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Executive Summary

Chinais set to become one of the world's largest energy importers by 2010. Saudi Arabia, the
world's leader in proven ail reserves, production capacity, and net export of petroleum, will play a
key rolein satisfying China's growing energy needs. In addition, the Chinese are turning to the Saudi
royd family as astrong and viable strategic partner. This development has broad implications for
China, Saudi Arabia, and the United States.

This study provides an overview of China's current and projected energy state, evidence for
increasing ties between Chinaand Saudi Arabia, and an analysis of the impact a Sino-Saudi
rapprochement will have on the US. Its main conclusions are as follows:

v Regardless of efforts to increase domestic production and diversify its energy supply, China
cannot avoid increased dependence on Saudi Arabia. This dependence will spring from
both direct oil imports aswell as from the fact that Saudi Arabia, by virtue of its sanding as
the world's energy superpower, wields enormous influence on petroleum prices. In order to
process Saudi ail, Chinawill, with Saudi assstance, invest in new refining capacity and
refinery upgrades enabling it to process the rdatively high-sulfur petroleum from the Gulf.

v" Increased energy trade will lead to growing palitica, military, and economic ties between
Chinaand Saudi Arabia This relationship will be driven by energy consderations, but will
be strengthened by shared policy goals. Both countries seek economic liberdization,
privetization and diversfication while maintaining strict governmenta control of the
economy. Both are resstant to US dominance in world affairs, and are sengtive to criticism
over human rightsissues

v" As China becomes increasingly reliant on Saudi Arabia s oil and energy policies, it will
come to share the concerns of OECD countries such as the United States. Specificaly,
Chinawill have adirect interest in peace in the Middle Eag, the sability of the Gulf region,
and the security of globa sea-lanesthat transport the world' s ail.

Overdl, Chinese dependence on Saudi Arabiafor its energy needs will not present any direct threat
to US nationd interests. The US will remain an important market for Saudi oil, and as such, won't
lose influence with the Kingdom. And while the US should monitor any “wegpons-for-oil” deds
Chinamakesin the region, and should ensure that China does not tie bilaterd issuesto its energy
trade, in generd Chinese riance on foreign oil will lead to its deeper integration into the globa
€conomy.

Note: The bulk of this report was prepared before the terrorist attacks of September 11™, 2001.
While this event, and the resulting US war on terrorism, does not ater our conclusions, it does
highlight the importance of Saudi Arabiato US nationd security. Please see our memorandum, “A
21% Century Partnership: Strengthening US-Saudi Tiesin the War Againgt Terror,” for further
discussion of thisissue.
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Part I: China' s Growing Energy Needs

For much of the past century, American economic growth fueled a spectacular risein its energy
demands. Thisled the United States to develop strong ties to Saudi Arabia, the world' s energy
superpower. Today, Chinais one of the world' s fastest growing economies, and it too has turned its
attention to world oil exporters and especialy to Saudi Arabiain order to meet its energy needs.

China has achieved remarkable economic progress in the past decade. Per capita GDP has grown
at an annual rate of 6-7%, subgantidly higher than the 2-3% average growth for devel oped
countries. This growth has been accompanied by a corresponding growth in energy use. In 1999,
China consumed an oil equivaent of 16.5 million barrels per day (mb/d) of primary energy,
congsting of 69.5% codl*, 25% oil, 2.9% natural gas, 2.1% hydropower, and 0.5% nuclear power.

Since 1979, China's oil demand has grown faster than its domestic ail production. In the last
decade, oil consumption rose from 2.1 mb/d in 1990 to 3.5 mb/d in 1997 and is currently about
4.64 mb/d.?2 China.now ranks third in the world for oil products use, after the US and Japan.

In the firgt Sx months of 2001, crude oil imports stood at 1.29 mb/d, down dightly from 1.42 mb/d
in 2000. Net refined product imports stood at an estimated 417,000 barrels per day (b/d) in 1998,
not including an additiond 70,000 b/d to 100,000 b/d of illegdly smuggled gas ail, fue oil and other
products.’

Thetotd leve of these importsis expected to grow subgtantidly in the coming years as China's
domestic ail requirements increase and its domestic oil production fails to keep pace. Depending on
its rate of economic growth, China' s oil useis projected to increase by between 750,000 b/d and 3
million b/d, totaling between 5.4 million b/d to 7.5 million b/d by 2010. By 2020, China s ail

demand could be as high as 7 to 12 million b/d if strong economic growth continues. Should Chinal's
oil production levels remain reatively stagnant (as has been the case for saverd years), China s ail
import levels could grow to between 2.0 mb/d and 4 mb/d over the next ten years.

Chinese oil demand could represent as much as 17-23% of total Asian oil demand and 5 to 7% of
tota world demand for oil by 2010, rendering China s influence on and vulnerability to internationa
oil markets sgnificant. Anticipation of this energy supply gap is dready influencing Chinalsforeign
policy and prompting Chinato forge new relationships.



Chinese Demand Trends

Table 1 shows total energy consumption by Chinafor the period 1975-1999.

Tablel
Official SSB Statisticson
Chinese Total Consumption of Energy [in Millions of Tons of Oil Equivalent (MTOE)] and
Composition (in per centages), 1975-1999

Total Energy Coal CrudeOil Natural Gas  Hydro-Power

Consumption
1975 313.26 71.9 211 2.5 4.6
1980 415.38 72.2 20.7 3.1 4.0
1985 528.54 75.8 171 2.2 4.9
1990 681.03 76.2 16.6 2.1 51
1995 904.59 74.6 175 1.8 6.1
1996 958.41 74.7 18.0 18 5.5
1997 952.89 715 204 17 6.2
1998 912.18 69.6 215 2.2 6.7
1999 841.80 67.1 234 2.8 6.7

Note: From SSB 2000, pg. 239; Total Energy Consumption figures derived frommillion tons, coal equivalent,
converted to Mtoe at .69. Percentages may not sumto 100 due to rounding and other factors.

Chinese energy demand from the transport sector has historicaly been lower than demand rates that
aretypicd in other countries at Smilar levels of per capitaincome. In its development plans of the
1970s and 1980s, China severely restricted the production of automobiles and transport
infragtructure, emphasizing the utilization of bicycles as the chief mode of persond transportation.
Energy demand in the industrid and other sectors has been higher. Thisis not surprisng since China,
then a command economy, emphasized investment in heavy industry to the detriment of investment
in consumer goods.

In addition, state controlled prices masked the true costs of energy inputs. Since manageria
performance was not judged on the basis of commercid profitability, inefficient energy use was
sugtained in indugtrid practices. Thus, China experienced unusudly high energy intengty relative to
other countries of its Sze and leve of development.

Figure 1 shows Chinese energy consumption by end use sectors: residentid and commercid,
transportation, and industrial and other.* During this period total fina energy demand increased by
approximately 150%, with most of the increase coming in the industria and transportation sectors.
The growth in the industrid sector was the result of continued reliance on the build- up of heavy
industry as abasis for development. The growth in the transportation sector reflected the rapid



growth, and subsequent utilization, of motor vehicle stocks which grew from 0.3 to 3.2 passenger
vehicles per thousand people, an increase of amost 1000%.

Figure 1: ChineseFinal Energy Consumption (1978-1995)
Source: Asian Development Bank, Eneray Satistics for Developing Member Nations
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Table 2 shows forecasts of Chinese demand for energy by end-use sector under various
development scenarios. Alternative assumptions about the rate of economic growth are made
holding the red price of energy constant at 1995 levels. Cases include those where per capitared
GDP growth averages 5.0% per annum, 2.5% per capita GDP expansion and the Department of
Energy (DOE) reference case which isfor 7.9% absolute real GDP growth, but, using the World

Bank’s projection for population expansion (0.7% per annum), calculates to 7.2% per capita
growth.



Table2
Energy Demand Forecastsfor Chinato the Year 2020

Y ear ]' Energy Demand (a)

Red GDP  Residential Industrial
per capita and and
Growth (b) Commercial Transportation Other Final Primary (c) DOE (d)
1995 . 136.5 425 544 5 723.5 915.8
25 214.4 89.9 805.9 1110.2 1405.3
2010 5.0 230.4 106.4 9221 1258.9 1593.5 ..
7.2 243.0 122.2 1035.9 1401.1 1773.5 1797.0
2.5 240.5 102.6 9015 12446 1575.4
2015 5.0 264.7 129.7 1092.8 1487.2 1882.5 ..
7.2 282.3 156.4 1290.6 1729.3 2189.0 2229.0
2.5 267.7 116.2 1008.0 1391.9 1761.9
2020 5.0 299.8 155.9 1295.3 1751.0 2216.5 ..
7.2 320.3 196.1 1609.6 2126.0 2691.1 2764.0

Notes:

(a) Unitsarein Million Tons of Qil Equivalent

(b) Population is assumed to grow at 0.7% per annum. (World Bank Development I ndicators, 1998)

(c) Historically, Transformation losses are around 21%. Thus, to obtain Primary, this value was assumed.?
(d) DOE refersto Department of Energy reference case projection for Primary Energy Consumption.

China s overdl energy use is expected to derive mainly from industria activities for the foreseegble
future. At present, close to 50% of Chinese GDP originatesin theindustria sector. However,
resdentia and commercid energy use and trangportation energy use will begin to account for an
increasing share of tota energy consumption as more and more consumers achieve higher levels of
income.

Medlock and Soligo (2001) predict that motor vehicle stocksin China could grow to 30 vehicles
per thousand individuals by 2015 at a per capita GDP growth rate of 5.0% per annum. With a
projected population of about 1.4 billion, this amountsto atotal stock of automobiles of about 42
million, an increase of about 37.5 million from their 1995 levels® Given the nature of the
transportation sector, increased utilization trandates into a huge increase in the demand for oil and
petroleum products.

In the trangportation sector, China s energy use is considerably below that of non-command
economies with smilar per cgpitaincome. Y &, given existing infrastructure congtraints and
environmental obstacles, it seems unlikely that transportation sector growth will grow asfast asit
hasin other countries.



In the indudtrid sector, Chind s energy use is much higher than that of non-command economies
with smilar per cgpitaincome. However, as the Chinese economy liberdizes, more emphasis will be
placed on lowering manufacturing costs, simulating more energy efficient processes. Thiswill lead
to areduction in the energy intendity of production and to adownward “correction” in China's
energy use per unit of GDP to bring it more closgly in line with globa development trends. In
addition, the effect of moving from very energy intensive heavy indudtry to less energy intensve
consumer oriented production can create, in-and-of itself, adownward correction. Nonetheless,
China has had difficulty increasing efficiency in the state owned firms and closing those that are
beyond improvement. These firms will continue to act as a drag on energy efficiency for sometime
to come, athough the country’ s recent entry into the World Trade Organization could accelerate
closures and spin-offs.

Forecasting China’s Oil Demand

What do these forecasts of China s demand for total energy mean for future Chinese ail
requirements? In Table 3, some forecasts for Chinese oil demand to the year 2010 and 2020 are
forecast. For 2010, oil demand is estimated to be between 5.4 and 7.0 mb/d, corresponding to
GDP growth rates of 3.2% and 7.9%. For 2020, demand is estimated at 6.8 - 10.9 mb/d, again for
growth rates 3.2% and 7.9%. These estimates compare with DOE reference case projections of
7.0 mb/d in 2010 and 11.2 mb/d in 2020.

Table3
Projected Chinese Oil Requirements by Sector

Table 3: Projected Chinese Oil Requirements by Sector

1995 2010 2015 2020
Per capita GDP 2.5% 5.0% 7.2% 2.5% 5.0% 7.2% 2.5% 5.0% 7.2%
Growth Rates
Residential andCom.
million tons 6.39 10.03 10.78 11.37 11.25 12.39 13.21 12.53 14.03 14.99
increase of 3.63 4.38 4,97 4.85 5.99 6.81 6.13 7.63 8.59
Transportation
million tons 26.28 55.59 65.80 75.57 63.45 80.21 96.72 71.86 96.41 121.27
increase of 29.29 39.50 49.27 37.15 53.91 70.42 45.56 70.11 94.97
Industrialand Other
million tons 103.08( 152.56 17456  196.11| 170.66 206.88 244.32| 190.82 24521 304.71
increase of 49.46 71.46 93.01 6756 @ 10378  141.22 87.72 14211 20161
Total Final
million tons 135.75 218.19 251.14 283.05 245.37 299.47 354.25 275.21 355.65 440.97
increase of 7219 10514 @ 137.05 99.37 | 15347 20825 | 129.21  209.65 @ 294.97
Primary (a)
million tons 167.59| 269.37 310.05  349.44| 30292 369.72 43735 339.77  439.08 54441
increase of 111.57 152.25 191.64 145.12 211.92 279.55 181.97 281.28 386.61
barrels/day (b) 3.35 5.39 6.20 6.99 6.06 7.39 8.75 6.80 8.78 10.89
increase of 2.04 2.85 3.64 271 4,04 5.40 3.45 5.43 7.54
Notes:
(@) Qil losses from transformation were approximately 19% of primary requirement in 1995.
(b) Unitsarein millions.




The oil demand numbersin Table 3 presume that the fue mix within each sector remains condant at
1995 levels. However, there is a strong possibility that Chinawill continue to make environmentaly
motivated subgtitutions away from cod. In addition, increasesin energy demand in trangportation
may be more broadly affected by the growth of private transportation. Both of these factors would
have the effect of increasing the share of il in total energy demand. For example, assume thet the ail
component in the energy mix in trangportation rises from 62% to 90% by 2020. Assume further that
oil that now accounts for only 4.5% in the residential/commercia sector risesto 20% and, findly,
that the oil share in the energy mix of the industrid sector increases from 19% to 30%. In this case,
oil demand in 2010 will be between 6.3 mb/d and 8.1 mb/d, depending on GDP growth rates, and
between 11.4 mb/d and 17.9 mb/d in 2020.

On the other hand, the growth in energy demand for trangportation is conditioned on the future
development of complementary infrastructure and the extent to which environmenta concerns are
addressed. In devel oped countries, the existence of infrastructure serving gasoline and diesdl
vehiclesis often cited as a barrier to the adoption and spread of vehicles powered by natura gas,
LPG or fud cdls. Some municipditiesin China are dready pursuing policies to promote naturd gas
or LPG vehicles. The rdative absence of such infrastructure in China could facilitate such new
technologies to take hold there before doing so in more developed countries. In such a case, these
higher estimates would greetly over-gate the growth in demand for crude ail.

Some other forecadts for Chinese oil demand reflect such higher rates. However, officia Chinese
government forecasts generdly reflect lower projections.

Table4
Estimates of Chinese Oil Demand
(in millions of barrels per day)

Baker IEA APERC SDPC  PRC State  SETC
Ingtitute  (1998)  (1998)  (1998) Council (1996) (2001)
(1999)

2000 4.3 4.0 4.0

2005 55 4.9

2010 6.2 7.1 6.8 5.7 5.2

2015 7.4 6.8

2020 8.8 10.1 6.4

Note: Baker Institute figuresfrom Medlock & Soligo 1999; |EA from |EA 2000; APERC fromAPERC 1998;
SDPC from Gao 2000; PRC State Council from China Energy Strategy Study (2000-2050), Beijing, (in
Chinese), cited in IEA 2000, pg. 47; SETC from SETC 2001.



China’ s Domestic Oil Sector

Totd crude ail production in Chinanow currently averages about 3.28 million barrels a day, most of
which is concentrated in asmall number of highly productive fidds. Northeast Chinaiisthe largest
producing region in the country, yielding 2.214 mb/d out of 3.285 mb/d in the first haf of 2001. The
decline rate for this region was about 43,000 b/d in 2001.

Over 50% of China s oil output comes from just two mature and declining fields—Daqging, located in
Northeast China, and Shengli, located in the Northern Shangdong province. Daging, China s largest
ail fidd, produces about 1 million barrdlsaday. A smal portion of this crude is exported to Japan
but mogt of it istrangported by pipeline or railcar to refineriesin North and Northeast China. Some
Daging oil is shipped to the Lower Y angtze region and the southern provinces by smal coastal
vessels and refined there. Shengli production averages about 600,000 barrels. In 2000, Shengli
production had registered declines but has made some dight recovery of about 2,000 to 4,000 b/d
in early summer of 2001. About 220,000 b/d of Shengli production remainsin the Shangdong
province for refining. The remainder is shipped by pipdine to the coast or to refineries dong the
Yangtze River.

Both the Daging and Shengli fields are consdered as over-drilled and are poor candidates for
additiond tertiary recovery schemes. Some decline in output ratesis expected from both fields over
the next five to ten years.

The next tier of smdler fidds includes Liaohe and Xinjiang. Liaohe production averages around
300,000 b/d and is shipped mainly by pipdineto refineriesin the Lower Yangtze region. The
Xinjiang Uihgur autonomous region in Western China has three giant crude oil basins: Tarim,
Junggar and Tu-Ha Although current output from the region is smdl, China believes this region
could see alarge boost in output from exploration and development activities, possibly to as high as
one million b/d by 2010. However, such development would reguire massive investment, including
congtruction of amajor 4,000-kilometer pipeline to more populous East and Southeast regions. So
far this year, minor growth has been seen in output in the Far Western regions of Tarim and Junggar
and the provinces of Changging (Shaanxi province), Qinghal, Y anchang, and Y umen. PetroChina
has targeted Changaing and Tarim for further output increases this year. (See Appendix | for
comprehensve data on Chinese ail fidds and Appendix I11 for amap of Chinese ail fidds)

Congtruction of a pipeline from the Tarim areato Shanshan was completed in 1997 and plans exist
to extend the line to Lanzhou and points east, with a our to energy-short Sichuan province.
Eventudly the system could be extended to Shanghai and its environs.

Certain onshore exploration blocks have aso been targeted for foreign investment. China began its
move to open up itsindustry in the 1970s, origindly permitting joint ventures in the southern
provinces, and later expanding to other parts of the country. Offshore exploration venturesinvolving
foreign companies are generaly handled by the China Nationa Offshore Oil Corporation
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(CNOOC). CNOOC has been viewed by the internationa oil companies (I0Cs) asfarly
commercid and progressive in its dedlings, and some discoveries have been made.

Western oil company activities onshore insde China have been limited mainly to smdler ailfidds and
to wildcat exploration. Among the companies with upstream investment in Chinaare Exxon,

Texaco, Eni, Agip, BP, Amoco, Shell, Phillips, Statoil and a number of smaller independent firms as
well as Indonesian and Japanese companies. China has placed some hopes on developing the
Western oilfields of the Tarim Basin but to date low oil prices and an uncertain environment for
foreign investors has dowed the development of the region. PetroChina offered a licensng round for
15 oil and gas blocksin northeast China s Bohai Bay Basin in September 2000, but no commercia
contracts have been sgned thus far. PetroChina also plans to offer new blocksin the Erdos Basinin
northwest Chinain late 2001.

Offshore oil production represents an expanding domain, reaching 410,000 b/d in mid-2001, up
from 300,000 b/d in the late 1990s. Foreign explorers have been adding substantialy to China's
offshore profile in the last three years, finding more than 1 billion barrels of oil in Boha Bay, the
Pearl River Delta and the Beibu Gulf. About athird of the offshore production is sold abroad,
mainly to refinersin Singapore, with the rest sent to China' s southern provinces.

Recently, there have been some exploration successes by foreign oil companiesin Chind' s offshore
a Boha Bay and ajoint venture between Phillips Petroleum and CNOOC has begun work on the
Pengla 19-3 ail fidd in the northeast Bohai Sea. The reserve potentid of the field is estimated a
500 to 800 million barrels of oil equivaent and production should tota 35,000 b/d to 40,000 b/d by
August 2002, rising to 65,000 b/d by 2005. CNOOC has said it plansto raise Bohai Sea crude
output to 360,000 b/d by 2005. CNOOC is dso planning to raise production at its wholly owned
Suizhong 36-1 fidd, off China s northeast coadt, to 69,000 b/d in the coming year. Thefidd has
only minima production to date. Apache' s Zhao Dong field will produce 25,000 b/d by the end of
2003. Kerr McGee and CNOOC also have anew discovery at Caofeidian.

In the South China Sea, exploration disgppointments in the 1980s and 1990s are giving way to new
discoveries of late. Phillip'sfields in the Xigiang recently pesked at 100,000 b/d but are declining to
around 80,000 b/d. BP s Liuhuafied isrunning a around 26,000 b/d while Satoil’s Lufeng is
averaging 12,000 b/d. Meanwhile, the CACT consortium, comprised of Italy’s Eni, Chevron and
Texaco and China state-owned CNOOC, has aso announced anew ail find in the South China
Sea.” Six fidds there produce around 140,000 b/d and four more fields are under development.

The Long-term Outlook for Chinese Oil Production

Despite an opening to foreign investment, China's domestic oil production is not expected to
increase substantialy in the coming years. Low ail prices, ineffective price reform, massive flooding
a the Daging ail fied and insufficient domestic oil trangportation infrastructure combined to produce
asmdl drop in Chinese oil output in 1998 to 3.2 mb/d. High oil prices have encouraged a dight
recovery in 2000 and 2001, with output in 2001 hovering between 3.21 to 3.28 mb/d.

11



While some anaysts continue to predict that Chinese oil production could rebound over the next ten
years, there are many factors that might work againgt this result. They include: capitd condraints
within China s mgor industries, generd ineffectiveness of oil sector corporate reforms, lack of
interest among foreign investors in acreage offered for exploration, and the prospects that oil prices
could remain low over the longer term.

For these and other reasons, domestic output is expected to stagnate for the next 10 years and
remain close to 3.1 to 3.3 mb/d through 2010. Other forecasts range from 3.0 mb/d to 3.7 mb/d.
The DOE reference case forecasts production at 3.6 mb/d.

The outlook for 2020 is not much better. The DOE forecasts 2020 production a 3.5 mb/d. Thisa
reasonable projection given the posshility that technologica improvements and efficiency gainswill
be made in China's energy sector over the next twenty years and could eventudly arrest declinein

production rates.

Table7
Estimates of Chinese Domestic Oil Production
(in millions of barrels per day)

Baker Institute [EA APERC SDPC PRC State SETC

(1998) (1998)  (1998)  (1998) Council (1996)  (2001)
2000 3.4 3.2 3.1 3.2
2005 3.6 3.4
2010 3.3 3.1 3.9 3.8 3.3
2015 4.1
2020 35 2.1 3.6

Note: Baker Institute figures from Medlock & Soligo 1999; IEA from IEA 2000; APERC from APERC 1998; SDPC from Gao
2000; PRC State Council from China Energy Strategy Study (2000-2050), Beijing, (in Chinese), cited in IEA 2000, pg. 47; SETC
in SETC 2001.

Should domestic output increase only modestly over the next two decades, Chinese imports of
crude oil and petroleum products will increase steadily. Depending on which of the growth scenarios
are chosen from Table 2, imports will range from 3 to 5.7 million b/d in 2010 and 3.3to 7.4 mb/d in
2020. Using the reference case scenario of 5% GDP growth, imports would be 3.0 mb/d in 2010
and 5.2 mb/d in 2020.

China’ s Refining Sector: The Challenge of Meeting Regional Oil Imbalances

The refining industry in Chinaincludes over 100 refineries and petrochemicd plants with atota
capacity of around 5.6 mb/d, up from 3.1 mb/d in 1990. These figures do not include alarge,
uncounted number of very smdll, locally operated refineries. Worldwide, only the US and Russia
have larger refining capacity than China, whose capacity is only dightly higher than Japan. Sinopec
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gill controls about 53% of the country’ stotd refining capacity. The China Nationa Petroleum
Corporation (CNPC) holds another 40% with the rest controlled by loca independents. Refinery
runsin 2000 averaged 4.2 mb/d or about 75% of capacity utilization. In 1999, refinery runs
averaged only 3.67 mb/d, about 65% of capacity. The closure of smdl refineries, improvementsin
handling sour crudes and more commercia operations have heped China utilize a grester
proportion of its refining capacity and thereby hold back the increase in refined product imports.

Chinacurrently does not have theright kind of capacity to refine large amounts of the lower qudity
suppliesthat are produced in Persan Gulf countries such asIrag, Iran, Saudi Arabiaand Kuwait.
This explains the rdaively smal amount of crude imports from these countries (see Chart 1).
Without refinery upgrades, Chinais projected to have only alittle more than 1.35 million b/d of
capacity to process this lower-qudity Persgan Gulf oil by 2005. (Table 9)

Chart 1
Chinese oil importsfrom the Middle East (2000)

UAE
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Oman
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Yemen - 4%
10% Saudi  kywait
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Table9
China Refinery Capacity by Crude Tolerance (Thousands b/d)

Crude Type 1998 2002 2005
Sweet: < 0.9%S (1) 4,350 4,050 3,700
Medium Sweset: 0.9-1.15%S 160 550 750
Sour: 2%S or Higher 240 700 1,350
Total 4,750 5,300 5,800

Source: Asia Pacific Energy Consulting, 2001

Note: Chinese central government announced in early 1999 that up to 500 thousand b/d of ‘illegal’ refining,
basically simple distillation, would be closed down by 2000. Included in the 1998 numbers ar e approximately
300 thousand b/d in base refining capacity that is run mainly by provincial and municipal state oil companies
and have del eted that from our base capacity for the year 2000. All of this capacity ran on domestically
produced waxy sweet crudes.

However, as low sulfur supplies from Y emen and Oman dry up, and chalenges mount in securing
oil from other sources, the Chinese can be expected to vigoroudy continue capacity upgradesin
order to process more Persgan Gulf crude. In fact, Saudi officids have shown interest in helping
Chinaupgrade its refining capacity. “If we (Saudi Arabia) are to become one of the mgjor playersin
the Chinese market, we are going to have to help them increase their ability to refine sour Saudi
crudes,” said asenior member of the Saudi Consultative Council and aformer Deputy Minister of
Finance and Nationa Economy. “Badcdly, Saudi Arabiais going to haveto invest heavily in
Chinese refining upgrades if we' re to have a dominant presencein China”® If these initiatives
advance, China s actua sour refining capacity may be as much as 10% higher than APEC
estimates.

At the same time, CNPC islooking for new sources of light, sweet crude ail for refining in China. It
is hoping that crude discovered in Bohai Bay can serve as a replacement for Indonesian crude. But
CNPC executives are aso pursuing oil exploration contracts in North and West Africato diversfy
access to lighter crude grades. CNPC sources say interest is high in developing exploration
contractsin Libya, Niger, Chad and possibly Equatorid Guineato supplement existing operationsin
Sudan.

Supply Options

Chind s expected energy dependence leaves it with tough choices. The government appears to be
resisting the tendency to focus solely on increased purchases from the Middle East though its
policies dso acknowledge that increases in oil imports from the region will be unavoidable. Still,
divergty of energy supply is consdered a strategic imperative and Beijing has taken up severd
mgor initiatives to enhance its energy security.

To gart, China has launched a program to diversify energy supplies by expanding natural gas
resources insde the country, targeting increases for naturd gas utilization from 3% currently to 8-
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10% by 2015. China has ample gas resourcesin the Erdos, Sichuan, Tarim Basin, Junggar, and
Qaidam areas aswdl asin the western South China Sea.

Beijing has plans to build a 4,000 kilometer pipdine linking Tarim Basin reserves with Shanghai. The
project would enhance gas movements that got a boost in 1997 with the completion of a 864
kilometer line from Erdos to Beijing which currently carries 1 bcm of naturd gasto the capitd. The
throughput of this latter pipeline is dated to increase to 3 bem. ExxonMobil together with CLP of
Hong Kong; Royd Dutch Shdll with Hong Kong Oil and Gas and Russia s Gasprom and
Stroitrangas are among the bidders for the $4.8 hillion Tarim to Shanghal West Eadt linethat is
projected to carry as much as 1.2 to 1.9 billion cubic feet per day of gas. BP recently announced it
was pulling out of bidding for the project that will require billions of dollarsin infrastructure
investments to be made in Shanghai to facilitate use of the gas. BP is dready committed to building a
LNG importing termind in Southern China.

In an indication of the priority being given to naturd gas, the centra government recently brokered a
ded between Sinopec and CNOOC to jointly develop the Chunxiao gasfield in the Xihu Basin
offshore Shanghal.

Another solution to China s increasing energy “insecurity” isto develop oil resourcesin Western
Chinaand to build a costly pipeline to transport this oil to east and/or southeast markets within
China The limitations of this option have been discussed above and more will be said below on the
economics of trangporting oil across China compared to the costs of bringing in chegper Middle
East imports to southern aress of the country.

A third option is to increase energy trade with Russia In July 2001, Chinese leader Jang Zemin
visited Russaand signed severa important agreements to pursue energy trade between the two
countries. One agreement calls for the feasibility study of a 400,000 b/d oil pipeline from East
Siberiato eastern China. This project would link the Chinese market to the 11 billion barrdl reserves
of the Y urubcheno-Takhomskaya zone currently controlled by Y ukos and Savneft. Chinaisdso
discussng with Russaamagor natura gas link between Irkutsk and Y akutia and Chinese markets.
Three groups are competing to build a 4,000 kilometer, 1.93 billion cubic feet per day gas pipeline
from Western Chinato Shangha. A BP-led group istrying to develop the 1.5 trillion cubic meter
Kovykta East Siberian gas fidd for export to China® Finadly, the Sakhalin |dands represent a
potentia source of oil and natura gas.

China has dso looked at increasing oil imports from Kazakhstan viaan dl-land route that could aso
link up with fiddsin the Tarim Basin on its way to the mgor markets. The main dternative to these
proposasisto import crude by tanker. The two pipeline options develop routes that avoid the
Security risks associated with long supply lines by tanker that must pass through reatively narrow
and congested sealanes of the South China Sea. But since tankers offer lower transport costs than
pipdinesfor ail, the issue becomes one of how much Chinaiswilling to pay for diversfication of

upply.
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Transportation Costs for Caspian and Tarim Basin Supplies to Eastern China

Table 10 shows the transport costs for oil for various routes including Tarim to Guangdong. Under
consarvative assumptions, the cost of transporting Tarim Basin (Korla@) oil to Guangdong will be
around $2.84/b, excluding right-of-way cogts. This estimate assumes that there would be sufficient
production a Tarim to support alarge capacity pipeine of 1 million b/d. A smdler pipeine would
produce higher per barrel costs. For example, a 30 inch, 500,000 b/d pipeline would increase
transport costs to $4.48 per barrd. If a40 inch pipeline were built in anticipation of large volumes
later, the per barrel cost for 500,000 b/d would be $5.67.

A comparison of the cogt of Tarim Basin ail with imports from the Middle East ddlivered to
southern China shows thét the Tarim Basin oil is competitive only when fold® oil prices for lighter
Middle Eastern crudes hold above $12/b - the equivaent of $13-15 abarrel for West Texas
Intermediate (WTI). Production costs at the Tarim Basin are roughly $10/b at the field. Adding
trangport cogts of $2.84/b (the most optimistic of our estimates) puts the total cost of Tarim oil in
the Southern Chinese market a around $13/b.

Table 10
Cost Estimates of Alternative Routes

Diameter Capacity Total Cost

(Inches) (M b/d) (US$hill)

UZEN/ARKBINSK -

Xianjiang 3,000 40 1,000 3.35 2.03

Korla-Guangdong 4,200 40 1,000 4.69 2.84

Korla-Guangdong 4,200 40 500 4.69 5.67

Korla-Guangdong 4,200 30 500 3.70 4.48

KAZAK BORDER -

Guangdong 5000 40 1,000 5.58 3.38
Azerb/Turkmen/Kharg 2,150 40 1,500 3.00 121

CNPC to China 3,000 40 1,000 3.50 212

Assumptions: Cost of capital 20% / Length of life 30 years/ Operating costs 2% of capital cost.

To summarize, per barrd costs to Southern Chinawould be the following:

- CNPC to Chinato Shanghai/Canton (2.12+3.38) $4.90/b
- Kharg Idand to Chinavia tanker $1.00/b
- Azeri/Kazak via pipdine through Iran $2.21/b
- Tarim Basin to Guangdong (2 options) $2.84 - $4.48/b

! Free on Board. FOB prices exclude all insurance and freight charges.
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Right-of-way costs could easily push the totd cost of Tarim il in the Southern Chinese market to
$15. Tanker cogts from the Middle East are gpproximately $1/b. Assuming a $1/b premium for
qudity differences between Tarim and the sour crudes from Iran, Irag and Saudi Arabia, Tarim all
would be competitive at prices of $10-$11 for Middle East sour crudes.

While world oil prices have recently recovered from their 1999 lows, history shows that they can be
highly voldile. It would not make economic sense to develop the Tarim Bagin fidds and build the
pipdine infrastructure unless there is some reasonable expectation that prices will remain above
these levels long enough for investors to recover their costs.

Even if Tarim were developed, it is unlikely that production could be increased sufficiently over the
next two decades to obviate the need for growing imports. An dternaive to Tarim oil isto import
oil from Kazakhstan viaa 7,200 kilometer pipeline crossing both Kazekhstan and China. This
pipdine (assuming a40 inch Imb/d and excluding right of way costs) would imply a per barrel
transport cost of $4.90.

Following the logic above, Kazak ail viathislong pipeline would be competitive with Middle East
oil at fob prices that were $3.90/b ($4.90 - $1.00) less than Middle East ail. Since there are
dternative markets for Kazak oil in the Mediterranean, for example, where transport costs are much
less than to Southern China, it is unlikely that Kazak producers would agree to sdl in Asan markets
at adiscount. Hence, the overland route to Chinawould require a substantial subsidy.

The lowest cost route to transport Kazak oil to Southern Chinais by pipeline through Iran to Gulf
ports (e.g. Kharg Idand) and then by tanker to China. At an estimated cost of $2.21/b, thisroute is
$2.70/b less than the overland route. Hence a a minimum, the overland route would require a
subsidy of $2.70/b to make it competitive. This would be a minimum subsidy since right of way
costs and trangt fees, which will be much higher for the overland route, have not been included.

An offsatting factor which would reduce the required subsidy for Kazak oil is that during the 1990s
Gulf fob pricesfor Adan ddivery have been higher than for European ddlivery by an average of 83
cents per barrel.’® This price differentid, if it persists, reduces the cost disadvantage for sales of
Kazak oil to Asaas compared to Europe.

Chind s policy makers may view these transport cost differentials and the required subsidies asthe
cost of diverdafying trangport routesin order to achieve agreater degree of oil security. The issue for
policy makersin Chinais whether the security benefits of this diversfication are worth the cost in
terms of higher tota oil import codts.

There are other benefits to the dl-1and routes such as the ability to use the pipeline to carry Chinese
domestic western production to its eastern markets (and thus eiminating the need to congtruct a
separate pipeline to carry domestic production) and the externdities generated by the infrastructure
that must be congtructed in order to build the pipdine. These could make this route more acceptable
to Chinese planners.
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Additiond complexity is added as aresult of the on-going policy of liberdization of the domegtic
energy indudtry. In particular, production of exigting fields in Chinamay be reduced when the
Chinese market is open to relaively unfettered competition from imports. The costs of transporting
domestic Chinese production to markets within China are epecidly high given that the rudimentary
nature of the domestic pipeline network requires the use of railcar to trangport oil in many cases.
While a decreasing share of il is being shipped in this way, these shipments still accounted for 10%
of totd oil use. Recent andlysis has shown that at prices of $10 fob the gulf, production a Xinjiang
and Taim will have to be curtailed unless Chinainvestsin additiond pipeline infrastructure. Under
$9b Daging oil will till be competitive with imports when transported by small vessd to marketsin
the Lower Y angtze and Southern provinces. Shengli and Liache will dso continue to be competitive
aslong asimport prices remain above $8/b. It isthe oil produced in the northwest that could be
uneconomic under some price scenarios even when transported by pipeline. As discussed above, at
Gulf prices below $11/b, Tarim oil would not be competitive with imports in the southern provinces.
However, Tarim oil would sill be used in the North and Northwest. Smilarly, oil from Xinjiang
would be competitive in north and northwestern provinces.

Theimplications of thisandyss arethat if il pricesfal again to relatively low levels and China frees
itsinternd pricesto move directly with internationad market levels, Chinese oil companies may
decide it makes more sense to shut-in high cost fields in Western Chinaiin favor of higher imports of
foreign crude ail in certain markets. Thisis especidly the case as Chinese firms increasingly utilize
efficiency sandards required to maximize their returns on capita aswell astheir share prices. Thus,
unless ail prices are sustained at current levels, China s Western ail production levels may not
increase Sgnificantly as privetization takes place.

China’ s International Oil Srategy

In 1986, China s State Planning Commission, acknowledging that its domestic oil industry could not
maintain oil sAf-sufficiency in light of the country’s growing energy demand, officidly gave the go-
ahead to dlow foreign crude imports.™ However, it wasn't until 1993 that China became anet oil
importer for the firg time. By 1996, facing squardly the emerging trend of rising oil imports and
flagging domestic oil production, China unvelled aplan to atain around athird of its energy needs
through international exploration and acquisition activities™

In the meantime, China focused its first steps on countries where an immediate pay- off was

possible. Impetus was aso created by a sudden surplus of cash within CNPC' s budget in 1996 --
which it feared, probably correctly, would be diverted if CNPC didn't utilize the funds repidly.

Thus, CNPC quickly initiated investments in internationd oil fidldsin 1996-1997 in such locations as
Sudan, Venezuda, Kazakhstan and Peru — four places that had exigting exploration rights tender
rounds and where CNPC stood a good chance of winning acreage quickly. China also pursued oil
dedsin Yemen, Oman, Iraq and Iran, but no final dedls have been made given internationa
sanctions againgt Irag and other more commercidly driven considerationsin Iran.
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Table11
Chinese Oil FDI Projectsin 1997

Projects (countries) Signed year Contracted investments $ million
and month
Totd vadue Foreign inputs

1 Sudan 1/2/4 blocks 1996 187.37 105.38
2 Sudan 6 block 3.02
3 Sudan refinery March 1997 56.20 28.11
4 Arkbinsk 1997 91.33
5 Uzen Sept. 1997 64.08 44.16
6 Venezuda 1997 82.59
7 6/7 blocks Peru 1997 6.14
8 Al-Dahbud 64.83
9 Nigeria 26.09 13.04
10 CanadaJv 1.80

Tota 583.63

Source: CNPC Satistical Report

OMAN AND YEMEN

Qil has been flowing from Y emen and Oman into Chinafor severd years. In fact, in 1998,
Chinaimported its largest quantity of oil from Oman, a 5.79 MT, followed by Yemen, at 4.04
MT. There are problems, however, with China depending too heavily on Y emen and Onmen for
large amounts of crude over the next decade. Both countries are extremely low on oil reserves,
with 5.3 hillion barrdls and 4 billion barrdls, respectively. Whileit is possble that Oman may
discover additional reserves, and thus remain a supplier past 2010, Y emen will dmost certainly
have exhausted its reserves within the next ten years. Neither country has any prospect of
increasing its exports sufficiently to sustain amgor role in China s market.

IRAQ

Despite UN sanctions, China has made an effort to findize exploration agreements with Irag
given the country’s potentid to be amgor supplier later in this decade. CNPC has signed
agreementsin principle with Iraq to flag its interest but has not been dl that responsive to Iragi
effortsto leverage such deals. CNPC and Chinese state-owned Norinco signed a* post-
sanctions’ memorandum of intention in June 1997 for development of the d- Ahdab fidd. Al-
Ahdab is located about 40 miles south of a-Kut in centrd Irag. The field contains an estimated
360 million barrds of ail. The field work would be undertaken by a newly formed company
cdled d-Waha. Development and operating costs are expected to be around $1.3 billion.
Given United Nations sanctions, CNPC activity has reportedly been limited mainly to surveying
work on a-Ahdab. In 1998, CNPC began negotiations for a second field, the Hafayah field,
but no contract has been reported as signed. CNPC has investigated the possibility of service
agreements with Iran but no find transactions have been reported.
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Irag’ s volatile politica Stuation makesit a poor candidate as a secure source of Chinese ail
imports. In addition, due to years of sanctions and isolation, Irag's production capacity is
relatively low. Massve invesment would be needed to make Irag amagjor supplier because of
the fractious palitical landscape and impoverished State of Iragi production facilities.

Table 12
CNPC Investment in Iraq

Oil fidds  Acreage (kn) Proven Reserves

(mt)

Al-Ahdab 250 180

Hafayah 350 750
Source: CNPC

AFRICA

Just as China has become a sgnificant buyer of crude from West Africa, so too have Chinese
firms shown an interest in equity investment in the continent. In March 1997, CNPC signed an
exploration and production agreement with the Sudanese government for blocks 1, 2 and 4.
CNPC agreed to finish a 1.54 million km pipeline that was completed in May 1999 to the Port
of Sudan. CNPC's stake in the venture is 40% and it has also agreed to take a 50% stake in a
refinery under condruction in Khartoum. CNPC indicates that it has plansto accelerate its
investment in Sudan in the years to come.

The SPECC and The Great Wall Drilling Company (GWDC) have severa services to support
CNPC exploration and development in Sudan, and plans to expand activities el sewherein
Africa, including Nigeriaand Chad, and possibly Niger and Equatoria Guineas GWDC has
contractsin Sudan and Egypt, among other countries. In 1998, CNPC submitted a bid for one
of the Egyptian exploration service project. If CNPC wins ablock, it will probably bring ail
crew and equipment from its existing oilfield operationsin Sudan and Iran and sdll its oilfied
equipment in Egypt. CNPC isdso looking a acreagein Algeria, Tunisaand Libya

Sudan, however, dso presents a number of problemsin terms of being a secure source of
energy for China sfuture. The country has relaively smal proven reserves — estimated at 800
million barrdls (less than 1/300™ that of Saudi Arabia). Lack of Western investment has resulted
in rdatively low production capacity and even in the best scenario it can take up to seven years
to get new ail online. Findly, Chinese invesments in Sudan are dways at risk from internd
ingtability and the possibility of internationa sanctions.
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Table 13
Chinese Drilling Services Abroad

LOCATION PROJECTS START-UP VALUE
(MILLION
USH)
Sudan Drilling operation 2-yrsfrom 97 23
Egypt Leaserigsto joint venture 10-yrsfrom 98
Mongolia 5 exploration wells 95-97 104
Uzbekstan 3 production wellsand 2 exploration 1995 35
wdls
Peru 5 production wells 94-95 75
Thaland 11 wellsand 4 directiond wdls From 94
Canada Lease 3rigs From 1998

Source: GWDC brochure 1998

China s activitiesin Africaand North Africaaso have geopalitical overtonesaswell as
commercid goas. First, China has been working steadily over the years to enhance its
relationships with African and other statesto garner more support in internationa forums such as
the United Nations for its pogtions, especialy on the question of the status of Tawan. In
addition, Chinawould dso like to enhance its leedership role in the developing world to build up
its superpower globa stature. Chinese trade and military delegation viststo Africa are often
accompanied by statements regarding Taiwan by the host African states, and it is clear that
Chinawould like to enlist as many countries as possible to support its podtion on “one-China”
China has dso shown an inclination to counter-baance il trade deficits with sales of Chinese
goods, in many cases, including the sales of military equipment.

CENTRAL ASA

It is not surprising that Chinese firms have been pushed by the government to take an interest in
Centrd Adan ail. Adan supplies provide a“more secure’ pipdine supply than long haul crude
ail from the Middle East. China made its firgt investment in Centrd Asiain June 1997. CNPC
agreed to purchase 60% of Kazakhstan's Aktyubinsk Oil Company for US$4.3 hillion and
announced plansto build a US$3.5 billion, 3000km pipeline linking western Kazakhgtan with its
own Xinjiang region.™® In announcing its investment, China said it hoped to secure significant,
long-term supplies of crude oil which would not only make a proposed Kazakh-Xinjiang
pipeline more economicaly feasible, but also render economicaly attractive planned eastbound
pipeines which would link Xinjiang province with China s energy demanding, indudtrid
heartlands.* However, actualy building the pipeline would prove to be more problematic than
expected.
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Qil from Centra Asa presents anumber of challenges. A growing Russia could export less ail
given itsincreased domestic consumption. Extracting, processing, and transporting oil from
these regionsis sgnificantly more expensive than the Middle East and especidly Saudi Arabia
According to current estimates, a barrd from Russa/Centra

Asia costs approximately $15. Despite recent gestures of dliance, historical antagonisms could
aso inhibit open trade, making energy supplies less secure than desired.

China faces the same problems that have prevented others from building significant pipelinesin
Centrd Ada Not only are the economics of the pipelines tenuous, mainly due to the lack of
proved reserves in the region, there are also matters of ethnic and socia unrest in dmost al of
the newly formed satesin this region. Thisingtability has mede it difficult to find investors willing
to commit to building the infrastructure essentia for transporting the energy resourcesto
market.™ In the case of an export route to Ching, this threat indluded not only instability in
Centrd Asan countries but aso possible troubles in the Xinjiang region itsdf from Uihgur
separatists who have dready claimed attacks on oil ingtdlations and convoysin the autonomous
region.*® Nearly 8 million people spread across the northwest Zungaria plateau, the southern
Tarim Bagn, the southwest Pamir region, and the eastern Kumul-Turpanern Hami corridor,
regard themselves as Uihgur, againgt atotal population of 16 million.*” Chinamust consider the
trends among this Mudim population in congdering its postions toward the predominantly
Mudim Central Asan states™®

Some andydts offer a benign explanation of China s Central Ada policy, assarting it is part of a
non-hegemonic regiona agenda, motivated by economic development priorities. “China's
drategy for Centrd Asaand the Asa Pacific has not been formulated unilaterdly but rather in
consultation with countriesin each of these regions. This strategy involves the formation of
natura economic territories that transcend borders, extending from China s domestic economy
into surrounding countries. Called the Northwest Economic Circle and the Northeast Economic
Circle, they open up inner border areasto internationa trade, with the hope that the interior will
gain the same benefits as the coasta region. Oil and gas pipdines are the Snews that integrate
and link these natural economic territories”*®

Others offer differing explanations of Chind sinterestsin the Caspian region. Some, like Geoff
Kemp, suggest amore geopoalitica interpretation, noting that China s extensive border with

K azakhstan means it must concern itsdf with foreign competition in the region.?’ Others believe
Chinamust dso concern itsdf with separatist movements by Mudimsin its own sensitive
Xinjiang region that could be supported by any future Western-backed Kazakh regime?* The
growing interdependence of the Xinjiang region and Centrd Asaisdemondrated by therisein
trade, which reached $950 million in 19982 Chinais also said to view its activitiesin Central
Adaasapotentia land bridge to the Persan Gulf whose waterborne oil supplies are now
patrolled and protected by the US Navy.

Increased dependence on foreign oil imports will make China more dependent on the U.S. navy
that patrols the sea-lanes, ensuring the free flow of oil to Asa Chinais not comfortable with the
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risein US power internationdly and its plans to pursue new missle defense strategies. Thus, a
Central Asa drategy gives Chinathe option to diversfy awvay from dependence on ail that
could be seen asin the “control” of the US Navy. Chind s attempts to expand its oil trade with
Russia can be seen in the same context. Chinese oil and gas purchases from Central Asaor
Russa dso help provide Chinawith a diversfication from Middle East suppliesthat are dso
viewed as ungtable given higorica and politica trendsin the region.

Some Chinese authors have dso remarked that China should focusits internationa exploration
drive on countries where Western firms cannot impede its activities. Chinese oil industry sources
say CNPC'slack of legd and financid deal making expertise compared to the internationd oil
magors has made it difficult to acquire acreage, prompting CNPC to investigate countries where
it might have competitive advantage. Countries under unilateral US oil sanctions are considered
aprime target for investment for this reason as well as countries from the former Soviet Union.

“Western monaopoly capitd, with the support and assistance of their governments, has
scrambled and seized the main oil and gas resource markets in al parts of the world. Almost dl
good resources markets in the world have been occupied and possessed by them,” argues Xia
Yishan in the Peopl€ s Daily. “ Thereis intense competition among different groups of Western
monopoly capitd. All of them will certainly try even harder to impede Chinese companies from
obtaining these oil resources. Thiswill cause certain obstruction to our implementation of the

‘going out’ strategy.”**

China and Geopolitics

China srising import requirements and its pursuit of foreign sources of supply will have two
clear consequences. Firg, it will mean that the country’ s economy will become increasingly
dependent on the same energy sources and sea borne lanes of transportation as other mgor
hydrocarbon importing countries in the OECD — the US, the EU, and Japan in particular.
Second, it will mean that Chind s palitical options in confronting its growing vulnerability to
supply disruption will become increasingly identica to those of the mgor importing countriesin
the OECD. Among these optionsis the building of a strategic petroleum reserve and developing
mechanisms to coordinate the use of its strategic reserve with that of other oil importing
countriesin case of adisruption.

Ontheface of it, therefore, China s emergence asamgor oil and gasimporting country could
well result in Bejing stying its Srategic interests in the Middle East and esewhere more closdy
with those of the West.

In 1990/91, China dbstained in the United Nations when the US mobilized an international
codition to drive Iraqgi troops from their occupation of Kuwait. China was then sdlf-auffident in
its ail supplies and had no clear economic interest in participating in the globd codition to
liberate Kuwait. Y €, a the time, the prospects of China becoming one of the biggest oil
importing markets in the world some time in the early years of the 2000s was aready opening
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interesting questions about how Chinawould ded with growing dependence on oil and naturd
gas imports. Indeed, in the yearsimmediately after the liberation of Kuwait, China appeared to
be embarking on a policy that was potentialy in direct conflict with US interests.

The questions that were raised in the early 1990s are still being asked, dbeit with somewhat less
anxiety about the potentia for conflict between Chinaand the US than was then the case. The
main question was whether China's government would, to the degree it could control events,
dlow Chinato become dependent on imports from far away that required long-distance
trangportation by sea. Most andysts a the time believed that China would show a marked
preference for either pipeline transportation from fields owned by Chinese state-owned
companies or for short-haul sea transportation. It wasin this context that China s oil firms
darted looking at options for equity crude il in Centrd Asiaand to some extent in Russia.
Pipdine trangportation of crude oil from Kazakhstan, however expengve it might be, was
regarded as strategically more preferable and more logica for China than transportation via sea-
lanes from the Middle East or e'sewhere.

When it came to dependence on the Middle East, China again was showing a marked
preference for equity ail rather than for imports from third party companies, especidly state
companies. Hence Beijing had a clear interest in having Chinese firms participate in oil field
development projectsin Irag and to some extent Iran and Kuwait. What was worrisome at the
time was the projection into the future of China, with the second largest or largest oil import
market, pursuing bilaterd tieswith individua energy producers. Hints of what might occur were
found in China s diplométic ties to Kuwait. In the immediate aftermath of the Gulf War, China
was tying imports from Kuwait to two non-energy issues. China' s exports of ams and China's
vote on the Security Council concerning Iraq and other matters of interest to Kuwait.

What was potentialy darming about this approach was how different it was from the other
magor oil importing countries of the world. The OECD governments were used to dedling with
internationd ingtitutions for mitigating vulnerability to oil supply disruption and which were
eschewing bilatera tradeoffs between energy supply and palitical issues having nothing at dl to
do with petroleum or natura gas.

It remains the case today that China s future behavior in the oil market in the eventudity of a
supply disruption at atime when Chind s oil imports will have grown subgtantialy is somewhat
uncertain.

On the one hand, China s growing oil import requirements could well result in its strategic
interests being more closdly tied to the US and other indudtridized countries. In afuture crisis,
Chinamight well have a different reaction from the one it had in 1990 when Iraq took Kuwait
and its perceived interests might put Beijing and Washington on the same side of conflict
managemen.
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On the other hand, China cannot be expected to be enthusiastic about becoming more
dependent on the US Navy to protect the sea-lanes on which itslong-haul ail will be
trangported in the future. At aminimum, Chinawill likely redlize that rdiance on the USto
protect its access to oil will greatly condrain its geo-strategic options thet in the past have given
Beijing the freedom to support and even sponsor so-caled rogue nations or governments that
have been hogtile to US interests.

China's military and particularly its nava buildup has been sizegble. But it remains far from
aufficient to guarantee East Adan sea-lanes, much less protect security in the Persan Gulf. For
the foreseegble future, China s military role will be limited. It will even remain unlikely to be able
to adopt the role of amilitary spoiler — any effort to block oil suppliesto US dliesin East Asa
would dmogt certainly prompt an immediate military response by Washington, one that would
aso put Beijing’s own ail importsin peril.

China s leadership is recognizing thet it is dready reducing its Strategic options when it comesto
protecting its future oil supply. The main impediment in terms of policy instruments has been the
privatization of China s hydrocarbon sector. Once privatized, China s oil firmswill be
increasingly trying to enhance shareholder vaue rather than China s nationd interests. Already
the Chinese firms that have been partidly spun-off by the state are looking to what andystsin
Wall Street and the City of London have to say about how they are managing their asset base.
Under these circumstances they are much less likely than was the case pre-privatization to invest
resources in areas tha are palitically important to Beijing but margina when it comesto
enhancing shareholder vaue. Chind s entry into the World Trade Organization is posing further
dilemmasin this regard, as WTO trade rules reduce sgnificantly Beijing's ability to use ol trade
and investments as a direct instrument of foreign policy. Indeed, the basis of the WTO rulesisto
grip economic policy from any foreign policy role.

Even s, Bejing islikely to urge the companies based in its territory to pursue investment and
trade policies that minimize to the degree possible complete dependence on incrementa supplies
only fromthe Middle Eadt. It isthus likely to foster enhanced ties with neighboring countries that
could supply hydrocarbons directly to China. Primary among these are Kazekhstan and Russia

Until 2001/2002, it appeared that the likelihood of Russia becoming a mgjor supplier of
hydrocarbons to Chinawas very low. Russia had been dis-investing in its oil and gasindustry
snce the late 1980s and the collapse of its oil sector appear permanent. The petroleum sector
of the former Soviet Union had grown to be able to produce 12.5 million barrels aday in 1988.
That made the Soviet Union the largest ail- producing nation in the world. At the time Saudi
Arabiawas producing some 7 mb/d and its capacity, then some 9 mb/d was considerably lower
than the Soviet Union's. At the same time, because of the high leve of oil consumption within
the USSR, the kingdom’ s net exports were about double those of the FSU.

From 1988 to 1998, ail production in the FSU fdl by 50%, and a stabilization of the decline, let
aoneagrowth in new supplies, seemed wishful thinking. But the Stuation has changed
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dramaticaly snce 1998. In the Centrd Asian states of the former Soviet Union, new exploration
has resulted in what gppears to be the largest oil field discovered in the past quarter-century.
The Kashagan field, with reserves anticipated to be in the range of 50-billion barrds, islikdy to
make feasble multiple export pipeine routes from Centrd Asato bring oil to market, including
apipdineto China

More important have been thereviva of Russa s oil industry and the growing prospects of
exports from Russia s new oil development projects to the markets of East Asa. Whilethisis
an area of consderable uncertainty, the direction is clear. Russan firms have been able to
marshdl capitd on their own to revive the Russan ail industry; and, where they are unable to do
90, they are willing to work with non-Russian companies to bring oil to market. In addition,
there has been a palitical push both in Moscow and Beijing, recognizing their mutua interests as
amgor hydrocarbon exporter and importer and a politica framework was established in the
summer of 2001 to facilitate growing cooperation between Russan and Chinese firmsin oil and
gas investments and trade.

The changein the Russian Stuation isindeed marked. Asfar as Chinais concerned, Russais
now poised as it was not just two years ago to become amgjor hydrocarbon supplier to China.
The developments in question include the new investments from foreign firms a Sakhdlin and
new fied developments within Russia, especidly by Y ukas, which has been aggressively striving
to become the number one ail firm in Russa

At Sakhdin, Shell, leader of the Sakhdin-1 consortium, and ExxonMobil, leeder of the
Sakhdin-2 consortium have announced mgor multi- billion dollar investment projects since
September 2001. The Shell projects include oil expansion from the current 15,000 b/d to
120,000 b/d by 2006. The Shell plans dso involve the congtruction of the largest liquefied
naturd gas plant in the world, a 9.6 million tons per year. Thus far the Shell consortium’s
exports have been going to China, Japan, Korea and the US. With Japan’s market stagnant for
more than a decade, any additional Middle East supplies to the region are likely to be redirected
elsawhere in East Asa, with the Chinese market the prime target. Exxon’s ail plans are even
more robust. Recently Exxon accelerated the schedule of its Sakhain-2 devel opment project,
which involvesthree fidds. Initid oil output by 2003 of 160,000 b/d is expected to rapidly grow
to 250,000 b/d from the Chavyo field done. There are two additiond fiddsinvolved in the
project. And the Exxon gas plan involves some 9.5-bcm/year of hydrocarbon exports via
pipeline to Japan and potentidly Korea and China,

In short, within the next 4-5 years, Russan supply to East Asafrom Sakhain fields under
current development are likely to provide upwards of 500,000 b/d of incrementa supply. And
the expectation isthat Chinawill be one of the prime markets for this materid.

Beyond Sakhalin, there are other prospects from East Siberia, where Y ukos, the Russian firm

holding perhaps the largest potentia reservesin the areq, isdready in discusson with
CNPC/Sinopec on joint projects. Y ukos holds what it clams are 11 billion barrdlsin the
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Y urubcheno- Takhomskaya zone in East Sberiain the region of Krasnoyarsk. It hasa
development plan to spend $1.7-hillion on 2,300-miles of pipeine to bring oil to market. Y ukos
and Russan pipdline company Transneft are vying for the pipeine rights and it may be that two
rather than asingle line will be built. An equa 400,000-b/d line is dso envisaged by Y ukos for
licensesit holds aong with Savneft in Angarask, dso in Eastern Siberia The issue for Y ukos
here is whether the 400,000-/d line should be built to China through Mongolia or directly to
the Russian port of Nakhodka for export.

Natural gas exports are dso on the horizon. Y ukos done has 1.5-trillion cu meters of reserves
at Irkutsk. The Russian gas company, Gazprom, which is dso in discuss ons with China about
export lines, so has plans to start exploring directly for oil initsown fieds. To date, the
Russan ail firms have not had the opportunity to enter gas plays because of Gazprom's
monopoly in that area and Gazprom has been redtricted from oil plays. But dl of thisis now
changing. That’swhy it is a conservative estimate that Russa will have avallable 1-million b/d of
incrementd oil for East Asan markets before the end of the current decade and Chinawill be
the primary market for this new materid.

Even 50, a Chinese palicy that emphasizes supplies from adjoining regions will not fully protect it
from the economic effects of adisruption in waterborne oil supplies. Additiond suppliesfrom
Russa and Kazakhstan would serve China sinterests in two ways. Firgt, they would provide an
important aterndtive to incrementa supplies from long-haul producersin the Middle East.
Second, they would provide the competitive framework for assuring that China' s contracted
supplies from Middle East suppliers, including Saudi Arabia, would be on the best terms

possible.

Y et the diversity of supplies Chinaislikely to achieve will not insulate it from high pricesin case
of adisruption of waterborne supplies. Nor will they do more than mitigate China s growing
dependence on waterborne cargoes from the Middle East. Depending on how rapidly China's
import gppetite grows, Chinawill be either moderately or highly dependent on Middle East
supplies.

These facts place two of China's main policy objectivesinto direct conflict. These are the ability
to act independently as behooves a superpower and the economic growth required to sustain
the regime’ s legitimacy. Unlike Japan or the Republic of Korea, China might not be comfortable
accepting afree ride on American military protection. But, at leest for the time being, it has no
dternatives. Future emphasis might be placed on energy-technology research, but current
Chinese thinking seems most focused on boosting domestic exploration, investing in nearby ol
and gas resources, enhancing itsinternationd investment program, and the profitability of
Chinese domedtic ail firms. In the longer run, however, Chinawill not be able to avoid being
drawn into closer dependence on the world' s leader in proven petroleum reserves, production,
Spare capacity, and net exports — Saudi Arabia.

27



Part I1; Sno-Saudi Relations

Introduction

Because of Saudi dominance of the world energy markets, Chinaisincreasingly focusng its
attention on the Kingdom. And Saudi Arabia sees China as an enormous potentia market. “The
Kingdom needs to develop avery strong presence in the Chinese market because of the infinite
potentia of what Chinawill become one day,” said aformer senior vice president at Saudi
Aramco. “We cannot afford not to be amajor player there”®

Regardless of the actud amount of direct crude imports from Saudi Arabia, Chinawill become
increasingly reliant on the Kingdom due to its preeminent position in OPEC and ability to
influence world oil supplies and prices. “The fact that only 19% of US oil imports originates
from the Middle East (aswas the case in 1973) isimmaterid because ail isfungible and supply
disruption would result in higher prices for al global consumers.”® Thus, not only for its
supplies, but dso for its key role in the globa oil network, Chinese thinking has become
increasingly fixed on Saudi Arabia. Asasign of this new fixation, the Chinese Communist Party
recently gppointed a“nomenklatura’ position for liaison with Saudi Arabia Nomenklaturaisa
title granted to severd thousand individuas who head central and loca governments, socidl
organizations, and large corporations owned by the central government. A nomenklatura
position is highly coveted as a base of capital and negotiating power and indicates the
importance with which dedlings with Saudi Arabia are percelved.

In addition to the energy trade, Saudi Arabia and China share common geopoalitica and cultura
interests, which should degpen aong with economic ties. These include adegreto liberdize
their economies without losing governmenta control, support for a counterbalance to US
dominance in globd affairs, resstance to percaived US and UN “meddling” in internd affairs
and humean rights criticiams, and findly, interest in maintaining sability in the Middle East and
unfettered access to globd oil supplies.

Saudi Oil Satistics

Numerous factors explain the growing links between Saudi Arabia and China, but economic
concerns are paramount. China needs Saudi Arabia as part of its energy strategy, and Saudi
Arabia recognizes the promise of the burgeoning Chinese oil market asaway to increaseits
exports and to forestall economic stagnation. As charts 2-4 show, Saudi Arabiawill be akey
supplier of ail to China because the Saudis lead the world in proven reserves (261 billion
barrels), production capacity (up to 10.1 mb/d)?, and net export (7.84 mhy/d). So important is
Saudi Arabiato world ail, “if Saudi oil production were interrupted for any length of time, the
combination of spare capacity in al other OPEC countries combined, plusthe IEA’s emergency
stocks at full capacity, would till be inadequate to make up for Saudi production loss.”?’

2 Saudi production capacity is expected to increase by .4 to .5% next year, according to asenior foreign
ministry official with close contacts with Saudi Aramco.
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Chart 2
World Proven Reserves
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At the end of 2000, Saudi Arabiahad 261.7 billion barrels (bbls) of proven reserves, which
formed 25.01% of the world' stotal reserves. The closest competitors for the Saudisin the
Middle East for reserves are Iraq (112.5 bbls), UAE (97.8 bbls), Kuwait (96.5 bbls), and Iran
(89.7 bbls). Outsde of the Middle East, Venezuda (89.7 bbls), Russa (76.9 bbls), and the
United States (48.6 bbls) possess the largest proven reserves.

As Chart 3 shows, Saudi Arabia aso hasthe highest leve of oil production.

Chart 3
2001 Production Estimates (mb/d)
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In 2001, the Saudis produced an average 9.12 million barrels/day, followed closdy by the
United States at 9.08 mb/d, and the former Soviet Union at 6.71 mb/d.

While dl of these datistics compose part of the story of Saudi energy dominance, its leadership
as anet exporter ismost important for our considerations. At 7.84 mb/d, Saudi Arabia far
outstripsits closest competitors — Russia (4.31 mb/d) and Norway (3.11 mb/d).

Chart 4
Top World Oil Net Exporters, 2000
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Sno/Saudi Oil Connections

China recognizes the implications of Saudi dominance of the world energy markets, and has
responded by increasing its economic, diplomatic, and culturd ties with the Kingdom. An early
indication of this rgpprochement was an oil cooperation agreement signed in September 1999
when Chinese Presdent Jiang Zemin visited Saudi Arabia. The agreement stipulated that Saudi
Arabiawould open its domestic market to Chinese investment except in oil exploration and
development. Smilarly, China has promised to open its downstream refining business to Saudi
Arabia. China, strapped for cash, isinterested in Saudi financing for upgrading projects that
would dlow Chinese refineries to handle alarger proportion of heavy Middle East crude supply.

Chinais dso interested in enhancing its exploration and production service business activitiesin
Saudi Arabiaand dsewhere in the Persan Gulf. China Petroleum Engineering and Congtruction
Corporation (CPECC), CNPC' s overseas congtruction arm, has been active in the Persian Gulf
snce the early 1980s.
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Finaly, the fact that Saudi Arabia has staked its clam on the Chinese market is a good indicator
that they will in fact come to dominate there. With the lowest extraction costs and highest
reserves, the Kingdom isin a unique position to undercut almost any other producer. Saudi ail is
not sold on the open market, but through a highly secretive contracting process. In July 2001,
Saudi Arabiaovertook the UAE as Japan’s primary supplier of oil. (Saudi Arabia s exportsto
Japan grew by 20.7% in July to 27.40 million barrels, while the UAE' s exports to Japan
dropped by 19.7% to 26.25 million barrels. % Internal Saudi sources account for this sudden
“July shift” to a secret Saudi-Japan oil ded wherein Saudi Arabia offered Japan oil at arate that
undercut the UAE' s price (Saudi supplies continued to outpace those of the UAE through
November, 2001.)% Such pricing flexibility ensures that the Saudis will win any market war they
enter. Thisisdso dueto the fact that, for every market, the Saudis have no more than one
magor competitor, and unlike any of their competitors, they are able to compete in every

market. Findly, as a senior Aramco executive said, “We need the Chinese market and we're
going to get it just like we got Japan and the US - through aggressive marketing subsidies”®

Saudi Solutions to Chinese Refining Limitations

Whileit istrue that Chinese refineries are currently equipped to handle low sulfur crude
(explaining in part the high concentration of imports from Y emen and Oman), efforts are
underway to upgrade thisrefining capacity to process the inevitable Saudi oil. For example, the
Zhenha refinery (the largest of SINOPEC) recently announced that by 2004 it would have
completed an expanson and capacity upgrade to dlow it to process 14 million tons of high-
sulfur crudes per year.** Similar upgrades are underway throughout China, as the Chinese
redlize that at least two of their primary suppliers of swest, light crude (Y emen and Oman) could
have tapped dl of their reserves by 2010.

Joint ventures are also afoot to upgrade China srefineries. In late 2001, Saudi Aramco,
ExxonMobil, and Fujian Petrochemical took another step toward the ultimate completion of a
240,000 b/d upgrade of amgjor Fujian refinery by signing an agreement for a Joint Feasibility
Study (JFS). Mr. Abdulaziz F. Al-Khayyal, senior vice presdent of Saudi Aramco, said, “The
signing of the JFS submission agreement marks a key milestone in the development of the
Project and Saudi Aramco’s strategic partnership in China.”*

In addition, Saudi Aramco is now the largest shareholder in the Thdin refinery and is negotiating
with SINOPEC to expand the refinery at Maoming. Also, China has made aded for 10 million
tons of Saudi oil annudly for a 50-year period, with SINOCHEM processing part of the oil at
the new joint-venture Qingdao refinery and the rest a its Ddian facility, sgnading a close and
growing import/export relationship between the two countries. *

Meanwhile, it islikely that the Kingdom will divert some of its lower-sulfur crude exports away
from Europe and the US toward China. As a senior economic advisor to the Saudi Roya Court
told us, “ Aramco would have no problem diverting the necessary amount of sweet crudesto
China. We are in complete understanding about the redlities of the Chinese refining Situation and
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are ready to aggressively penetrate this market when the time comesto do s0.”* In fact, a
smilar move was made severd years ago when new South Korean and Indian refineries came
online. Saudi salesto Europe (and less s0 to the US) were decreased to make room for salesto
Indiaand South Korea. Some at Saudi Aramco hint at taking away crude from the French or
[tdiansin order to meet Chind simport needs. Findly, Saudi Aramco itself could upgrade its
refineries in Greece in order to provide Chinawith the higher qudity ail it requires while these
other activities are underway.

Military Trade

While Chind s military exports over the last 15 years have decreased in an attempt to meet
international arms control specifications, it is il amgor supplier, with agreementsto sall nearly
$2 billion worth of armsin 1999 done. In addition, there is speculation among the US
intelligence community thet covert deliveries have continued.

Severd sgns point to possible increased military trade between China and Saudi Arabia.
Bdligtic missle technology is one of the fastest growing military markets in the developing world,
and Russia, China, and North Korea are the three main sources of intelligence and transfer in
this area. * Chinatransferred 36 CSS-2sto Saudi Arabia armed with conventiond, high
explosive warheads weighing 2,500 kg each. * Further, as China s biggest customer in the
region (Iran) isone of Saudi Arabid s historic adversaries, Saudi Arabia has reason to reach out
to Chinato not only curtail those sales but to lure Chinaaway from Iran with higher bids and
diplomatic pressure. As aformer assistant director in the Saudi Generd Intelligence Directorate
told us, “Clearly, we [Saudig] are going to have to give the Chinese numerous incentives for
them to stop supplying the Iranians with those long-range missiles. Oneway is dearly going to
have to be aredirection of Saudi purchasesto aso include Chinese military equipment. The
usua suppliers[US, England, and France] won't lose importance, of course.”*’

Thistrade is not new. In 1991, Chinaassisted Saudi Arabiain developing a chemica warhead
for its CSS-2 missiles. There were o reportsin 1992 that Chinawas helping Saudi Arabia
develop anuclear capacity. In 1996, China was listed as the most Sgnificant supplier of
Weapons of Mass Destruction (WM D)-related materias to foreign countries.®

While Saudi Arabiais one of the world' s leading weapons purchasers, and certainly the largest
inthe Middle East (see Chart 5 below), there are problems within the Saudi military
establishment and strategy outlook that indicate possible increased interaction with China
Diverdfication has emerged as a key component in Saudi Arabia s arms procurement strategy.
Thisis dueto the fact thet there is a sense of over-dependence on the United States, concern
over the USIgadi dliance, the awareness of military purchases as a possible diplométic tool to
maintain support from supplier nations, and an opportunity to “recycle’ oil exportsto maintain
market share.® Further, air defense plansin Saudi Arabia are leaning incressingly on balistic
missile technology, and there are no current plansin the US to supply these to the Kingdom.
Neverthdess, as Irag and Iran make progress in their own baligic missile capabilities —these
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defense systems will be needed and Chinaiis a primary globa supplier of such systems. Findly,
acquiring some of its materiel from Chinacould dlay criticism from fundamentaist groups within
the Kingdom and throughout the Mudim world.

Chart 5
Comparative Military Expendituresin the Gulf — 1995 — 2000
(Current US $millions)
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Data Table ($000)
Bahrain Kuwait Oman Qatar

1995 2500 1300 17000 273 3500 2000 700 200 345
1996 3400 1300 17500 285 3600 1900 755 2100 362
1997 4700 1300 16300 364 3600 1800 1100 3100 411
1998 5800 1300 18000 402 3400 1800 1300 3700 396
1999 5700 1500 18500 306 3000 1600 1300 3800 374
2000 5850 1700 19000 321 2950 1650 1450 3800 382

Source: “ Saudi Military Forces Enter the 21% Century,” Cordesman, August, 2001 (www.csis.org) and
personal estimates.

Saudi Arabialooking to China could aso come about as aresult of diminished US support.
With Iran and Irag acquiring long-range missiles and other ddivery systems capable of
transmitting biologica, chemical, and nuclear wegpons, Saudi Arabiawill need to counter this
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threat with counter-proliferation capabilities, missle and civil defenses, and new security
relationships. The US, its resources dtretched, may find it impossible to supply Saudi Arabia
with dl it needs. Further, Saudi Arabiais open to infiltration by specid forces, terrorist groups,
or unconventiond attacks. If large US casudties result from such infiltrations, US support may
be hard to come by or politicdly difficult to maintain.

In short, though Chinaiis not amgor player in the lucrative internationa conventiona weapons
market, it is likely to make increasingly aggressive entry attempts as its economy grows more
powerful. Ching, like dl other magjor wegpons suppliers, may then look to this market, aswell as
to the WMD/ballistic missile market, as an important source of income. Given Saudi Arabia's
appetite for arms and China s ability to provide them (sometimes in exchange for oil or at cut-
rate prices), an increased military relaionship between the two countriesis likely. Asaformer
Assgtant Director Generd in the Saudi Generd Intelligence Directorate recently told us, “at the
end of the day we know that the Chinese would not have a problem sdlling us any kind of
weaponry as long as we can pay for it.”*

Saudi Domestic Reasons for Rapprochement

Saudi Arabiardies dmogt exclusively on oil exports for its budgetary needs. Since 1992, the
petroleum sector has contributed an average of nearly 40% of GDP, 75% of government
revenues and more than 90% of export receipts. ** Y et mismanagement of its il wedlth and
declining ail prices over the past 25 years has led to endemic budget deficits. A rapidly growing
populatior? and lack of investment capital for necessary infrastructure projects (in the
desalination, eectrical, trangportation, and telecommunications industries) forces the Saudis to
aggressively seek new markets for their petroleum. As aformer Deputy Minigter of the Interior
has said, “the demographic exploson that Saudi Arabiais and will be witnessing in the next
decade gives the government little room but to explore aggressively al ways of maximizing il
revenues.”*

Economic liberdization, sound investment policy, and accession to WTO may help the
Kingdom to meet its capitd needs, but with necessary upgrades estimated to cost upwards of
$120 billion between now and 2020, the Kingdom must aggressively pursue al options® Thus,
there is strong domestic economic pressure for the Saudis to dominate the Chinese oil market.

Palitical Reasons for Rapprochement

Though the economic reasons listed above are the primary cause for the Sino/Saudi
rapprochement, the two countries are growing closer together for paliticd, culturad, and
historical reasons as wdll. Both Saudi Arabia and China seek economic liberdization,

3 Saudi Arabiahasa population problem that compounds its need for economic growth. 25% of its
population is expatriate, the source of potential unrest, healthcare, and housing problems. Over 50% of the
nation is under 20 years old, leading to an employment crisis. Finally, its 3.28% annual population growth
rateisrelatively high, indicating that these pressures won't abate soon.



privatization and diversfication while a the same time maintaining strict governmenta controls.
Asthe former Saudi ambassador to China, the late Generd Ali Almdar, said as early as 1995:
“What is clear isthat there isavery smilar culture of governance between us and the Chinese.
Although we are ideologicdly clearly on different Sdes of the politica spectrum, the way we
manage and govern our respective societies are extremely similar in alot of ways"* Both Saudi
Arabiaand China are resstant to US dominance in world affairs. Both countries are dso
mutudly resstant to criticiam over human rights issues

In the past few years, the Chinese have come to see themselves as a counter-force to the
USlgadi dliance by supporting the Paestinian agenda. In the United Nations Security Council,
China has been the supporter of a number of pro-Paestinian measures. China has often cdled
for ad to the Pdedtinians. Findly, Arafat has met with the Chinese numerous times and counts
them among his supportersin the internationa community. This Chinese support for the
Pdedtiniansis acceerating the Sino/Saudi rapprochement as Saudi Arabiagrowsincreasingly
frustrated with the perceived UStilt toward |sradl.

Evidence of Rapprochement — Increased Trade and Diplomacy

Trade and diplomacy between Chinaand Saudi Arabia hasincreased dragticdly for dl the
reasons cited above. By the end of 1999, bilatera trade between Saudi Arabiaand China
totaled $1.7 billion, and was expected to grow by over 60% in 2001.* This trade consists
primarily of oil, petrochemical, and agricultura products. In 2000, Saudi imports to China grew
by 84% while Chinese importsto Saudi Arabia grew by 42%. Saudi- Sino trade, which makes
up 37% of thetota trade between Chinaand the Gulf countries, amounted to $1.86 billion in
1999, with imports from Saudi Arabia amounting to $911 million and exports exceeding $944
million. Chinaimported 2.5 million tons of crude oil from the Kingdom in 1999 in addition to
200,000 tons of refined oil. The officid volume of bilatera trade has increased a an annud rete
of 27.9% in the last 10 years. The total volume of bilateral trade from 1991 to 1998 reached
more than $8.9 billion. At the same time, there has been an increase in the number and
importance of bilateral meetings between the two states. (Appendix I provides acaendar of
these mgjor developments over the past three years.)

A Note on Chinese Muslims

Chinahas along history of socid, rdligious, and economic interaction with the Idamic world.?
Today, it ishome to an estimated 35 million Mudims, 35,000 mosques, 43,000 imams, 433

Idamic organizations, nine Idamic inditutes, and an Idamic museum to which King Fahd has
meade sgnificant financid contributions. However, agrowing Mudim insurgency in China s all
and minerd-rich Xinjiang Province could strain relations with Saudi Arabia

* Duri ng the Chinese Sung Dynasty (960-1279) Muslims basically ran the import/export businesses that
traded with China. During the Ming Dynasty (1368 — 1644), Muslims were fully integrated into the Han
society and served as intermediaries between China and the Middle East.
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The Saudis take a specid interest in the welfare of Chinese Mudims, and have lent a receptive
ear to their grievances againg Beijing. As Generd Ali Almdar, Former Saudi Ambassador to
China, noted in 1995, “the Situation of the Chinese Mudims has aways been of great concern to
the Saudi government, and especidly to the religious authorities” “© Thereis great interna
pressure from Saudi clerics on the Saudi royd family to support financialy and diplomatically
the Chinese Mudim populations. The late Shetkh Abdulaziz Bin Baz, Former Grand Mufti of
Saudi Arabia, summed up the fedings of many Saudis when he proclamed: “We have amord
obligation to help our Chinese Mudlim brothers.”*” While some of this help would be purdly
humanitarian, many Saudi clerics are motivated by a desire to spread their pure salafit
interpretation of 1dam.

But as the Mudim separatist movement becomes more violent, externa support for Chinese
Mudimsis extremdy suspect and mediated through officid channds. Reports of bombings and
assassindions by insurgents followed by summary trias and executions of the perpetrators have
increased in the past few years, forcing the Chinese to use heavily armed security forcesto
establish order in Xinjiang.

Thus, the Chinese Minigry of Religious Affairs has kept firm control on the practice of Idam
and the actions of its Mudim communities. For instance, Chinese Mudims cannot study the
Koran until they reach 18 or graduate from high school, al Imams are gppointed and reviewed
by the Chinese Communist Party Central Committee, as are all 1damic books, sermons, and
Koranic interpretations. While the Chinese have alowed certain symbolic gestures (such asthe
Saudi financing of a mosque recongtruction in central Beijing), many other projects have been
blocked. One former Deputy Minigter of Idamic Affairs for Internationd Idamic Affairs
explained that his Minigtry “tried our best to finance humanitarian projectsin the northwest
Mudim provinces of China. But we were limited due to the strong control that Beljing has over
these regions.”*

These and other measures have been taken, according to Mr. Zhou Guohai, Chinese Minister of
Rdigious Affairs, because the Chinese “ deeply fear Idamic extremism,” and “ deeply distrust the
Koran and what it teaches.” He dso proclaimed that “ after the incidentsin the US [on
September 11", we will make sure that Idam is practiced in away that isin line with Chinese
culture and tradition.” *°

A former senior officid in the Chinese Ministry of State Security was even more explicit:

Islam is arguably the most dire threat to Chinese national security and national internal cohesion today.
The 20 to 25 million Chinese Uihgur Muslims, if not properly and closely monitored, could one day lead a
potent secessionist mo vement, and this would open up a Pandora's Box scenario for our central
government in Beijing. Thus, what comes out of Saudi Arabiawill be one of our main dilemmasin the
future. The Communist Party has realized that the Saudis will become one of our mostimportant strategic
partners, because no one will really ever be able to compete with them in oil matters, but at the same time,
we also have adeep fear of their ever growing and immense influence on the Islamic world.®
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The Saudis are performing a ddicate baancing act on thisissue, one made more complicated by
the presence of radicad dements within the Kingdom itself. However, so far the roya family has
shown pragmatism in regards to the Chinese Mudim population. Asthe late Mamoun Kurdi,
former Saudi Deputy Foreign Minister for Economic and Culturd Affairs, has noted, “we have
been very careful on how we ded with the Uihgurs. For while we have aresponghility asthe
leading and most influential Muslim nation, we aso do not want to upset the Chinese.”*

Conclusion

Despite the problems that the separatistsin Xinjiang present, the Sino- Saudi rapprochement can
be expected to hasten and degpen. The importance of oil to Chind s economy, military trade,
and anumber of common policy gods and culturd outlooks will fud this development. Since
Chinaisa Saudi dly bereft of the problematic aspects of a Saudi-US dliance, Saudi Arabia
could possibly begin looking to the Chinese for those economic, security, and political needsiit
now garners from the US. Asties strengthen, there will be an expansion of the socid, political,
security and economic ties discussed above.

Chinawill be likely to aggressively market its wegpons systems to the Saudis in order to offset
the costs of petroleum imports. It will dso seek policy symmetries with the Saudis that assure a
free-flow of ail, weapons, and agricultural goods. Findly, the Chinese will encourage the Saudis
to invest in China, especidly in their downstream energy sector.

Saudi Arabiawill aggressvely market its oil to Chinawhile at the sametimeinvesting in its
Chinese refinery upgrades (necessary for the Chinese refining of Saudi sour crude). Wegpons
dedswill be sought, dong with agriculturd trade. Regardless of the actud amount of Saudi oil
Chinaimports, Saudi Arabid s key postion in OPEC ensuresit will play adecisiverolein
Chind s energy equation. And as the United States has learned, strong ties with the Saudis are
essentia to keeping world oil prices within a*“reasonable’ range. No doubt Chinawill share
these concerns asit joins the globa economy and becomes more dependent on world oil prices.
In short, sway with the Saudis must be part of every country’s energy security policy.

Further, as Saudi Arabiamakes its own attempts to increase Sability in the region it will be
likely to use the “oil carrot” and wesapons purchases to lure Chinaaway from Irag and Iran.
Findly, as Saudi Arabiafacesits own issues of economic diversfication, politica unrest, and
demographic challenges, it may look to Chinafor co-investment, politica partnership, and
influence among its expetriate populaions.

Findly, it isimportant to note that this relationship could be pursued without regard for Saudi
Arabid s “gpecid rdaionship” with the United States. As the late Mamoun Kurdi, the former
Deputy Foreign Minigter for Economic and Cultura Affairs, said in 1998 “From the Saudi
perspective there are two digtinct issues: the vital relationship that Saudi Arabiaand the US
enjoy is separate from our pursuing a strategic economic relationship with the Chinese” %
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In concluson, Chinais aggressively seeking aplace in the Middle East. Saudi Arabiawill not St
back and et this happen to its disadvantage. As the Chinese grow closer to Iran and Irag, they
will experience increasingly attractive overtures from the Saudis who will use their abundance of
oil for export to draw the Chinese closer. Further, as the Saudis experience friction from within
thelir own borders and in the rest of the Mudim world over their dliance with the United States,
dternatives are likely to be sought, and China stands ready to fill that gap. In short, Saudi
Arabia and China are experiencing a rapprochement, and any state seeking to influence the
policy of ether will be increasingly forced to consult with both.
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Part I11: Implications for United States

The growth of Chinese oil imports poses chalenges to US foreign economic and security policy
whether or not Chinese imports are focused increasingly on Middle East, and especidly Saudi
Arabian ail resources. But the likelihood that a sgnificant amount of Chinese supplies will come
from the Middle East poses additiona chalengesfor US policy. Much of the chdlenge will
depend in practice on Saudi policy itsdlf, in waysthat are spelled out below.

The Growth of Chinese Oil Imports and the Challenge to the US

Asissummarized in Table 3, China s oil imports are expected to grow by between 2.04- and
3.64 mb/d between 2000 and 2010, by 2.71 to 5.4 mb/d between 2000 and 2015, and
between 3.45 and 7.54 mb/d between 2000 and 2020. This assumes that Chinais ableto
maintain its current oil product and dl of itsincrementa demand comes from imports.

Putting thisin perspective, the higher end of the increase between 2000 and 2010, based on a
7.2% compounded annua GDP growth rate, is higher than that total imports of al but two
countries in the world — the United States and Japan. At thislevel, China s ail import levels
would be about the same as Japan’ s by 2010, second only to the US. Chinawould be the only
magor oil importing country not amember of the Internationa Energy Agency and the only

mgor oil importing country |eft to its own devices to ded with an internationa oil supply
disruption. At the higher end of the projections, by 2015, Chinawould actually replace Japan as
the world's number two importer and by 2020 would begin to gpproach the size of the US as
an importing country.

China s market will dmogt certainly be the largest incrementa oil market in the world for the
next twenty years. As such it will be the target of marketing campaigns by dl of the world's
suppliers capable of increasing output at arapid rate. Saudi Arabia, Irag, Russia, Kazakhstan,
Kuwait, and the UAE are more than likely to be the principal suppliers that will be targeting this
market. In thisregard Saudi Arabia and Kuwait are unique in that both have monopoly nationa
oil companies, whose export policies are direct instruments of the state that owns them. The
other countries have no centra nationd oil company that acts on behdf of the sate to implement
government foreign policy.

As between Saudi Arabia and Kuwait, the latter emirate has neither the ability nor the
willingness to rapidly expand exports on a scae that could meet Chind s likdly level of import
requirements. Saudi Arabiadonefitsthisrole.

In this context the United States has the same objective interests vis-avis China as it does

toward other mgor oil importing countries, including Japan and the industridized countries of
Western Europe. These can be stated succinctly.

39



The United States should want China to avoid to the extent possible the development of
highly politicized bilatera energy ties with any oil-exporting country.

It would not want China to be able to attain specid accessto supplies a the expense of
other importing countries.

It would not want any producer to be able to exert specia influence over China's
foreign policy by threatening to withhold oil supplies at atime of disruption.

The paliticization of ail takes place only in tight markets, or markets that are vulnerable to
supply disruption. The key to avoiding the circumstances that would clearly be againgt US
interests in the ol arenaresdes in finding ways to co-opt Chinese paolicy in the eventudity of an
oil disruption. As a supplement to planning for disruption, China should be encouraged in every
way to avoid the sorts of hilateral energy relationships that could be deleterious to US interests.
In concrete terms:

The United States should encourage China to create a strategic petroleum reserve to
cover 90 days of oil imports — the same leve required in the Internationa Energy
Agency. Only if China develops a drategic reserve, in tandem with its growth of
imports, will it be able to have a palicy instrument that both protects its economy in case
of adisruption and that dso serves asaggnd to any oil producing country that it will
not pay to try to “blackmail” Chinathrough the use of the producer’s oil wegpon.

The United States should encourage China to work with the International Energy
Agency S0 asto coordinate actions with the IEA in case of an internationd oil supply
disruption.

The United States should examine ways to bring Chinainto full membership in the |EA.
The IEA was formed in the middle of the 1970s, at atime when the bulk of theworld's
oil imports were into the OECD countries. Since then, oil imports in the emerging
markets have grown at afaster rate than importsinto the OECD. Indeed, with the
exception of the United States, other IEA members are reducing their oil demand levels
and ail import requirements. The IEA will increasingly be unable to play the role for
which it was formed, as emerging markets increasingly become the mgor oil importing
countries.

Beyond the co-optation of Chinainto the IEA emergency response system, the United States
should dso find ways to encourage China to develop its trade relations with oil exporting
countries on a non-discriminatory, non-gpecia case basis. The best vehicle for accomplishing
thisis through the WTO and through the development of universa trade rulesin the WTO which
impede members from trying to gain preferentia trade accessto oil supplies through specid
bilaterd trade arrangements.

In the end, it will only be through fogtering the integration of Chinainto the world' s trading

system and the oil emergency supply framework of the OECD that the United States will be
able to tame China s clear indtinct for bilaterd energy relaions. What the US needsto do isfind
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ways to have China put energy policy on a separate track from foreign policy so asto prevent
the politicization of energy relaions.

Saudi Arabia’s Palicies

The Kingdom of Saudi Arabiaaso holds some of the keys to how the Saudi-Chinese
relationship will play out and how the US-China energy relaionship might work. That's because
Saudi Arabia, by virtue of its own policies, has been the primary oil supplier to the United
States. If markets were |€ft to their own devices, thiswould not be the case.

Given the long-haul nature of Saudi suppliesto the United States market, the way Saudi Arabia
makes certain that it retains the role of number one supplier to the USisthrough its pricing
policy. Saudi Arabiasdlsoil on ageographica bass. When it sdlsto cusomersinthe US, its
contracts assure that the oil will neither be re-sold without the permission of Saudi Aramco nor
sold on a spot market basis. All of its US customers, in short, must import the oil into the US,
The way that Saudi Aramco makes that possible is through its pricing, enabling its cusomersto
buy Saudi oil on addivered basis as prices competitive with other oil. Mogt of the other oil
going to the United States comes from the Atlantic Basin — from Canada, Mexico and
Venezuela, from the North Sea producers and from West Africa, al areas closer to the US
market than Saudi Arabia

Should Saudi Arabia, for whatever reason, change its policy of being the number one supplier to
the United States, US interests in the Middle East ail- producing world could change. Without
gpecid Saudi pricing, US companies would probably reduce their oil imports from the Middle
East from their current level of about 25% to aleve closer to 10-15%. Indeed, if US oil
demand stagnates and if new supplies from West Africagrow at the top end of their projected
leve for the next decade, US dependence on Middle East oil could well fal to 5%, if Saudi
Arabia decides to no longer protect its role as number one supplier to the US,

Under these circumstances, the US public could turn away from support of the US role as
protector of Middle East supply lanes. From an oil supply perspective, this would be unwise.
Even if the US imported no oil from the Middle Eagt, its economy would remain vulnerable to
an oil supply disruption. Even if the US imported no ail from the Middle Eagt, it would have an
interest in making sure that other countries of concern to the US were not subject to political
pressures from any Middle East producer.

Nonethdless, if US imports from the Middle East dropped precipitoudy and the US public
turned away from support of the USrole as protector of Middle East producers as well as of
long-haul supply lanes, the US government might tell other oil importing countries in Europe and
East Agathat the US will expect othersto move in and protect their own oil supplies directly.
Thus, under these circumstances, countries that are increasingly dependent on Middle East
supplies would undoubtedly try to put in place specid bilaterd policiesto help assure their
supplies not only under emergency conditions, but under “normal” times aswell.
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The main USinterestsin the energy markets are to make sure that there are mechanismsin
place for burdensharing and that thereisaminima amount of “free-riding” on US policies by
other il importing countries.

If the USis able to co-opt Beijing into perceiving its sdf-interest in a petroleum sector that is
free from politicization, there should be no US fear of the consequences of a Sino-Saudi
Rapprochement, under the terms specified in this report. 1t should be in the US interest to have
Saudi Arabia develop stable trade relations with emerging markets that would enable the
kingdom to expand its production as well as its production capacity, and therefore its income
over the coming twenty years. And it should aso be in the US interest to have China secure
increased resources from the kingdom, so long as Beljing aso took measures to encourage
supplies from elsawhere and took steps to reduce its vulnerability to an internationd supply
disruption through the building of arobust strategic petroleum reserve, coordinated with the
Internationd Energy Agency.
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Part 1V: Conclusion

Thereis no doubt that Chinawill become one of the world' s largest energy importers, if not
over the next decade, then certainly over the next two. In the process, the Chinese market will
become one of the fastest growing in the world, both for incrementa supplies of crude oil and
for naturd gas.

There are two aspects of thisissue that are of importance to this report.

1. Firg, astheworld s premier growth market, Chinawill provide an opportunity for the
world' s leading exportersto vie for market share. For al practical purposes, the leading
contenders as suppliers to the market are, on the one hand, the Middle East producers
with growing capacity, and, on the other hand, Russia and the hydrocarbon-rich
countries of Centrd Asa Among these Saudi Arabialooms large, depending on how
rapidly the Chinese market grows. If China simports grow at a sustained rate of 7%
per annum or higher, the kingdom of Saudi Arabiawould be perhaps the only ail
producer capable of meeting the bulk of China simport requirements.

2. Second, Chinawill, intheory at least, be able to make geopalitica choices concerning
its preferred supplier. The theoretica aspect of this slems from bilateral arrangements
that Beijing might be able to strike with producing country governments. In practice,
however, governmenta frameworks will be less compelling than they might have beenin
the past. Of China’'s mgjor potentia suppliers, Saudi Arabia, Kuwait and Iraq stand
somewhat done, with their government companiesin control over virtudly al crude ail
and petroleum product exports and capable as well of making mgor downstream
investmentsin China s market. The other likely sources of crude oil and petroleum
products — Russa and the countries of Centrd Asa— no longer have state-company
monopolies managing their hydrocarbon sectors. Decisions on supply contracts are
made on commercid grounds dmost exclusively. What's more, as the performance of
Chind s petroleum firms become increasingly tied to bottom line factors, the ability of
the Chinese government to influence commercid decisons taken by Chinesefirmswill
diminish Sgnificantly.

While the degree to which Saudi Arabiaand Chinawill develop mutudly beneficid energy ties
remains an open question, thereis little doubt that the energy ties between the two governments
and economies will grow significantly in the two decades ahead. These tieswill amost certainly
include direct investment by Saudi Aramco in the Chinese market in refining crude oil and in the
disgtribution of petroleum product. Certainly from a Saudi perspective such investments will be a
fundamentd dement of policy. Thisisthe case for two reasons.

1. Saudi Arabiawill want to maintain if not increase its share both of globd oil exports
and of Opec exports. It done among oil producing countries has the capability of
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expanding its production potentia to meet the totd incrementd oil requirements of
China. By having its own captive downstream market within China, Saudi Aramco
will be &ble to commit large volumes of crude oil more eedily than it could if it were
smply sdling crude oil to Chinese firms on aterm contract basis. It issmply esser
to sl to one's own downstream network than it is to renew contractsin the
competitive market place each year.

2. Additiondly, by securing a downstream stake in the China market, Saudi Aramco
will be better able to baance the cyclica nature of crude ail prices with the counter-
cyclica aspects of petroleum product prices. As aresult, Aramco will not only
secure its market share, but it will dso create a natura hedge againgt crude ail price
volatility.

From a Chinese pergpective, the main question remains whether Beijing will seein long-haul
Saudi suppliesthe sort of security it wants to achieve. There would be two chalengesto
security of supply — disruption of the sea-lanes and disruption dueto interna change in Saudi
Arabia

What would be the potential consequences if these two issues are set asde? Let us assume that
Beijing finds ways to overcome the two insecurities identified above and forges strong security
of supply links with Saudi Arabia. What might be US concerns?

Let us review these issues under various circumstances.
What if Chinareplaces the US and Saudi Arabia s main customer?

This eventudity may be unlikdly, but it is certainly not out of the question It is unlikely because
from the Saudi perspective the best way to sdll asignificant quantity of crude ail is through
divergfication of markets. For this reason, Saudi Aramco sdes are divided roughly in thirds
between the Western Hemisphere (most the US), Europe, and East of Suez markets.

There are, however, potentid circumstances in which this divison of salesinto directed markets
could cease to be a cornerstone of Saudi petroleum policy. For example, the Saudi government
might come to redlize that there are costs associated with this policy. On average, the revenue
generated by sdesto the United States is lower in comparison with sales to Europe or the Far
Eadt. The reason for this as spelled out in the report, are the higher costs of trangportation and
the more competitive nature of US markets. It could be expected that the marketplace l€eft to its
own devices would probably result in ahaving of Saudi sdesto the US. Thiswould reduce
Saudi salesto the US to some 850,000 b/d from the current average of 1.7 mb/d. Thisis
roughly similar to recent levels of Iraqgi oil sdesto the US. Saudi Arabiawould, under this
scenario, become the #5 or #6 supplier to the US.



Another way this could occur is by Saudi Arabia shifting its oil market policy, which in the past
has avoided spot market sdlesto apolicy that intentionaly fosters spot market saes. The
Kingdom would do this, perhaps, in order to haveits mgor crude stream — Saudi Arabian Light
Oil — become the world's marker crude, replacing the current markers, North Sea Brent and
US-based West Texas Intermediate crude stream. Such a step could not be ruled out, since
there are clear market advantages that slem from having a crude oil act as the marker for pricing
al of theworld' s other crude stream. Here, again, the result would dmost certainly be adecline
in Saudi salesto the US.

In such a changed market, China could well become the number one customer for Saudi
Arabia And, in such an environment, it might be the case that in order to help secure its market
share in China, the Saudi government would shift its arms purchases toward Beljing and, dong
with that, shift its foreign policy toward accommodating China s preferences.

What if the US tries to reduce the prominence of Saudi ail in the US crude date?

Like the scenario depicted above, thistoo is unlikely, but it is by no means an impossble one. It
isunlikely because the US government has no clear mechanism for discriminating among
sources of supply, and decisions on supply are left entirdly to the functioning of the market and
the preferences of individud refiners. Thus, Saudi Arabia can, by itsdf, target whatever leve of
saesit wants to direct to the US market and, so long as Saudi Aramco pricesits crude oil to
displace other crude streams entering the US market, it can maintain its market share.

However, it is not impossible to imagine shiftsin US policies. Two sorts of shifts are possible.
One change in policy would involve a combination of supply and demand side policies that
would result in a substantia reduction rather than agrowth in the US appetite for crude oil
imports. In the aftermath of September 11th, it is conceivable that the US would start to pursue
policiesthat could substantidly reduce the role of the ail in the trangportation sector. Raising
automobile efficiency standards could reasonably reduced imports by 1 million b/d or more
within seven years. Enhanced R&D in fud cdl technology and hybrid vehicle technology,
combined with afederd procurement program to assure that al US government owned vehicles
were fueled by these non-conventiona supplies could shave another 1 mb/d from imports within
seven years. Under these circumstances, the US would not only cease to be the high growth
market for foreign ail. Its market would actudly shrink, making it Sgnificantly less attractive for
any mgor supplier, including Saudi Arabia

A second route that could be taken toward the same end is the adoption by the US of a
discriminatory import policy. One proposd being vetted, for example, would involve afree
trade areain oil for countries that alowed reciprocity in upstream investments. Those not
alowing upstream investments in their oil sectors would, under the scheme, be required to store
ail in the United States equivaent to 90 days or more of average imports. Such a policy would
impact very few countries, among them Saudi Arabia, Kuwait and Mexico. A palicy shiftinthis
direction would definitely be viewed as a hogtile political act by the oil exporters affected by it.

45



Thereislittle doubt that US action could make oil salesto the US consderably less attractive in
the future than they have been in the past, and that this could impact Saudi policy and push the
kingdom toward bilateral undertakings with China and potentidly other oil importing countries.

On the other hand, trends are likely to move in adifferent direction and these could well be
influenced in ways that are more amenable to longer-term US interests.

As China becomes more dependent on new sources of supply from long-haul exporters, it is
more likely to be concerned with ways to mitigate its vulnerabilities. The two vulnerabilities of
concern to Chinawill be increasingly identical to the two vulnerabilities of concern to the US.
These are vulnerahility to the economic impacts of supply disruption and politica vulnerability to
accommodate the foreign policies of individua supplier countries.

Chinawill, under these conditions, confront exactly the same issues that were confronted by
IEA countries 25 years ago. These will include the following:

How can the government foster diversification of oil suppliesto mitigate the two
vulnerabilities listed above?

How can the government foster diversification of fuels so as to reduce dependence
onail?

What steps can be taken to build strategic petroleum stocks and to coordinate use
of such stocks with other countries?

It should therefore be in the US interest to foster mechanisms that lead Chinato take the
measures that are required to mitigate market risks. Comptitive conditions, epecialy from
Russian and Centrd Adan suppliers, should assst Chinese firms is seeking dternative supplies
to those from Saudi Arabiaand other Middle East oil producing countries. But above and
beyond competitive markets, the US should try to find ways to support Chinese efforts to build
strategic storage and to coordinate draw down policy with the US and other IEA countries.

In short, enhanced and tightening ties between China and Saudi Arabia with respect to energy
trade and investment could have a negative impact on both US-Chinaand US-Saudi relations.
But these consequences are not at dl likely. The most likely consequences of heightened China-
Saudi ties are those that will have benefits for the US and for globd stability, even if thereisa
loss of US influence over the Kingdom as Saudi Arabialooks to the growing oil markets of East
Aga Chinawill dmost certainly have an increased concern over the stability of the Middle East
region and on the protection of long haul sea-lanes. Changed circumstances are likely to push
Chinatoward greater cooperation with the USin dl of these regards.
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Appendix |: Additional Tables

Table A

China’s Oil Production by Field

Field Province Region 1996 Output
(thousands b/day)

Daging Heillongjiang Northeast 1120.2
Shengli Shandong North 582.3
Liaohe Liaoning Northeast 300.9
Nanhai East N/A Offshore 234.6
Xinjiang Xinjiang West 166.0
Huabei Hebei North 934
Dagang Shandong North 86.8
Zhongyuan Henan North 80.0
Jlin Jlin Northeast 74.0
Taim Xinjiang West 62.1
Tu-Ha Xinjiang West 58.4
Changaing Gansu Northwest 55.0
Bohai N/A Offshore 42.5
Henan Henan North 374
Qingha Qingha West 28.0
Nanhal West N/A Offshore 22.9
Jangsu Jangsu Lower Yangtze 21.4
Y anchang Shaanxi Northwest 17.6
Janghan Hubel Middle Yangtze 17.3
Jdong Hebei North 114
Y umen Gansu Northwest 8.6
Sichuan Sichuan Southwest 4.2
Anhui Anhui Lower Yangtze 16
Dian-Qian-Gui Y unnan Southwest 14
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TableB

Daily Production in Chinese Major Oil Fields by
Region, Province and Chinese Company,
AsReported by Fidd Adminigtration and Company,

1998-2000
(Thousand barres per day)
Field/Region Province Company 1998 1999 2000 1998 2000 2000/
%Total | %Total 1998
Northeast 1493.2 | 1462.2 1424.1 50.8 47.9 .953
Daging Heilongjiang CNPC 11339 11095 1079.0 951
Jlin Jlin CNPC 80.8 774 76.4 A5
Liaohe Liaoning CNPC 2785 274.3 268.7 .964
North 745.3 713.4 7223 25.3 24.3 .969
Shengli Shandong Sinopec 531.0 509.0 519.0 977
Zhongyuan Henan Sinopec 78.0 72.0 73.0 935
Dagang Hebei CNPC 86.5 825 80.5 930
Henan Henan Sinopec 371 (37.1 36.9 94
Jidong Hebei CNPC 127 126 129 1.015
Eagt/Yangtze 41.8 41.8 5] 1.4 1.7 1.236
Jiangsu Jiangsu Sinopec 25.1 (25.1) 30.9 1.231
Jianghan Hubei Sinopec 15.1 (15.2) 19.2 1271
Anhui Anhui Sinopec 16 (1.6) (1.6) (1.000)
Northwest 121.9 137.9 144.0 4.1 4.8 1.181
Changqing Gansu CNPC 814 87.6 U5 1.160
Y anchang Shaanxi CNPC 325 42.3 41.3 1.270
Yumen Gansu CNPC 8.0 8.0 8.2 1.025
West 356.1  400.6 421.7 12.1 14.2 1.184
Xinjiang Xinjiang CNPC 1785 184.1 1885 1.056
Tarim Xinjiang CNPC 78.8 85.7 89.0 1.129
Tu-Ha Xinjiang CNPC 63.6 63.6 61.5 .966
Qinghai Qinghai CNPC 35.2 380 40.0 1136
Tahe Xinjiang Sinopec 0.0 29.2 42.7 (na)
Southwest 5.3 5.1 4.6 <1 <1 .867
Sichuan Sichuan CNPC 4.3 40 (4.0) (.930)
DianQianGui Y unnan Sinopec 10 (1.0) 6 .600
Offshore 170.9 168.3 200.1 5.8 6.7 1.170
Nanhai East (South) CNOOC 1055 88.0 90.0 853
Nanhai West (South) CNOOC 20.3 35.1 464 2.285
Bohali (East) CNOOC 451 45.2 63.7 1412
Total 29345 | 2929.1 | 2968.5 100.0 100.0 1.011

Note: Figures in parentheses represent estimates based on previous year production levels; figures derived using conversion

ratio of 7.3 barrels per ton; percentages do not total to 100 due to rounding; figures from CNPC 2000 page 74; Sinopec

1999 pp. 274, 279, 283, 287, 291, 293, 296; Annual reports and SEC forms submitted by PetroChina, Sinopec and CNOOC
in 2000; numerous energy Sector News sources.
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Appendix I1: Calendar of Diplomatic Exchanges Between China &
Saudi Arabia

A number of diplomatic visits and actions over the last severd years prove the increased
interaction between the two States:

- On April 18, 1999, a party of high-levd Saudi representatives, including Prince Sdman
bin Abdulaziz, Governor of Riyadh region, and Prince Sultan bin Saman bin Abdul
Aziz, visted the Mayor of Beijing and a number of officids The Chinese Deputy
Foreign Minigter for the Middle Eagt Affairs, Gee Beiding, claimed that the economic
rel ations between the Kingdom and China were strong and confirmed that these
relations depended on co-operation in petroleum trade, the diversity of quality Chinese
products in the Kingdom's market and co-operation in the manpower field.*®

- On August 14, 1999, Saudi Arabia sent a 15-person delegation to the China
International Investment and Trade Fair. The ated god was to foster greater non-ail
trade and investment between the two countries>

- On September 9, 1999, the Saudi Minister of Commerce, Osama bin Jaafar Fagih, met
with China s Council of State Woo Y i. Both expressed intense interest in bilaterd trade,
investment, and technology transfers. *°

- On October 25, 1999, the Saudi Cabinet of Ministers approved three agreements of
co-operation between the Saudi Arabia and China. Firgt, the Minigter of Education was
authorized to Sign an agreement of cooperation between the two countries. Second, the
Minigter of Information was authorized to Sgn an agreement of cooperation between the
Minigter of Information of the Kingdom and China s Broadcasting and Televison
Corporation. Findly, the Minigter of Information was authorized to Sgn an agreement of
cooperation between the Saudi Press Agency and the Chinese News Agency of
Shenhua. *°

- On October 31, 1999, Chinese President Jiang Zemin visited Saudi Arabia. Thiswas
the firg vist ever by a Chinese Presdent to Riyadh. He and his highest-most-leve
atendants met with the highest officids in the Kingdom. A number of joint committee
mestings followed. Statements were made to the effect that both countries wanted their
bilaterd trade to increase, particularly in petrochemicas and energy; joint operationd
and investment ventures were discussed; mutua scientific and technology issues were
addressed; the importance of coordinating their positionsin the internationd forum,
particularly on issues related to monetary policy and finance, was underscored; both
sdes expressed rgection of terrorismin al its forms, and underscored the importance
of internationa coordination in combating terrorism, especidly through the United
Nations, of which various re-gtructuring schemes were discussed; mutua
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encouragement for a stable peace between the Isradlis and Palestinians was expressed;
ajoint communigue was issued on the establishment of diplomatic reaions with the
People's Republic of Chinawhich stated that the Government of the Peopl€'s Republic
of Chinaisthe legd and sole government representing the entire Chinese people and
that Tawan isan integrd part of the Chinese territories; findly, much discusson was had
of the historicd, cultural, and economic ties that make cooperation between the two
countries so inevitable and mutualy beneficial.*’

On February 15, 2000, Dr. Fouad Al Farsy, Saudi Minigter of Information, visited
Beijing to discuss cooperation in information services between the two countries®

On March 6, 2000, Saudi Arabian officias announced positive economic growth
numbers aswell asalig of the Kingdom' s top ten trading partners, in order of size of
trade: United States, the United Kingdom, Japan, Switzerland, Germany, France, Itay,
China, South Koreaand India [NOTE: China stands out on this list asthe only country
with at-times contentious relations with the United States]. >°

On August 7, 2000, the Saudi Cabinet agreed to the memorandum of understanding
sgned by King Abdul Aziz City for Sciences and Technology of the Kingdom of Saudi
Arabiaand the State Commission for Science and Technology of the Peoples Republic
of China. ®

On August 9, 2000, ajoint venture was established between Saudi Arabiaand Chinato
manufacture fiber optics. Thiswill be the firgt joint venture between two private
companies working separately in the Kingdom and China. Many more joint ventures are
anticipated, the participants stated. **

On October 2, 2000, the Saudi Cabinet authorized the Minister of Interior to draft an
agreement with Chinafor mutua security cooperation activities.

On October 12, 2000, a meeting commenced in Beijing between Prince Sultan and the
Chinese Minigter of Nationd Defense. The officid line on this meeting was thet 1) no
military dedls were discussed, 2) the meeting had focused on the provison of advanced
medica, educational, and public services for Saudi citizens, and 3) the new investment
climate in the Kingdom would lure more Chinese companies. The Saudi Minister dso
found it necessary to sate that athough no Saudi military students would be training in
Chinaany time soon, for the last 12 years the Chinese have dway's been forthcoming in
military materiel assstance. *

On October 17, 2000, at a conference in Beijing of the highest officias from both
countries, the Kingdom and Chinasigned a joint communiqué thet reiterated the
positions stated in the meetings of October 31, 1999, cdling for the further development
and enhancement of their relations in the various economic, commercid, indudtrid,
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technologica, technicad and security fidds, and expressing shared politica views vis-a
visterrorism, the United Nations, Taiwan, and Israd.®*

On April 10, 2001, Saudi Aramco renewed its contract with International China
Limited for petroleum and chemica materids. This contract stipulatesincreasing
quantities of crude oil passing from Saudi Aramco to ICL. Aramco isthe biggest crude
oil supplier to the Chinese compary. ©

On June 11, 2001, the Saudi Cabinet authorized the Minister of Agriculture to Sgn two
draft agreements on cooperation in the fields of agriculture and water resources
between Saudi Arabiaand China. ©

On November 15", 2001, Saudi Aramco, ExxonMobil, and Fujian Petrochemical took

another step toward the ultimate completion of a 240,000 b/d upgrade of a major
Fujian refinery by Sgning an agreement for a Joint Feasibility Study (JFS).%’
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Appendix I11: ChinaMap
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