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hand, in its most recent national security strategy, asserts that China's international energy policy
is jeopardizing its position in the international system. On the narrower issue of China’s courting
of certain governments around the world, on the other hand, Kirshner noted that the U.S.
Department of Energy and White House agree this could have significant effects on U.S.

interests.

The second dysfunctional behavior associated with the world oil market is U.S. overconsumption.
Kirshner argued that high oil prices, to a considerable extent driven by U.S. consumption,
negatively affect U.S. power because high oil prices have empowered regimes that are political
opponents of the United States. Further, the U.S. bears costs associated with ensuring the free
flow of oil, meaning that current U.S. policy can be characterized as subsidizing U.S. geopolitical

rivals and reinforcing dependency.

Kirshner noted that the US could easily solve this problem by introducing large taxes on gasoline
and energy more generally, and that such measures would be costless to the United States; when
oil prices go up, the United States loses wealth to foreigners, when the US changes its tax policy
it simply affects internal distribution. In fact the U.S. would be likely to profit from introducing a
tax as it would be an optimal tariff, given that consumption is so large this policy change would
change the world price. Kirshner also pointed out, however, that this is unlikely to happen,
because the US political system is incapable of generating this policy. He argued that the
continuity of this policy failure may pose a challenge to international relations theory’s rational

actor assumption.

Audience members agreed with the effectiveness of demand management as a U.S. strategy. One
audience member asked whether there were any circumstances under which China’s policy of
securing equity oil upstream could become a problem. Kirshner responded that the political
problem associated with China’s policies has little to do with oil per se, but rather creates more
areas of friction between the United States and China, inhibiting the ability of the United States to
achieve its policy goals.

A second audience member mentioned that the Chinese have limited options for upstream

investment, and that the Chinese are also beginning to recognize that locking up supplies

upstream will not produce secure supply. It is therefore likely that there will be a more
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sophisticated strategy emerging over the coming years. It was also noted that the diversification
of oil suppliers is making China recalibrate its foreign policy positions, moderating its position on

Iran because of its relation with the Saudi Arabia.

Another question concerned the relationship between oil revenues and arms-racing. One audience
member suggested there was a correlation between the two. Another noted that Israel would
remain militarily dominant in the region regardless of arms purchasing by the Gulf states. There
is also a question of how easily a country can convert increased revenues into high-technology
weapons that increase military power. Increased revenues can be difficult to convert into military
power, and it can take time. It is not clear how destabilizing high oil prices are to conventional

arms races, and we need to be careful about jJumping to conclusions.

Session 2 - Adaptation to Supply Disruptions
Chair: Harvey Sapolsky; Panelists: Olivier Blanchard and Eugene Gholz

The second session addressed the political economy of supply disruptions. The first speaker, MIT
Professor of Economics Olivier Blanchard, examined the macroeconomic effects of oil price
increases in the 1970s and today. There is an obvious puzzle: in the 1970s, the data shows two
large increases in the price of oil. In the 1970s, this was associated with an economic catastrophe
— two deep recessions with inflation. Recently, shocks to world oil price of about the same size in

percentage terms seem to have had no effect on world growth. Why not?

There are several potential explanations. The first is that correlation is not causality. That is, in
the 1970s there were oil price increases, but there were other things also buffeting the economy,
whereas in the 2000s there have been favorable developments, such higher productivity growth
and China’s growth. Second, it could be that the price of oil does not have the same effect as it
used to because we use less oil. A third explanation is that wages are more flexible now: so,
when the price of oil increases, the workers accept the required decrease in the real wage more
easily, and there is no need for higher unemployment. A final possibility is that in the 1970s, we
did not have a good idea of how to use monetary policy because the notion of a supply shock was

a very new, whereas today central bankers are more skilled.
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Through data analysis, it is possible to demonstrate that the recessions of the 1970s were in part
due to things other than oil price increases. If we look at the 1970s, for example, we can see crude
material prices, which include oil but also other materials, increased in price. Qil had a role to

play in the 1970s, in other words, but there were also other price effects going on.

It is also possible to show that oil prices clearly are having some effects on GDP and

unemployment today, but those effects are not as great as before. The question is why?

The answer is that it appears that the response of the real wage to the price of oil, controlling for
other factors, is different, and that the link between inflation and wages has been broken. In other

words CPI goes up, but we do not see an increase in wages for workers.

Another answer is certainly that monetary policy is better. Monetary policy used to focus on the
money supply, but it now targets inflation. If this is the case, and if people believe the Federal
Reserve, they are not going to change their inflation expectations over the long run. As a result,
they are less likely to ask for wage increases, and so inflation tapers off more quickly. Finally,
the oil share of consumption is smaller, meaning that higher oil prices have some effect, but it is

less pronounced.

In conclusion, Blanchard noted that the effect of higher oil price on the macroeconomy still
exists, but it is much smaller than it used to be. Nevertheless, high oil prices make the job of the
Federal Reserve more difficult; it could be more aggressive on interest rates today if oil prices

were lower.

Eugene Gholz, Associate Professor of Public Affairs at the Lyndon B. Johnson School of Public
Affairs at the University of Texas, addressed likely responses to a disruption in the oil and crude
transportation market. He began by noting that although concerns were expressed in the 1980s
about the implications of a war between two oil producers, when this war happened - in the form
of the Iran-Irag war - significant damage was caused to Iranian oil facilities, and tankers were
also targeted, but this had relatively little effect on the global economy. Iran and Iraq’s oil
production declined, but they maximized their production efforts to pay for war. They recovered
somewhat from the production trough at the start of the war, although they did not achieve pre-

war production. Other OPEC states increased oil production to compensate for the decline in
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Iranian and Iraqgi output, leading to over-compensation for the physical disruption. As result,
global output increased in 1980s. Higher oil prices also stimulated a demand response on behalf
of consumers. Further, Gholz observed that the structure of the market is more sophisticated than
thirty years ago, with the growth in derivative instruments, futures markets, and other financial

innovations.

Gholz then noted that cartel dynamics tend to enhance the supply response to high prices. There
are difficulties in cartel management within OPEC over establishing a target price and enforcing
guotas in order to achieve this target price. This problem is exacerbated in periods of higher
prices when the incentives to cheat are greater. This can be demonstrated by looking at the cases
of oil disruptions, where supply tends to quickly return to pre-disruption levels. In the Iran-Iraq
war this can be seen vividly. Throughout the war prices went down in real terms, in part because
OPEC members other than Saudi Arabia exceeded their quotas. This eventually led the Saudis to
cease acting as the swing producer and increase production once again, which caused a collapse

in oil prices.

Gholz mentioned an argument sometimes made that the current increase in the oil price differs
from previous periods in that it is significantly caused by an outward shift in the demand curve,
rather than through a supply shock. This implies a lack of spare capacity if a supply shock occurs.
He pointed out that the veracity of this claim is difficult to assess because good information is not

available about global productive capacity in OPEC countries.

Slack capacity, Gholz argued, is only meaningful if you discuss potential increases in output over
a given time scale and at a particular price. If prices drop substantially tomorrow, there will be
slack production capacity as suppliers reduce their current-period output; if prices then rebound,
that “slack” capacity will be activated, and output will increase again. Moreover, he added, the
logic of cartel dynamics suggests that OPEC members almost certainly maintain some slack
capacity, whatever the demand conditions at a given moment. That is because the purpose of a
cartel is to withhold some potential output, and cartel members discipline each other as best they

can by holding slack capacity as a threat.

On oil transportation, Gholz noted that pipelines are inflexible as a mode of delivery, when

compared with tankers. Further, given high fixed costs, pipeline owners have an incentive to
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operate with little slack capacity. One possible response to a supply disruption in the Straits of
Hormuz would be to use the East-West Pipeline that runs to Yanbu on the Red Sea. It has a
capacity of five million barrels a day (mbd), although reports suggest it may only have 2.5mbd
flowing through it. It is also possible to add lubricants to the oil to speed up the pipeline

throughput.

Gholz also explained that passage through the Straits of Hormuz is not as restrictive as is
sometimes assumed. Rather, the established pathway is set as a function of peacetime navigation,
and is likely to be able to be adjusted during war. The Straits of Hormuz have an average of
eleven very large crude tankers passing in each direction a day, according to Lloyds Maritime

Intelligence Unit, but there are many routes available, which makes disruptions less likely.

In terms of possible supply disruptions to shipping, Gholz noted that the first response is to
simply send more tankers. Tankers are difficult to scupper, as they are large and the oil in them is
inert. Mines damage ships in one of two ways. First, by the shock waves associated with the
explosion, and second, by a gas bubble that lifts the ship out of the water. In the case of an oil
tanker, however, the shock wave does little damage as it passes from the water through into the
oil held in the tanker, where it tends to dissipate. Further, tankers are just too big to sustain
significant damage from the gas bubble. Finally, damage done to a tanker by a munition can be
fixed relatively simply, and there are two large shipyards in the Gulf capable of doing this kind of

work.

Gholz concluded by pointing out that producers can also respond by providing subsidized
insurance, as Iran did during the tanker wars, to ensure that customers are willing to buy from
them. Insurers are also confident that there will continue to be a price at which insurance is made
available. In the tanker wars, for example, there was a five percent (of the total value of the ship)

war risk premium a couple of times during the conflict.
In comments, one audience member noted that it is possible to turn the logic of the presentations

around and argue that if the U.S. is unconstrained on the oil front then it can engage in war in the

Middle East confident this will have relatively little effect on oil markets.
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Another member of the audience noted that price responses tend to lag somewhat, and that
although the overall macroeconomic effect is not what it once was, it is still costly. The logical
conclusion is not that the problem should be forgotten, therefore, but rather that concerns are

overstated.

Another comment from an audience member was that the efficiency gains from high prices in the
1970s were big, and now we’re looking at a period when the low hanging fruit is gone, so we’ve
had a less significant adjustment. It’s also possible that a higher macreconomic cost in the 1970s
led to a bigger adjustment, and therefore a lower cost today is leading to a smaller adjustment.
Also, a crucial distinction has to be made between the short and medium run. In the next one to
two years substitution effects are more or less irrelevant. We have to wait and see whether we’ll

see significant adjustments in the longer term.

A final comment from an audience member noted that although higher oil prices benefit
producers, it is important to remember that the money involved is relatively small. The marginal
increase from $50-100 a barrel might lead to increased revenues for the governments of states the

U.S. does not share interests with, but these gains are still very small compared to the U.S.

economy.
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Session 3 - Protection of Production and Transportation Routes
Chair: Owen Cote; Panelists: Caitlin Talmadge and James Savage

The third session discussed problems associated with the physical protection of oil transportation
routes and production infrastructure. The first speaker, Caitlin Talmadge, a Ph.D. candidate in
Political Science at MIT, considered the naval component of interdiction in the Gulf of Hormuz,
and in particular whether the Iranians would be capable of closing down the Straits of Hormuz, or

seriously impeding traffic there.

We care about this potential problem because about ninety percent of Middle Eastern oil comes
through this passageway. Coupled with the lack of sufficient land routes out, Iranian capabilities
in this area matter, as do U.S. capabilities that might be able to arrest any Iranian interdiction.
There are three capabilities that require examination: Iranian mine warfare capabilities, anti-ship

cruise missile capabilities, and air defense capabilities.

Talmadge noted that truly closing the Strait would be very difficult, but that Iran has a significant
littoral warfare capability through which to harass or impede traffic for weeks or longer,
depending on how the U.S. responds. The U.S. has also staked much credibility on defending the
sea lanes in this area, meaning that the threshold beyond which the US is likely to prompt US
intervention is low. One conclusion from this is that if the U.S. does intervene, the potential for

escalation rises very rapidly.

Talmadge proposed a heuristic scenario through which Iran might attempt to close the Straits of
Hormuz. The campaign would be likely to begin with an attempt to mine the shipping channels in
ways that threaten tanker traffic, and because of US commitments this would be likely to quickly
invite US intervention. The problem is that U.S. anti-mine operations are designed to operate in

highly permissive environments, where ships are not required to defend themselves.

If the United States stepped in to deal with the mining issue, its ships would immediately become
vulnerable to Iranian anti-ship cruise missiles. There are two main ways to deal with this
problem. The first is defensively, by employing the Aegis system to defend US ships. The second
is to go on offense and try to find the missile launchers. This becomes a difficult problem because

it means flying over Iranian airspace, which leaves aircraft vulnerable to Iranian air defenses.
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What might begin as a small-scale mine clearing exercise could therefore quickly escalate into a

more complex operation.

The Iranians have a number of surface combatants capable of mine-laying. They also have three
Kilo-class submarines, purchased from Russia in the 1990s, which can release mines from
torpedo tubes. Iran is believed to have 2-3,000 mines. A large number of these are crude contact
mines of WWI design, with a relatively small charge at 115kgs. They are nevertheless still
effective. Iran also purchased a number of advanced mines in the 1990s at the time it purchased
the kilo-class submarines. The details of these purchases are not clear; however it is reasonable to
assume a number of “influence” mines were purchased. These are a newer design and detonate in
response to acoustic or magnetic or pressure influences, giving the user more control over

targeting. They also have timers, allowing surreptitious laying of minefields.

Using these assumed capabilities, Talmadge estimated that Iran can lay around seven hundred
mines in and around the mouth of the Straits of Hormuz. The question becomes: how long would
it take for the United States to clear the area of mines? Historical analysis of U.S. operations
during the 1991 Gulf War and the 2003 operations near the port of Umm-Qasr in Irag suggest that
it is likely to take up to a month to clear these mines, even under optimistic scenarios. The general
point is that this can be a time consuming process, especially given that it is unlikely that the U.S.

would be operating in a permissive environment.

The next question is what is the range of territory the US would have to cover in order to identify
possible missile batteries being used by lIran against U.S. operations of this type? Talmadge
estimated the total area as roughly 33,000 kilometers — or three times the size of Kosovo.
However, Iranian targeting constraints, associated with the need for the target to be within the
line-of-sight, mean that only about a half or less of that area is applicable to radar missile
targeting. Surveillance of this area is manageable given U.S. military capabilities. Further, the
search would be likely to involve satellites capable of detecting infra-red events on the surface of
the earth of some detail, including probably a cruise missile launch, and this would provide some
information. Additional data could be gained from AWAC aircraft and Aegis capabilities. The
bottom line is that the U.S. could probably learn the location of a mobile missile launcher at the
time that it fired. The question then becomes how many tactical aircraft would need to be present

in the area in order to find the launcher before it moved once again. Talmadge estimated this
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would probably require at least one aircraft carrier wing, although this estimate is not particularly
accurate given the large amount of uncertainty about the relevant variables. Lastly there is an air

defense problem, which increases force requirements.

Talmadge concluded that these operations could easily become lengthy. Given this, it is
preferable to stop Iran from mining the area in the first place. Early warning systems using
intelligence networks are therefore important, as is tracking Iran’s submarine capabilities because

of their more advanced mine laying capabilities and ability to act clandestinely.

The second speaker, Hunt Oil security executive Jim Savage, described strategies for protecting
oil facilities on land. He argued that the cost of repairing a problem is exponentially greater than
preventing it, making prevention the key to infrastructure protection. A great deal of success is
also determined by who is representing security interests, and particularly their ability to partner
with local organizations. Good relations with the local police, security contractors or host

government are most likely to prevent problems from occurring in the first place.

Savage also noted, however, that it is important to have an exit plan, and to work from the
understanding that it is important to be capable of withdrawing from a situation, if need be,

without relying on others.

Relationships and information sharing are also essential. Locally, an information network
developed through becoming friendly with local government officials and others across the oil
industry can become a powerful tool. If the security operatives do not remain aloof and are
congenial this is the best way to obtain important information. Commercial intelligence providers

also have excellent information.

Within the energy company, a daily report based on open-source information is prepared which
provides information on places where operations are underway. Business units then use this to
inform themselves about decisions they could potentially be making in any given region of

operations.
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There are a number of obstacles to providing security. Corruption is a significant problem. There
is enormous poverty in some areas, and at the same time an enormous amount of oil being
pumped out. Commonly the revenues from this also do not reach local populations. A second
problem is providing adequate support for local employees/soldiers in order to ensure they are
given a good reason to work. Others obstacles are associated with local politics, culture, tribal

problems, and the lack of training and resources for local security.

In terms of physical security, Savage noted that there are a variety of different technologies used
to deter attacks, including building materials, reinforced vehicle checkpoints, sand berms, and
heavy gun emplacements. It is also important to have a set of well developed and easily

accessible plans to enable people to react to any given event.

Questions from the audience focused on the assumptions made in the heuristic developed to
examine the Straits of Hormuz question. It was confirmed that the estimates of the time required
for mine clearing in the Straits included U.S. allies’ mine warfare capabilities. Talmadge noted in
response to a question that there are a variety of different ways to develop the scenario, and that
this work represented a worst-case scenario in that it assumes Iran is relatively unconstrained in

its behavior.

A final comment from the audience noted that the situation in the Straits of Hormuz might in one
way be the reverse of Kosovo. In Kosovo, the Serbs were able to keep their air defense radars off
for long periods and then switch them on for short periods in order to harass U.S. forces when the
tactical circumstances were propitious. In this case, it is likely to be the reverse in that there are
brief periods of time, when a tanker comes through, when the United States would need to search
for launches and surge U.S. assets, and to accomplish their goals the Iranians would have to show

themselves when these U.S. forces were fully alerted.
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Session 4 - The Big Consumers: Europe, China and Japan
Chair: Prof. Richard Samuels; Panelists: Carol Saivetz and Evan Medeiros

The final session examined national policy towards energy security in the major non-U.S.
consuming states. The first speaker, Carol Saivetz, a research associate at Harvard’s Davis Center
for Russian and Eurasian Studies, examined Europe’s energy security strategy, noting at the
outset that European discussions on energy security are far more focused on natural gas, Gazprom
and Russia, than on the Middle East. She also pointed out that oil and natural gas are very
different in nature: oil can be transported in barrels and on tankers, whereas gas needs to be piped

or liquefied into liquefied natural gas (LNG). This changes the geopolitics.

There are also different degrees of vulnerability amongst the European Union states. Old Europe
shifted away from oil dependency after the 1970s, and is increasingly reliant on Russian gas. New
Europe, on the other hand, is fearful of Russia and would rather use energy sources other than
Russia or the states of the former Soviet Union. This means there is also an intra-European battle

over how to set policy.

In the 1970s, Europe was heavily dependent on oil imports from the Middle East. In 1978, for
example, seventy percent of the oil imported into Europe came from the Middle East; suppliers in
order of volume were Saudi Arabia, Iran, Irag, and the U.S.S.R. came much further down the list.
In 2004, the percentage of oil needs met by Middle Eastern sources fell to 32 percent. The former
Soviet Union now lies at the top of the list of suppliers, followed by Norway and then by Saudi
Arabia.

Gas is a very different commodity, and is made up of regional markets. The Persian Gulf has 45
percent of world’s natural gas resources. Russia has the largest world reserves and is the largest
exporter of natural gas. Twenty-four percent of current European energy consumption is gas, of

which most comes from Russia, Norway and Algeria.

European dependence is also bound to increase: by 2020 estimates are that gas consumption will
increase dramatically, and 75% of that increase will come from Russia. Currently, Europe’s own
gas resources supply 48 percent of overall demand but this will decline to 20 percent by 2030.

Europe is running out of its own resources and is increasingly looking to Russia.
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Energy policy is also likely to increase this dependence on gas, as Europe shifts out of coal and
oil. Algeria is the next logical supplier after Russia. It has the eighth largest proven reserves in the
world with two undersea pipelines feeding Europe, of which Italy is a major consumer, followed

by Spain, France and Turkey. Algeria is also the fourth largest producer of LNG.

Much of Europe’s fear over security of gas supplies is driven by Russia’s willingness to use
physical supply curtailments as a method for punishing the Ukraine, even if this means cutting the
flow of gas to European customers. Gazprom is also investing in pipelines and other
infrastructure in Western Europe with some success. This gives Russia some control over both

supply and production facilities in Western Europe.

The other problem facing Europe is that Russian gas production is scheduled to increase by only
1-2 percent annually, while international and local Russian demand are growing faster. This is
partly because Gazprom has chosen to invest in Europe and not in new supply facilities in Russia,

meaning there are few new sources of gas coming online.

For Europe this means security of gas supply is of significant concern because of political
instability in transit countries, natural disasters, and Gazprom’s poor investment decisions. The
European response has been a series of green papers looking at fuel diversification and fuel
efficiency. There is also a desire to create a common external energy policy for Europe, and a
number of agreements have been reached along these lines, including with governments in

Central Asia.

The Energy Charter that the Europeans are attempting to get the Russians to sign is focused on
predictability and reciprocity in upstream and downstream investment, regulatory convergence,
fair access to energy transportation infrastructure, security and environmental standards, and
energy efficiency. Many Central Asian states have signed, but Russia has refused because it

would mean opening the state-run pipelines to non-Russian investment.

Saivetz also noted that the Europeans also have significant interests in Central Asia. European
statements commonly refer to the Caspian Basin, and Europe has been actively courting the oil
and gas rich regional states. There is a bilateral EU deal with Azerbaijan, a British deal with
Turkmenistan, major interests in the planned Nabucco pipeline designed to bring Turkmen and

Azeri gas to Europe via Turkey and Southern Europe. There has also been coverage recently in
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the Middle Eastern press about the opening of a new French base in the United Arab Emirates.
This is probably the tip of the iceberg in terms of European initiatives, and works to the
advantage of the Gulf states because it provides some independence from the United States

through having French naval forces and French troops in the region.

Future problems in terms of European energy security lie with Russia and Gazprom, and whether
the mutual dependence between Gazprom and Europe overrides any nascent petronationalism in
Russia. The European Union recognizes that the problem is not only Russia, as there are countries
that lie between Europe and Russia, meaning there is a secondary question of what happens in
these transit states. Ukraine is clearly considering EU membership in the future, for example, and

this would not sit well with Russia.

Regarding the Caspian, there is no agreed upon demarcation scheme between the five littoral
states. Gazprom itself is also trying to secure resources because of its gas deficit, intending to use
these supplies domestically while selling Russian gas to the Europeans for a premium. Also,
many of these states have partnership for peace agreements with NATO. It’s also worth
remembering that Iran is important in this region as a Caspian littoral state. Russia is also going to

try to block any trans-Caspian pipeline because it avoids transiting its territory.

Beyond the Caspian there is, of course, the potential for instability in the Gulf states. Russia is
also trying to create a role for itself in the Gulf. The Soviet Union had relations with Iran, Iraq
and Kuwait and Russia’s relations with these states is now expanding, including the offer of
nuclear technology to Saudi Arabia. Finally, Saivetz mentioned Iran’s proposal to create a natural
gas OPEC, noting that there cannot be an effective cartel because of the regionalized nature of the

natural gas market.

The second speaker, Evan Medeiros, a political scientist at the RAND and fellow at the Council
on Foreign Relations, considered China’s emerging energy security strategy. He noted that China
has traditionally not given a great deal of attention to the Middle East, reflecting the fact that until
recently China and the Middle East have not been important to one another.

Medeiros argued, however, that the Middle East is no longer a tertiary interest for China, as

reflected in the recent bout of bilateral and multilateral activism in the region. China is

nevertheless cautious because of concerns about the costs of getting involved in the Middle East.
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The interests driving China are first and foremost energy security, but also gaining access to
markets and investment opportunities, fostering stability in the region given its strategic
importance, and generating leverage for China’s position in large multilateral organizations like
the UN Security Council.

Until the 1980s, the region received little attention by the Chinese because China had few
interests and little expertise in the region. China rhetorically supported some Arab nations and
sub-national groups like the PLO as part of its Maoist opposition to hegemonism and revisionism.
Aid to the Middle Eastern nations was small, and the only country to receive significant Chinese
support was Egypt, which was the first Arab country in the 1950s to recognize the People’s
Republic of China. (The second was Syria.) Middle Eastern countries, similarly, saw China as a

distant, third-tier player.

The big qualitative change in China’s approach to the Middle East came in the 1980s, reflecting
the change in Chinese foreign policy more generally. In 1978, Deng Xiaoping gave a major
speech outlining the intellectual basis for reform and opening, and China’s foreign policy began
to become much less ideological and more pragmatic. This changed its policy towards the Middle
East in two ways. First, beginning in the late 1970s, China began importing arms from the Israelis
to modernize the PLA. It was not, however, until 1992, that China normalized relations with
Israel, the same year that it did so with Saudi Arabia. Second, China started exporting arms to the
Middle East, most notably arming both Iran and Iraq during their eight year war. Estimates vary,
but somewhere between 75 and 90 percent of China’s arms exports at the time were to the region.
They peaked in 1987 at around $2 billion. This changed in the 1990s, with arms exports declining
75 percent, and the share of Chinese arms exports to the Middle East to overall sales fell to 25 to
30 percent, where they stand today. Still, China was never a major arms supplier from the
perspective of Iran, lraq or others, even though sales to the Middle East represented a significant

subsidy from the perspective of the Chinese military-industrial complex.

Today, China has five major interests in the Middle East. First is energy. China’s demand for
imported oil is rising, and the Middle East is an important part of this increase. Imported oil as a
share of total oil consumption stands at only 40 percent, although oil itself is only about twenty
percent of total energy consumption. This means that imported oil is only about ten percent of

total primary energy consumption. The rise in oil imports is very steep and very linear, however,
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and by 2030, according to the IEA, imports could constitute around 80 percent of total oil

consumption, and 18.5 percent of total energy consumption.

It is also important to remember, however, that in China’s case there is a tendency to focus on
trendlines rather than baselines, and China is starting from a very low baseline when it comes to
oil imports from the Middle East. The Persian Gulf accounted for 44 percent of China’s crude oil
imports in 2007, and is therefore an important component of total imports. Imports from African
and the former Soviet Union have also grown significantly in the last decade, however, and
looking at incremental growth it is possible to say that while China’s demand from the Middle
East has been growing, the region has retained its overall share of total imports over the last few

years.

China’s biggest exporter is Saudi Arabia, the second highest is Angola, and the third highest is
Iran. Saudi Arabia and Iran present two very different challenges. Iran is problematic as there are
U.S. sanctions against it. China’s Sinopec recently signed a $2 billion deal to develop the
Yadavaran oil field in Iran, with a projected production peak of 185,000 barrels per day. This
raises the question of whether China will be subject to sanctions. The Yadavaran deal took ten
years to fully negotiate. China has also been actively investigating the possibility of developing
natural gas in Iran, although neither China nor Iran have the technology to build world-class gas
liquification facilities, and most of this technology is U.S. controlled. Iran does allow upstream
investment in oil and gas, but it does not allow foreign equity stakes. The Saudis, on the other
hand, allow no upstream foreign investment in the oil sector, but do allow investment in the

natural gas sector.

China’s second interest in the Middle East is in expanding access to overseas investment. Since
2000 China’s trade with the Middle East has more than doubled. China’s exports to Saudi Arabia
alone have increased 600 percent, although a large share of this is energy trade, meaning the
increase partly reflects increasing oil and gas prices. Bilateral investment is also becoming a more
significant part of the picture, however. Gulf states had no investment in China in 2002, but by
2006 they had well over $15 billion. The Kuwaitis are building a major refinery in Guangdong
Province, for example. The Chinese now also have significant cash on hand, of course, and this is
partly what is financing their investment in Middle Eastern oil and gas deals. Chinese firms are
involved in a wide range of sectors across the Persian Gulf countries, and cross-border mergers

and acquisitions are becoming a significant component of China’s foreign policy strategy.
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The third interest is in building political relationships to facilitate market access and investment
opportunities. China in 1999-2000 created what was termed a ‘strategic partnership’ with Saudi
Arabia, and in 2005 created the China-Arab cooperation forum. In 2002, China established a
special envoy to the Middle East. In October 2006, China contributed 1000 troops to the UN
operation in Lebanon. These are all symbolic efforts signaling China’s desire to take a more
significant role in the region. China also agreed to forgive 80 percent of the $5.6 Iragi debt owed
to China.

The fourth interest is in avoiding antagonizing existing relationships: the Arab-Arab relationship,
the Arab-Israeli relationship, and the U.S.-China-Iran relationship. The fifth and final interest is
China’s attempt to build support for its desire for greater multilateralism in international

organizations as a counterweight to the United States.

Medeiros cautioned, however, that despite its increased importance, China still does not see the
Middle-East as a region of top-tier strategic interest. China's immediate Asian periphery remains

its chief concern.

In concluding, Medeiros noted that China sees the U.S. as the major actor in the Middle East but
believes that the U.S. preoccupation with Iraq and the war on terrorism has reduced its ability and
desire to limit China’s growing activism. This has served as a source of reassurance to China that
the US does not view it as a peer competitor. Thus the war has been a stabilizing influence in
U.S.-China relations. It is no coincidence that after 9/11 Chinese discourse emerged noting a

“strategic opportunity” to pursue the next phase of Deng Xiaoping’s development strategy.

The third and final speaker, Llewelyn Hughes, a PhD Candidate in Political Science at MIT,
presented Japan’s energy security strategy. Hughes noted that oil imports from the Middle East
stand at about 4.4 million barrels a day, which represents 83 percent of total imports. Of total
primary energy consumption, oil represents about fifty percent, and of that about 80 percent is
from the Middle East. In terms of demand moving forward, Japan is a mature market; of the Asia-
Pacific energy demand growth approximately seventy percent is expected to come from China

and India, with Japan only growing incrementally.
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The strategy to manage the reliance on external markets for oil in the 1970s saw a big shift
towards fuel diversification, demand management and energy efficiency. The upstream response

has been reinvigorated recently, in the form of securing equity oil.

The New National Energy Strategy announced in 2006 established some aggressive targets:
improve energy efficiency by a further 30 percent, reducing the share of oil in the transport sector
to 80 percent by 2030 from 97 percent where it stands today. In terms of supply, the target is 30-

40 percent for nuclear as a share of electricity generation.

Japan for a long time maintained a policy that aimed to ensure that 30 percent of oil imports are
imported in the form of Japanese equity oil. They never reached this target, and the program was
maintained at great cost. The target was abandoned in 2001, but then reestablished in 2006 at a
level of 40 percent. This time, however, the target has changed to be more market-conforming. It
states the equivalent of 40 percent of Japanese oil consumption should be held in the form of

Japanese equity oil, but need not be imported.

Government support is provided in the form of subsidies in oil and natural gas. The failure of the
previous policy was found in the unwillingness of the government to pick winners in order to
achieve the stated goal of creating a national energy champion. The new policy appears to be

repeating this mistake, despite announcements to the contrary.

Overall the oil policy is designed first and foremost to manage volume risk — that the prospective
buyer cannot obtain oil at any price. A second argument is made that having a national oil major
increases the negotiating power of the firm relative to Middle Eastern countries. This still relies,
however, on the assumption that having a national firm is better than relying on an international

oil company.

Finally, the implications for Japan’s diplomatic strategy have been twofold. First, there has been
redistribution in the provision of Japanese largesse towards the Middle East. ODA to the Middle
East is now about 1/3 of the total, from around seven percent in 2000. There have also been a
number of side-deals, although it is difficult to ascertain whether the commercial possibilities are
driving these deals, or whether it is energy policy. The Prime Minister visited Kazakhstan and

Uzbekistan for the first time in 2006 with deals signed on uranium and other areas.

27



SSP Working Paper: Energy, National Security and the Persian Gulf

Second, Tokyo has adopted a policy of more overtly siding with the United States. Japanese
leaders linked their participation in the Iraq War with Japanese energy interests in the region, for
example. Energy interests have been hugging the US tighter. Japan was also pressured to sell its

interests by the State Department in Iran’s Azadegan field, and later did so.

In questions, one audience member suggested that although there is a preconception that
geography doesn’t matter in oil markets, perhaps it does. It certainly matters for natural gas. It
might also matter depending on whether a country is an adversary or ally of the United States. It
is also important to separate two different phenomena: the national level pursuit of energy
security, and the pursuit of commercial goals by firms. Corporations might be interested in
diversification as risk management, leading them to invest in a variety of locations, and people

may mistake this for national initiatives.

In response to a question, the Medeiros noted that the Chinese leadership fears for its legitimacy.
Their fear is not oil vulnerability per se, but rather it is social instability that could result from
inflation caused by energy supply events. In this sense they are not thinking about where China is
getting oil from. It is more about price stability. Further, in China, energy debates are evolving
quickly, and China is looking at the energy mix as well as conservation questions. The “string of
pearls’ analogy, referring to a presumed Chinese effort to develop a string of potential allies and
bases along the route to the Persian Gulf, was also noted to be a misnomer which does not reflect

the reality of Chinese policy.

Medeiros also noted that the definition of the role of the PLA is changing, however. Zhang Zemin
gave the PLA a set of missions associated with territorial integrity and sovereignty, the protection
of Chinese economic assets and so on. Hu Jintao, on the other hand, has put forward a definition
of historic missions that is much more than that. What it is exactly is as yet unclear, but it may
include the protection of trade and transport routes. This provides the foundation for developing a

navy that has much greater reach.
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