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1. Introduction

In recent years, China has replaced the
United States as the centre of the world's
raw materials' market and as a price setter
for these industrial raw materials.* In 2008,
it is expected to surpass even Germany as
the largest exporter of goods in the world.
Since 2000, China has accounted for 40%
of the world's crude oil demand. In 2003, it
displaced Japan as the world's second larg-
est energy consumer and oil importer after
the U.S, and surpassed Tokyo as the third
largest exporter (after the U.S. and Ger-
many). As a consequence of its hunger for
energy and industrial raw materials, China
has become ever more dependent on im-
ports from distant, often politically unsta-
ble parts of the world. It has been forced to
pursue a much more pro-active course in
its foreign and security policies both on the
regional as well as global level — reflecting
China's self-perception of its energy inse-
curity. In the last 15 years, the economic
rise of Asia, and above all China, has cre-
ated an enormous regional and global en-
ergy demand that raises not only important
economic issues, but also countless foreign
and security policy issues for both regional
and global stability.? Although growing
trade will strengthen the mutual depend-
ence among exporting and importing
countries, it will also increase political
risks that wells or pipelines could be closed
or tankers blocked by piracy or terrorist
attacks. Rapid worldwide growth in natural
gas consumption and trade will foster
similar concerns, as the IEA warned in
2004.2 Furthermore, state-owned compa-
nies now control far more oil (around 85%)
and gas reserves (70-80%) than do the tra-
ditional private energy companies, once
known as the "seven sisters”. Many of

these state-owned companies such as those
in Russia and Venezuela are not merely
following the policies of market forces, but
have recently found that the new global
energy environment of a "sellers' market"
permits them to buy their way to political
power in order to influence politics such as
foreign policy objectives. The emergence
of PR China as the world's leading con-
sumer (overtaking the U.S. in 2004) and
one of the largest importers of oil and gas
as well as of many industrial raw materials
was overlooked in Germany and many
other EU member states until 2004. At the
same time, global oil demand grew at the
fastest rate in over 25 years. Like many
other Asian countries (with the exceptions
of South Korea, Japan, Singapore and
Hong Kong), China has long subsidized
energy consumption. The result has been
an increasing inefficiency: China con-
sumes up to five times as much energy to
produce each dollar of economic output,
according to the Asian Development
Bank.* While China's energy policy seems
to be based on a strategic approach which
focuses on guaranteeing an increase in
energy imports for its social economic sta-
bility and at the same time its supply secu-
rity, it has neglected energy conservation,
economic efficiency factors and the envi-
ronmental costs of its past and present
policies. At the same time, China has expe-
rienced an acute shortage of energy since
2003 which severely disrupted its indus-
trial output and electricity supply.

Beijing's import dependencies on energy
and raw materials have numerous conse-
quences for, and impacts on, its present
and future foreign, security and defence
policies as its policies regarding the Iranian
nuclear question have demonstrated during
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the last months. The EU, China, India and
other great powers may compete for the
same energy resources in the Middle East,
Russia and Central Asia. In this regard,
whether they follow a "market strategy" or
a "strategic approach™ may ultimately an-
swer the question whether they are able to
cooperate for regional and global energy
security or whether they will increasingly
compete. As a Chinese expert admitted in
2006: "China must now view energy secu-
rity in terms of economic threats and mar-
ket solutions rather than military threats
and diplomatic responses".®

The objective of this presentation is to
analyse the global energy developments
and challenges, the increasing importance
of the EU's and Asia’s supply security, the
energy demand of China, as well as the
role of energy efficiency and energy con-
servation for enhancing regional and global
energy security. On this basis, the presen-
tation also seeks to analyse the potential
for bilateral and interregional cooperation
in improving energy and supply security in
China.

2. Market strategy or strategic
approach for maintaining global
energy stability? The growing
importance of geopolitical factors

Strategies to enhance energy security fall
into one of the two distinct categories of
"strategic approach” (or "geopolitical ap-
proach™) and "market strategy”. The first
strategy ~ describes  primarily  state-
sponsored economic measures with politi-
cal initiatives, whereas the latter relies on
the national and international energy mar-
kets that seek to reduce the risk of disrup-
tion by improving the efficiency of these
markets, and includes government inter-
ventions.®

Basically, there are three sources of threats
to the security of energy supply: economic,
physical and environmental. They can also

be divided into global and local energy se-
curity challenges. Any disruptions to en-
ergy supply, whether actual or threatened,
can have dramatic effects on society and
the economy, as we have seen during re-
cent years in California, New York, France
and Italy. Historically, we have witnessed
three major disruptions during the last dec-
ades: during the 1973 Arab-Israeli war, the
Iran-lraq war between 1980-1988 (first
Gulf War) and the international war
against Iraq after Saddam Hussein invaded
Kuwait in 1990-1991. They were all asso-
ciated with an increase in consumer prices,
a rise in unemployment rates and a decline
in gross national product. But these supply
disruptions had only short-term negative
effects.

However, during the last decade the prin-
ciples of subsidiarity and liberalization as
well as deregulation have given the EU
member states more responsibilities for
governing their own energy stocks, reserve
planning and crisis mechanisms in the
event of a disruption to supplies. The po-
litical instability in the Middle East and
Persian Gulf had persuaded many energy
consuming nations to diversify their oil re-
sources since the mid-1970s. Thanks to the
more developed financial markets and the
more secure investment environment in
Norway and the United Kingdom, inves-
tors have expanded their oil and gas pro-
duction in the North Sea and profited from
attractive fiscal terms. Moreover, the in-
creasingly widespread use of three-
dimensional seismic imaging, horizontal
drilling, and subsea well system technol-
ogy have all helped to expand domestic oil
and gas production and to reduce devel-
opment and refining costs as well.

Although the world is not confronted with
an overall shortage of energy resources
(the oil age will last for at least another 40
years), geopolitical factors nonetheless can
constrain their availability. If political
factors such as crises and conflicts were to
block the development of promising new
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oil fields in the Middle East, the ramifica-
tions for world oil markets could be quite
severe unless measures are taken immedi-
ately to diversify to other energy fields.
Iran's presumed nuclear ambitions are just
one indicator of the geopolitical risks of
the increasing fossil energy dependence of
China on Teheran and the region. China's
quest for energy security, conducted
through an aggressive "bilateral energy
foreign policy and diplomacy”, has at-
tracted worldwide attention and has caused
fears of increasing worldwide resource ri-
valry and even conflicts with states such as
Japan and the United States if China con-
tinues to pursue energy deals with "states
of concern” such as Iran and Sudan. Even
in Europe and Germany, calls for a united
common EU energy foreign policy have
increased as a result of the recent Russian-
Ukrainian energy crisis and China’s Iran
and Africa policies.’

Hence, regional stability and security are
preconditions to ensure access to and the
free flow of energy resources. Further-
more, the formerly clear dividing line be-
tween foreign, domestic and economic
policies is increasingly blurring in the age
of globalization. Against this background,
new crisis management mechanisms need
to be developed in response to these liber-
alization processes that give companies
and regulators more responsibilities which
are still not clearly defined. It is also im-
portant to analyse the changing structures,
patterns and relationships in the field of
energy such as changes in the future geo-
graphic location of global refinery capacity
which will continue to be based in the
same highly unstable countries of the Mid-
dle East and the Asia-Pacific region.

In contrast to popular opinion in the West,
however, it is not only China's energy re-
quirement that has increased. At present
Asia, with its four leading economies Ja-
pan, China, South Korea and India, already
imports more than 60% of its oil, and this
could rise to almost 90% by 2020. This is

accompanied by a corresponding increase
in Asian vulnerability to any interruption
of oil supply resulting from regional con-
flicts and internal instabilities in the Per-
sian Gulf.

2.1 China's energy demands and their
implications for its ""peaceful rise™
and environmental sustainability

"While the Chinese government has fo-
cused most of its attention on strategic
measures, such as raising domestic pro-
duction and investing in overseas sources
of energy, far less effort has been directed
to liberalising the internal energy markets
and to initiating demand-side measures,
such as coherent transport policy. Strategic
measures need to be balanced by market-
oriented policies which integrate China
into international energy markets and en-
sure a more complete and less expensive
energy security policy. It is this need for a
more balanced policy which is the main
challenge facing Chinese policy makers
which, in turn, requires a shift in strategic
culture where energy security is seen as
much in terms of market mechanisms as
state-sponsored."®

The energy demands of the People's
Republic of China as the world's most
populous country will have a long-term in-
fluence on regional and global energy sup-
plies as well as manifold effects upon Bei-
jing's foreign and security policy, regional
stability in Northeast, South and Central
Asia and Beijing's relations with the
U.S.A. and Europe. Energy security has
always been a very sensitive subject in
China, where self-sufficiency was a mantra
during Mao Zhedong's rule. Even today,
the Chinese government regards the rising
energy imports as a "strategically vulner-
able resource":®

"After all, with a widening gap between
domestic supply and demand, energy is
being recognized as a core national interest
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among China's national security apparatus.
As such, energy security is not only eco-
nomically vital, but also has political, dip-
lomatic and military implications. The le-
gitimacy of the Chinese Communist Party
is largely based on rapid and sustained
economic growth. That is why China's top
leaders have been paying full attention to
this issue and becoming actively involved
in energy diplomacy toward Russia and
states in the Middle East, Central Asia,
West Africa and even Latin America.""

Although the three largest Chinese oil and
gas firms — Sinopec, CNPC, and CNOOC
— all successfully carried out initial public
bids of stock between 2000 and 2002, they
all involved only minority stakes and did
not give the foreign investors a major voice
in corporate governance such as seats on
their boards of directors. The Chinese gov-
ernment still holds majority stakes in all
three major energy companies. Although
China's increasing access to Africa's oil
and gas resources is not always the result
of highly-coordinated government strate-
gies to ensure China's energy security,
Beijing's energy foreign policies have been
perceived as undermining U.S. and Euro-
pean foreign and development policies to
promote good governance, human rights
and democratic political systems as well as
Western hopes of China becoming a "re-
sponsible stakeholder" in global order and
governance.

With its 1,3 billion population, China is al-
ready the world's second largest consumer
of primary energy, the third largest energy
producer and after the U.S. the largest
contributor to global carbon dioxide (CO,)
emissions. It accounts for more than 10%
of the global primary energy demand. For
instance, according to official Chinese
forecasts in 2005, China's demand for
crude oil in 2006 was expected to grow by
around 6% to 328 million tonnes (6,56
mb/d). At present, it depends on imports
for around 46% of its oil consumption, and

that may rise to 84% by 2030 according to
the forecasts of the IEA.*

In recent years, China has become the
world's second largest consumer of pri-
mary energy. Already a key player in
world energy markets and with one of the
fastest growing economies in the world,
the anticipated annual economic growth of
around 4,8% will boost China's energy
demand, though on a lower scale of around
2,7%. As a consequence of the avid de-
mands of its transport sector, China's oil
demand will rise to 40% by 2030. With a
projected 3% annual increase in primary
oil demand, China's oil consumption of 5
mb/d in 2001 may more than double by
2025 to 12,8-14,2 mb/d, with net imports
of 9,4 mb/d.®® According to IEA projec-
tions, net oil imports will rise from 1,7
mb/d in 2001 to 4,2 mb/d in 2010, around
8 mb/d and 9,8 mb/d in 2030* — which is
almost equivalent to those of the United
States in 2000 and more than the present
total crude oil production of Saudi Arabia
as the largest oil producer in the world in
recent years, as well as more than the pro-
jected net imports of Japan, South Korea,
Australia and New Zealand combined.

Since 1990, China has been a net importer
of energy, in November 1993 it also be-
came a net importer of oil products and in
1996 of crude oil. Those imports of oil and
refined products are growing fast, whilst its
crude oil reserves are limited (2,43% glob-
ally; Asia-Pacific in total just 5% of global
oil deposits). China's current and future
energy situation is defined by the follow-
ing structural problems and challenges:

- a rapid increase in energy consump-
tion in the next decades;

- small oil and gas deposits in China and
in the immediate geographic vicinity,
resulting in a huge import requirement
for these two fossil fuels, especially
from the Persian Gulf. This in turn has
numerous foreign and security policy
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implications for China and the inter-
national community;

- simultaneous increase of the energy
demand of almost all other East,
Southeast and South Asian states,
which could lead to energy and politi-
cal rivalry — in particular with Japan,
India and the U.S.A. — over access to
the few regional oil and gas resources
in the South China Sea and those not
only in the Persian Gulf and in Central
Asia but also in Africa and Latin
America;

- due to its disastrous environmental
impact on the population, on nature
and the economy, China's heavy de-
pendency on coal will have to be re-
duced in the future;

- the need for a diversification of energy
sources, transport routes and produc-
tion sites (especially abroad) due to
global economic trends (globalization,
cost efficiency etc.) and security pol-
icy factors; and

- alack of experience in participating in
global economic processes character-
ized by mutual dependency and an in-
ternational division of labour that
contrast with China’s historic "strate-
gic security culture” and its traditional
preference for economic autarky and
bilateral relations. Yet at the same
time, the institutional interdependence
of geo-economic and geo-political in-
terests plays a central role in China's
foreign and security policy, as the
state-owned energy companies are still
part of the network of defence institu-
tions in the Beijing power apparatus.

China's rapidly increasing demand for en-
ergy is not due solely to population
growth, but above all to the accelerated
pace of agricultural electrification, urbani-
zation and rapidly increasing consumption
(refrigerators, washing machines, televi-
sions, air-conditioning etc.) as well as the
development of the transport and industrial
sectors. This has meant that total urban
consumption has grown more than the sec-

ondary or industrial sector.” This imbal-
ance between demand caused by economic
and population growth and domestic en-
ergy production is increasing slightly. In
general, the instrument of increasing en-
ergy efficiency and energy conservation
has been underestimated for enhancing na-
tional energy security. One of the major
problems identified has been the tremen-
dous regional differences in regard to
energy efficiency which makes a unified
energy saving concept for different prov-
inces highly unrealistic. The least energy
efficient provinces are in the hinterland
that is rich in coal resources, and which
depends heavily on coal consumption
stemming from its secondary industry.*®

2.2 Oil

In 2004, China's oil demand grew by
nearly 16%, slowing down to 5,8% in
2006. Currently, China consumes more
than seven million barrels of oil a day
(b/d), or the equivalent of more than 20%
of total Asian oil and 6% of global
consumption. Although more than 90% of
current Chinese oil is produced on the
mainland, higher increases are recorded in
the East and South China Sea. But even if
offshore production in China rises to 73
million barrels over the next few years as
China hopes, it was apparent early on that
this would not be able to compensate for
even faster growth in the demand for oil
and other sources of primary energy. Ear-
lier optimistic estimates of larger oil de-
posits in the South China Sea have not
been fulfilled. Overall, China has only
2.43% of global crude oil reserves and
1,2% of the world's reserves of natural gas,
as early hopes of large deposits of oil in the
Tarim Basin in Sinkiang Province have so
far proved illusory. Instead of the annual
13 to 29 million tons originally hoped for,
only 230 million tons have been proven so
far. While domestic oil production has
risen by only 1,67% during the last ten
years up to 3,8 mb/d in 2006, consumption
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of crude oil rose by 5,77% a year over the
same period up to 7,4 mb/d last year."
Analysts expect a stagnation or even de-
cline in crude oil production on the main-
land, as most of the larger oil fields that are
currently being exploited are likely to be
exhausted within the next five years if cur-
rent production quotas are maintained.”® At
the same time, however, oil reserves in the
entire Asia-Pacific region are very limited,
amounting to only 5% of global deposits.
In autumn 2001 Chinese experts are sup-
posed to have found larger deposits of
natural gas and oil in Tibet, officially put at
4 to 5,4 billion tons (or 28-37,8 billion bar-
rels).” However, more detailed geological
studies of the true extent of the newly dis-
covered fossil resources still have to be
carried out, as Beijing has repeatedly ex-
aggerated such discoveries in the past in
order to persuade Western energy compa-
nies to make larger investments.”

In order to reduce dependency and vulner-
ability to possible crisis scenarios in the oil
producing states in the Middle East and
Persian Gulf, China wants to stockpile
crude oil as a strategic reserve, ultimately
aiming at 90 days of imports in 2005.* The
first strategic oil reserve facility was com-
pleted in August 2006, the three others in
2007 and 2008. Infilling of the first of the
four planned strategic oil reserve bases, lo-
cated in Ningbo in east China's Zhejiang
Province, was started last January.”

While many international experts and
commentators have blamed China for the
sharp increase in global oil prices and are
concerned about its cosy relationships with
major oil producers such as Iran, Saudi
Arabia, Sudan and Venezuela, Beijing as a
developing country perceives itself as a
victim through having to pay a huge price
for mounting oil costs. In 2004 alone,
China had to pay an extra US$7 billion of
its foreign exchange due to rising oil
prices. The annual payment totalled over
US$43 billion. It has made crude oil and

oil products the largest single import item
for the country.

However, China still has to cope with in-
sufficient oil production volumes. During
recent years, China has not only suffered
an electricity shortage in many cities. In
Guangdong, for instance, roughly one
quarter of service stations were closed for
lack of gasoline and diesel for the expand-
ing fleets of private cars and taxis. Others
have been rationing fuel to cope with the
underestimated energy demand. Pressure
from local governments to increase sup-
plies in order to minimize social and eco-
nomic fallout has caused an increase in the
losses of its state-owned refineries as a re-
sult of subsidizing domestic gasoline. By
sending the wrong price signals to the
economy as a whole, continuing state con-
trol over energy prices has discouraged in-
dustry from improving energy efficiency
and reversing the trend of wasting energy.
It is only a question of time until China
will suffer more severe supply constraints
and shocks so long as the government is
reluctant to raise gasoline and diesel prices.
At the beginning of 2007, the IEA criti-
cized China for a lack of transparency and
inconsistency in its oil data forecasts which
could have worldwide consequences. No-
body seems to know, for instance, how
much illegal diesel and gasoline is smug-
gled in and out of China.”® Nonetheless,
price pressures are already having an im-
pact on the broader economy and beyond,
for example causing anger among the con-
sumers of an increasingly assertive middle
class or farmers who are already hard-
pressed.?

2.3 Natural gas

Slightly larger deposits of natural gas have
been found both in China and the entire
Asia-Pacific region. However, the costs of
constructing  pipelines and liquefying
plants are huge due to the long transport
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routes. Nevertheless, and also for environ-
mental reasons, China has made increasing
the use of natural gas a high priority, de-
spite the massive investment costs and the
fact that at present gas accounts for only
slightly more than 3% of its total energy
consumption.® So far, however, despite
annual growth rates of 18%, consumption
of natural gas in the entire Asia-Pacific re-
gion remains far below the OECD average
of 26%, at only 10%.* Nonetheless,
China's gas consumption is believed to in-
crease almost fivefold by 2030 (from 32
billion cubic meters in 2000, to 61 bcm in
2010, and 162 bcm in 2030). During the
last five years, the level of natural gas con-
sumption has almost doubled. The Chinese
government hopes that gas will cover al-
ready 8-10% of the country's entire energy
consumption by 2010, whereas the IEA has
forecast that it will remain small even in
2030 at 7%.7

Chinese companies have also put forward
plans to build sixteen LNG terminals. Ten
of them could be operational by 2010. The
first one, with a capacity to handle 3,7 mt
per year (mt/y), built as part of a joint
venture between BP and CNOOC, received
its first 60.000 ton shipment in May 2006.
A second one in Fujian Province is sched-
uled to be completed in 2007 with a further
capacity of 3 mtly. Although they are
planned, recent LNG price increases have
delayed some of these plans while Chinese
companies are trying to negotiate long-
term LNG supply agreements in increasing
competition with other foreign companies.
Last September, China signed a 25-year
contract for US$18,3 billion for Australian
LNG imports, signalling that it is now
forced and ready to pay much higher prices
for gas imports.

2.4 Coal and alternative sources
of energy

Although China with its 26,2 billion short
tons possesses the third largest coal re-

serves in the world (behind the U.S.A. and
Russia) and is currently the largest con-
sumer and producer of coal globally, it will
have to import greater quantities of for-
eign, cleaner coal in the future because its
road network is inadequate, particularly in
the interior of the country, and this poses
insurmountable transport problems. As a
result, it is sometimes more expensive to
transport coal produced domestically than
it is to import from abroad. China’s tradi-
tional reliance on coal, and in particular
low-quality coal, for power generation and
domestic use has lowered the energy effi-
ciency of the country. It is lower than that
of many other developed countries due to
inefficient management, insufficient in-
vestment, outdated equipment, and poor
safety records. At the end of 2005, China
had 28.000 coal mines, 2.000 of which
were state-owned. Over the last few years
China has already closed down between
20.000 and 50.000 small coal mines as part
of a restructuring plan of the country's coal
sector.”® Hence the reduction in the use of
this low-quality coal and improvement of
the energy efficiency of coal-fired plants
are indeed of vital importance to China's
energy efficiency. Moreover, in Beijing's
view, further increases in coal production
have to be limited as the environment in
China is already suffering from excessive
pollution levels that increasingly threaten
economic growth.

China's coal reserves can therefore only
play a greater role if clean and cost-
efficient incineration technologies find
widespread use. However, as financial re-
sources are inadequate for this, the Chinese
leadership is increasingly relying on other
sources of energy. At the same time, how-
ever, environmental constraints continue to
limit the expansion of alternative sources
of energy such as hydroelectric power, as
demonstrated by resistance to gigantic con-
struction projects such as the Three Gorges
Project. Although demand for natural gas
should rise by 8% a year, in the medium
term up to 2020 it will only account for a
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maximum 11% of China's total energy
consumption.

In 2020, the proportion of coal as a per-
centage of total energy consumption will
decline, but not below 60%. Its production
volume, however, will further increase be-
cause coal projects will probably remain
much cheaper than natural gas or other
sources in the years ahead. Global coal
consumption is expected to increase by
around two billion tons from 1996 to 2020,
85% of which will be attributable to China
and India. While China currently meets
around 65% of its energy requirement with
coal, the figure for India is 60% and for the
entire Asia region 46% (oil: 38%; natural
gas: 8%). This also explains why the entire
Asia region — which according to these
figures meets 84% of its energy require-
ment with coal and oil — is already the re-
gion with the highest CO, emissions, al-
though per capita energy consumption in
Asia has so far constituted only half the
global average. However, China's per cap-
ita energy consumption of oil is now al-
most twice as high as India's (in the case of
electricity, Chinese per capita consumption
amounts to 8% of the OECD average,
while in India it is only 3%). In contrast to
the period of 1997-2000, China's coal con-
sumption has been growing during the last
six years. For environmental reasons and
reasons of economic efficiency, larger
quantities of cheaper coal with a far lower
sulphur content than that produced domes-
tically could be imported from Indonesia
and Australia in the future. China also
plans to build several large coal liquefac-
tion plants to convert Chinese coal into oil
products in order to reduce crude oil im-
ports.

In the long term, the State Development
Planning Commission plans to reduce the
percentage of coal production for national
energy requirements to 35%, while oil and
gas should account for 50%, with hydroe-
lectric power, nuclear energy and other al-
ternative sources of energy making up the

remaining 20% by 2050.* China also
wants to increase the use of wind-power,
for which the regions Sinkiang and Inner
Mongolia offer the best perspectives. This
is a long overdue development as wind-
power has so far only met 1% of the na-
tional energy requirement and China lags
far behind other newly industrialized
countries — such as India — in this area.*
Moreover, wind and solar power as an in-
tegral component of a decentralized energy
supply offer the most economic solution to
energy problems in isolated regions of
China, where large power plants and power
grids are not economically feasible. For
that reason, at least 10 million Chinese
have to do without electricity. By 2010, 20
million inhabitants of isolated regions
should be decentrally supplied with wind
and solar power, and this should signifi-
cantly improve their educational opportu-
nities and chances of economic develop-
ment.** However, the share of total
electricity from renewable sources will
only rise to 10-12% by 2010.

In 2004, 24 of China's 31 provinces and
municipalities suffered power shortages.
But in coming years China may face an
oversupply problem because of an overin-
vestment in the power sector in recent
years. Nonetheless, the expansion of
China's civilian nuclear power is out-
standing by international dimensions. The
share of civilian nuclear power as a per-
centage of China's total energy consump-
tion will — despite the long-term increase in
the number of nuclear reactors from 11 at
present to another 27 by 2020/2030 — only
rise from 1,5% in the mid-1990s to no
more than 4-6% in 2020.* Last July, Bei-
jing signed an 8 billion dollar contract with
the U.S. Westinghouse Electric Co. to
build four 1.1-gigawatt nuclear reactors in
China, with the first one becoming opera-
tional in 2009 and the other three in 2014
and 2015.

Nonetheless, by 2050 China is projected to
become the world's largest producer of nu-
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clear energy.® Even China's government
seemed to be surprised at the beginning of
2007 when its official statistics showed an
annual increase of 18% (102 gigawatts) of
electricity generating power, an amount
which surpassed the entire British national
grid.*

3. Rising environmental costs

"The environment will be the arena in
which many of the crucial battles for
China's future will be waged."*

China is already the largest producer of the
greenhouse gases and CO; emissions that
are held responsible for global warming.
Even in 1997 China was the largest pro-
ducer of SO, emissions, surpassing both
Europe and the U.S.A, with an output of
23,46 million tons.* The main reason for
this is the unusually high sulphur content
of the coal that is responsible for 75% of
SO, emissions, 70% of smoke and smog
and 85% of all CO, emissions in China.”
But in addition to this, 33% of all sulphur
dioxide rainfall in South Korea and even
50% of the sulphur emissions said to be the
cause of acid rain in Japan supposedly
originate in China.*® If current trends con-
tinue, China and India are together ex-
pected to account for 75% of all global
CO, emissions in 2020. It is projected that
the largest absolute growth in carbon di-
oxide emissions will be experienced within
the next two decades. By 2025, China's
CO, emissions may reach 18% of the
world's total emissions. The World Bank
has already black-listed 16 cities in China
as the world's 20 most polluted.** Air pol-
lution alone, primarily from burning dirty
coal, might be responsible for 300.000-
400.000 premature deaths per year as esti-
mated by the World Bank and other insti-
tutions.”

A new Chinese White Paper, released by
the Information Office of the State Council
(China's Cabinet) on 5 June 2006, con-

firmed Western analyses by painting a very
grim picture of its ecological problems

despite unprecedented efforts to protect the
environment. High-profile ecological dis-
asters have been crippling the population
and the economy, and prompting social
and political unrest. More than 300 million
people do not have access to safe drinking
water. In the next 15 years, reportedly,
China's economic imperatives are threat-
ened by a reduction of around 10% of the
country's GDP annually through clean-ups
of ecological disasters and other socio-
economic impacts.

Meanwhile, China has sharply increased
taxes on large cars (such as SUVs) to limit
the environmental damage caused by the
rapid increase in the use of vehicles, and
has even imposed a 5% tax on disposable
wooden chopsticks and wooden floor pan-
els. Vehicles already account for a third of
China's oil demand, albeit only about 1,5%
of the population has so far purchased a
car. The number of cars nationally doubled
in just four years, rising from 8,5 million in
2000 to 17,4 million by 2004.** China is al-
ready the world's second-largest vehicle
market. Over the next two decades, vehi-
cles could account for a two-thirds increase
in the country's oil demand. The newly in-
troduced fuel economy standards for cars
are already tougher than those in the U.S.
Despite progress on the part of central
government, the state's environmental gov-
ernment institutions — like the State Envi-
ronmental ~ Protection  Administration
(SEPA) as the most important and prom-
ising environmental authority — and the lo-
cal environmental protection offices re-
main politically weak, financially under-
funded, and under-staffed with only 300
full-time professional staff in Beijing and a
few hundred throughout the country. Con-
sequently they lack the power to enforce
environmental laws and regulations which
would shut down polluting factories or
force companies to invest in modern envi-
ronmental technologies to reduce air and
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water pollution, while systemic corruption
still seems to be increasing in the country-

side. As one of the best U.S. experts con-
cluded in 2007: "The truth is that turning
the environmental situation in China
around will require something far more
difficult than setting targets and spending
money; it will require revolutionary bot-
tom-up political and economic reforms".*2
While China uses one-eighth the amount of
energy that the U.S. uses and therefore sees
no reason to compromise its further eco-
nomic development, it realized at the be-
ginning of this year that it had failed to
reach its own targets for reducing major
pollution in 2006. High growth again out-
paced national efforts at control. Emissions
for sulphur dioxide (causing acid rain as a
by-product of coal burning), for instance,
still increased by 1,8% (compared with
13% in 2005). But Beijing's goal was actu-
ally to reduce such emissions by 10%. As a
fast-growing polluter, China can no longer
blame only the West for causing climate
change. The Chinese government has fi-
nally started to realize that climate change
can significantly affect China's future eco-
nomic development and socio-political
stability by causing crop shortages, in-
creasing floods in the rich coastal river
deltas, and higher energy use as the result
of continued warming. Climate change is
no longer a rich man's problem.”® Accord-
ing to the IEA, by 2009 China may already
become the world's biggest emitter of
greenhouse gases. But China's participa-
tion in its international environment poli-
cies will remain conditional and it is re-
luctant to accept any emissions quotas and
targets.* In a new warning, the OECD puts
forward 51 recommendations insisting on a
reorientation of economic growth by both
an institutional and a market-based inte-
gration of environmental concerns in en-
ergy, agriculture, transport, urban policies
and sectors as well as financing and plan-
ning.*

The geopolitical risks of China's energy
demand: high-risk energy investments
abroad

"It must be made clear that China is not a
small regional power like Irag and North
Korea. If confronted with serious threats to
its energy security, it will mobilize all its
economic, political and military resources
to ensure a secure energy supply, or to in-
terfere in the energy supply chains of the
U.S. and its allies like Japan in key choke-
points such as the South China Sea, the
Strait of Malacca or even the Taiwan
Strait. These counterbalancing measures
would, of course, be a last resort."*

Many international energy experts fear
significant price increases after 2010.
However, the predicted increase in global
oil production, the increasing market ori-
entation of national energy policy includ-
ing privatization and the deregulation of
national energy policy, a more efficient use
of energy and energy saving measures
could in principle offset the massive in-
crease in oil consumption in China and
East Asia. The issue of energy security,
however, depends not least of all on the
policies of the states concerned and the
choice of national strategies for energy se-
curity. This is especially true of the Asia-
Pacific region, where 60 to 70% of all
crude oil imports are still arranged by con-
tracts with state-owned or semi state-
controlled international Asian companies
whose policy is not only determined by
economic factors but also by strategic as-
pects of the foreign and security policy of
the individual country.”” Given the new en-
ergy policy dependencies in the early
1990s, Chinese foreign and security policy
had to deal with regions and countries that
until then had played either a non-existent
or merely secondary role in its traditional
foreign policy. For that reason, the possi-
bility of greater economic and political ri-
valry, in particular with Japan, India, the
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U.S.A. and, in the medium and long term
with Russia in Central Asia, for shrinking
global oil reserves cannot totally or princi-
pally be excluded. Consequently, Chinese
energy experts are often more sceptical
about global energy reserves and do not
even rule out a serious shortage of oil re-
serves in the next 20 years. For that reason,
they frequently arrive at much more
alarming analyses than Western experts.

Against this background of a rapidly
growing demand for energy and deterio-
rating prospects for major new energy dis-
coveries in their own country, the Chinese
political leadership and managerial elite
has been keeping a greater lookout since
1996/7 for new energy resources abroad.
As early as 1990, China purchased 81,5%
of its crude oil from only three foreign
states, although only Indonesia exported
more than a million tons of crude oil to
China. In 1997 the number of countries
exporting more than two million tons of
crude oil to China had doubled compared
to the three in 1990: Indonesia, Oman,
Yemen, Angola, Iran and Vietnam. Even in
1997, China imported oil from all Gulf
States except Bahrain.”®

Since early 1997 it has even been possible
to observe a policy of demonstrative activ-
ity with regard to the securing of new
sources of energy. In 1997 alone, the China
National Petroleum Corporation (CNPC)
completed no less than eighteen interna-
tional petroleum and petrochemical proj-
ects with a contract value of around US$
750 million. These included the purchase
of foreign oil companies (or the acquisition
of major stakes in the companies), pipeline
projects (in Turkmenistan and Thailand) or
the construction of refineries and depots
abroad. In addition, the People's Republic
is also participating in the development of
oil fields in Russia, Pakistan, Kazakhstan,

Indonesia, Egypt, Ecuador, Venezuela, Ar-
gentina, Iran and Sudan. In this way, China
has paid around US$ 8,2 billion since May

1997 for oil licences in Sudan, Venezuela,
Irag and Kazakhstan. In that year, Beijing's
total commitments amounted to US$ 20,7
billion, if the costs of the pipeline in Cen-
tral Asia are included. At the same time,
negotiations were conducted for other oil
licences in Iran, Indonesia, Russia and
Turkmenistan, while Beijing signed joint
venture agreements with Italy and India.
Furthermore, China increased the number
of its licences in Iraq and Sudan and also
acquired interests in Venezuela.* By Oc-
tober 1997, China had concluded 126 con-
tracts and agreements with a value of US$
5,38 billion, signed with 67 companies
from 18 countries.*®

In 2002, China controlled more than 2,72
billion barrels of oil reserves outside its
own territory by means of takeovers and
international alliances.”* Although China's
government plans to launch a new round of
exploration projects inside China to reduce
the country's growing dependence on for-
eign energy resources,* its main focus now
is on gaining more overseas drilling rights
for Chinese companies. These steps, how-
ever, present new risks for China's future
oil security. Nonetheless, Chinese compa-
nies have stepped up their investment
abroad to acquire direct control or partial
rights in some of the world's potential oil
fields. Beijing has forged closer ties with
almost all continents. It has become much
more proactive in Africa (Sudan, Chad,
Angola), Middle East (Saudi Arabia, Iran,
Algeria) and Latin America (Bolivia,
Venezuela, Ecuador, Columbia, Peru and
Brazil).>®* Despite the fact that China has
recently secured new supplies of oil and
gas resources from Australia and Indone-
sia,> the Persian Gulf region has become
steadily more important not only for the
energy policies of China and the other
Asian states, but also for their national for-
eign and security policies. At present Saudi

Arabia accounts for some 17% of China's
oil imports, while Iran is contributing 14-
15% of it.
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The increasingly global orientation of Chi-
nese foreign and security policy toward the
Persian Gulf, Africa and even Latin
America since the mid-1990s cannot be
explained solely by China's increasing
economic importance, prestige and its de-
sire for great power status; to a consider-
able degree it is the result of the direct ef-
fects and consequences of China's energy
requirements and rapidly increasing im-
ports of oil and gas from countries outside
the Asia-Pacific region.

China's energy strategies tend to rely on
strenuous efforts to achieve as much en-
ergy autarky as possible and on a primarily
military concept of safeguarding energy
supplies, rather than on market economic
concepts, globalization requirements, and
an international division of labour and
transnational energy cooperation organized
by the private sector. For this reason China
often seeks energy relationships with
countries which are well known for their
anti-Americanism, such as lIran, Sudan,
Libya and Angola. China's Iran policies
have not only complicated U.S. policy to-
wards Teheran, but also that of the EU
which has a strategic interest in a nuclear
weapons-free Iran. In addition, it has also
frustrated many efforts of NGOs and donor
nations as well as organizations in their ef-
forts to instil good governance, account-
ability, transparency and improving human
rights in these countries. All these Chinese
diplomatic activities in the energy field
have produced an economic-security nexus
that is determined by the most fundamental
core interest of China's political leadership:
economic growth and domestic stability in
order to ensure regime survival. However,
these unilateral energy-security strategies
have undermined multilateral and regional
cooperation and may be fuelling already
existing strategic rivalries such as with Ja-
pan, India and the U.S.

China has undertaken unambiguous efforts
to satisfy its energy demand by increasing
exploitation of other energy sources, mod-

ernizing its own production and extraction
plants with the goal of increasing its own
capacity, floating shares in Chinese oil
companies on international stock ex-
changes and making global investments to
secure foreign energy resources while at
the same time diversifying imports of
crude oil and natural gas. Nevertheless,
these measures have only been partially
successful. Thus energy security is still a
cause of continued concern to the political
leadership in Beijing®® and the reason be-
hind its continuing global resource diplo-
macies.

An analysis of Chinese "oil diplomacy",
especially in the Middle East, reveals that
while China is now more willing to par-
ticipate in joint ventures with foreign en-
ergy companies to exploit both domestic
resources as well as those in other coun-
tries and regions, it also seeks access to en-
ergy resources in countries where Western,
and in particular U.S. companies, have a
weaker presence. This is especially true of
states that the United States classifies as
"rogue states,” such as Iran, Iragq, Yemen
or Sudan.

China's energy policies and "oil diplo-
macy" continue to give bilateral relations
clear priority over multilateral strategies
and solutions designed to safeguard its en-
ergy supply. However, at the start of the
21st century, these are utterly inadequate to
deal with the countless challenges that the
process of globalization has created for
international trade, regional conflict man-
agement or international efforts in the field
of arms control policy and non-
proliferation measures for weapons of
mass destruction and sensitive dual-use
technologies  (including  conventional
weapons systems). Such multilateral politi-
cal strategies vis-a-vis the oil and gas pro-
ducing nations of the Middle East are
needed more than ever before and will, in
future, be needed for the countries of Cen-
tral Asia and the Caspian Basin. Both re-
gions are confronted with countless inter-
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nal and regional instabilities that could
have a strong negative impact on the reli-
ability of regional and global energy sup-
plies in the future.

Besides, China could find itself exposed to
growing political pressure from the oil and
gas exporting states in the Middle East.
This political pressure could result in either
greater Chinese arms exports, including
sensitive dual-use goods and technologies,
or to concessions by Beijing on other po-
litical issues that run counter to Western
and EU policies and long-term strategic
interests such as in the case of the lIran.
Chinese support for the Russian and
French positions on UN sanctions and ob-
jections to military action against Iraq,
Western policy toward Iran and problem-
atic arms exports to this and other Gulf
states (including ballistic missiles) in the
1990s have already demonstrated this
problem.*® And in the case of North Korea,
barter and counter-trade deals such as "oil
for weapons" are the rule rather than the
exception, while during the Iran-lrag war
China was a major exporter to the Persian
Gulf states. On the other hand, while Chi-
nese transactions of this kind declined sig-
nificantly in the 1990s as Beijing also sup-
ported the UN sanctions,” exports of Chi-
nese ballistic missiles to the region contin-
ued. A solution to this problem is hardly
likely to be found in the near future as, in
practical terms, Chinese non-proliferation
policy regarding ballistic missiles and
other sensitive dual-use technologies ulti-
mately depends upon the quality and sta-
bility of its bilateral relationship with the
U.S.A. and, simultaneously, is also in-
creasingly influenced by domestic vested
interests.

On the other hand, increasing political and
economic interdependencies could have a
number of positive effects on the basic
structures of the international system and
regional political stability in the Middle
East. The long-term interest of the Chinese
government in political stability in the re-

gion could therefore increase, in turn
opening up greater possibilities of coop-
eration not only for bilateral U.S.-Chinese
relations.”® Expansion of its political and
economic, military and  military-
technology relations with the Middle East-
ern states will also give China an increas-
ing degree of influence over them and
strengthen Beijing's position at a global
level (in the UN for example). At the same
time, however, these energy and foreign
policy dependencies are also a risk for
Beijing as it will increasingly run the risk
of being unwillingly drawn into local or
regional political conflicts, but without
having a political influence comparable to
that of the U.S.A. on the possible parties to
the conflict. Despite all of Beijing's efforts
to diversify its oil and gas imports, roughly
half of China's imported oil still comes
from the Middle East, with Saudi Arabia
alone accounting for 17% in the first quar-
ter of 2005.

4. Conclusions and Perspectives

"The strategic question for Beijing is
where Chinese oil companies can go to
avoid either political or business obstacles,
or both, put in place by the international
community. Meanwhile, the question the
international community poses is how
China can match its commercial power
with responsibility. The challenge is for
China and other leading energy consuming
countries to cooperate in defining and ad-
dressing the political and social challenges
that arise in many of the oil states of the
world."*

During the 10-year period from 1994 to
2004, China accounted for 28% of the
growth in worldwide consumption. Many
experts predict that the Chinese economy
will be second to the United States by 2020
and possibly surpass it by 2050. However,
there are manifold limits to China's "de-
velopmental autocracy"® such as the ef-
fects of ecological disasters on its economy
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and socio-economic stability. Furthermore,
China's insatiable hunger for energy re-
sources and its unilateral energy policies to
guarantee national energy security have in-
creasingly caused concern in the United
States, Japan and even in Europe. Western
governments worry about the future global
governance and regional stability efforts in
the Middle East, Central Asia and Africa
when China enters their spheres of influ-
ence or strikes energy deals with "states of
concern” they have tried to marginalize
and/or sanction internationally. The result
might fuel mistrust in China's foreign and
security policies and question Western
economic and technological aid for China's
efforts to reform its energy sector as the
Achilles' heel of its economy.

Similarly, China itself has become in-
creasingly concerned about its energy se-
curity as a result of the reactions of other
countries and their security perceptions
which may cause a new security dilemma
in the Asia-Pacific region as well as on a
global scale. With the rising dependence
on foreign energy resources and their im-
ports via the sea lines of communication
(SLOCs) of the Indian Ocean, the choke-
point of the Malacca Strait and the South
China Sea with its overlapping territorial
claims, the Chinese government has devel-
oped a new sense of insecurity and vulner-
ability towards the U.S.A. and its naval ca-
pabilities to block any maritime energy
imports. Reportedly, Beijing is trying to
counter the perceived vulnerability by de-
veloping a high-cost "string of pearls"
strategy of military bases and diplomatic
ties alongside the Indian Ocean, the Strait
of Malacca and the South China Sea in or-
der to protect its oil and other strategic in-
terests.

Furthermore, Chinese companies have
started to build their overseas energy em-
pires at a time of steeply rising prices and
renewed nationalism among the govern-
ments of oil and gas producing countries.
Despite its "aggressive oil diplomacy" and

Chinese firms' investment in overseas oil
and gas assets, their total contribution to
China's oil imports is well under 300.000
mb/d as of mid-2005.%* Consequently, their
combined overseas reserves remained one
tenth of the reserves of a single big West-
ern multinational such as BP.%* For their
part, Chinese experts often dismiss West-
ern concerns about China's energy foreign
policy and its "peaceful rise" rhetoric.

In the future, China's energy policy must
comprehensively address the issues of en-
ergy conservation and pollution control in
order to avoid and control rising environ-
mental, economic and social costs. Al-
though Beijing has set new priorities for
increasing energy efficiency, such as ad-
justing the electricity supply structure to
achieve higher efficiency or importing
modern coal-mining technologies with
high efficiency and clean burning technol-
ogy, it is insufficient and is only part of an
overall comprehensive strategy which
would include all sectors of the economy
and private households. Therefore, China
should also adopt wider oil and gas con-
servation practices (such as more stringent
emission standards for its cars, buses and
trucks) as well as better practices in elec-
tricity usage such as in the application of
electrical appliances, and technical im-
provements to stem the huge transmission
and distribution losses in the system. Al-
though China's official energy policy is
paying more attention to improving energy
conservation and efficiency, it is still one
of the most neglected factors. Furthermore,
though China does not have to fulfil any
obligations of the Kyoto Protocol, in the
years ahead international pressure on Bei-
jing will increase to improve energy effi-
ciency. Hence China needs to design more
radical incentive strategies to promote en-
ergy efficiency comprehensively, and
thereby further its renewable energy devel-
opment as well as enhance its cooperation
with the international community, in par-
ticular with EU members and Japan as the
leading and most experienced countries of
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high energy efficiency standards. In the
past, China had largely responded to envi-
ronmental crises on a rather piecemeal ba-
sis instead of pursuing a broader and com-
prehensive strategy to stabilize its ecologi-
cal system and to seek sustainable devel-
opment. Beijing's newly announced "sci-
entific development concept™ has endorsed
the intention to implement an environ-
mentally friendly approach to industriali-
zation, and has given energy conservation
a high priority. For the first time, Beijing
has established compulsory targets on the
efficient use of energy by 2010:

- energy consumption per unit of GDP
is to decrease by 20%);

- water consumption per unit of indus-
trial added value is to decline by 30%;
and

- industrial solid waste recycling and
conservation rate is to grow 60%.%

While this new approach will be welcomed
in the U.S., EU and Japan, doubts will re-
main whether China is able to implement it
effectively in its vast land mass due to the
systemic factors of its political system.

Moreover, China still needs to recognize
that a more market-oriented strategy to
cope with its energy challenges is a better
path than a unilateral strategy based on a
strategic or geopolitical approach. Indeed,
"big consumers can best protect their stra-
tegic interests in keeping oil supplies
steady and prices predictable by joining
forces to counterweigh the influence of
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