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I. 
Introduction

The technological revolution has exponentially expanded the world’s demand for energy during the 20th and 21st centuries.   As the demand for energy resources becomes greater, the availability and supply of oil has quickly become one of today’s most important economic and security concerns. China’s rapid rise toward becoming a global superpower has been accompanied by an insatiable demand for petroleum.   China’s leaders have struggled to formant a comprehensive energy policy to deal with this growing demand.  Internal power struggles and competing interests have hindered efforts to form fully integrated regulatory bodies with the authority and resources needed to effect proper control over China’s oil industry and consumption.


This paper will discuss the global repercussions of China’s rapidly growing demand for oil and its efforts to expand its supply and market share.  Section II will provide a background explaining China’s growing oil consumption and an analysis of projections of demand and import growth.  Section III will discuss the market players in the Chinese oil market and how each of them effects and controls China’s oil policies.  Section IV will delve into China’s direct foreign investments in oil production around the world and their developing trend of petro-diplomacy. Section V will consider the international debate occurring between the philosophy of free trade and foreign direct investment by Chinese’s entities.  This paper concludes by putting forth policy recommendations for responding to China’s rise as a global force in the international petroleum market.

II.
China’s Oil Consumption

The People’s Republic of China’s (PRC) rapid rise from poverty into the fastest developing nation in the world has coincided with an enormous increase in demand for petroleum. Spurred by economic reforms begun in December 1978 by Deng Xiaoping, China’s economy has quickly risen to become the world’s third largest.  This section will analyze projections of Chinese oil consumption.  While no discussion of China’s economy should be undertaken without first noting that although statistics pertaining to Chinese economic data have been improving in accuracy, they are generally “less reliable than those available for the United States, Europe, and Japan.”
  That being said, the Congressional Budget Office (CBO) has found that the quality of Chinese economic statistics are “sufficiently reliable” to analyze oil consumption.


A.
Factors Influencing the Growth of Oil Demand
China is the world’s most populous country with an estimated population of 1,338,612,968 as of July 2009.  China’s GDP was estimated by the International Monetary Fund to be $4.9 trillion in 2009, behind only the United States and Japan.  Real GDP growth in China has averaged 9.2 percent annually since 1990.

With the growing economy has also come a growing urban middle class.  From 1990 to 2006, the per capita income of urban households grew by 13.3 percent.
  This increasingly wealthy population has demanded new vehicles and new roads.
 That, in turn, has driven demand for oil in the Chinese transportation sector.
  From 1990 to 2003, licensed drivers in China grew by approximately 90 million, or 14 percent annually.
  During that same period, the number of vehicles available for “civil uses” rose from 5.5 million in 1990 to 24 million in 2003, a growth rate of 11 percent annually.
  The growth in drivers and vehicles has spurred the Chinese government to expand its infrastructure to accommodate these new drivers.  The Chinese government currently spends an estimated $29 billion a year on highway construction and expansion.
  From 1990 to 2003, China’s highway system grew at an annual rate of 4.4 percent.
  The expansion of highway and roadway infrastructure has caused further increases in vehicle use.  As more communities become interconnected by roads and highways, more Chinese purchase vehicles to make use of their newfound transportation access.  This continual growth in driving and roadways is a major factor in the demand for light petroleum product, such as gasoline and diesel fuel.

In addition to transportation, the massive growth of China’s industrial sector, including manufacturing and agriculture, has influenced oil demand.  Growth in these two sectors of the Chinese economy explains why growth in demand for oil has been in gasoline and middle distillates, which include diesel fuel, heating oil, kerosene, and jet fuel.
  According to the CBO, “activity in the industrial and transportation sectors, which account for over 80 percent of all petroleum use in China, explains much of the increase in demand for diesel fuel and gasoline.”
  As China’s economy has grown, so has its demand for the petroleum products, which allow its industries to thrive.

Chinese policy makers are cognizant of the country’s rapid growth in oil demand and are aware of the issues that come with that increased demand.
  The government has undertaken steps to increase fuel efficiency in vehicles, even surpassing the standard set within the United States.
  Some cities have undertaken efforts wean their transportations off of oil.
  One example is Hanzho city in Zhejian province, which is working towards development of a clean “natural gas city”.
  In addition, Shanghai is planning to convert its bus fleet to natural gas power.
  However, the government is wary to introduce regulations that could stunt the country’s economic growth.  This is especially relevant in light of the Chinese goal to create a world-class automobile industry.  China’s government has been criticized for failing to do more in terms of demand-side reductions, however they are unlikely to significantly alter their regulatory stance in the near future, so long as Chinese industry could be adversely affected.  The government has instead focused on expanding supply, the main issues at focus in this paper.

B.
Domestic Oil Production and the Shift to Net Oil Importer

Although China is able to meet more than 90 percent of its energy needs with domestically produced resources, predominantly coal and hydroelectric power, their domestic oil supply and production is only enough to satisfy approximately half of their current demand. 
 During the majority of the 20th century, China relied on its domestic oil production to supply its needs.  Onshore crude oil production accounts for 85% of total domestic production, while offshore drilling makes up the remaining 15%.
 Most of China’s domestic onshore production comes from newly developed fields in western China, particularly in the northwest Zinjiang province, and its oldest and largest fields in the northeast, including Daqing, which produced 801,000 bpd in 2008.
  More recently, offshore exploration and production (E&P) has been expanding in the east, including “the Bohai Bay region, Pearl River Delta, South China Sea, and to a lesser extent, the East China Sea.”
  Although offshore drilling accounts for only 15% of domestic production, “most of China’s net oil production growth will likely come from offshore fields.”
 In 2008, domestic production was 4.0 million bpd. 
 Projections of China’s domestic production in 2020 range from 3.0 to 4.0 million bpd, with output expected to decline beginning in 2021.
 These estimates of stagnant, and eventually declining, oil production reinforce the reasons why China is becoming a major player in the market for international oil supplies.
China became a net oil importer in 1993 and its oil imports have risen quickly ever since.  Figure 1 illustrates how demand, after exceeding domestic supply in 1993, has quickly grown and increased the need for Chinese oil imports.
Figure 1
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Although China’s oil consumption in 2005 was only 8 percent of the world’s total consumption, from 2000 to 2005 China was responsible for an estimated 27% of the growth in worldwide oil demand.
  According to the U.S. Energy Information Administration, “China consumed an estimated 7.8 million barrels per day (bpd) of oil in 2008, making it the second-largest oil consumer in the world behind the United States.”
 In 2008, China imported 3.9 million bpd of oil, which made it the third largest net oil importer, behind the United States (11 million bpd) and Japan (4.6 million bpd).
  Oil imports accounted for about 48 percent of Chinese oil consumption in 2008, but by the year 2020 oil imports are expected to reach between 6 to 11 million bpd, accounting for 60 to 80 percent of total Chinese consumption.
  Figure 2 illustrates the sources of China’s oil imports as of 2005.  China has actively sought to diversify its sources of imports as a hedge against vulnerability to disruption of supply.
  The reasoning being that if one nation or region encounters a disruptive event then the impact to the imports of China as a whole will not be as greatly affected.
 Their efforts have been fruitful over the past two decades, as can be seen by the decreased reliance on imports from the Asia Pacific region; however, China’s reliance on crude oil from the Persian Gulf has been consistent.
  This strong dependence on Middle Eastern crude has been maintained despite government pressure to decrease reliance on the volatile region.
Figure 2.

China’s Imports by Country in 2005
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The projections of nearly flat and eventually declining domestic production combined with rapid growth in demand caught Chinese policymakers off-guard in the mid-1990s. Since then, policymakers have developed plans to increase access to oil supplies through the expansion of oil interests outside of China’s borders. The growth in Chinese oil imports have contributed to the rise in oil prices on the international market, a trend that is likely to continue with growing demand, however the demand-price effect of China’s oil consumption is outside the analysis of this paper.
  What this paper will focus on, however, is how China’s policymakers have reacted to their status as a net oil importer. The clearest evidence of policies relating to China’s growing need for oil imports can be found by examining regulatory bodies and corporate institutions that have been created to control the petroleum industry.
III.
 Market Players: Government Regulators and National Oil Companies

A.
Government Regulators

Energy policy has been handled by consistently changing institutions since the PRC’s founding.  China has struggled to develop a comprehensive energy policy in large part because of its failure to effectively organize its energy bureaucracy.  Many policymakers and other stakeholders have argued for the creation of a Ministry of Energy that will have the authority and resources to effectively regulate Chinese energy markets.
  However, China has struggled for decades to create an all-encompassing, ministry-level body to control the energy sector.
  This struggle is illustrated by the plethora of institutions tasked with developing and controlling energy policy. Separate ministries for coal, electricity and oil were formed in 1955 when the Ministry of Fuel Industries was dissolved.
  The Ministry of Fuel and Chemical Industries consolidated these three separate ministries in 1970, but was dissolved in 1975.
  The Ministry of Energy was formed in 1988 and tasked with controlling development of oil, coal, nuclear, and hydroelectricity, but was abolished in 1993.
  
More recently, energy policy has been under the purview of various departments of the National Development and Reform Commission (NDRC).
  According to the U.S. Energy Information Administration, “the NDRC is a department of China’s State Council, the highest organ of executive power in the country.”
  The NDRC’s Energy Bureau was originally tasked with formulating national energy policy, but was left impotent through a lack of manpower.
  The National Energy Leading Group, headed by Premier Wen Jiabao, was formed in 2005 to help develop energy policy, but only increased the fractured state of the bureaucracy.

The most recent round of changes to the energy bureaucracy occurred in March 2008.  The National People’s Congress (NPC) dissolved the Energy Bureau and the National Energy Leading Group and replaced them with the State Energy Commission (SEC) and the National Energy Administration (NEA), both of which are vice-ministerial components of the NDRC.  The SEC, which replaced the Energy Bureau, is tasked with performing high-level discussion and coordination of energy policy. However, the government has failed to release a more detailed description of the SEC’s exact duties.  The NEA was given a broad mandate to handle the daily affairs of the SEC including “managing the country’s energy industries, drafting energy plans and policies, negotiating with international energy agencies and approving foreign energy investments.”

The fractured nature of China’s energy bureaucracy and lack of a central authority, such as an oft-proposed Ministry of Energy, has impeded the formation of a unified national policy for the regulation of oil.  Although the NEA has greater authority, manpower, and autonomy to fulfill its mandate than the now-defunct Energy Bureau, analysts and critics argue that they are still unable to effectively regulate China’s energy sector.  The NEA is tasked with managing the entire country’s energy industry with a relatively small staff of only 112 employees.  In addition, the NEA lacks the necessary level of authority and autonomy from the NDRC to properly perform its duties.  The NEA lacks the authority, currently under the purview of the NDRC’s Pricing Department, to set energy prices.  The leaders of the NDRC are hesitant to cede authority to another agency, even one under its bureaucratic umbrella, because that authority is what makes the NDRC such a powerful body.


China’s failure to develop an effective governing structure for its energy sector is likely to continue to have repercussions.  Bureaucratic infighting will continue to stunt the efficient development of China’s energy sector.  In addition, domestic energy shortfalls are likely to continue because of a lack of coordination on the government’s part to establish policy that ensures supply and distribution of energy resources. The net result of China’s inefficient energy bureaucracy will be the continued dominance of the state-owned energy companies in policy and project decisions. 

B.
National Oil Companies (NOCs)

China’s national oil companies have a monopoly over all aspects of the oil industry in China including exploration, production, importation, foreign oil investments, and distribution.
  These firms have strong political connections and financial and human resources.
  These resources allow the national oil companies to assert considerable influence in energy policymaking.
  The Chinese government began restructuring the country’s energy ministries into separate corporations in the 1980s.
 From 1994 to 1998, under the direction of Zhu Rongji, the national oil companies were given ownership of all state-owned oil assets.
  In addition, the national oil companies were given broader financial and administrative autonomy in order to better position the companies for international competition and prepare for the listings of their subsidiaries on international stock exchanges.

The managers of the newly formed national oil companies fought to maintain their ministerial rank through the corporate transformation, allowing them to continue to influence policy decision-making.  Many national oil company managers are former leaders of China’s energy policy bodies and vice-versa.  In addition, many members of the Politburo and the State Council are former employees of the national oil companies.  The close relationship between national oil company managers and top-tier leaders of the Chinese government allows for direct access between the corporations and Chinese leaders.  This often allows the national oil companies to circumvent the energy policy institutions, such as the SEC and NEA, and go directly to the leaders of the NDRC and the State Council.

China’s energy regulators have some striking and disturbing similarities to U.S. energy regulators.  In the U.S., the Minerals Management Service (MMS), a division of the Department of Interior, is charged with regulating and collecting royalties from energy companies that drill on federal lands, including offshore oil and gas fields.
  The 1,700-employee agency has been accused of conflicts of interest involving employees of MMS and the energy companies it regulates.
  Pundits and politicians have widely blamed this “cozy” relationship between MMS and the energy companies as a contributing factor in the BP Gulf oil spill.
  Critics argue that the relationship between MMS and oil companies is one in which the oil companies exert more power over MMS decisions than MMS policymakers.
  The Obama administration has moved to restructure MMS to prevent these conflicts of interest,
 but the lessons learned should not be ignored.  Both the U.S. and China should see the MMS as an example of what can happen when industry interest overwhelms the mission of regulatory agencies.  China has yet to do so and the national oil companies have disproportionate power when it comes to policy decision-making.
China’s national oil companies consist of three corporations with a government majority-owned stake: China Petroleum and Chemical Corporation (CNPC), China Petroleum and Chemical Corporation (Sinopec), and China National Offshore Oil Corporation (CNOOC).
  Together, these three national oil companies account for 22% of the profit generated by Chinese state-owned enterprises.


1. China Petroleum and Chemical Corporation (CNPC)

CNPC, along with Sinopec, operates the majority of China’s domestic production, refineries, and pipelines.
  The company operates in China’s north and west and has its greatest focus on crude petroleum production.
 CNPC is a ministerial-level corporation and general managers are of a vice-ministerial rank.
  The corporation was formed from the Ministry of Petroleum industry in 1988.
  PetroChina, a subsidiary of CNPC, is the international face of the company and is listed on various international stock exchanges.
  PetroChina is the country’s largest producer of onshore oil, operates the country’s largest pipeline, and holds oil assets worldwide.
  Both CNPC and PetroChina are authorized to conduct international E&P.


2. China Petroleum and Chemical Corporation (Sinopec)

The merging of certain assets of the Ministry of Petroleum Industry and the Ministry of Chemical Industry in 1983 created Sinopec.
  Sinopec dominates the southern and eastern regions of China and is “involved in oil and gas production, refining, pipelines, and retail outlets.”
 Sinopec is the largest petroleum product retailer and the largest petroleum refiner in China.  According to the CBO, Sinopec “produces crude oil domestically but imports most of the oil it refines.”
  Like CNPC, Sinopec is a ministerial-level corporation and general managers are of a vice-ministerial rank.
  The company also owns foreign oil assets around the world.
 Sinopec and CNPC together control 95% of China’s refining capacity.
  Sinopec subsidiary, Sinopec Ltd., is listed on various international stock exchanges.
  Both Sinopec and Sinopec Ltd. are authorized to conduct international E&P.


3. China National Offshore Oil Corporation (CNOOC)

CNOOC, the smallest of the three major national oil companies, “is involved in the production of oil and gas, liquefied natural gas, and petrochemicals.”
  The company is China’s largest producer of offshore oil and operates the country’s largest petrochemical complex.
  CNOOC is a classified as a general bureau, which is “lower than a ministry, but higher than a bureau.”
 CNOOC’s foreign oil assets are centered in the Pacific and Southwest Asia, but are expanding worldwide.
  Although CNOOC is smaller than CNPC and Sinopec, they have the most expertise in international transactions, which makes them a major player in China’s effort to expand overseas oil holdings.
  CNOOC Ltd is a CNOOC subsidiary that is listed on international stock exchanges and is the only part of the company allowed to participate in purchases of foreign oil assets.
  According to Erica Downs, China Energy Fellow at the John L. Thomton China Center, “CNOOC Ltd deliberately secured this concession from its parent ahead of its international listing in 2001 as a way to increase its attractiveness to foreign investors by burnishing its corporate-governance credentials.”

IV. Chinese Foreign Direct Investment in Oil Assets 

A. Energy Security and the “Go Out” Policy
The combination of flat domestic production and the rapid increase in oil demand has reinforced a philosophy within both the Chinese bureaucracy and the national oil companies that China must work toward obtaining energy security by obtaining access to foreign upstream oil resources. 
 Upstream production is a term used to describe E&P activities and generally any activity involving the production of crude petroleum.
  On the other hand, downstream activities include processes that are undertaken after oil has been obtained, such as refining. 
 
Communist Party leaders and energy policymakers “view oil as a strategic political commodity that requires a national plan to assure the supply of oil and to avoid disruption from foreign control.”
  These leaders believe that China’s reliance on oil imports threatens the country’s economic and national security and that obtaining energy security should be a national objective.
  China’s desire for energy security can broadly be defined as “the acquisition of sufficient energy supplies to protect the Chinese leadership’s core objectives at prices that are neither too high nor too low to undermine those objectives.”
  These core objectives “include continued economic growth, the prevention of Taiwanese independence, China’s continued emergence as a global power, and the survival of the Chinese Communist Party (CCP).”
 China’s success in achieving its strategic goal of quadrupling its GDP from 2000 to 2020 hinges on obtaining sufficient access to oil resources to provide its industries with the energy needed to grow.
  Oil is necessary for China’s continued economic growth because there are currently no other cost-effective alternatives to gasoline, diesel fuel, and jet fuel.

Unlike most Western nations, China’s leadership has taken a decidedly hands-on approach to help the national oil companies secure access to upstream oil resources. Most policymakers currently subscribe to the theory that the safest way to ensure a reliable supply of oil is the purchase of oil producing assets abroad, also known as foreign direct investment or oil equity partnerships.  These investments serve a duel purpose of providing energy security and “cementing a major role for Chinese oil and gas companies” on the international stage.  Chinese national oil companies began purchasing equity stakes in foreign oil fields in the early 1990s, but as reliance on imports has expanded, so has foreign direct investment.  Foreign direct investment in oil assets was also encouraged by the events of September 11, 2001.  The terrorist attacks in the United States contributed “to a perception of a less stable world and greater risks to energy production, particularly in the Middle East.”
  Shortly after China’s entrance into the World Trade Organization (WTO) in December 2001, “then Premier Zhu Rongji, and Hu Jintao, General Secretary of the Communist Party, called on Chinese companies to pursue a ‘going-out’ or ‘Zou Chu Qu’ policy” to obtain secured access to oil supplies.
  The “going-out” policy, also referred to as the “go out” policy and the “going global” policy, was “a key theme in the 10th Five Year plan, 2001 to 2006.” 
 Paul D. McKenzie of Morrison & Foerster LLP in Beijing, China explains that, “the policy was a manifestation of the belief that China has reached a point of development that allowed for multinational expansion of its enterprises and the opening of foreign markets to China’s burgeoning national champions.”
  This policy encourages national oil companies to partake in foreign direct investment of oil-producing assets around the world.

The national oil companies for their part have been spurred to partake in foreign oil equity partnerships for more traditional business reasons.  First, the development of foreign oil assets supplies the firms with reserve replacements and diversification from domestic production sources.  These foreign assets ensure that the companies are able to maintain access to oil reserves with which to refine and sell to their customers.  Second, the upstream sector of the oil industry has traditionally been the most profitable activity.  The national oil companies, like any other company, are motivated by the desire to increase their profits.  Foreign E&P through oil equity partnerships is the most promising way with which to accomplish this goal.  Finally, establishing oil equity stakes is driven in part by the companies’, and the government’s, desire to transform the national oil companies into internationally competitive firms of the same quality of Western international oil companies.  This cannot be accomplished without entering the international market and directly competing with the international oil companies.

Much of the oil produced from oil equity partnerships is sold on the open market, but gradually more and more is making its way back to China.  There are three main reasons why this oil is sold into the international market. First, the cost and logistics of transporting the oil to China may make it more profitable to sell to other purchasers. For example, oil produced by Chinese operations in Kazakhstan is mostly sold on the world market because of the difficulty in transporting it to China. This is likely to change with the completion of the China-Kazakh pipeline currently being constructed. Second, China maintains strict price controls over what the national oil companies can charge consumers. Therefore, depending on the market price and the price set by Chinese energy regulators, it is often more profitable to sell oil to non-Chinese customers. Third, most Chinese refineries are currently optimized to process light sweet crude oil, the type of oil found in China and the Middle East. If the crude being produced is not the type which can be easily refined in China, it may be more economical to sell to other purchasers who have the refining capability to process that type of crude.

B.  Approval Process for National Oil Companies’ Foreign Direct Investment by Chinese Regulators
The approval process for a national oil company foreign direct investment in oil-producing assets is currently a multi-step and tedious process, a byproduct of China’s inefficient energy policy institutions.  All overseas investment projects by national oil companies require NRDC, Ministry of Commerce (MOC), State Asset Supervision and Administration Commission (SASAC), and State Administration of Foreign Exchange (SAFE) approvals.  The tight control over the foreign investment process ensures that the national oil companies, as “stewards for state investment”, are operating within the framework of China’s greater national and foreign policy objectives.
  However, some of the steps for approval are inefficient and unnecessary to affect a meaningful review of foreign direct investment proposals.
A national oil company’s first step in applying for permission to conduct foreign direct investment projects is submitting an application to the NDRC.
  This initial review focuses on “whether the investment project will promote the development of strategic resources critical for the continued development of the economy.”
Following the NDRC’s own review they will submit the proposal to the State Council for its review and approval.
  However, in practice, this is rarely done except when investment proposals involve large amounts of money or are of a “special strategic importance.”
 Again, these “exceptions” signal the disjointed nature of China’s energy regulatory structure.  Having an approval procedure purely on paper and not actually practiced is no better than having no approval procedure at all.  Regulatory exceptions cause uncertainty, and with that, inefficiency, on the part of all parties involved.  It is these types of exceptions that resulted in the Deep Horizon disaster.  MMS allowed an exception on BP’s behalf to forgo filing a detailed environmental impact analysis required under the National Environmental Policy Act (NEPA).
  It is easy to see why China forgoes some of the formalities of regulation at a time when growth and expansion of oil supply is paramount.  However, to obtain a truly cohesive and effective regulatory system, Chinese oil industry stakeholders must be prepared and committed to following the policies that have been set forth to guide the foreign direct investments in oil and the oil industry as a whole.
The SASAC was established in 2003 to supervise state assets held by state-owned enterprises, such as the national oil companies.  SASAC review of foreign direct investment proposals centers on whether the investment will succeed in increasing the value of the state-operated enterprise. In addition to approval of foreign direct investment, the SASAC exerts control over the national oil companies “through the appointment and removal of directors as well as awarding and punishing board members based on their performance.”
  This authority must be looked at in light of the conflicts of interest involved.  If the SASAC controls the directors of the national oil companies and regulatory bodies are staffed by former national oil company management, then the conflicts of interest involved are too prevalent to allow the group to make decisions on unbiased facts alone.  These conflicts are the main source of China’s regulatory impotence.
The MOC is in charge of formulating and enforcing trade policy, including regulating imports and exports. MOC approval hinges on whether the proposed foreign direct investment conforms to bilateral and multilateral trade agreements to which China is a part, such as the WTO.

Review of national oil company foreign direct investment projects ends with approval by the SAFE.  SAFE, created in 1979, is responsible for managing China’s foreign currency reserves.  SAFE approval generally does not involve a detailed review, but rather verification of investment documentation and a check that other required approvals have been obtained.
 The lack of any meaningful review on the part of SAFE adds an unnecessary party to the regulatory process.  China’s policymakers would be better off allowing SAFE to perform a review of an approval’s effect on foreign currency reserves.  Alternative, policymakers can choose to simply eliminate the review entirely, rather than requiring a virtual rubber stamp to an otherwise approved project.
As Chinese policy continues to encourage foreign direct investment by the national oil companies, the review and approval process for foreign investments has gradually transformed to more of a formality.  The development has also been caused in part through the close relationship between top national oil company and Communist Party leaders.  These relationships have allowed certain formal steps of the approval process to be circumvented through outside political pressure.  While this may result in a faster and less expensive approval process, it creates a lack of oversight of national oil company foreign investment activity and undermines the effectiveness of the institutions in place to regulate the national oil companies and other state-owned enterprises.

C. Chinese Foreign Direct Investment Target Countries

China’s first foreign direct investment involving foreign oil-producing assets occurred in March 1993 when CNPC purchase rights to the Banya block in Thailand.
  Shortly after, CNOOC made its first investment in offshore assets in Indonesia.
  Purchases and partnership involving foreign oil stakes have been increasing ever since.
  In 2004, total foreign oil asset investments amounted to 400,000 bpd from 44 countries, by 2020 that number is expected to increase to 1.4 million bpd.
 
According to the U.S. International Trade Commission, “China has traditionally been willing to invest in unstable countries, such as Sudan, Kazakhstan, and Angola, where Western oil companies do not yet dominate investment.”
 Chinese national oil companies are forced to seek oil from these dangerous nations because international oil companies, who have been operating in the international market for much longer, have already signed long term production contracts in more stable regions.
  The benefit of this policy for the national oil companies is that they are able to develop a strong foothold in countries where international oil companies are not present.
  This is contrary to the situation in many other more stable nations where international oil companies have long operated, making it more difficult for national oil companies to penetrate their already established markets. However, there are significant drawbacks to investments in these markets.
  
Chinese national oil company investments in these countries have drawn the ire of the international community, many of which, such as the United States, have used economic sanctions to affect behavioral changes in the policies of these nations.
  Many U.S. policymakers believe Chinese oil investments in nations controlled by corrupt, inhumane, or rogue regimes circumvent the goals of Western nations and provide “a potential hedge for them to resist American and western pressure to alter unacceptable conduct.”
 Furthermore, some worry that China’s overseas oil investments are part of an effort orchestrated by the Chinese government to control global oil supplies for Chinese use.  These worries are unfounded, however, and reflect a sense of paranoia by many in U.S. at China’s rapid rise.  
Figure 3 contains a list of some of the countries in which Chinese national oil companies have signed contracts for oil equity partnerships.  
Figure 3.

Selected Countries in Which China’s Oil Companies Have Signed Contracts for Equity Participation
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An important factor involved in Chinese oil equity partnership decision is China’s One China policy.  The One China policy is the belief that Taiwan, Tibet, and Hong Kong are all part of a single unified Chinese state.  In more recent decades, the One China policy has focused on the Taiwan issue.  China’s desire to bring Taiwan back under its control and prevent the island nation from declaring formal independence guides many Chinese foreign policy decisions, including oil investments.  China has shown a willingness to negotiate under favorable terms and offer economic assistance to countries that support the One China policy.  The Chinese government uses this economic leverage to encourage countries to support the policy in exchange for Chinese investment.


1. Central Asia

As China has increasingly relied on oil imports to keep up with rocketing demand, Chinese leaders have expressed their anxiety over the safety of these imports.
  The vast majority of oil imports are transported by sea and approximately four-fifth of these sea-bound imports must travel through the narrow Straits of Malacca.
  China has become concerned over the safety of the Straits in part due to the growing worldwide resurgence of piracy.
  In addition, the United States is the world’s dominant naval force and is able to exert overwhelming control over the ocean.
  Chinese leaders are worried that in the event of a conflict with the United States over Taiwan the United States U.S. Navy 7th Fleet would be able to cut off shipments of oil through a naval blockade.
 China’s concern over the growing issue of piracy is one shared by many other nations.  China’s leaders would be wise to join with other U.N. nations in coordinating naval security to reduce the risks of piracy.  This policy would allow the Chinese to manage the risk to oil imports by sharing security responsible among multiple nations and would lessen there desire for land-based oil transport.
Kazakhstan and other Central Asian countries have become an important target of Chinese oil equity partnerships. This is due, in part because their geographical proximity to China, and in part because of their vast undeveloped oil reserves. Oil can be moved by pipeline and rail over land, bypassing the need for ocean-based delivery.


To take advantage of the relative security that pipeline oil brings, China established the Shanghai Cooperative Organization.  The countries participating in this group include China, Russia, Kazakhstan, Kyrgyzstan, Tajikistan, and Uzbekistan.  Many of these countries have less than stellar human rights records and Western business often shy away from doing business with them. The Organization allows China to coordinate with its neighbors to establish oil contracts and security arrangements.
  In addition, China provides some of these countries with economic and military aid, which will be elaborated upon further in the petro-diplomacy section.  These security relationships give added peace of mind that Chinese investments will not be compromised by domestic turmoil in partner countries. 

Chinese national oil companies have expended considerable capital to buy Kazakh oil assets.  CNPC obtained a 60% stake in Kazakhstan’s Aktyubinsk Oil Company for $4.3 billion in 1997 and purchased Petro Kazakhstan in 2005.
  These are two of the larger investments made in a massive Chinese effort to develop a Kazakh oil supply.
  To transport this oil CNPC and Kazakhstan’s KazMunaiGaz constructed a pipeline from Kazakh oil fields in the country’s northwest to China’s northwest Xinjiang province.
  The pipeline, run by the Sino-Kazakh Pipeline Company, a joint venture between CNPC and KazMunaiGaz, began delivering crude in 2006.
  Although Chinese firms have greatly expanded investment in Kazakhstan over the past decade, they continue their policy of diversifying sources of oil to enhance energy security.


2. Central and South America

Chinese foreign direct investment in Central and South American oil-producing assets is currently small compared to other investments, but is growing steadily.  Western oil companies already have a strong foothold in South American nations such as Venezuela and Brazil, which makes it harder for Chinese firms to penetrate the market.  However, given the increasingly leftist tendencies of many South and Central American governments and their general support of the One China policy, Chinese investments are finding support.  Chinese national oil companies have invested in oil fields in Bolivia, Ecuador, Peru, and Columbia.  However, Venezuela, with its vast proven oil reserves and China-friendly government has been targeted for increased Chinese oil foreign direct investment.


CNPC and Petroleos de Venezuela SA, the state-owned oil company, signed accords in January 2005 and August 2006 in which they agreed to a partnership to develop oil fields in the east of the country.  The fields have estimated reserves of 400 million barrels of crude.  CNPC is also working to secure oil rights in the Orinico Belt area where reserves have been estimated at 20-30 billion barrels.


Much of the oil currently produced by Chinese-Venezuelan joint ventures is sold on the international market, mostly to the United States.  This is due to the lack of Chinese refining capacity for heavy sour crude, this type most prevalent in Venezuela. U.S. refineries, which have long imported from Venezuela, have the capability to refine sour crude and so it is more economical for Chinese national oil companies to sell to U.S. buyers.  China hopes to increase delivery of Venezuelan crude to domestic refiners by building and altering existing refineries to process heavy crude.


Although international oil companies dominate the current Venezuelan market, the government of Hugo Chavez is becoming increasingly confrontational towards Western nations and corporations.  Furthermore, Chavez’s staunch support of the One China policy has drawn the attention of Chinese policymakers and increased bilateral relations between the two countries.
  Venezuela’s closer relationship with China has allowed national oil companies to invest in oil assets that would have been developed by Western companies in the past.  However, China’s warmer relations with Venezuela have irked the U.S. government and have strengthened the view held by some that China is undermining global U.S. power and energy security.


3. Africa

China’s quest for oil in Africa represents one of their strongest efforts to increase foreign direct investment in oil-producing assets.  These investments also provide for some of the most stinging criticism of Chinese policy.  China and African nations have much in common.  In general, they have poor human rights records and are wary of Western interference in what they consider to be domestic issues.  In addition, African countries overwhelmingly support the One China policy.  International oil companies are absent from many African countries due to their poor human rights history and international sanctions.  This investment environment makes it easier for Chinese national oil companies to compete.
  In addition, long neglected African countries are in dire need of infrastructure investments that China’s vast foreign currency reserves are able to supply.  China provides these partner states with billions of dollars in economic, military, and infrastructure packages in exchange for preference in oil contract.  These factors create an atmosphere highly conducive to Chinese investment.
 However, these investments and aid packages draw criticism from the West.  The United States and its allies view China’s indifference to African human rights issues in countries such as Angola and Sudan as an impediment to global efforts to push for human rights reforms.
  Chinese aid packages will be discussed further in the petro-diplomacy sections.

In 2000, China established the China-Africa Cooperation Forum as a means to strengthen relations with the continent.  This organization has helped China vastly increase its African investments in the past decade.  China has oil equity partnerships in Nigeria, Congo, Libya, Kenya, and Niger, but there largest investments are in Angola and Sudan.
  
In 2006, Angola became China’s largest single source of imported crude.  In 1996, CNPC purchased a 40 percent stake in the Greater Nile Oil Producing Consortium, Sudan’s oil consortium.  About half of Sudan’s oil exports currently go to China.  China has been criticized for its heavy investments in Sudan despite the country’s alleged genocide in the Darfur region.  In 1997, the U.S. imposed sanctions on Sudan prohibiting U.S. companies from trading or doing business with the country.
  This in turn allows the Chinese to freely enter the Sudanese market.  China’s involvement with Sudan is one of the various examples of their tendency to ignore the domestic issues of investment partners and focus on purely economic relations.  However, if China wishes to join the world community as a respected superpower, it must be willing to sacrifice potential economic gains to show the world it has the moral fortitude required to be a model of success. 


4. The Middle East

Although China’s companies and government has expressed a desire to diversify and decrease reliance on Middle East oil, national oil companies have been aggressively investing in Middle East oil assets.  Much of the crude produced in the Middle East is light sweet, which Chinese refineries are predominantly tooled to process.  In addition, the unmatched reserves and strong production infrastructure of the region are too large a resource for Chinese firms to pass up.  Chinese national oil companies have invested in assets in Saudi Arabia, Oman, Iraq, Yemen, Syria, and Iran.
 

National oil company foreign direct investments in Iran are the most widely criticized projects by the West.  Western oil companies have been largely absent from Iran since the 1979 Iranian Revolution.  Iran is also currently under U.N. sanction for allegedly developing a nuclear weapons program, compounding its animosity toward Western investments.
  A further impediment to Iranian oil investments is the peculiar nature of investing in Iranian oil fields.  Iranian law prohibits foreign corporations from owning oil fields, a byproduct of the Iranian Revolution.  To allow foreign investors access to oil production, foreign firms contract to develop fields until they are ready for production, at which point production is managed by the National Iranian Oil Company, the state-owned oil monopoly.  This abnormal investment situation tends to push away potential foreign investors, but China has undertaken significant investment nonetheless. 
  These investments constitute another instance of China choosing economic opportunity over their global responsibilities.  China has alienated and discredited itself as an unbiased power by hampering U.N. efforts to reign in the Iranian nuclear program.  It would be in China’s greater interest to work with the international community to pressure Iran to give up their nuclear program.


5. North America

China has been wary of making too strong of a push into the North American market for oil-producing assets due to concerns in the U.S. regarding China’s spreading global influence.  In 2005, CNOOC Ltd. offered $18.5 billion for California-based Unocal.  This offer drew criticism from Congress, who warned of the implications of a Chinese state-owned enterprise taking over a U.S. oil firm.
  CNOOC Ltd. withdrew their offer for Unocal in the face of this pressure and Chinese firms have tread lightly in their North American investments ever since. 
 This reaction by the U.S. government was unwarranted and constituted an overreaction.
  Many pundits argue that the Chinese have undertaken a policy of mercantilism to “lock up” oil assets around the world.
  The fact of the matter is that this is simply not true.  Chinese oil firms are doing what Western oil firms have done for a century, which is invest and grow their supply.
 There is no reason to fear Chinese investment in U.S. corporations; there are already countless Chinese investments in U.S. corporations and in U.S. Treasury bills.  If any criticism of CNOOC Ltd.’s attempted purchase of Unocal is warranted, it should be directed toward the unfair advantages of the national oil companies, and not based on xenophobia. These advantages will be discussed in the later section involving the OECD and free trade.

Although China has been careful not to draw the ire of the U.S. in the aftermath of the failed Unocal bid, national oil companies have made increasing large investments in Canada.  Canada’s vast oil sands have only recently been taken full advantage of and Western oil companies have not had the foothold in these newly developed assets that they have in other parts of the world.  Sinopec has dominated Canadian oil investments by national oil companies.  By 2011, a joint venture between MEG Energy and Sino Canadian Petroleum, a Sinopec subsidiary, is expected to produce 114,000 bpd from the Northern Lights oil sand project. CNOOC owns a 16.67% stake in MEG Energy, which in addition to the Northern Lights project is developing a project expected to produce 22,000 bpd at Christina Lake.
 
In addition, to oil production investments, Petro China, the CNPC subsidiary, joined with Enbridge for a 50-50 joint venture in the Gateway Pipeline.  The Gateway Pipeline, which has drawn criticism and concern from the U.S., will transport 400,000 bpd to the British Columbia coast.  From there, Chinese tankers will be able to export crude to domestic markets.  Despite U.S. objections, Canada has insisted that the Gateway Pipeline is a crucial development to diversify from its U.S.-dominated exports.


D. Petro-Diplomacy

The term petro-diplomacy has been used to describe the efforts on the part of the Chinese government to secure access to investments in foreign oil assets.  However, Chinese petro-diplomacy has come in many different forms including economic, military, and infrastructure investment and the use of its status as a permanent veto-wielding member of the U.N. Security Council.  

The Chinese government and by extension its state-owned banks, including China Eximbank and China Development Bank, offer lucrative loans and infrastructure investments in countries that are targeted for foreign direct investment by national oil companies.  These so-called “policy banks” control state-directed lending and distribute favorable loan, credit, and grant packages to countries targeted for foreign direct investment.  An example of such a package is the $2 billion line of credit that China Eximbank extended to the Angolan government in 2004 at the extraordinary rate of 1.5 percent.

Infrastructure projects such as those undertaken in Nigeria, Angola, Congo, and Sudan offer a much-needed source of foreign investment in African countries.  These countries have not been shy about their intentions to give oil investment preference to those countries that invest in their domestic infrastructure.  These investments include transportation projects, including road, rail, and ports, as well as energy and power distribution.  China’s government also offers these countries lines of credit with its state-owned banks.  In addition, much to the dismay of the United States and its allies, China provides many of these target countries with military supplies.  Often, these military supplies cannot be purchased from other countries that maintain prohibitions on such sales.  For example, China has supplied Sudan with small arms, artillery, tanks, and fighter jets, which would be otherwise unobtainable from weapons exporters in the U.S. and European Union.  In exchange, these target countries give national oil companies preference in oil investment deals.


The U.S. and other Western nations have criticized many of these aid and military packages.  Although in theory, aid packages to developing countries would be a positive development, this is not so when the world community is attempting to isolate some of these nations.  Chinese investments in countries such as Iran and Sudan dampen the effect of sanctions that have been put in place to pressure these countries to undertake human rights or other foreign policy reforms.
  China alienates itself from the world community by circumventing these international sanctions.  If China wishes to be treated as a global power, they should act like one and work as a member of the global community toward achieving progress in unstable states.

China’s use of its position in the U.N. Security Council is another powerful resources that they have used to sway the preference of countries targeted for oil investments.  China has threatened and taken action to prevent resolutions and sanctions from being passed by the Security Council against Sudan and Iran.  In other cases, they have used their power to soften proposed resolutions regarding these states.
  Again, nations targeted for Chinese investment see this willingness to exert Security Council control as a valuable resource, which justifies preferential treatment of Chinese investment proposals.

The Chinese have latched on to the idea of petro-diplomacy as a valuable tool in securing foreign direct investment in oil-producing assets.  However, China is tarnishing its international standing and reputation by supporting unstable nations.  China’s desire to be respected as a superpower on the world stage will only be achieved if they can show that they are willing to work multilaterally with the world community to effect beneficial change.  Rather than using their economic and international resources to protect and prop-up dangerous regimes, they should use this same power to influence these countries toward improvement.  Not only will this pressure raise China’s status as a global leader, but also it will provide a more stable environment in which to do business in these countries.
V. The Struggle Between Free Trade Principles and National Oil Company Foreign Investments

The Organization of Economic Cooperation and Development (OECD) consists of a wide swath of nations, including the U.S. and E.U., which are “committed to open economies and reduced barriers to trade and investment”.  China is not a member of the OECD, but the OECD has pressured China to liberalize their trade and investment policies.  As part of the policies of the OECD, member countries are urged to not discriminate against investment by non-OECD countries, like China, that do not permit the level of unrestricted trade that OECD countries do.  The OECD and its member nations have had to deal with the rise of the national oil companies and their endeavors into the international marketplace.
  
Many OECD countries, such as the U.S., E.U., Australia, and Canada, complain that China’s national oil companies have an unfair advantage that undermines global free trade efforts.  This presents OECD countries with a dilemma of whether to follow their free trade principles or to act in a protectionist manner against Chinese investments that they see as having an unfair competitive advantage.  The unfair advantage that national oil companies have is derived from their state ownership.  As state-owned enterprises, the national oil companies have the financial and policy backing of the Chinese government its vast foreign currency reserves.  OECD countries argue that the use of Chinese government policies, including petro-diplomacy discussed earlier, gives the national oil companies an unfair advantage over corporations from free trade states.
  In addition to petro-diplomacy, national oil companies are aided by favorable loans from Chinese state banks.  For example, CNOOC Ltd.’s $18.5 billion offer for Unocal was made with financing “including a $4.5 billion subordinate loan at the below-market interest rate of 3.5 percent and a $2.5 billion subordinate two-year bridge loan at zero interest.”
  In addition, national oil companies are not required to pay dividends to its majority shareholder, the Chinese government.  This allows national oil companies to hold on to a far larger portion of its revenues than their international rivals.  It is these types of government support that OECD countries and corporations complain creates an unfair advantage for national oil companies.  For its part, China counters that the benefits afforded to state-owned oil companies are necessary for them to compete on a level playing field with international oil companies that have been active in foreign markets for much longer and have dominated many of the most lucrative oil-producing regions.
  
In response to national oil company foreign direct investment, some OECD countries have enacted or are considering enacting laws, which restrict investment by state-owned corporations.  This is an unwise decision that threatens to do harm to the principles of free trade.  By stifling the very principles of free trade that they espouse, these countries are working against their greater goals of liberalizing global trade policies.  OECD policy promotes the ideal of unilateral liberalization, which advocates liberalization of trade policies regardless of what policies are enacted by other countries.  This philosophy is based on the idea that “liberalization is beneficial to all.”
 Rather than enacting protectionist laws, OECD countries should join together to urge China to participate in free and fair trade.  If OECD countries object to the way that national oil companies are treated by the Chinese government, then they should bring these objections before the WTO, which China joined in 2001.

V.  Policy Recommendations and Conclusion

If China wants to join the world community as a leader, they must show the world they are ready to lead.  The Chinese governments must develop a comprehensive energy policy body, whether a Ministry of Energy or otherwise, that has the authority and human resources needed to efficiently regulate one of the world’s largest oil markets.  In order for this institution to be effective, there must be safeguards against conflicts of interest with the national oil companies. By promoting from within and training career regulators, free from industry ties, Chinese regulators will be able to avoid many of the conflicts of interests they are currently faced with.  In addition, China’s top leaders must not permit national oil companies to go above the heads of regulators and seek approvals from connections within the State Council, Politburo, and other important governmental bodies.  If the Chinese can accomplish these goals, their control over oil policy and the national oil companies will facilitate the efficient growth of China’s oil industry.

Furthermore, China should look beyond its economic goals to become a responsible global power.  By entering into oil investments with unstable and dangerous countries, China is hindering international efforts to create global security and stability.  China should use its power to help effect change in the countries with which it does business.  Instead of protecting rogue regimes, China should join with the world community to help influence these countries positively.  Acting as a responsible global leader will raise China’s standing in the international community and show that the country is a model of success for other developing nations.

If China is to be looked at as a model of success, then it must not alienate itself from the world community.  By allowing national oil companies access to state political, foreign policy, and financial support, China is creating an unfair advantage.  On the other hand, Western nations must accept that the national oil companies are simply trying to compete in the international oil market the way that the established international oil companies have for over a hundred years.  The U.S. and its allies must not allow the paranoia of China’s rising global status to blind their views of China’s foreign oil investment activity.  These competing interests and viewpoints will only be reconciled with a concerted effort for China, the U.S., and other powers to work toward creating a fair global trade system.  These countries should use the U.N. and the WTO as a forum to voice these concerns and should work toward finding a mutual understanding regarding how business in the international oil market should be conducted.

This paper reveals only some of the broad swath of issues involved in China’s oil consumption.  From this small cross-section, the reader should see that oil and its finite supply is a major world issue that will only become more complex as time passes and supply falls.  The only true way to ever cope with the issues involved with oil consumption will be to effect policies and laws that work toward moving the world away from petroleum consumption.  If the world’s nations cannot work toward the use of sustainable energy, the issues that arise from the consumption of oil will never truly be solved.
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