China’s government, and coordinates the central
government’s economic policy.

%4 Downs, Erica S., 2004, pp. 25-7.

195 1bid., p. 39.

1% Due to the importance of the companies for the government’s oil strategy and the fact that top positions of CNPC, Sinopec,
and CNOOC are appointed by the Central Committee of the Chinese Communist Party (CCP), executives of China’s oil
companies have direct access to the Chinese leadership. See Downs, Erica S., 2000, p. 46; Downs, Erica S., 2004, p. 25.
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helping the Chinese oil companies plan their overseas investments. Hence, Chinese foreign policy
towards oil-rich countries is increasingly determined by energy issues.'”” The PLA deals with the
energy sector at two levels. First, it is frequently asked to participate in the modernisation and
expansion of China’s energy infrastructure. Second, it assesses possible threats to domestic energy
sources and supplies from abroad.'”™ PLA analysts fear that a possible conflict with the US over
Taiwan could interrupt China’s seaborne oil import. Therefore, the PLA is pushing for the development
of naval and air forces to protect China’s oil supply lines and has suggested decreasing the country’s
reliance on oil imports from the Middle East and establishing strategic petroleum reserves.'®’

The principal organ responsible for China’s energy policy should be the Energy Bureau, a body under
the ministry-level National Development and Reform Commission. However, as inherited from the
country’s planned economy, large oil, power and coal companies are administered by several
ministries. Therefore, the Energy Bureau, with its staff of about 20 people, frequently fails to
coordinate relations between the different energy sectors, obviously lacking the capacity and influence
needed to handle China’s energy industry that has total assets of more than US$1.2 trillion. As a
consequence, China’s energy policy has often been inconsistent, sometimes even contradictory.''
Moreover, the Energy Bureau’s position within the governmental administration is too minor to allow
it to cooperate efficiently with other countries. Yet in December 2004, the central government ruled
out the possibility of re-establishing the Ministry of Energy for at least three years. Instead, the central
government is considering the possibility of establishing a special office for the management of the
energy industry directly under the State Council. Senior officials, including one vice-premier, would
head that office.''' However, even with the establishment of such an office it can be expected that the
above-mentioned major stakeholders will continue to shape China’s oil security strategy.

China’s oil security debate is exemplary of the trend of “corporate pluralisation” in the country’s
policy-making process, in which the participants of the debate seek to influence the top 25 to 35 senior
leaders who make national policy. In order to find their way through the bureaucracy, proposals for
major projects need the passionate support of at least one senior leader to be approved by China’s
consensus-based leadership.''> Thus, by evaluating and deciding upon proposals that emanate from
below, China’s top leadership is directly involved in energy-related decision making, including all
major initiatives that China pursues to enhance its energy security.'"” Leaders such as the former Prime
Ministers Li Peng and Zhu Rongji as well as former President Jiang Zemin have decided upon
proposals for the development of overseas oil fields, the allocation of overseas investments, the
routing of transnational pipelines, and issues of the country’s oil diplomacy.'"

The Chinese government’s unease about the country’s status as a net oil importer is the result of the
dreadful experience of the late 1950s and 1960s. The withdrawal of all Soviet advisers and the chaotic
management of the economy during the Great Leap Forward (1958-61) led to considerable energy
shortages that caused China’s leaders to call for an accelerated effort to become self-sufficient in oil
and cemented the government’s ultimate control over the domestic energy sector.' "

Until the mid-1990s, China’s energy strategy appeared disjointed and was often influenced by
multiple, sometimes mutually exclusive objectives which were frequently designed to meet political

197 Downs, Erica S., 2004, pp. 25-6.
198 Cole, Bernard D., “Oil for the Lamps of China”: Beijing’s 21st-Century Search for Energy. Washington, DC: National
Defense University Press, 2003, p. 57.
1% Downs, Erica S., 2004, p. 26.
10 Xie Ye, “Government Rules out Forming New Energy Ministry,” China Daily, 2 December 2004,
Et;rp://www.chinadaily.com.cn/english/doc/2004-12/02/content_396820.htm.

Ibid.
"2 This group of leaders mainly consists of the members of the Politburo of the ccp, but it also includes members of the
Secretariat of the CCP, the Standing Committee of the State Council, senior military commanders, and provincial leaders. See
Downs, Erica S., 2004, p. 30.
'S Tbid.
" Downs, Erica S., 2004, p. 40; Klare, Michael, 2004, p. 168.
15 Downs, Erica S., 2004, p. 11.
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ends and disregarded economic considerations.''® The current leadership is highly aware of the
importance of undisrupted oil supplies to the county’s economic development and political stability.'"’
In 2002, Chinese analysts concluded that oil supplies from other regions should partially replace
imports from the Persian Gulf.""® Thus, growing instability in the Middle East and China’s rising
dependence on imported oil caused China’s policymakers to reconsider the country’s oil strategy.
Accordingly, the leadership called for a diversification of the country’s oil supplies, both in terms of
the development of alternative energy resources and the establishment of new oil supply markets. In
addition, this adjusted energy strategy was more based upon market principles than previous
approaches had been.""”

The Chinese government pursues a multilayered strategy by establishing strategic oil reserves, pro-
moting overseas oil investments, and conducting its oil diplomacy pragmatically in order to diversify
China’s oil supply. China hopes to gain greater control over its foreign oil supply by acquiring oil
concessions abroad. Overseas investments are made so as to insulate China’s economy from price
hikes on the international market and to stabilise the economy during a potential oil shock by ensuring
that the Chinese market will always receive a certain amount of oil. This stability is achieved by
investing in exploration and development in countries that have oil fields but lack the capital or
technology to exploit them. Once the Chinese oil companies have a stake in the oil produced at a site,
they will have secured long-term supplies independent of the world market prices.'> Yet despite all
attempts to diversify China’s oil supplies, it seems impossible to substantially decrease China’s
reliance on Middle Eastern oil for the time being.'*'

The Function of the Three Major State-owned Oil Companies

China’s oil sector is controlled by three large state-owned oil companies. Since a major reorganisation
in 1998, CNPC (China National Petroleum Corporation) and Sinopec (China National Petrochemical
Corporation) have been involved in both upstream and downstream activities. Both CNPC and Sinopec
have bec?gle vertically integrated companies of international stature, at least in size and range of
activities.

CNPC is the largest of China’s state-owned oil producers and retains more than two-third of China’s
crude oil production capacity. It conducts exploration and production onshore and in shallow offshore
areas. Sinopec’s main business involves activities such as the marketing, refining, and processing of
petrochemicals. Yet in recent years, Sinopec has also begun to produce oil and gas. CNOOC (Chinese
National Offshore Oil Corporation) is primarily engaged in offshore oil exploration.'*

U6 Tanner, Travis, “The Oil That Troubles US-China Waters,” Asia Times Online, 18 June 2004,
http://www.atimes.com/atimes/China/FF18 Ad04.html.

"7 “Hy Jintao: quanmian zuohao nengyuan ziyuan gongzuo — youxian zhuahao jieyue nengyuan” (Hu Jintao: we have to
comprehensively take on the task of [ensuring supply with] energy resources — energy conservation has to be given priority),
Renmin wang, 28 June 2005, http://politics.people.com.cn/GB/1024/3503686.html.

'8 Xu Shengru, “Guoji zhanliie pinglun: Zhong E guanxi de ‘toudeng da shi’” (A comment on international strategies: the
‘matter of cardinal importance’ of Sino-Russian relations), Renmin wang, 17 December 2002,
http://www.people.com.cn/GB/junshi/62/20021217/889469.html.

""" Tanner, Travis, “The Oil That Troubles US-China Waters,” 2004.

120 Downs, Erica S., 2000, p. 18; “Shiyou dazhan hou kan Zhongguo shiyou lian — Zhongguo guoji gongcheng zixun gongsi
shihua zhuanjia Yang Shangming zhuanfang” (China’s oil sector after the big oil war — Interview with oil expert Yang
Shangming, China international construction consultancy), Zhongguo shiyouwang, 1 February 2005,
http://www.oilnews.com.cn/oilnews/; Forney, Matthew, “China’s Quest for Oil,” Time Asia Magazine, 18 October 2004,
http://www.time.com/time/asia/magazine/article/0,13673,501041025-725174,00.html.

'21'Shi Dan, 2003, p. 189.

122 Andrews-Speed, Philip, and Sergei Vinogradov, “China’s Involvement in Central Asian Petroleum: Convergent or
Divergent Interest?,” Asian Survey 40, no. 2 (2000), p. 392.

12 Downs, Erica S., 2000, p. 13; Cole, Bernard D., 2003, p. 2; Zhongguo shiyou huagong gufen youxian gongsi (China
petroleum and chemical corporation (Sinopec)), “Er ling ling si nian shi’er yue sanshiyi ri zhi de yeji gonggao” (31
December 2004 business report), 31 December 2004,

http://www .sinopec.com/newsevent/announcement/download/ann050329a.pdf.
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The reorganisation of China’s oil sector has not yet been completed. Thus far, some market
mechanisms have been introduced to allow the participation of private domestic oil companies. Yet at
least nominally, the state-owned enterprises remain at the commanding heights of the energy sector.'**

Table 3.5: China’s state-owned energy companies

2002, USS billion Revenue Net income Market capitalisation
(February 2004)

CNPC 29.5 5.7 90.7

Sinopec 39.2 1.9 51.9

CNOOC 32 1.1 16.8

Source: “We Are the Champions.” The Economist, 18 March 2004,
http://www.economist.com/displaystory.cfm?story_id=2495172.

During the 1980s, due to internal competition between the companies for state funding and the
government’s fixing of prices for crude oil, refined products and petrochemicals, CNPC lacked suffi-
cient funds to enhance domestic exploration activities. Subsequently, domestic production stagnated,
while imports began to soar in the late 1980s and early 1990s.'*

In 1993, after the Chinese government had gradually relaxed oil price controls, CNPC was able to raise
sufficient capital for oil-field development. The enormous profits that CNPC gained between 1993 and
1997 enabled the company to acquire interests in petroleum exploration and production abroad.
Another factor that prompted CNPC officials to invest overseas was the fear that the central
government might confiscate these profits if CNPC did not invest the money quickly, as well as a
combination of uncertainty about prospects for domestic development and the ready availability of oil
abroad.'”® So far, most of China’s onshore exploration activities abroad have been conducted by
CNPC’S holding company, PetroChina.'*’

In their pursuit of oil supplies, CNPC and the two other companies have transformed themselves into
multinational, integrated oil companies by establishing subsidiaries and acquiring overseas assets
along with refineries."”® Although each of the three companies has attracted billions of dollars of
capital by listing between 10% and 30% of the shares of their subsidiaries on stock exchanges in Hong
Kong, New York, and Shanghai, the Chinese government still holds a majority interest in the
companies.'*’ Nevertheless, the companies’ officials mainly base their decisions on profitability, and
they increasingly decide in favour of the company’s commercial interests, rather than solely following
China’s national energy strategy. Actually, they are no longer willing to engage in politically
motivated but commercially dubious pipelines projects without financial support from the
government.130

The three state-owned oil companies invest in overseas oil exploration and development projects for
several reasons. First, China’s rising oil demand has to be met. Second, domestic production has been
declining for a couple of years while the companies have failed to make any major new domestic
discoveries.'*' Moreover, they take advantage of the lower costs in their domestic market and rely on

124 Cole, Bernard D., 2003, p. 1.

125 Downs, Erica S., 2000, p- 14.

26 Tbid.

127 Cole, Bernard D., 2003, pp. 3-9.

¥ Tbid.

129 «China: Investors Are Hungry for ‘Big Macs’,” BusinessWeek, 30 July 2001, p. 23; “China’s Oil Companies: Drilling for
the Party,” The Economist, 24 May 2003, p. 66.

30 Downs, Erica S., 2004, 30, 37; Cole, Bernard D., 2003, pp. 2-3.

1 Downs, Erica S., 2000, pp. 13-4.
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favourable credit conditions provided by the government and China’s financial institutions to compete
with rivals from the US and other countries. As a result, they spend wildly and their bids are often
uneconomic, pursuing market and strategic objectives rather than commercial ones.'**

The Chinese leadership’s unease about the dominance of the world oil market by companies from the
US, Japan and Western Europe stems from the fear that they could potentially seek to limit China’s
access to oil. Accordingly, the government views the internationalisation of the companies as a way
for China to gain a foothold in the world oil market."** In fact, the Chinese government hopes that the
three state-owned companies can fulfil two duties. First, that they gain experience in order to become
competitive with the world’s top energy companies. Second, that they contribute to the enhancement
of China’s national energy security.'**

Chinese strategists acknowledge that the Chinese oil companies, which developed under the premise
of oil self-sufficiency within a planned economy, are hardly able to compete with multinational
corporations with more than 100 years of experience. Chinese companies must obtain the necessary
know-how through cooperation with other companies. Overseas investments are deemed crucial for
the companies to become world-class corporations.'*’

As the government’s influence has been diminishing since the oil companies’ initial public offerings
abroad, the oil companies are becoming the key drivers of investments in overseas oil exploration and
development projects.”*® Since they view themselves as global players, China’s oil companies are
eager to develop their overseas projects, not only by fulfilling their role in the government’s strategy,
but also as profit-minded corporations.'*” However, the lack of transparency over investment amounts,
contract details, and proven oil reserves creates a more successful image of China’s oil companies than
is actually the case.'*® Moreover, despite the companies’ ambitions, the Chinese government still has
the final say over investments and acquisitions abroad. In addition, the unpredictability of the ongoing
reform of China’s energy sector and the resulting competition among CNPC, Sinopec, and CNOOC have
a growing impact on their international activities.'*’

The Chinese government aims to spend several hundred billions of US dollars in the first decade of the
21st century to build pipelines, intensify oil and gas exploration at home and abroad, and make
China’s energy generation more efficient.'* Therefore, the oil companies continue to receive
substantial financial support and have been encouraged by senior leaders to obtain deals all across the
Middle East, Southeast Asia, Russia, Central Asia, Africa, Australia, and the Americas.""!

The spearhead of China’s overseas oil and gas expansion is CNPC, which had already signed 48
contracts with 20 countries by the end of 2004."*> Over the past few years, China’s oil companies have
acquired development rights to, or partial ownership of, major oil fields in many oil-producing
countries by outbidding Western firms in almost every case, often by substantial amounts. Still,
though many of these arrangements make sense in purely economic terms, at least as part of a strategy
to diversify supply, they also reflect the geostrategic orientation of China’s energy policy.'*
Consequently, all three state-owned will continue to pursue this approach for the time being. In 2006
they plan to acquire more concessions and firms in developing countries in Africa, the Middle East,
Latin America, and Southeast Asia. Moreover, they want to cooperate more effectively. Finally,

132 Forero, Juan, “China Woos Latins in Oil Hunt,” Infernational Herald Tribune, 2 March 2005,
http://www.iht.com/articles/2005/03/01/business/oil.html.

133 Downs, Erica S., 2000, p. 46.
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Chinese firms are keen to make more joint bids with India’s ONGC in some regions in order to reduce
the bills for their foreign projects.'**

China’s Oil Diplomacy

The Chinese government relinquished the goal of oil self-sufficiency in 1986."** Until that time, China
enjoyed the luxury of neutrality toward events in oil geopolitics. As internal supplies fairly evenly
matched domestic requirements, China’s economy was sheltered from the volatile international oil
business. Hence, conflicts in the Middle East were a matter of indifference to the Chinese lead-
ership.'*® Undoubtedly, China’s shift to an oil importer has had significant geopolitical implications.
Since the mid-1990s, China has been forced to participate in the international energy trade, form en-
ergy supply and transportation alliances, and make security as well as environmental choices about
fulfilling its future energy needs."*’

Initially, Chinese analysts were split as to what a greater reliance on foreign oil would imply for
China’s overall security. However, oil security became a matter of great urgency in 2000, when crude
oil imports doubled and the import bill tripled. The question as to how China can meet its growing
demand for foreign oil without undermining its national security has been hotly debated ever since. In
fact, for the government, securing China’s energy needs has risen to the highest level of priority in
terms of statecraft and commercial activity.'**

Because Saudi Arabia has emerged as China’s biggest oil supplier in recent years, China is making
concerted efforts to ensure long-term supplies from this country by pursuing “cross investment”
arrangements. Under these arrangements, Saudi Arabian companies make refinery investments in
China, while Chinese oil companies conduct upstream oil-field activities in Saudi Arabia.'*’ Currently,
Saudi Arabian and Chinese companies jointly construct oil refineries in China. The first two refineries
are being built in Qingdao in the eastern province of Shandong and in Quanzhou in the southeastern
province of Fujian."”’ Saudi Arabia’s Aramco received a 25% stake in each of these refineries and
will supply the majority of the crude that will be refined there. Such arrangements will help guarantee
that Saudi Arabia will earmark part of its oil production for the Chinese market."”' Since the early
1990s, Saudi Aramco has been lobbying for these projects, which help Saudi Arabia to diversify its
exports markets. Moreover, Saudi officials are eager to expand their sales of refined products and to
gain access to the Chinese retail gas market.'>

As Saudi Arabia will play a key role in China’s strategy for the Persian Gulf, Chinese officials have
been keen to improve relations between the two countries. Recent state visits by King Abdullah and
Hu Jintao could further improve bilateral ties.">® In fact, Saudi Arabia’s closer energy cooperation with

14 «Zhongguo shiyou giye 2006 nian haiwai bingguo zhanwang: duoyuan bingguo quanmian jiemeng dao you shiyou de
difang qu” (2006 M&A outlook for Chinese oil companies: united approach to oil-producing regions), Di yi caijing ribao, 27
January 2006. http://dycj.ynet.com/article.jsp?0id=7519951.
145 China had been a net oil importer in the 1950s and early 1960s. At that time, it received most of its oil imports from the
Soviet Union. After the Sino-Soviet split in 1961, Mao Zedong introduced the doctrine of self-reliance as the guiding
principle for economic development. See Downs, Erica S., 2000, pp. 11-12.
ij Soligo, Ronald, and Amy Jaffe, “China’s Growing Energy Dependence,” April 1999.
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China can not only lessen domestic discontent at the government’s previous too pro-American stance,
but also help deflect US pressure to introduce political reforms. Furthermore, strong Sino-Saudi
relations can increase Saudi Arabia’s diplomatic capability to manoeuvre and realise its own
diversified security strategies.'>*

For the Chinese side, the payoff is also worth the effort. When in March 2004 Saudi Arabia issued
concessions for deposits in Saudi Arabia for the first time since 1973, Sinopec won the bid for a
natural gas project in the Rub al-Khali gas fields, while US companies bid in vain.">> Moreover, China
takes advantage of discriminatory US policies towards the countries in the Persian Gulf, for instance
regarding visa applications. As a result, Chinese universities are becoming attractive destinations for
young Saudi Arabians, which helps create future Chinese-speaking business elites.'”® Additionally, the
number of personal and professional contacts and exchanges between Saudi Arabia and China has
risen in recent years, which makes it easier to overcome the linguistic-cultural divide."’

In fact, China has been able to establish mutually beneficial economic relations with most of the
countries in the Middle East. Owing to these fruitful relations, none of the Persian Gulf countries
imposed sanctions against China after the Tiananmen incident in 1989. In recent years, these countries
have also become important customers for Chinese manufactured goods, and some of them continue to
buy Chinese weapons. Moreover, due to the outrage that US activities in Iraq have caused in the
region, China’s political influence in the Middle East has been increasing since 2003."** As a result of
its growing oil imports and its ever closer relations with oil-producing countries in the Persian Gulf
region, China may possibly fulfil the economic function of the US in this region in a few years. '*°

Indeed, China’s activities have developed into a decisive factor in the world’s oil business. Un-
deniably, international energy relations are increasingly becoming politicised as a result of China’s
recent unscrupulous approach to energy-related agreements with oil and gas suppliers.'®

As a result of China’s deepening integration into the world economy, no foreign policy issue falls
easily into a discrete functional, institutional or regional category. Foreign policy is therefore of
interest to almost every actor in the Chinese policy-making system, especially to those who deal with
China’s energy security. Accordingly, diplomats are increasingly involved in activities that concern
China’s oil supply security, for instance in planning important investments of Chinese oil companies,
as seen in CNPC’S successful bids for oil projects in Venezuela, Sudan and Kazakhstan. Moreover,
former ambassadors to oil-producing countries are the main proponents of an active oil diplomacy.'"'

The focus of China’s diplomacy is to facilitate the country’s economic development. Needless to say,
this is especially true with regard to China’s relations with oil-exporting states. Chinese energy
strategists initially focussed on some 16 countries where new initiatives were considered, and also
aimed at establishing relations with countries under US unilateral oil sanctions. Consequently,
concerns about oil security are increasingly influencing China’s diplomatic and strategic
calculations.'” As old doctrines of self-sufficiency have been replaced by assertive Chinese
involvement across the globe, China’s activities are nowhere as intense as in the area of energy
supplies and energy security.'® China competes with the US and other developed countries for oil
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imports as well as for explorations rights all over the world and, as the gap between China’s oil
demand and its domestic supply is increasing, this competition is becoming fiercer.'**

China is pursuing a decidedly bilateral approach to energy security.'® Chinese analysts consider close
relationships with major oil-producing states as a means to enhance energy security. The Chinese
government hopes that strong ties with oil producers will ensure that these countries continue to sell
oil to China during a possible international crisis.'®® As a result, China is eager to further its relations
with current and potential suppliers, who often favour Chinese investors above European or US
companies because the Chinese enter without political expectations and demands.'®’

China also fosters its ties with its oil suppliers by providing them with arms and weapons technology
along with other forms of military assistance. Further, China offers oil-producing countries political
and economic benefits in exchange for access to oil.'®® Finally, as the Darfur crisis in Sudan has
shown, China willingly uses its rising bargaining power and its permanent seat in the UN Security
Council to protect the interests of oil-producing states.'® Consequently, Persian Gulf oil producers are
also increasingly turning toward China for their strategic relationships.'”

On the one hand, recent history indicates that oil diplomacy may not enhance a country’s oil security,
at least in terms of protection from oil price hikes. Bilateral approaches to oil security might even
cause too much dependency on certain exporting countries.'’' On the other hand, China’s activities
reflect the concern that US interference is viewed as the primary threat to China’s oil security.
Accordingly, China’s oil-security measures are mainly defensive and designed to minimise the
vulnerability of China’s oil supply to such interventions.'” Moreover, judging from their reaction to
the sanctions against China in 1989, it is rather unlikely that oil-producing countries will team up with
the US and decrease their exports to China as part of a US-led campaign to contain China.

In 1993, China’s main suppliers were Indonesia, Oman and Yemen.'” Initially, China chose Yemen
and Oman as suppliers because it was not able to refine large amounts of the lower quality oil supplies
that are produced in Iraq, Iran, Saudi Arabia and Kuwait.'”* In recent years, however, Saudi Arabia has
become China’s main oil supplier, accounting for 14% of China’s imports in 2004. Oman, Angola,
Iran, Russia, Vietnam and Yemen together supply another 60%, while the remainder comes from a
long list of other suppliers.'”
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Table 3.6: China’s crude oil suppliers by region as percentage of total supply, 2003-4

Region 2003 2004
top three suppliers

Middle East 50.9 45.4
Saudi Arabia 16.7 14.0
Oman 10.2 13.3
Iran 13.6 10.8
Africa 24.3 28.7
Angola 11.1 13.2
Sudan 6.9 4.7
Congo 3.7 3.9
Europe and Western Hemisphere 9.6 14.3
Russia 5.8 8.8
Norway 1.0 1.6
Brazil 0.1 1.3
Asia Pacific 15.2 11.5
Vietnam 3.8 44
Indonesia 3.7 2.8
Malaysia 2.2 1.4

Source: Zweig, David, and Bi Jianhai. “China’s Global Hunt for Energy.” Foreign Affairs 84, no. 5 (2005): 28.

Actually, the lack of adequate refining capacity suitable for heavier Persian Gulf crude oil has become
a major issue in China’s oil security strategy because it hampers an immediate increase of imports
from the Persian Gulf region.'”® In 2000, the amount of Saudi Arabian oil exports to China had already
grown 17-fold compared to that in 1995. During the same period, exports from Iran had increased 7.5-
fold, and those from Oman 4.3-fold."”” In 2001, about 60% of China’s oil imports originated from the
Middle East, compared to 45.4% in 1995.'®

3.3.  Threats to China’s QOil Supply
The Fear of Dependence

The difficulties that the Chinese energy sector experienced in the wake of the Sino-Soviet split during
the 1960s contributed to the conviction — still prevalent among some Chinese officials — that reliance
on oil imports and foreign involvement in China’s oil sector are dangerous.'” China’s recent shift
from an oil exporter to importer has reinforced such concerns, highlighting the fact that dependence on
foreign oil has already become a source of vulnerability that could subject China to unwanted foreign

180
pressures.

From an economic perspective, China faces a greater exposure to oil supply disruptions and price
hikes as a result of its growing demand for oil. The consequences of this development became
especially obvious during the 2003 Iraq war. The war had a major impact on China’s security of oil
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supply. It revealed not only the weaknesses of China’s energy policy, but also exacerbated already
existing problems that are caused by external threats to China’s oil supply.'*'

These external threats to China’s oil supply are mainly the result of oil-related manoeuvres by the US,
Russia, and Japan which have severely hampered China’s attempts to improve its access to foreign oil
resources and secure undisrupted oil supplies to China.'® In addition, China’s oil supplies from the
Middle East are ever more under threat due to the US-led war in Iraq and its growing presence in the
region. US involvement in the Middle East is aimed at gaining more and more control of the region’s
oil resources, which has considerable consequences for China’s oil supply.'® Furthermore, Chinese
analysts are convinced that the increased antiterrorism intelligence cooperation between the US and
Singapore broadens American control of the Malacca Straits and facilitates the containment of
China.'™ As China’s oil shipments from the Middle East must pass this sea-lane on their way to South
and East China, an increased US presence is enough to unsettle Chinese strategists.'®* Finally, Japan is
constantly trying to interfere with Sino-Russian negotiations on energy cooperation.'*

US Interference

As of the late 1990s, analysts expected that the concern over China’s seaborne oil imports would
produce an excellent opportunity to improve its relations with the US, and that implicit US strategic
guarantees to maintain open access to Asian sea routes for energy trade could give real meaning to
China’s “strategic partnership” with the US."®” Efforts to establish such a partnership were made when
President Jiang Zemin paid a state visit to the US in late 1997 and President Bill Clinton reciprocated
in summer 1998."® However, after George W. Bush — who had dubbed China a “strategic competitor”
during his election campaign — became US president, it was futile to continue negotiations on any
form of partnership. Despite initial Sino-US cooperation in the war on terror, Bush’s earlier statements
had already set the basic tune for his administration’s approach to China.

Since China does not possess the military capabilities to secure the major sea-lanes through which the
majority of its oil imports travel, it is in the uncomfortable position of being dependent on the US for
the security of its imported oil. Therefore, Chinese analysts view China’s growing reliance on
imported oil as a vulnerability that could be exploited by the US during a potential economic or
political Sino-American conflict.'®

Japan as a Major Regional Competitor

In an attempt to become less dependent on seaborne oil imports, China has been negotiating over its
participation in the development of Russian energy resources, which the Chinese regard as an
important source of future energy supplies.”” However, China faces Japan as its most important
regional competitor for Russian oil. In recent years, the competition between Asia’s economic giants
for oil supplies and access to new resources has become very fierce. As Japan imports about 88% of
its oil from the Middle East, finding alternatives to the region has become a top government priority.
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The depth of Japan’s energy insecurity was reflected in its aggressive diplomatic offensive to win the
East Siberian pipeline deal, despite China’s head start.'"’

In early 2003, the Chinese struck a deal with Russia to build an oil pipeline from Angarsk near Lake
Baikal to the existing Chinese pipeline network at Daqing, Heilongjiang province, which would have
supplied as much as 15% of China’s imports.'** At the same time, however, Japan — offering twice as
much as China — also lobbied for a pipeline, which would bypass China and terminate in Perevoznaya
near Nakhodka, the nearest Russian port to Japan.'*®

Unfortunately, the Chinese had made the agreement with YUKOS, whose CEO, Mikhail Khodorkovsky,
had planned to use the pipeline to China to break the Russian state’s pipeline monopoly."”* China was
hit hard by the legal assault on YUKOS, as oil shipments by train were cancelled — until late 2004
YUKOS was the only Russian oil supplier to China — and the YUKOS-led plan to build the Angarsk—
Dagqing pipeline was stalled because the Russian government deemed the Japan-oriented Taishet-
Nakhodka pipeline financially more attractive.'” Moreover, Russian analysts considered the Angarsk-
Daging pipeline as “extremely unfavourable” for the Russian side because it would deliver oil only to
one single market, as the Chinese had refused to extend the pipeline to one of their eastern ports.'”®

Map 3.1: Proposed pipelines from Siberia to Northeast China and the Pacific
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Nevertheless, CNPC helped finance the nationalisation of parts of the YUKOS empire and expected to
secure long-term oil supplies and realise its former pipeline deal."”’ Subsequently, LUKOIL and
ROSNEFT started supplying oil to China."”® Still, China lost the pipeline deal to Japan when in late
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2004 Russia signed an agreement to build a pipeline from Taishet to the Pacific. This loss was a bitter
disappointment for Chinese policymakers and diplomats who had been lobbying for the pipeline for 10
years. However, Chinese analysts are confident that the climate for Sino-Russian energy cooperation
will become more favourable in the wake of repeated political setbacks in Russia’s relations with the
West. Already, President Vladimir Putin has assured President Hu Jintao that a stretch of pipeline to
China will be built before the pipeline to the Pacific is finished. The construction of the stretch of
pipeline from Taishet to Skovorodino near the Chinese border began in April 2006. After the
completion of this part of the pipeline in 2008, China will receive two-thirds of the pipeline’s annual
throughput 30 million tons of o0il."””” Moreover, for the time being, the amount of oil that Rosneft is
shipping by train to China is increasing continously. In 2005, Rosneft already delivered 4.4 million
tons of oil and will almost double that amount to about 7.5 million tons in 2006.2*

Despite the fact that Japan is China’s foremost regional competitor for oil supplies, it is not in the
position to severely threaten China’s oil supply. As a result of China’s economic transformation and
substantial investments by Japanese corporations in China, the two economies have become very inter-
dependent. Since 2004, Japan’s exports to China have surpassed those to the US. Furthermore, Japan
relies heavily on coal imports from China.**' It is also rather unlikely that other countries in the region
will team up with Japan against China, because Japan has no political clout in Asia as it is politically
irrelevant to the Asian mainland.**® Moreover, the economic difficulties Japan experienced in the
1990s have boosted China’s position relative to other economies in the region.””® China’s regional rise
and the changing perceptions that its neighbours have of China have prompted countries along China’s
periphery to readjust their relations with Beijing. Therefore, many of these countries are already
looking to China for regional leadership or, at a minimum, are increasingly taking China’s interests
and concerns into account in their decision making.***

The competition with Japan for oil resources poses an economic threat to China’s oil supply that may
eventually be mitigated by China’s growing economic clout and political means within the Asian
context. Furthermore, it is unlikely that Japan will try to interfere with China’s oil supplies because of
political considerations. Traditionally, East Asian governments have kept political differences and
economic cooperation strictly separated. Potential US interference, however, is a political threat which
China has to counterbalance with geopolitical manoeuvres.

In short, China’s demand for foreign oil supplies will continue to rise in the foreseeable future. The
country’s assertive oil diplomacy has profound political consequences worldwide. China’s oil strategy
is the result of a continuing debate conducted by several stakeholders at various levels within the
administration. Important oil-related decisions are made at the highest political level. China’s state-
owned oil companies play a major role in realising the country’s oil strategy and have become active
players in all major oil-producing regions. Even Saudi Arabia and Russia are keen to supply China
with oil. As Japan’s economic clout in Asia is declining, potential US interference constitutes the only
genuine threat to China’s oil security.
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The Chinese-Kazakh Oil Pipeline

This chapter describes the competition for Central Asia’s oil resources and China’s energy-related
interests in the region. The first section of this chapter introduces the issue of security of oil supply
and the need to diversify supplies. In section two, the current state of Central Asia’s energy sector is
assessed. The last section deals with China’s involvement in Kazakhstan’s oil sector and assesses the
progress of the Chinese-Kazakh pipeline project.

4.1. China’s Reaction to the Changing Oil Market
The Current Oil Market

Access to oil is a precondition for economic growth and stability. Currently, net importing countries
balance their oil imports with exports of other goods and services along with capital imports, to avoid
balance of payments deficits and potential economic instability. Yet the ability of governments to
shield their national economies from large oil price fluctuations, which are caused by disruptions in
the supply of oil, depends on several factors — i.e., the willingness to invest in the energy sector, the
possibility of foreign direct investments in oil-producing countries, the proper functioning of the
international capital markets, and the effectiveness of the international oil market mechanism. Hence,
international trade and investment policies become increasingly crucial to the development and
functioning of the domestic energy markets of developing net oil importers.

According to calculations of the International Energy Agency (IEA), Asian oil import dependency will
increase to more than 75% in 2030. A considerable share of this increase will be the result of China’s
and India’s economic transformation. Generally, satisfying the growing demand for oil requires
investments in both oil-producing countries and transport infrastructure. While new oil demand must
be met, the production capacity of mature oil fields also has to be replaced in order to maintain current
supply levels. Given the distribution of current proven oil reserves, future increases in production will
have to come from the OPEC countries. Thus far, however, growing demand for oil has not been
followed by a steady increase in supply capacity in the OPEC countries. Consequently, the tight oil
market of 2004 and 2005 has led to concerns about the ability of these oil-producing countries to
match future demand.**

According to IEA calculations, only 35% of the current proven oil reserves are accessible to foreign
private investors. Additionally, some countries that have opened up for foreign direct investment are
unable to meet international investment standards. As a result, the import dependency of major oil-
importing countries will not only increase, but will also be concentrated in a few supplying regions.
Still, all major consuming countries prefer to diversify their trade dependence to as many oil suppliers
as possible in order to retain sufficient access for energy investments.>”’
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China’s Interests

The 2003 Iraq war and the subsequent oil price increases had a considerable effect on China’s
economy.”® In the first four months of 2003, China’s oil imports grew by 42.9%, but its payments
rose by 110.6% per year, resulting in extra costs of about US$4 billion.*” Furthermore, the war caused
severe damage to the more than 100 projects with Chinese participation that were underway in the
Middle Eastern region at that time, also affecting tens of thousands Chinese contract workers.
Moreover, Iraq will not repay the loans China had granted the country in the past. Finally, CNPC will
not be able to develop its three Iraqi oil concessions, at least in the near future.*'’

With the country’s growing dependence on oil imports, Chinese analysts are afraid that high oil prices
could substantially harm China’s economic modernisation. First, high oil prices reduce China’s export
revenues, diminish its economic growth rate, accelerate the inflation rate, and increase China’s
foreign-currency payments because of its growing oil imports and the necessity to buy oil for its
strategic reserves. Second, as an indirect result, production costs rise, hampering China’s export-
oriented light industry, which in the long run could inflict considerable harm on China’s
competitiveness. Third, economic decline in other parts of the world reduces demand for Chinese
products.”'' Chinese analysts even suspect “the West” of using high oil prices to obstruct China’s
economic rise and state that the current price levels affect Western economies less severely than they
do China’s situation.”'?

Thus, as has already been discussed, China has several reasons to diversify its oil supplies, and its oil
diplomacy focuses on a number of countermeasures. First, China is trying to reduce its dependency on
oil supplies from the volatile and increasingly US-controlled Middle East. Second, the Chinese
government is seeking to engage in energy cooperation with countries that are not considered US
allies in order to diminish the risk of US interference with supplies from these countries. Third, China
is trying to incorporate energy cooperation into its overall bilateral relations with oil producers in
order to guarantee undisrupted supplies. Fourth, China is trying to obtain oil from Russia and Central
Asia in an attempt to avoid US-controlled sea-lanes and establish a cross-border pipeline. Finally, due
to its concerns about the economic consequences of major supply disruptions, the government urges
Chinese companies to acquire as many concessions to foreign oil fields as possible in order to ship
“Chinese-owned” oil to China.

Such considerations, as well as the economic impact of the Iraq war, led China’s President Hu Jintao
to preside over the signing of a pipeline deal with Russia’s YUKOS and seek to revive its energy
cooperation with Kazakhstan within less than a week in the first half of 2003.%"* However, due to the
characteristics of the Caspian oil business and geopolitical manoeuvres by other powers in the region,
China’s energy projects in Central Asia have not been as fruitful as the Chinese had wished.

Closer Ties with Caspian Countries

In an effort to secure energy supplies from the Caspian Sea region, China is extending its bilateral
relations with all five riparian states — Russia, Kazakhstan, Turkmenistan, Azerbaijan and Iran.
Besides engaging in energy cooperation with Kazakhstan, China has also become more active in other
Caspian countries.

28 According to China’s National Statistical Bureau, every US$10 price increase over the period of one year results in 0.5%
less growth of China’s GDP. See “Tebie zhenghua: guoji youjia yi lu jingsheng Zhongguo ruhe yingdui” (A special plan:
international oil prices increase substantially and how China can respond), Renmin wang, 19 October 2004,
http://www.people.com.cn/GB/news/9719/9720/2927617 .html.
29 Chu Shijia, “Yi zhan dui wo guo jingji maoyi de yingxiang” (The impact of the Iraq war on China’s economy and trade),
in Yilake zhanzheng yu Zhongguo jingji (The Iraq war and China’s economy), ed. Shi Guangsheng, Beijing: Zhonghua
gongshang lianhe chubanshe, 2003, p. 104.
219 Ibid., pp. 105-6.
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213 Murphy, David, “Asia’s Pipeline Politics,” Far Eastern Economic Review, 17 July 2003, p. 13.
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When Turkmen President Saparmurat Niyazov visited China in April 2006, he offered not only to
build a gas pipeline to China, but also invited Chinese energy companies to develop onshore oil fields
in his country in exchange for helping to develop several industrial projects.”'* In 2004, China had
provided Turkmenistan with a US$1.8 million grant and US$3.6 million worth of interest-free loans to
purchase equipment for the country’s gas industry. Between 1998 and 2000, Turkmenistan’s state-
owned energy companies received loans of US$12 million, which were used to buy Chinese drilling
rigs and lifting systems.”"® Although there are good prospects for Sino-Turkmen energy cooperation,
the transport of the resources to China remains a challenge.

In Azerbaijan, Chinese energy companies are only involved in onshore fields. CNPC has invested
US$800 million in the Kursengi-Garabagly field and has signed further contracts to develop other sites
worth an additional US$120 million. Other agreements have been signed concerning the development
of the Pirsaat oil field and the Karamay oil fields.”'® However, China’s purchases in Azerbaijan hardly
give it a commanding position in the country’s energy holdings and do not overcome the difficulty of
gaining reliable access to pipelines.”!’

Iran has become one of China’s most important oil suppliers in the Middle East. Additionally, Iran
constitutes an attractive transit country for Central Asia, especially for exports to East Asian markets.
In recent years, economic relations between Iran and Turkmenistan as well as Kazakhstan have been
very fruitful, which has opened up the possibility for Iran to export oil and gas, participate in oil
swaps, receive transit revenues, and create employment in its oil and gas sector.”'® In the late 1990s,
due to the fact that many multinationals that are active in Kazakhstan’s western oil fields are barred
from any cooperation with Iran by US legislation, the Kazakh government approached Chinese energy
corporations with the request to open up this promising export route.”'’ China has also been keen to
enlist Iran as a partner in the transport of Caspian oil to China. At the moment, China follows the
example of Turkmenistan and Kazakhstan in conducting oil swaps. Iran exports oil through the
Persian Gulf from its southern fields in exchange for Kazakh or Turkmen oil.**°

In order to counter US attempts to exclude it from Caspian energy deals, the Iranian government had
announced a three-stage plan involving swaps and direct exports to a trans-Iranian route for Kazakh,
Azeri, and Turkmen oil. A 392-km long pipeline would link Neka — the nearest Iranian Caspian port —
with Tehran to supply the country’s heavily populated northern provinces with oil. Oil could then also
be transported to Isfahan and Arak through existing pipelines. Through flow reversals of existing
pipelizrzlles and the construction of missing links, Caspian oil could also directly reach the Persian
Gulf.

In accordance with a series of agreements that China and Iran signed in 2002, CNPC delivers Kazakh
oil to refineries in northern Iran and ships equal amounts of Iranian crude to China. Moreover, the two
countries agreed that Sinopec would upgrade Chinese-built refineries in Iran in order to improve the
refining process of the heavier crude coming in from Kazakhstan, and build an oil terminal port in the
port of Neka.””* Currently, Sinopec, Hong Kong-based Federal Asia and CNPC are participating in the
construction of a pipeline from Iran’s Caspian Sea port of Neka to a refinery near Tehran and other
major population centres.””® In 2004, China and Iran signed further agreements worth US$100 billion
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of Chinese investment in Iran’s oil and gas exploration, petrochemical and pipeline infrastructure in
exchange for the delivery of liquefied natural gas.***

The Caspian region is no longer in the grip of the former Soviet-Iranian monopoly. Nowadays, a
complex diplomatic and economic infighting surrounds the exploitation of Caspian energy reserves,
with newcomers such as China and the US increasingly wrestling behind the scenes to acquire a
dominant role.””

4.2. The Focus of Interest — Caspian Energy Riches
Access to the Energy Resources of the Caspian Basin

The prospect of large energy resources found in the region was the primary factor that brought world
attention to the Caspian Basin after the end of the Cold War.”** According to recent calculations, the
Caspian region has proven oil reserves of about 47.7 billion barrels or 6.5 billion tonnes.”’ Azerbaijan
and Kazakhstan together account for almost half of the regional oil production, reaching 1,613 million
b/d in 2004. Some smaller oil fields are also being developed in Turkmenistan and Uzbekistan.***
Cautious estimates put the number of the Caspian region’s annual production at about 3 million b/d by
2010 In 2004, Azerbaijan, Kazakhstan, Uzbekistan and Turkmenistan together produced 1,967
million b/d.**° Kazakhstan is Central Asia’s main oil producer and has proven reserves of 39.6 billion
barrels.”' Its three major oil fields are all located in the west of the country.

Actually, the Caspian region’s natural gas resources are even more significant than its oil deposits.
The region holds proven reserves of 9.13 trillion cubic metres.”* Yet governments and energy
companies have put greater emphasis on the development of oil-related projects, partly due to the
greater investments necessary to exploit gas deposits and the difficulties of getting it to world
markets.”® However, gas is slowly being recognised as the more promising fuel that could prove
crucial to the region’s long-term development.”** All oil-producing countries of the Caspian Sea region
possess significant reserves of natural gas, especially Kazakhstan with 3.0 trillion, Turkmenistan with
2.9 trillion, and Uzbekistan with 1.86 trillion cubic metres.” Thus, except for Kyrgyzstan and
Tajikistan, all Central Asian countries have considerable energy resources that could contribute to the
economic development of these countries if the necessary infrastructure can be established to transport
those resources to international markets.

Currently, 13 separate pipeline projects aim to bring Caspian oil to Turkey, Russia, the Black Sea,
Iran, Pakistan and China.”® The Baku-Tbilisi-Ceyhan (BTC) pipeline, one of the largest projects and
probably the most controversial, was completed in May 2005. Led by BP, 11 of the world’s largest oil
firms participated in the construction of the 1,762-km long pipeline, which will soon pump 1 million
b/d of Caspian oil to the Turkish Mediterranean port of Ceyhan. From this port, the crude oil can be

224 «China to Develop Iran Oil Field,” BBC News, 1 November 2004, http://news.bbc.co.uk/1/hi/business/3970855.stm;
Bajpaee, Chietigj, “China Fuels Engergy Cold War,” Asia Times Online, 2 March 2005,
http://www.atimes.com/atimes/China/GC02Ad07.html; Gundzik, Jephraim P., “The Ties that Bind China, Russia, and Iran,”
Asia Times Online, 4 June 2005, http://www.atimes.com/atimes/China/GF04Ad07.html.

223 Daly, John C. K., “The Dragon’s Drive for Caspian Oil,” 2004.

226 Dekmejian, R. Hrair; Simonian, Hovann H., 2003, p. 28.

227 Metric tonnes. BP, “Putting Energy in the Spotlight,” 2005.

228 Ibid.; E1A, “The Caspian Sea Region,” 10 December 2004, http://www.eia.doe.gov/emeu/cabs/caspian.html.

229 «At-a-glance: Caspian Oil Riches,” BBC News, 25 May 2005,
http://news.bbe.co.uk/1/shared/spl/hi/pop_ups/05/business_caspian_oil riches/html/2.stm.

20 gp, “Putting Energy in the Spotlight,” 2005 (exluding Russia and Iran).

1 Ibid.

2 Ibid.

23 g1, “The Caspian Sea Region,” 2004.

234 «At-a-glance: Caspian Oil Riches,” 2005.

5 Ministry of Energy and Mineral Resources of the Republic of Kazakhstan, “Energy Policy of Kazakhstan,” presented at
the Clingendael International Energy Programme Energy Roundtable, The Hague, 30 August 2005,
www.clingendael.nl/ciep/events/20050830/20050830 ciep_shkolnik.pdf; BP, “Putting Energy in the Spotlight,” 2005.

26 «At-a-glance: Caspian Oil Riches,” 2005.



The Chinese-Kazakh oil pipeline 39

shipped to world markets.””” From the outset, US officials have urged Kazakhstan to build an oil
pipeline beneath the Caspian Sea to the BTC pipeline, so that Kazakh oil can also be transported to

European markets.***

Map 4.1: Existing and planned pipelines for transporting Caspian oil to its markets
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Oil companies always want to build the cheapest route to the best market. In the case of Caspian oil,
the construction of a pipeline through Iran to the Persian Gulf would be preferable in commercial
terms. Since this would significantly increase Iran’s influence in the region, the US has favoured
alternative routes.”® Moreover, almost all Western oil-producing consortia in the Caspian region
comprise at least one US-based o0il company which are barred by US law from undertaking major
investments in Iran.”*” The struggle for pipeline routes concerns as much commercial consideration as
geopolitical influence.**' Thus, decisions about where pipelines will run, who will finance them, and
who will control them constitute key issues that will determine the political future of the region for
decades to come.**

Until recently, Russia held an effective monopoly on Caspian oil transportation. Caspian leaders
viewed this dependence on Russian pipelines with unease, because it gave Russia the possibility to
unilaterally raise tariffs and constrain Caspian exports, or threaten with these actions in order to win
political or economic concessions from its neighbours. Thus, the Caspian countries’ political
autonomy rests on their ability to secure independent access to international energy markets.>*

The BTC pipeline is the first pipeline that completely bypasses Russian territory. As a result, its com-
pletion caused much emotional upset among Russian policymakers. Nevertheless, according to
Russian energy analysts the pipeline constitutes no threat to Russia’s energy policies from an
economic perspective. At the moment, more Caspian oil is shipped through Russia than its pipeline
network can handle, forcing Russia to provide for costly alternatives such as shipments by rail and
boat. Moreover, Milov stresses that the BTC pipeline was not intended as an overtly anti-Russian
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project — LUKOIL, which had been invited to join the consortium, was even pressured by the Russian
government to reject any cooperation.”** As will be discussed later, the BTC pipeline entails more geo-
political considerations than sound economic calculations, and its repercussions are felt in many
capitals, even as far as in Beijing.

Exaggerated Expectations

In the hyper-confident atmosphere of the early 1990s, the Caspian region was reckoned likely to rival
the Middle East. While oil companies and investors relied on the rumoured promise of hidden wealth,
no distinction was made between the Caspian region’s potential reserves — i.e., resources that might be
uncovered after two or three decades of exploitation — and the proven reserves of the Persian Gulf.
Regional leaders had used the exaggerated Soviet estimates of the 1970s to attract investment and
Western interest.*** Fuelled by technical difficulties inherent in the process of estimating oil and gas
deposits, as well as by the geopolitical and economic motivations of regional and international actors,
the controversies over the amount of energy wealth in the Caspian region reached their zenith in 1997,
when Caspian oil production was expected by some to reach 3 to 4% of world production by 2010.**
In 1998, however, US analysts had already concluded that this amount would do little to reduce US
dependence on oil supplies from the Persian Gulf region. Moreover, expectations that the Caspian
region could become an alternative to Persian Gulf supplies could neither be supported by the region’s
known reserves nor by the realities of the global energy market.”*” Actually, the Caspian Basin’s
proven reserves are roughly on par with those of Nigeria, and the region looks likely to produce only
about twice the amount of oil as Canada, at least for the present. Thus, producers such as Russia and
Saudi Arabia will continue to dwarf it.***

Figure 4.1: Proven oil reserves of the Figure 4.2: Oil output 2003 (Caspian numbers
Caspian Basin are estimates for 2010)
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Figure 4.3: Caspian oil output, 1992 and 2001; Figure 4.4: Proven gas reserves
forecasts for 2010
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Source for figure 4.1 to figure 4.4: “At-a-glance: Caspian Oil Riches.” BBC News, 25 May 2005,
http://news.bbe.co.uk/1/hi/business/4577497.stm.

Generally, the exploitation of Caspian oil is hampered by complex logistical, technical, economic,
social, and geopolitical obstacles. The region’s energy deposits lie far from the world’s major energy-
consuming countries.”*’ Thus, the Central Asian countries have to rely on costly pipelines that traverse
several neighbouring countries. Yet pipeline transportation entails some peculiar attributes — high
investment costs, a high degree of inflexibility, and significant economies of scale.”*” Additionally, the
oil drilled in the Caspian fields has a high sulphur content which increases the production, storage and
transport costs considerably.””' Moreover, new exploration is focussed on offshore fields, which re-
quires sophisticated and expensive infrastructures.”>> However, exploitation has often been constrained
by insufficient exploratory equipment. Finally, the realisation of pipeline projects is complicated by
ethnic and religious conflicts along the proposed routes and political barriers.**

Kazakhstan’s oil resources were not developed during the Soviet period, due to environmental
considerations and complex geological conditions. The entire northern Caspian Sea had been a nature
reserve since 1971. After Kazakhstan’s independence, the big multinational companies persuaded the
Kazakh government to suspend the protective status in order to develop the Kashagan field that is
located offshore in the shallow Caspian Sea.”> Fuelled by the Kazakh government’s optimistic
expectations that the Kashagan field would contain about 50 billion barrels of oil, the field was
initially hailed as the largest oil find since oil was discovered in Alaska’s Prudhoe Bay in 1971.*
Nowadays, the field is considered to hold 12 billion barrels of recoverable crude 0il.**® According to
an Agip representative whose company led the initial exploration of the Kashagan field, its
exploitation is expected to be very expensive and difficult because of the field’s location, being far out
in the open sea which is frozen all winter. Moreover, a strong north wind usually decreases the depth
of the shallow sea even more, and in winter icebreakers often hit the bottom of the sea. Further, sea
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levels periodically rise and fall by more than a meter.””” The Tengiz field near the town of Atyrau
(former Guryev) was discovered in 1979, but Soviet engineers never managed to cope with the oil
field’s enormous depth and its exceptional pressure. After a fatal blow-out in 1985, the well was
ablaze for more than a year.”>® Adding to these geological problems, political disputes and competition
for oil concessions create a very harsh business climate.

The Competition for Sufficient Supplies

At present, it is more than questionable whether the Caspian oil producers will be able to live up to the
high expectations. The BTC pipeline is projected to reach 1 million b/d, which would be about 50
million tonnes a year.”’ However, Azerbaijan produced only 318.000 b/d, or 15.7 tonnes of oil, in
2004.7° Thus, there is a gap of roughly 35 million tonnes a year — approximately 700.000 b/d —
between the amount of oil needed to fill the pipeline and Azerbaijan’s current production. Moreover,
Azerbaijan’s production has been stagnating for a couple of years.”®" A sudden increase in production
is therefore unlikely.

Undoubtedly, the multi-billion US dollar project would turn into an economic disaster without
Kazakhstan’s participation. Yet Kazakhstan’s current annual production amounts to about 61 million
tonnes, or 1.3 million b/d. If Kazakhstan were to jump in and fill the gaps in Azeri oil production, it
would have to ship more than half of its annual production across the Caspian Sea.*** Kazakhstan’s oil
production is expected to reach 90 million tonnes per year (1.8 million b/d) by 2010.2%* Still, nearly
one third of its annual production would have to be earmarked for the BTC pipeline. This could have
serious consequences for other pipeline projects, for instance for China’s plans that aim at transporting
Kazakh oil to China. In fact, the oil pipeline that is being built from western Kazakhstan to Xinjiang
will also need about 50 million tonnes per year.*** Accordingly, Kazakhstan’s closer energy
cooperation with Azerbaijan leaves many Chinese analysts with a sense of unease.”” Hence, the
competition for Caspian oil resources will continue for a couple of years.

4.3. China’s Involvement in Kazakhstan’s Oil Industry
Chinese Purchases and Pipeline Projects

Kazakhstan possesses three major oil fields — Karachaganak, Kashagan and Tengiz — with proven
reserves of about 2.4 billion barrels, 12 billion barrels, and 6 to 9 billion barrels respectively.**® The
Tengiz oil field could potentially produce 700,000 b/d, or almost 35 millions tonnes annually, by the
end of the decade. At present it accounts for approximately 35% of Kazakhstan’s production.*”’

Since Kazakhstan is the country with the most significant oil deposits in Central Asia, it has received
the largest amount of Chinese investments so far. However, Chinese companies have frequently been
foiled in their efforts to buy stakes in Kazakh oil fields. Thus far, they have not secured any major
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drilling rights. Moreover, the fields for which Chinese companies have been able to acquire
concessions are already mature, and the companies have even overpaid.*®®

In 1993, China already expressed its interest in Kazakhstan’s oil and gas production and also initiated
the idea of a pipeline that could transport oil from western Kazakhstan to Xinjiang.”® Initially, it
appeared that Kazakhstan simply used the talks with China as a bargaining chip in the negotiations
with other parties. Yet due to the low oil prices in 1997, Kazakh petroleum resources became rather
uncompetitive in the eyes of potential investors. Suddenly, the Kazakh government viewed China —
the largest market for oil adjacent to Central Asia — as an attractive destination for oil exports.
Consequently, Kazakhstan responded positively to China’s approach to construct a pipeline to the east,
because the Chinese side also appeared to have the funds for a large-scale project for which normal
commercial criteria did not seem to apply.*”

Map 4.2: The main oil fields in western Kazakhstan
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Since the first energy-related consultations in 1997, China and Kazakhstan have agreed on several
concrete projects in the production of oil and its export to China. The first agreement was concluded in
June 1997 and provided for CNPC’s acquisition of a 60% stake in the Kazakh firm AKTOBEMUNAIGAZ
in order to gain access to deposits in the Aqtobe®’' region. AKTOBEMUNAIGAZ controls three large oil
fields in northwestern Kazakhstan — Zhanzhol, Kenkiyak One and Kenkiyak Two — with combined
recoverable reserves of about 1 billion barrels.”’””
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CNPC agreed to service AKTOBEMUNAIGAZ’S debts of US$71 million, invest US$10 million in
environmental protection measures, guarantee the pensions and housing of about 5,000 employees,
and to pay royalties to the government of Kazakhstan. Moreover, CNPC pledged to invest US$4.6
billion in the firm’s development over the next two decades. >”> This was the most significant Chinese-
Kazakh deal to date. In bidding for AKTOBEMUNAIGAZ, CNPC beat Texaco, Amoco and a Russian
company, because CNPC’s bid contained two offers the other companies could not match. First, CNPC
agreed to pay up-front a US$320 million bonus to the cash-strapped Kazakh government. Second,
CNPC was willing to conduct a feasibility study on the construction of an oil pipeline from the fields in
the g‘;4qt6be region to western China, which would provide Kazakhstan with a non-Russian export
line.

In September 1997, China and Kazakhstan signed a memorandum of understanding to build an
eastward pipeline to China. This memorandum was part of a deal regarding CNPC’s purchase of
concessions in two Kazakh oil fields, Uzen and Tengiz.””> CNPC was able to outbid Petronas, Amoco
and Unocal by paying an up-front bonus of US$52 million along with an immediate investment of
US$400 million. Yet the key to CNPC’s success was its offer to build a pipeline from Uzen to the
Aqtébe fields and its plans to build another pipeline from Uzen to Iran via Turkmenistan.?®

At that time, the costs of the pipeline that would link western Kazakhstan’s oil fields with Xinjiang
were estimated at US$3.5 billion.””” Few analysts considered the proposed pipeline from Kazakhstan
to China to be commercially viable. Therefore, it was regarded as a strategic decision of the Chinese
government to get involved in the Caspian oil business.”” In the late 1990s the continued low level of
oil prices brought a dose of realism to China’s pipeline dreams. After international investors had
begun to consider the Caspian region less attractive and the multinational oil companies had already
eliminated all but the most profitable export options, China’s State Council also became disinclined to
accept the high premium costs connected with the Chinese-Kazakh pipeline project and pressured
CNPC to shelve the construction plans.”” CNPC focussed on the stretches of pipeline within Xinjiang in
the late 1990s, while bilateral contracts led to very little construction in Kazakhstan.** When Kazakh
President Nursultan Nazarbayev promised the US in March 2001 that Kazakhstan would reroute its oil
to the BTC pipeline after its completion, the Chinese-Kazakh pipeline project was entirely put on hold,
as the Kazakh government was unwilling to guarantee the Chinese side the annual minimum volume
of 20 million tonnes of crude oil for the pipeline.”®'

In June 2003, however, President Hu Jintao chose Kazakhstan as the destination for his first bilateral
talks abroad. After having attended the SCO summit in Moscow, Hu went to Kazakhstan where a
blueprint for bilateral cooperation for the period from 2003 to 2008 was signed. During this visit,
President Hu renewed China’s commitment to building an oil pipeline from Kazakhstan to Xinjiang,
while CNPC increased its stake in AKTOBEMUNAIGAZ to more than 80%.>*

Up until now, the Chinese oil companies have shipped crude by railway to China. However, the
capacity of railway transport is insufficient, mainly because of increasing trade relations and the fact
that the railway station at Alashankou is the only border customs point between China and Kazakhstan
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for rail transhipment.” Therefore, the construction of the pipeline has become a pressing issue for the
oil companies.

Map 4.3: The Chinese-Kazakh pipeline from western Kazakhstan to Alashankou, Xinjiang
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In its first stage, the renewed pipeline deal provides for the construction of a 988-km pipeline from
Atasu in Central Kazakhstan to Alashankou, a border town near the Alataw pass in the Tian Shan
Mountains, which is not far from the town of Karamay (Kelamayi)*** in the Junggar Basin — one of
Xinjiang’s oil-producing areas. Later, the pipeline will be extended to the Tengiz oil field in western
Kazakhstan. An already existing stretch of pipeline connects this field with Aktau (former
Shevchenko) that is located not far from the Kazakh-Turkmen border, which could facilitate a link-up
with fields in Turkmenistan.*®

The Progress of the Projects

From the outset there have been considerable cost disadvantages for Kazakhstan in delivering its oil to
China, because Kazakhstan would earn higher revenues by exporting to the Mediterranean rather than
to China by way of the Persian Gulf. The cost disadvantage of shipments via the proposed pipeline is
even larger. Therefore, large Chinese investments were necessary to induce Kazakhstan to supply
China with its oil over land rather than sell it via Iran or Russia to the Mediterranean market.**®

Apparently, China’s projects in Kazakhstan have also been affected by the same problems that have
delayed pipeline construction by western consortiums in Central Asia — i.e., economic and logistical
difficulties along with social instability and ethnic unrest.”® The realisation of the pipeline project
from western Kazakhstan to Xinjiang had also been hampered by CNPC’s frictions with Kazakh
authorities. CNPC representatives even expressed reservations about the possibility of successfully
completing the project. Corruption on both sides of the Sino-Kazakh border, disputes within
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Kazakhstan’s government, difficult natural conditions, and the slow development of Central Asian oil
fields are also factors that have caused severe delays.”

CNPC’s exploration of its oil fields has been a fiasco so far. Moreover, the fields CNPC had acquired
cannot produce enough crude to justify the pipeline project’s huge expenses.*** Until the completion of
Chinese-Kazakh pipeline, CNPC has to use rail transport to get the crude to China. However, due to the
insufficient transport infrastructure, the Chinese were even forced to sell much of the crude at a loss to
a Russian refinery.*”

The first step in the construction of the Chinese-Kazakh pipeline was the completion of a pipeline
from the Aqtobe fields to the oil hub Atyrau in 2003. The first part of the pipeline from Atasu to the
Alataw pass will be completed in December 2005.”' The construction of the last and longest section
of the pipeline — from Atasu to the Tengiz field — began in summer 2004.> The final stage of the
project will entail the construction of a stretch of pipeline from the Kenkiyak fields to the southern
fields of Kumkol. After its completion, the pipeline will initially deliver 20 million and later up to 50
million tonnes of oil annually.*””> The amount would represent 16% of China’s current oil
consumption, but less than 5% by the time the project reaches completion.”*

However, it is not clear whether there will be enough Kazakh oil to fill the pipeline. Although the
pipeline is financed by both Kazakhstan and China, CNPC will be responsible for filling the pipeline
from its oilfields in Kazakhstan once it is finished.”””> From the outset, CNPC knew that its Aqtobe
reserves could only provide half of the minimum volume. An attempt by the Chinese to bid for a share
held by British Gas in the giant Kashagan field was pre-empted by some of the field’s other foreign
owners, who also include US interests.””® Currently, CNPC produces approximately 8 million tonnes
annually in western Kazakhstan. LUKOIL and PETROKAZAKHSTAN together produce 10 to 12 million
tonnes annually in Kumkol. In August 2005, CNPC acquired the Canadian-listed company
PETROKAZAKHSTAN, agreeing to pay US$4.18 billion, which is US$55 per share — 21% more than the
stock-market price at that time.””’ Thus, CNPC might still be forced to buy oil from Kazakhstan or
Russia to fill its pipeline. Crude from Russia can be shipped to the Chinese-Kazakh pipeline via the
neglected Omsk-Turkmenabat (former Chardzhou) pipeline. Yet with an initial volume of only 5
million tonnes annually, no large company will feel inclined to carry out the necessary repairs to make
the pipeline operational.”®® As a consequence, China will continue to urge its oil companies to buy
more concessions to develop Kazakh oil fields in order to secure enough oil to fill the pipeline.**

After the crude will finally have reached the border town of Alashankou, it will be shipped via already
existing pipelines to Dushanzi in Xinjiang and further to refineries in Lanzhou, Gansu province, and
Chengdu, Sichuan province.*” A 1,200-km long pipeline has already been built from Lanzhou to
Chengdu and Chongging that can ship up to 10 million tonnes per year.**' The southwestern province
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of Sichuan is with 80 million inhabitants the most populous of China’s provinces and hosts several
large industrial centres. The contiguous booming municipality of Chongqing — with 31 million
inhabitants China’s biggest city — and its chemical industry are also a potential market for these oil
supplies.

Coping with the BTC Threat

The opening of the BTC pipeline in May 2005 alarmed Chinese policymakers, mainly because of its
possible consequences for China’s imports via the Chinese-Kazakh pipeline, which were widely
reported in the Chinese media. In fact, in 2004 Azerbaijan was only able to export one fifth of the
amount of oil needed to operate the pipeline at full capacity. Moreover, in the past few years no major
find has been made in Azerbaijan that could fill the huge gap. Therefore, the US once again pressured
Kazakhstan to build a pipeline from Aktau to Baku to supply oil to the BTC pipeline. Chinese analysts
stated that if the Kazakh side would promise to supply specific amounts, the flow of oil to China could
be threatened.’” Kazakh officials, giving in to US pressure, have already declared that the Chinese
must make certain that there is enough oil to ship to China.*”®

Since China has already invested heavily in the Chinese-Kazakh pipeline, insufficient oil supplies
would leave the Chinese with considerable financial losses and a long-term effect on China’s energy
security. Accordingly, Chinese analysts urged the Chinese government to stand prepared to do what is
necessary to guard against a defeat like the one China had suffered during the negotiations over the
proposed Angarsk-Daging pipeline a few months earlier.’**

Despite the uncertainties, the fast progress of the Chinese-Kazakh project alarmed the Russian oil
companies ROSNEFT and LUKOIL. They were afraid that there would not be enough demand for
Russian oil in China after the completion of the pipeline. Yet these fears were unfounded, as CNPC will
still need Russian oil to fill the pipeline. Additionally, until the completion of the Taishet-Nakhodka
pipeline, Russia will be able to use the Chinese-Kazakh pipeline to export oil to Asia in order to
diversify its export directions. In late 2005, Russia, Kazakhstan, and China agreed upon the delivery of
Russian oil to Central Kazakhstan through the Omsk-Turkmenabat pipeline. The Russian oil will be
shipped to Central Kazakhstan and then further through the Chinese-Kazakh pipeline to China. All
three parties were more than content with this deal.*”®

To sum up, the Caspian Basin region is one of the few major oil-producing regions open to foreign
direct investment. In order to lessen their dependency on the Middle East, the major oil-importing
countries are keen to diversify their oil supplies. As a result, all major international energy companies
have tried to acquire stakes in the Caspian region’s energy riches, especially in Kazakhstan. China’s
decision to build a pipeline to Xinjiang was based on strategic considerations and the need to diversify
its oil supplies. Despite various economic and political obstacles, the Chinese leadership is determined
to go through with the project and will continue to assist the Chinese oil companies in acquiring oil
concessions and investing in energy infrastructure in Central Asia in order to bring more oil to China.
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The Regional Importance of the Pipeline

This chapter describes the political and economic rationale behind China’s involvement with the
developments in Central Asia. The first section deals with the main features of the Western
Development Programme. The second section assesses Xinjiang’s economic modernisation and the
social consequences of its increasing interaction with both East China and Central Asia. Finally,
China’s strengthening ties with Kazakhstan will be discussed, together with a short assessment of the
importance of the pipeline project for the bilateral relations.

5.1. The Western Development Programme
The Fear of Internal Instability

According to Ye Zicheng, the most crucial requirement for China’s rise is the leadership’s ability to
maintain internal political stability and rapid economic growth. An important question is whether or
not the Chinese leadership will make the same mistakes as previous rising powers did when they tried
to address external challenges and internal problems. Indeed, internal problems are the most likely
endangerment to China’s rise. Despite the successes of more than 20 years of economic reform, China
faces numerous urgent problems — unemployment in rural and former industrial areas, widespread
corruption, social inequality, an insufficient educational level of large parts of the population, the
speed of the economic transformation, unbalanced demographic development, environmental pollu-
tion, gg&eral social discontent, a shortage of energy resources and huge regional disparities in
wealth.

Whereas many countries have to deal with regional disparities in wealth, such social and regional
inequalities are viewed as a political problem in China. Throughout Chinese history many dynasties
have been overthrown by poor peasants because of the rulers’ inability to relieve the burdens of the
poor. Indeed, the distribution of wealth among China’s regions is exceptionally uneven. On average,
people3(1)i7ving in Shanghai or Beijing earn 10 times more than those in the poorest regions of Central
China.

When China launched its economic reform in the late 1970s, the provinces of Guangdong, Fujian,
Jiangsu, and Zhejiang were the first to gain from the new economic policy because the central
government introduced various preferential policies for coastal provinces, recognising the need to
open up to the world economy.’®™ Due to easy access to ports and the proximity to Hong Kong,
Macau, and Taiwan, export-oriented investors located their production facilities in these coastal areas,
which have been enjoying tremendous economic growth rates ever since.

As early as 1979, Deng Xiaoping popularised the concept of a “well-off society,” which then
translated into reaching a per capita GDP of US$800 by the end of the 20th century. Due to China’s
rapid economic development and a population growth of only 1% a year, Deng and his successors
have achieved this goal.’” Additionally, to cope with the widening gap between the booming coastal
areas and the underdeveloped interior provinces in the latter half of the 1980s, Deng formulated the
strategy of “the two overall situations” — i.e., during the first stage of economic reform, coastal areas
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were to be given support, but once they had reached a sufficient level of development the interior areas
would be entitled to receive such support.®'
Map 5.1: China — GDP per capita by province, 2005, US$
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Raising standards of living is still a goal of China’s leadership — achieving a well-off society now
means reaching a per capita GDP of US$2,000 by 2020. Yet economic inequality between rural and
urban areas, as well as between the different regions of the vast country, has become an even more
urgent topic on the leadership’s agenda.’'' Ye Zicheng observes that regional inequality poses a
serious danger to China’s further development. In the case of widespread social unrest, China’s social
and economic achievements of the last two decades would be destroyed. Moreover, increased

economic disparity could aggravate ethnic divisions and, eventually, threaten China’s territorial
integrity.’"?

In early 1992, Deng Xiaoping reiterated his two-stage strategy of regional development and marked
the turn of the century as the time when the prosperous areas should have achieved a moderately high
standard of living, which would allow the leadership to gradually shift the focus of central preferential
policies toward the development of the interior. Thus, the future development of the inland regions
became an integral part of the CCP’s strategy to foster a well-off society over the whole of China by
the middle of the 21st century.’"
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Chinese economists had hoped that at some time the economic situation of the western regions would
improve in the wake of sustained growth in the eastern provinces.”'* Yet, the interior remained a
supplier of primary goods to the rest of the country.’'> Moreover, regional disparity worsened rapidly
during the first half of the 1990s. Chinese analysts found that the intensification of regional differences
were even more alarming than in the disintegrating former Yugoslavia. Thus, in mid-1999 President
Jiang Zemin, while living up to Deng’s promise and acknowledging the seriousness of the situation,
announced the Western Development Programme.*'®

The Purpose of the Western Development Programme

The Western Development Programme comprises eleven western provinces and autonomous regions
as well as one municipality—i.e. the municipality of Chongqing, the provinces of Yunnan, Guizhou,
Sichuan, Shaanxi, Gansu, and Qinghai, as well as Guangxi Zhuang, Ningxia Hui, Xizang (Tibet),
Inner Mongolia, and Xinjiang Uygur autonomous regions. The programme is considered the
centrepiece of the leadership’s effort to strengthen national unity and integration.*”

The two main objectives of the programme were to dramatically improve the local infrastructure and
the natural environment of the regions concerned, while problems surrounding four different policy
fields should be incorporated—i.e. environment, energy, market reform, and minority nationalities. In
late 1999, the Western Development Programme was declared official state policy, and a group of
high—ranl;iglg officials led by Prime Minister Zhu Rongji took care of the coordination of the various
projects.

Actually, the fact that comparisons were drawn between West China and the former Yugoslavia is
crucial to assessing the importance of the Western Development Programme. Confronted with the
developments in Yugoslavia as well as in Central Asia after the disintegration of the Soviet Union, the
Chinese leadership was deeply concerned about challenges to China’s territorial integrity.’"”
Additionally, Chinese analysts saw China’s WTO membership as a painful challenge to various
sectors of the domestic economy and predicted that the interior regions would suffer most because of
their backward agriculture and loss-making heavy industries. The imminent threat of industrial
breakdown and accelerated poverty of the rural populace led provincial leaders to urge the central
government to come up with a viable counter-strategy.**’

Admittedly, the current leadership is trying to use the Western Development Programme to buy
support, ensure stability, and discourage challenges to their transition strategy. In fact, one third of the
current members of the Politburo of the CCP — the party’s highest policy-making organ — have a
personal background in China’s West, most prominently the former head of the National Development
and Reform Commission and current Vice-Premier Zeng Peiyan, Prime Minister Wen Jiabao, and
President Hu Jintao. They not only know the problems of the western regions from personal
experiences during previous appointments but their political power is also based on the support of
party officials from the interior.””' Hence, stability and economic development in China’s western
provinces and regions constitutes a crucial part of the current leadership’s approach to China’s further
modernisation.
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