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A Study on Accounting for Assets Retirement
Obligations
—From the Perspective of Liability On-Balanced—

Hitoshi Katsumata

Abstract

Historically, many entities have accounted for retirement obligation costs as a part of
depreciation. However, after the accounting for the Assets retirement obligations(ARO) is published,
entities must recognize ARO liability in the period in which it was incurred. And an asset equal to the
initial liability is added to the balance sheet, and depreciated over the life of the asset. The result is an
increase in both assets and liabilities. We studied the difference between these accounting methods.
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Productivity Change and Restructuring of
Vietnamese Banking System: An Empirical
Study using Malmquist Indices Analysis

Nguyen Thi Khanh Trang ”

Abstract

This study aims to examine the performances of Vietnamese banks. Especially, we use a unique
data set covering all type of banks in Vietnamese banking system that allows us to capture the
effect of the most recent reform so-called “Restructuring financial institutions” on the productivity
of Vietnamese banks. To do so, Malmquist indices analysis is applied to estimate the total factor
productivity (TFP) change of 30 Vietnamese banks for the period from 2009 to 2014. A decrease of
TFP of Vietnamese banking system was observed for the pre-restructuring period while it shows an
increase since the restructuring program started regarding value-added and intermediate approaches.
Noticeably, among these TFP increases, joint stock banks had the highest TFP improvement, with
13.5% refer to value-add estimation which focuses on maximizing banking services provided. As for
the intermediate estimation, foreign and joint venture group showed the highest TFP increase of
49%. Our result confirms an appropriateness of the restructuring program on the performances of
Vietnamese banks. It implies that, for the next stage of financial reform, policymakers should consider
continuing the promotion policy of merger and acquisition, self-restructuring as potential tools to
solve problems of existing weak banks and therefore be able to strengthen and make Vietnamese

banking system more effective.

Key words: Vietnamese banks, Productivity, Malmquist index, Restructuring

acquisition activities, and self-restructuring

I. Introduction

Performance evaluations of financial
institutions which take into account of the
appropriateness as well as the results of key
reforms have become one of the main issues
for the study on the financial industry. Issues
in banking reforms vary among liberalization,

privatization, recapitalization, merger and

program. Although most transition economies
have followed the same path for the banking
sector’s transformation the pace and results are
different from one country to another. In fact,
the answer to the question “whether these kinds
of reforms have made banking sector perform
better?” has been a debate in the literature. For
instance, some previous studies suggested that

financial reforms improve banking performance
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(Berg et al., 1992; Kumbhakar and Sarkar, 2003;
Das and Gosh, 2006). In contrast, other studies
found that financial reforms have no effect or led
to a decline in operating performance (Elyasiani
and Mehdian, 1995; Fukuyama and Weber,
2002).

Throughout the past three decades, the
Vietnamese banking system has witnessed
various changes along with economic develop-
ment. The Vietnamese Government has
implemented banking reforms to improve
the efficiency and the competitiveness of the
banking system in the country. Recently, the
State Bank of Vietnam started a program called
“Restructuring financial institution 2011-2015".
The main target for restructuring the financial
institutions is to improve efficiency and financial
performance of the banking system. Banking
system’s performance, therefore, becomes the
extremely important information for not only
regulators but also for the customers, managers,
and even the shareholders.

In this study, the total factor productivity
(TFP) change of Vietnamese banks is examined
by applying Malmquist indices analysis,
especially TFP is analyzed for two periods of
time before and after the restructuring program
started. The study tests whether the performance
of Vietnamese banks has improved under the
restructuring plan or not. Finally, considering
main findings of the study, implications which
aim to achieve better performance in banking
operation are suggested.

The contribution of this study to the
literature is that multiple approaches which
are known as “intermediate approach”® and
“value-added approach”® are applied to banking
performance evaluations. In fact, previous
studies rely mainly on the intermediate
approach. Thus, it is expected to perform

more comprehensive evaluation of banking
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performances. The study is also the first study
that examines the performance of all banks
including foreign players in the Vietnamese
banking industry. Importantly, it provides
evidence of TFP change of the banking industry
in response to the first financial restructuring
program since it would catch the movement in
banking system’s performance after starting the
restructuring plan.

Our results show that although the TFP of
Vietnamese banking system decreased in the
pre-restructuring period, it has actually gone
up since the restructuring program started
regarding both approaches applied. The increase
in TFP is mainly contributed by technical change
rather than efficiency change. The improvement
of TFP in the restructuring period confirms
the suitability of the restructuring program on
Vietnamese banks’ performances.

The structure of the paper is as follows. The
second section briefly introduces the background
of Vietnamese banking system, focusing on
banking reforms. A summary of the literature on
the productivity of banking system is provided in
the next section. In the fourth part, we present
Malmquist indices methodology framework to
estimate the total factor productivity change.
Following that, the empirical model of banking
operating evaluation, data used and our main
findings are outlined in sections five and six,
respectively. The last section brings the main

conclusion and implications.

II. Reforms in Vietnamese Banking
System

From 1990 onward, the Vietnamese gov-
ernment has conspicuously and purposely
implemented reform policies directed toward
deregulation, with the objectives of improving
the efficiency and stability of the banking
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system. The market has gradually been
deregulated to allow entry of foreign banks. The
State Bank of Vietnam has, since 2008, granted
licenses to wholly foreign-owned banks. At
the beginning of 2009, HSBC Bank (Vietnam)
which is 100 percent owned by Hong Kong and
Shanghai Banking Corporation Limited, became
the first wholly foreign-owned bank operating
in Vietnam. Following that, Standard Charted
Bank, ANZ Bank, Shinhan Bank and Hong Leong
Bank obtained a permit to establish wholly
foreign-owned subsidiary banks incorporated
in Vietnam. In their few years of operations,
the wholly foreign-owned banks have reported
making profits because of the high demand for
foreign investors to open bank accounts with
these banks for financing trade and foreign
exchange purposes.

The next key movement was related to the
privatization of the state-owned banks (SOCB)
and the support of government for the listing of
all local banks on the stock exchange market.
The target of these policies was to reduce the
state ownership in state-owned banks by 49%
by 2010. Following that, the number of local
banks that listed in the stock exchange market
had raised from 6 in 2006 to 9 in 2016. The
Government of Vietnam intends to partially
privatize most SOCB’s. However, such kind of
plans seems to move slowly (Tran, 2015). The
process of equitization would give permission
for foreign investors to buy shares which cap
foreign equity up to maximum 30 percent. In
fact, Vietcombank’s pilot initial public offering
conducted firstly in December 2007. Vietinbank
was equitized in December 2008. BIDV’s took
place in 2011. These three state-owned banks,
Vietcombank, Vietinbank, and BIDV, are now
listed on the stock exchange market.

Regarding the recent comprehensive

reform, the schedule to restructure the system

of financial institutions for the period from 2011
to 2015 was announced by the Prime Minister
of Vietnam on March 2012 under Decision 254.
The regulators announced banking industry
consolidation as one of the main objectives of
its restructuring plan. As a part of this plan,
the State Bank of Vietnam aimed to reduce the
number of local commercial banks to around 20
by 2017 through mainly merger and acquisition
activities and self-restructuring. In details,
the schedule of this program begins with the
fact that Vietnamese commercial banks are
classified into three groups from healthy, lack
of liquidity and weak level according to their
financial conditions and management. Following
that, SBV tries to encourage healthy banks
for their extension businesses, and refinance
credit for the second level banks to solve
liquidity problems. As for weak banks, they
are encouraged to merge with other potential
partners, voluntarily. If they fail to do that, they
will be forced to be bought by SBV or to let
other banks purchase their shares according
to SBV’s recommendation. Also, the minimum
charter capital was raised from VND 1 trillion to
VND 3 trillion and the minimum required capital
adequacy ratio (CAR) was increased from 8%
to 9% to meet this entry objective and raise
barriers to entry to the Vietnamese banking
industry. The main target of this restructuring
program is to improve and strength operation
performance of Vietnamese banking system,
make them more effective.

II1. Related Literature Review

Most of the empirical studies on perfor-
mances of banks had concentrated on the
change in technical efficiency by using either
nonparametric or parametric method. In

addition, studies examining effects of financial
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reforms on banking performance found mixed
results. A positive impact of financial reforms
on banks operation was observed in the study
of Berg et al., 1992; Kumbhakar, 2003; Sturm,
2002, Das and Gosh, 2006. For instance, Das
and Gosh (2006) estimated the efficiency of
commercial banks in India for the period from
1992 to 2002 after reform. They concluded
that banks’ performance improved in the case
of India commercial banks. Also, Sturn (2002)
considered the efficiency of banks in Australia
during the post-deregulation period from 1988
to 2001. It showed an increase in efficiency
in the post-deregulation period. By contrast,
Bauer (1993) found that the efficiency of the
banking system in the U.S. was unchanged by
deregulation. Moreover, the efficiency of banks
in Japan decreased between 1992 and 1996
(Fukuyama and Weber, 2002).

To the best of our knowledge, there were
few studies that examined TFP change in South
East Asia countries’ banking systems under
the financial reform. As for Vietnam, there
were three papers that used Malmquist indices
analysis to measure the change in TFP of banks.
Nguyen (2007) first examined the efficiency
of 13 Vietnamese commercial banks from 2001
to 2003 by applying Data envelopment analysis
and Malmquist indices. It showed that TFP
had increased by 5.7% over research time. On
the other hand, Nguyen and De Bonger (2008)
extended the sample size into 15 banks to
estimate the TFP of Vietnamese banks from
2003 to 2006 and indicated a downward trend
of TFP. Recently, Nguyen and Simioni (2015)
used Fare-Primont index and focused on the
evolution of productivity of Vietnamese local
banks for the period between 2008 and 2012.
The results from these studies complement each
other to make observations on the development

of the Vietnamese banking system. However,
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these three studies only focused on the
operation of Vietnamese local banks, ignored the
participation of foreign and joint venture banks
which have gradually increased their market
share. In addition, all of them had applied the
same intermediate approach. Vietnam has
recently completed a five-year restructuring
plan and is now preparing for another stage
of an overhaul. Therefore, it is necessary to
conduct a study that suggests evidence showing
the effect of restructuring program on banking
system’s performance. Its implications are useful
to regulators when making decisions for the next

plan of Vietnamese bank reorganizing,.
IV. Methodology

The Malmquist productivity index can
be used to identify productivity differences
between two firms or one firm over two time
periods. To estimate technical efficiency changes
and technological changes over the period,
this study applies decomposed Malmquist
productivity index based on ratios of distance
functions. Fare et al. (1994) specify and output-

based Malmquist productivity change index as:

t+1 o t+1
'Y

mO(x 'xt'yt) =

Dg(xt"'l,yt"'l) D5+1(x“'1,y“'1)
Dg(xt,y") D§* (xt, y*)

Where 2! and y* represent the input and
output variables, respectively; Dt denote
the function that projects the distance from
the technology frontier to observation in the
period t. The Malmquist productivity index
(M) of total factor productivity (TFP) change
is geometric mean of two indexes based on
the technology used in period t and t+1,
respectively. In other words, M=ET, Where M
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is Malmquist productivity index x; E is change
in efficiency from period t to t+1; and T is the
measure of technical progress measured by
shifts in the frontier from period t to t+1. When
the reference technology is based on period t,
then if productivity increases, implies that the
Malmquist index is greater than 1. Productivity
decrease in association with the Malmquist
index lower than 1.

Regarding input and output choices, there
is no perfect combination for banking efficiency
evaluation. Reasonable arguments can be made
for all approaches. From the literature, there are
two common approaches to the input and output
specifications of financial institutions. They are
the production approach and the intermediate
approach.

Sealey and Londley (1977) first introduced
the intermediation approach which assumes that
the main aim of banks is to transform liabilities
(deposits) into loans (assets). Following this,
inputs may include labor, capital, operating
costs and interest expenses, while outputs are
measured by monetary values of varied earning
assets, for instance, loans and investment.

As for value-added approach which is also
named as production approach, it focuses on
the capacity of providing bank’s services to their

customers. Thus, the main aim of banks is to

produce liabilities (deposits) as well as loans
(assets) and other services. This approach was
first applied to the banking sector by Benston
(1965).

This study applied both intermediate
approach and value-added approach when
evaluating bank efficiency. While intermediate
approach focuses mainly on the traditional
business of banks, value-added approach
estimation can widen the scope of the banking
business. Therefore, findings from these both
estimations are expected to bring a better
understanding of bank performance.

Table 1 describes the outputs and inputs
used in this study. Regarding the value-added
approach, three outputs and three inputs are
used in Model 1. Loans, deposits, and investment
securities are considered as outputs. The three
inputs are interest expense, operating expense,
which includes staff expense, and provision for
loan loss. Provision for loan loss should be an
input of banks due to its value as an important
source of information that reflexes the risky
assets holding cost within bank system. On the
other hand, Model 2 refers to the intermediation
approach which emphasizes the main role of
banks as the intermediations in the economy.
Model 2 uses loans and investment securities

as output while treating deposits, operating

Table 1. Variables used in the value-added and the intermediate approaches

(Unit: VND1million)

Outputs Inputs
Model 1 Loans Interest expense
Value-added approach Deposits Operating expense

Investment securities

Provision for loan loss

Model 2 Loans

Intermediate approach Investment securities

Deposits
Operating expense

Equity
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expense and also equity as inputs.

V. Data

A set of data was collected from the annual
reports of the State Bank of Vietnam and also
the annual financial reports of the individual
banks for the sample from 2009 to 2014. The
information of 30 banks, which include all types
of banks in the Vietnamese banking industry
(state-owned banks, the joint stock banks, joint
venture and foreign banks), is examined in this
study.

Table 2 lists the descriptive statistics of
input and output data. The main feature we
can observe in this table is the large dispersion
of data for all inputs and outputs. The sample
appears to be a mixture of relatively small-size

banks with much larger ones.

VI. Empirical Results

The Malmquist productivity indices analysis is
used to examine the change in the performance
of Vietnamese banking system over time.

Table 3 presents the results of calculation
of total factor productivity and efficiency
changes of Vietnamese banks over a six-year
period from 2009 to 2014. The Malmquist
indexes represent the change in total factor
productivity (TFP). The measured values
of greater than 1 indicate improvements in
productivity while it shows deterioration
of productivity if the values are less than
1. Furthermore, the TFP change can be
decomposed into efficiency change, which
shows the catch-up to the productivity frontier
in individual banks or the change in relative
technical efficiency, and technical change,
which shows the shift in productivity frontier.

Similarly, both scores indicate an improvement if
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they are greater than 1 and deterioration if they
are less than 1. The shift of the frontier reflects
the technological progress that has happened
inside the analyzed sample of firms or banks.
The change in relative technical efficiency of a
firm within the analyzed sample of firms during
the course of time reflects the shift of the firm
with respect to the efficient frontier of the
sample at the beginning and at the end of the
observed interval.

The empirical results are as follows: First,
the TFP of Vietnamese banking sector has a
slight increase over a six-year period from 2009
to 2014 regarding the value-added approach. On
the other hand, according to the intermediate
approach, it has a small decrease in TFP.

However, when we look at the TFP which
was divided into the efficiency change (the
catch-up effect) and the technical change (the
frontier shift), the similar trend happened as
for the value-added approach as well as the
intermediate approach. It is the fact that the
study period witnessed not only a slight drop
in efficiency change but also an increase in the
technical change. In addition, the technical
change in the value-added approach is higher
than that in intermediate approach. These lead
to the observation that the TFP has increased
in the value-added approach while TFP refers
to the intermediate approach has decreased
slightly over the research time.

In addition, taking a look at the TFP change
over the whole period among three groups of
banks, according to Table 4, joint stock banks
are the only group which had an increase in
TFP with value-added estimation while foreign
& joint venture banks are the only group which
had a rise in TFP according to intermediate
approach. These observations may indicate
that when focusing on providing total banking

services, joint stock banks had the highest
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Table 2. Descriptive statistics of inputs and outputs by year (Unit: VND 1 million)

Year  Variable Obs Mean Std. Dev. Min Max
2009  Loans 28 34,200,000 50,100,000 317,529 201,000,000
Deposits 28 37,400,000 50,800,000 677,246 187,000,000
Investment securities 28 8,160,918 11,400,000 15,693 39,000,000
Interest expense 28 2,604,064 3,412,539 138,921 15,900,000
Operation expense 28 870,623 1,128,065 46,668 4,536,214
Provision for loan loss 28 228,642 392,009 11,936 1,936,559
Year Variable Obs Mean Std. Dev. Min Max
2010  Loans 28 46,700,000 65,100,000 2,670,397 249,000,000
Deposits 28 50,100,000 65,300,000 3,181,319 245,000,000
Investment securities 28 14,300,000 15,600,000 814,407 61,600,000
Interest expense 28 4,483,033 5,464,903 334,320 20,600,000
Operation expense 28 1,262,330 1,731,350 73,997 7,197,137
Provision for loan loss 28 343,155 617,561 3,113 2,659,495
2011  Loans 28 54,200,000 78,300,000 3,149,070 290,000,000
Deposits 28 57,200,000 72,700,000 1,254,258 257,000,000
Investment securities 28 16,000,000 16,000,000 1,160,363 67,400,000
Interest expense 28 8,137,091 9,135,221 530,486 35,700,000
Operation expense 28 1,778,941 2,130,186 208,355 9,077,909
Provision for loan loss 28 657,104 1,387,455 0 5,063,769
2012 Loans 28 61,600,000 89,600,000 3,648,741 334,000,000
Deposits 28 70,900,000 86,100,000 1,601,086 303,000,000
Investment securities 28 18,100,000 21,300,000 1,185,667 78,500,000
Interest expense 28 7,146,188 7,424,428 454,888 32,200,000
Operation expense 28 2,048,117 2,246,548 296,265 9,435,673
Provision for loan loss 28 741,976 1,168,127 0 4,357,954
2013 Loans 28 70,900,000 102,000,000 3,879,232 385,000,000
Deposits 28 84,500,000 101,000,000 1,739,554 364,000,000
Investment securities 28 21,600,000 22,200,000 1,049,068 83,000,000
Interest expense 28 5,684,712 5,967,842 289,517 26,000,000
Operation expense 28 2,130,761 2,351,955 298,497 9,909,654
Provision for loan loss 28 915,416 1,493,851 0 6,482,862
2014  Loans 28 82,300,000 118,000,000 3,099,736 439,000,000
Deposits 28 103,000,000 125,000,000 1,523,161 440,000,000
Investment securities 28 26,800,000 25,800,000 2,128,387 93,400,000
Interest expense 28 5,699,954 6,632,466 177,968 27,100,000
Operation expense 28 2,282,988 2,499,849 319,213 9,804,496
Provision for loan loss 28 1,087,930 1,649,266 0 6,985,696

Source: Financial statements of 30 Vietnamese banks in the period of 2009-2014

improvement in performance over the study and borrowers the best improvement in TF'P was
period. Also, when emphasizing the main aim observed in the foreign & joint venture group.

of banks as intermediations between depositors On the other hand, the state-owned group, on
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Table 3. Total factor productivity change, efficiency change effect
and technical change effect of Vietnamese banking system

from 2009-2014

Value-added approach Intermediate approach

effch techch tfpch effch techch tfpch
2009-2010 0.920 1.124 1.034 1.057 0.995 1.051
2010-2011 1.069  0.737 0.780  1.008 0.929 0.936
2011-2012 0.924  0.978 0.904 0.979 0.854 0.836
2012-2013 1.058 1.177 1.245 0.974 1.088 1.059
2013-2014 0.996 1.259 1.254 0.956 1.174 1.132

Whole period

9009-2014 0.989 1.037 1.026 0.996 1.001 0.997

Source: Malmquist estimation by DEAP and author’s calculation

Table 4. Total factor productivity change, efficiency change and technical
change of Vietnamese banking system from 2009 to 2014 by groups

of banks

Value-added approach

Intermediate approach

effch tech tfpch effch tech tfpch
State-owned 1.009 0985  0.992 1.000  0.987 0.987
Joint Stock 0.982 1.047  1.031 0.992  0.999 0.992
Foreign & Joint venture 1.016 0.975  0.991 1.019 1.138 1.159
All banks 0.989 1.037 1.026 0.996 1.001 0.997

Source: Malmquist estimation by DEAP and author’s calculation

average only showed a decrease in TFP over the
research time for both approaches.

As mentioned earlier, this study aims to
examine the performance of the Vietnamese
banking system under the most recent and
significant restructuring program started in the
late 2011. Table 5 summarizes the Malmquist
decomposition results of the Vietnamese bank-
ing system in two separate periods of time:
so-called pre-restructuring and restructuring
period.

Regarding the period before the restruc-
turing program, the TFP of Vietnamese banking
system decreased in both value-added and
intermediate calculations. The main reason for

the drop in TFP is the significant decrease of

technical change effect. Technical efficiency
increased over that period.

In contrast, after the government took the
action to restructure in the late 2011, the TPF
marked a significant increase in 2011-2014, by,
16% in the value-added approach and 17% in
the intermediate approach. Similarly, the TFP
increase was mainly because of the significant
contribution of technical change effect.

Furthermore, among three groups of banks,
in the pre-restructuring period, only joint stock
banks showed increases in TFP while these
other two groups showed decreases in TFP for
both intermediate and value-added approaches.
However, in the restructuring period, three

groups of banks had increases in TFP mainly
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Table 5. Total factor productivity change, efficiency change effect and technical change
effect of the Vietnamese banking system in the pre-structuring period and the

restructuring period

Value-added approach

Intermediate approach

effch tech tfpch effch tech tfpch

State-owned 1.020 0.784 0.796 1.043 0.942 0.985

Pre-restructuring Joint Stock 0.997 1.0569 1.039 1.039 0974 1.019
(2009-2011)

Foreign & Joint venture 1.041 0.803  0.844 1.048 0.935 0.985

All 1.019 0.882 0.893 1.044 0.951 0.996

effch tech tfpch effch tech tfpch

State-owned 1.012 1.164 1.177 0978 1.024 1.000

Restructuring  joint Stock 1.005 1151 1171 0975 1048  1.023
(2012-2014)

Foreign & Joint venture 1.003  1.134  1.135  1.010 1.392 1.498

All 1.007 1.150 1.161 0.987 1.155 1.174

Source: Author’s calculation

because of technical change. Furthermore,
taking a look at efficiency changes of Vietnamese
banks in this restructuring period, it is clear
that the efficiency measures of three groups
of banks are greater than one in the value-
added approach. It implies that the performance
of banks in Vietnam improved under the
restructuring program. It also somehow indicates
a positive effect of the restructuring program
by the government on the performance of
Vietnamese banks. Noticeably, foreign and joint
venture banks showed a significant increase
TEFP, by 50%, regarding intermediate approach.
This observation implies that despite the shorter
participating time in the banking market,
foreign and joint venture banks have started
improving their business operating as financial
intermediaries in the local market since reform

conducted.

VII. Conclusion

According to Malmquist productivity

index analysis, there was a difference in TFP

changes of Vietnamese banks in the two periods
examined. Both value-added and intermediate
approach estimations observe the same trend.
In fact, in the pre-structuring period, this
Malmquist index was less than 1, implying a
decrease in TFP while it has increased by 16.1%
and 17.4% refer to value-added and intermediate
estimation, respectively, in restructuring period.
The intermediate approach emphasizes the
main role of banks as intermediaries between
borrowers and savers. As for this traditional
focusing estimation, foreign and joint venture
group showed the highest improvement in TFP
while the most successful one in TFP change
in value-added term was the joint-stock group.
The results confirm that the restructuring has
a positive effect on TFP changes of Vietnamese
commercial banks.

Observations figured out from the study
provide evidence showing a positive effect of
the restructuring program, which has the main
aim to raise the stability and efficiency of the
banking system, on the performance of banks

in Vietnam. The fact that foreign and joint
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venture group seem to be successful in TFP in local banks, especially in small banks or

improvement implies banks which have foreign existed weak banks by increasing the permitted

shares in capital structure might operate more maximum share of a foreign investor’s equity in

effectively. The government should consider a local bank.

promoting foreign investors to buy more shares

Notes

1) Faculty of Finance and Banking, College of
Economics, Hue University, Vietnam
Corresponding author: Email: ntktrang@hce.
edu.vn

2) The intermediate approach focuses mainly on
the traditional business of banks, considering
the main aim of banks is transferring deposits
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Appendix

List of banks in the sample

Name of Bank
Asia Commercial Joint Stock Bank
An Binh Commercial Joint Stock Bank
Viet Capital Commercial Joint Stock Bank
LienViet Commercial Joint Stock Bank

Vietnam Bank for Industry and Trade

Joint Stock Commercial Bank for Investment and Development of Vietnam
Dong A Commercial Joint Stock Bank

Southeast Asia Commercial Joint Stock Bank
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The Maritime Commercial Joint Stock Bank
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)

Tien Phong Commercial Joint Stock Bank
Viet Nam Technological and Commercial Joint Stock Bank
Nam A Commercial Joint Stock Bank

— = =
WL DN =

Joint Stock Commercial Bank for Foreign Trade of Vietnam

—
W

Mekong Development Joint Stock commercial Bank
Housing development Commercial Joint Stock Bank
Orient Commercial Joint Stock Bank

— = =
] O Ot

Military Commercial Joint Stock Bank

—
o

Vietnam International Commercial Joint Stock Bank
National Citizen bank

Saigon Bank for Industry &Trade

Saigon-Hanoi Commercial Joint Stock Bank

Saigon Thuong Tin Commercial Joint Stock Bank

Viet A Commercial Joint Stock Bank

Vietnam Commercial Joint Stock Bank for Private Enterprise

DO DD DD DN DO DD =
U W DN —= O ©

Petrolimex Group Commercial Joint Stock Bank

\)
(o)

Viet nam Commercial Joint Stock Exim

A}
J

Indovina Bank
HSBC Vietnam
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China-Arab states Energy Cooperation under
the Belt and Road Initiative: Chances,
Challenges and Policy Implications

Liu Tingting

Abstract

Since China became a net importer of oil in 1993, China and the Arab countries have been
conducting energy cooperation on the basis of mutual economic interests. Under the vigorous
promotion of the China-Arab States Cooperation Forum in the 21t century, the cooperation in the
past two decades has achieved fruitful results, and mutual benefit and win-win has created a strong
vitality for China-Arab energy cooperation. Nowadays, the proposal and implementation of the Belt
and Road initiative has once again provided a new opportunity for energy cooperation between
the two sides. It is undeniable that opportunities are always accompanied by risks. China-Arab
energy cooperation still faces challenges such as geography, competition, internal affairs, and so on.
However, the prospects for China-Arab energy cooperation are considerable. In the future, the two
sides should seize the new platform of the Belt and Road and focus on building a mutually beneficial,

safe, reliable and long-term friendly China-Arab energy strategic cooperation relationship.

Key words: Energy Cooperation, The Belt and Road Initiative, Basis, SWOT Analysis, Prospect
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B&R: The Belt and Road Initiative
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CNOOC: China National Offshore Oil Corporation
IMF: International Monetary Fund

WB: World Bank

AlIIB: Asia Infrastructure Investment Bank

ADB: Asia development bank

CBD: China Development Bank

EXIM: China Export-import Bank

WTO: World Trade Organization

BP: British Petroleum

EIA: The U.S. Energy Information Adminis-
tration

ISIS: Islamic State of Iraq and al-Sham

UAE: United Arab Emirates

LPG: Liquefied Petroleum Gas

GDP: Gross domestic product

EAEU: Eurasian Economic Union

OECD: Organization for Economic Cooperation
and Development

OPEC: Organization of the Petroleum Exporting
Countries

CASSTTC: China-Arab States Technology
Transfer Center

FPCL: Fujian Petrochemical Company Limited
YASREF: Yanbu Aramco Sinopec Refining
Company

SGI2: Saudi Gas Initiative 2

WTI: West Texas Intermediate

EIU: The Economist Intelligence Unit

RMB: Renminbi

RQFII: RMB Qualified Foreign Institutional

Investor

Chapter I: Introduction

1.1 Background
China’s Belt and Road initiative — the
Silk Road Economic Belt? and the 21st-
Century Maritime Silk Road? — (hereinafter
referred to as B&R), proposed by President Xi
Jinping in 2013 and then issued in an official

document from Chinese government in 2015,
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which presents a perspective for future regional
cooperation of Eurasia. Looking at the map
below (Figure 1), the Belt and Road initiative
is through Eurasian continent, the two ends are
Europe and East Asia with strong economy and
booming energy demands, the middle ground of
the line is the developing countries (such as the
Middle East, Africa and Central Asia) with high
development potential and abundant energy
resources. So to speak, the B&R closely links the
energy consumption countries and production
countries, which can effectively optimize the
global energy governance system and promote
energy cooperation.

Nearly five years since this program was
proposed, it already drew worldwide attention
and many countries have generally given high
marks on the Belt and Road initiative. According
to Helen Chin & Winnie He’s article, 656 countries
along the Belt and Road will participate in this
initiative.® Also they identified 48 countries have
taken part in or showed interest towards B&R
initiative.? Among all countries, the Arab states®

are important participants of this project, which
occupy crucial geographical position of the world
map and possess rich oil and gas resources with
high reserves, production and export volume.
On the one hand, China and the Arab states
have common interest claims; these advantages
have virtually helped the energy cooperation
between China and the Arab states. Besides,
there has been a solid historical foundation for
energy cooperation between China and Arab
countries. From the establishment of strategic
partnership to the formation of a high-level
China- Arab Cooperation Forum in 2004, China
and Arab countries have launched a series of
energy cooperation to promote the development
On the other

hand, energy cooperation is an important part

of China and Arab countries.

of whole strategy. The B&R initiative has its
unique connotation and characteristic in China-
Arab energy cooperation, which not only brings
new development opportunities to China-Arab
energy cooperation but also constrained by

geopolitical, competitive and other risks.
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Figure 1. The Map of the Belt and Road Initiative
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1.2 Significance of the Study

This dissertation aims to investigate the
chances and challenges of China-Arab energy
cooperation under the Belt and Road initiative.
Since B&R initiative was proposed in 2013,
until now, China and the Arab states already
reached a consensus to actively promote
energy cooperation and jointly build the Belt
and Road. What’s more, from a great national
strategy into practice, it can’t be separated from
a comprehensive and detailed theoretical basis
and specific classified study. From strategy
formulation to strategy implementation, a
large quantity of literatures and research
achievements as academic supports are needed.
However, I found that the researches about
China-Arab energy cooperation combining the
B&R initiative were not abundant. Therefore,
this thesis has a realistic theoretical significance.
In addition, during the process of energy
cooperation between China and the Arab states,
various problems bound to be encountered. Thus
this article will give policy recommendations in
light of the development strategy of the B&R,
with far-reaching practical significance.

1.3 Literature Review
1.3.1 The Connotation and Strategic Signifi-
cance of the Belt and Road Initiative
He Maochun & Zhang Jibing (2013),
scholars from Tsinghua University, considered
the concept of the new Silk Road Economic Belt
from the perspective of historical inheritance
and international cooperation and deepened the
connotation of B&R in the vertical and horizontal
comparison. On the one hand, the development
of science and technology today laid the
foundation for the revival of the Silk Road. On
the other hand, the concept of B&R not only
conformed to the development trend both at

home and abroad but also considered balanced
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development of politics, economy and culture.
Based on the analysis and forecast of future
development trends, they believed the prospects
for the “Belt and Road” would be substantial.
By studying the model of international regional
economic cooperation under the new situation,
Shen Xianjie (2014) analyzed the important
strategic significance of China’s implementation
of B&R initiative. He found that China could
calmly cope with the pressure exerted by the
United States on TPP and TTIP, and make China
seize the initiative in an open international

environment.

1.3.2 Current Status of Energy Cooperation
between China and the Arab states

At present, there have been some relevant
discussions and preliminary conclusions about
the history, current situation and prospects of
China-Arab countries relations among scholars.
As pointed out by Shichor (1998), due to the
constraints of domestic and foreign factors, the
economic cooperation between China and the
Arab countries was extremely limited before
China’s reform and opening up. Especially in the
1950s to 1960s, the close relations between the
two sides were mainly motivated by political and
strategic factors. Correspondingly, the political
relations between the two parties also indirectly
influenced the economic relations between the
two sides. Another professor Wu Bingbing (2011)
indicated that from 1958 to 1990, Iraq had been
the focus of China’s policy in Gulf region. While
with the intensification of economic and energy
interests, the relations between China and the
Arab states were gradually heating up.

Since becoming a net importer of oil in
1993, China’s dependence on oil imports by
Arab countries has been rising. Oil has become
the largest trade commodity of economic

cooperation between China and Arab countries.
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ME. Herberg (2009) and others called the energy
relations between Asia and Arab countries as
“The New Energy Silk Road.” He believed that
the strong interest in the emerging market
economies such as China, which reflected the
geopolitical “Looking East” tendencies of Arab
countries.

Regarding to the impact of the energy
cooperation between China and the Arab states,
it always remained two different camps. Some
American scholars were pessimistic about the
bilateral relations between China and the Arab
states symbolized by the “New Silk Road.” They
were more interested in the impact of China-
Arab countries energy cooperation on the United
States. The focus of the debate was whether
China’s growing energy demands and the
consequent engagement of China with the Arab
states would threaten the U.S. oil hegemony in
the Arab region and affect U.S. energy imports
from the Arab oil-producing countries. In
response, Zhao Xuchi (2016) said that China and
the United States each has important interests
in Middle East. In the foreseeable future, the
dominance of the United States in the Middle
East would not change. With U.S. strengthening
military presence in this region, it together with
certain western countries, would attempt to
crowd out China in Middle East.

However, some scholars hold optimistic
attitudes about this. Taking Saudi Arabia
as an example, it has become an important
cooperative partner that China sought in the
Arab world, and the political ties between
the two countries have also been increasingly
strengthened. Al-Tamimi (2013) conducted
an in-depth study of the nature of Sino-Saudi
relations in response to the thinking of the U.S.
strategic community about the close relations
between China and Saudi Arabia. In his view,

China’s economic cooperation with Saudi Arabia

was greater than its political contacts. The
approach between China and Saudi Arabia didn’t
intend to weaken the U.S. power. Accordingly,
Afshin Molavi (2011) argued that while shaping
the new geopolitical landscape between East
Asia and Middle East, this New Silk Road would
also intensify regional stability and global
growth.

With regard to the future of energy coope-
ration between China and the League of Arab
States, most scholars generally believed that
there was a unique advantage and a bright
future for the energy cooperation between
China and the Arab states. Scholars Sun Degang
& Yahia ZOUBIR (2014) suggested that sharing
of common values emphasis on national dignity,
revitalization, political multi-polarity, diversity of
development modes and non-interference policy
were positive factors that can promote China-
Arab states energy cooperation. Wu Si’ke (2015),
Chinese former envoy to the Middle East, also
mentioned that security coordination, economic
and trade cooperation and cultural exchanges
were important strategic docking between China
and the Middle East region under the B&R
framework.

Under the new situation, the implemen-
tation of the Belt and Road strategy undoubtedly
opened up new opportunities for China-Arab
states energy cooperation. In his reception to
the Gulf Cooperation Council (GCC) delegation,
Xi Jinping pointed out that China would be
willing to work jointly with the GCC to build
the B&R initiative and pave the way for energy
cooperation between two sides. The GCC
representatives also expressed their strong
desire to promote energy cooperation with
China. Xi also stressed at the 6th Ministerial
Meeting of China-Arab States Cooperation
Forum in 2014 that China is ready to deepen

cooperation with the Arab states in oil and gas,
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infrastructure, trade and investment, nuclear
power, aerospace and satellite and new energy.?

Qian Xuming pointed out in his article
(2017) that China has actively utilized the
existing bilateral and multilateral cooperation
mechanism to promote international energy
cooperation under the context of B&R initiative.
In Qian’s another article (2016), he specially
demonstrated that the energy relation with the
Middle East countries lay at the core of B&R
initiative. Moreover, researcher Yu Jianhua
(2014) indicated that along with the new
opportunities of the common construction of the
Belt and Road, the two sides will build mutually
beneficial, safe, long-lasting Sino-Arab energy
strategic partnership in the future. Thus, the
implementation of the B&R strategy has far-
reaching practical significance for developing
international energy cooperation among China

and other countries.

1.3.3 Challenges of Energy Cooperation
between China and the Arab states

While fully grasping the opportunities of
China-Arab energy cooperation brought by B&R
Initiative, we should also give full attention to
existing problems and potential challenges. Thus
experts and scholars at home and abroad have
mainly explored from the perspective of energy
security and energy strategy.

About energy security, Yang Guang (2004)
found that as China relied more and more on
oil imports from Arab countries, the following
problems eventually began to emerge: seriously
unbalanced China’s trade with oil-exporting
countries, the environmental pollution in the
process of import and the impact of instability in
the Arab countries on oil prices. Jin Liangxiang
(2006) believed that the cooperation between
China and Middle East in the energy sector

was constrained to various factors, such as the
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turbulent political environment in the Arabic
countries, the backward infrastructure, the
bottleneck of transportation and the cooperative
mode of energy companies. The study by
Scholars Sun Degang & Yahia ZOUBIR (2014)
also showed that the intrinsic internal discords
among Arabic countries, low integration and
divergent attitudes towards the West were non-
negligible negative factors during the process
of energy cooperation. Besides, some potential
challenges were stated in Qian Xuming’s (2014)
study, such as: complex and unstable energy
cooperation environment, the distress if non-
traditional security threats and the interference
of big powers, which would hinder the process
of energy cooperation.

By summarizing above relevant literatures
and the discussions on the energy cooperation
between China and the Arab states, it is not
difficult for us to find the energy cooperation
between two sides has been facing with both
opportunities and challenges. Therefore, what
those chances and challenges are, how to calmly
deal with these risks under the strategy of Belt
and Road, and how to improve China- Arab
energy cooperation to a new level will be the

main discussion of this dissertation.

1.4 Content

The whole thesis composed by five
chapters. First chapter is introduction, which
elaborates the background, the significance of
the topic, analysis methodology and some limits
of my research. Also, some previous studies are
summarized in this chapter. The second chapter
is to describe the basis for energy cooperation
between China and the Arab states. Next,
chapter three talks about case studies of energy
cooperation between China’s energy companies
(represented by CNPC and Sinopec) and Arab
countries. By using the SWOT method, this
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part analyzes the favorable and unfavorable
factors existing in the process of energy
cooperation. Final chapter is about the policy
recommendation. Under the background of
Belt and Road Initiative, I will put forward some
suggestions from five aspects, which related
with five priorities that President Xi mentioned
in his speech at Nazarbayev University in Astana
of Kazakhstan. Last but not least, I will give
some conclusion remarks.

1.5 Methodology

In my dissertation, I will mainly use
qualitative research method—case study
approach, and SWOT analysis method will be
applied to analyze two cases, that is, the energy
cooperation between China and Saudi Arabia
and Sudan. All data collected from World Bank,
IMF, AIIB, BP, EIA, CHINA CUSTOMS and other
scholars’ articles. Literature review based on
some mainstream papers, reports, books and
journals from JSTOR/ Google scholar or other
official websites.

1.6 Limitation of the Study

Due to the limited space of articles and
limited knowledge, I could not talk about all
cases of energy cooperation between the Arab
oil-producing countries and China, only a few
representative countries were selected in the
case analysis. Also, because of Belt and Road
Initiative is remaining a ongoing process, which
the progress and final results are not easily
predictable. Thus my dissertation merely gives
preliminary study, prediction and suggestion.
And the author hopes this thesis will cast a brick
to attract jade and stimulate more scholars to do
more deepen studies.

Chapter II: The Basis for Energy
Cooperation between China and
the Arab States

2.1 The Strained U. S. -Arab relations Urged
Arab Countries to Seek New Partners
(1) The Bush Administration’s Foreign Policy
towards the Arab countries
The September 11 attacks were a turning
point, which affected President George W. Bush
to make readjustments of U.S. grand strategy
and form a new basis for U.S. foreign policy. He
had to alter his focus from domestic issues, such
as education and social security to international
concerns.” Very soon, as a response to the
attacks, the more comprehensive Bush Doctrine
was announced. And the main characteristics of
Bush’s foreign policy were explicit: unilateralism
and anti-terrorism. Based on neo-conservatism,
Bush preferred the solution of prevention
and unilateral military actions (without the
approval of international society) to guarantee
U.S. national security.® Also, he believed that
the United States has been playing the role of
world hegemon; it has right, responsibility and
overwhelming power to combat terrorism and
promote democratization and regime change in
the Middle East.”
As a result, Bush initiated the invasion
of Afghanistan in 2001 and Iraq in 2003
subsequently, which not only made the United
States bogged down in Iraq and Afghanistan for
a long time, but also caused turbulence in the
Arab world, such as the instability in Iraq and the
suspension of Palestinian-Israeli peace talks'®,
have become increasingly prominent. Such
interventions just left irreparable harm on the
hearts of the Arab people. Gradually, the rising
dissatisfaction within the Muslim community

has left a vacuum in the strategic security of
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the Arab world and provided fertile ground for
much more terrorist violence. Meanwhile, the
anti-US sentiment around the world reached
unprecedented high. As John Rielly’s research
mentioned, a poll conducted by Stern magazine
in 2007 indicated that most Germans considered
the U.S, as a greater threat to world peace
than Iran, and many other polls proved that
this sentiment was shared throughout most of
Western Europe and many other parts of the

world.'

(2) The Obama Administration’s Foreign Policy
towards the Arab countries

In the aftermath of the Bush administration,
the financial crisis erupted in 2008, and the rise
of emerging economies formed a considerable
impact on the United States. Along with the
Afghanistan war and the Iraq war remained
unresolved, which not only widened the mistrust
and animosity between America and Muslim
peoples and societies,'® but also weakened
the dominance of the United States in the
international order, Barack Obama has sought to
adjust American foreign policy for improving the
image of the United States.

Obama’s grand strategy was more moderate,
he has attempted to get rid of the unilateral
rhetoric of the War on Terror and emphasized to
work with allies to seek legitimacy.'® In dealing
with the relation with the Arab world, he actively
called for mutual understanding, advocated the
withdrawal of troops from Iraq and promoted
to revive peace talks between Palestine and
Israel from 2010. Under Obama’s efforts, all U.S.
soldiers withdrew from Iraq on 18 December
2011, almost nine years military presence
ended. However, not all endeavors achieved
expected results, for example, Palestinian-Israeli
peace talks have not made substantial progress

and terrorist attacks resurged and frequently
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occurred. The fact was that Arab world was still
in turmoil, leading to the rising of anti-American
sentiment of the Arabic public. U.S. policy on
Arab nations failed to win the heart of Arab
world, it just brought casualties, destruction
and displacement. In addition, for the United
States, the study of Mark Boris Andrijanic
(2015) demonstrated that the American energy
revolution has increased its capacity of self-
reliance, and the reduction in oil imports have
also contributed to the change of the U.S. foreign
policy, which has enabled the U.S. to preform a
more independent and less involved role in the
Arab region.'¥ While for the Arab states, the
impacts of American departure from this region
were profound, which would gradually urge
countries like Bahrain and Qatar to seek new
regional powers as military protectors or drive

to close relations with China.'»

(3) China’s Foreign Policy is in the Interest of
the Arab people

With the advancing of China’s reform and
opening up, China’s economy has achieved
remarkable success in recent decades. According
to China’s Arab policy paper released in January
2016, China established diplomatic ties with all
22 Arab countries since 1956. Over the past 60
years, China has always adhered to the “Five
Principles of Peaceful Coexistence”(proposed
by Premier Zhou Enlai in 1953), namely, “mutual
respect for sovereignty and territorial integrity,
mutual non-interference in each other’s internal
affairs, mutual non-aggression, equality and
mutual benefit, and peaceful co-existence”'® in
dealing with the regional hot-spot issues. Thus
I will list main regional conflicts and briefly
describe China’s stance towards those issues in
Table 1 below.

As scholar Wang Jinglie written in his
article (2010), China’s sincerity in dealing with
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Table 1. China’s Stance towards Main Region Conflicts in the Arab Region

Main regional conflicts

Participation of conflicts

China’s stance

Syrian Crisis

The United States, Syrian
opposition groups, Bashar
al-Assad Regime, Russia,
UN, Gulf Cooperation

China vetoed against UN
resolutions, opposed any
military intervention, and
addressed problems through

Council, EU dialogues and  political
means.'”
Palestine-Israel Issue Palestine, Israel China insisted a neutral

place and offered help with
negotiation multiple times.'®)

South Sudan-North | Northern Sudan, Southern | China played as a mediator
Sudan Conflict Sudan between two sides and it
actively  performed  the
responsibility  of  great

power.
Darfur Issue Sudanese government | China adopted a
(military  group), JEM | “responsible stakeholder

(non-Arab Muslim)

role” to urge the Sudanese
government to improve the
humanitarian situation;
China insisted that the
essence of issue is the issue
of development and
continued to support the
development of this region.'”

ISIS

Syria, Iraq, Libya, ISIS

China actively participated
the international cooperation
of anti-terrorism activity and
safeguard world peace.

Source: based on reference articles and author’s own summaries

Note: Since Iran and Afghanistan are non-Arab states; I didn’t list them in the table. However
the existing issues remained considerable. Regarding to Iranian nuclear issue, China didn’t favor
unilateral sanctions against Iran and final settlement should basis on dialogue, negotiation and
other means of cooperation. (Mu Chunshan, (2013), The Iranian Nuclear Question: China’s
Perspective, The Diplomat.) In terms of conflict between Afghanistan government and the Taliban,
China kept low-key positions on Afghanistan and refused military involvement and take cautious
approach to the Taliban, however China actively joined the postwar rebuilding of Afghanistan.
(Zhao Huasheng, (2012), China and Afghanistan: China’s interests, stances, and perspectives.)

relationships in common grounds, and its firm
position on opposing imperialism and colonialism
and supporting the oppressed people fighting for

national independence and liberation, won the

general praise of Arab countries.?” To sum up,
in my understanding, the relations between the
United States and Arab countries have become

increasingly rigid; the historical relations that
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Arab countries have relied on the United States
might not last long. While China has attained
outstanding achievements after 30 years of
reform and opening up, the increasing influence
in international affairs and the peaceful foreign
policy advocated has won Arab people’s heart.
As a more mature and more responsible major
power, China has a great attraction to Arab
countries and has gradually become a better
candidate for developing bilateral or multilateral

cooperation with the Arab states.

2.2 The Rising Importance of the Arab
region to China

Since China has been pursuing Periphery
Diplomacy, an enabling international
environment was significant for achieving
China’s rise and peaceful development. The Arab
region, shared tradition and comprehensive
friendship with the link of ancient Silk Road,
has gradually stepped into China’s diplomatic
horizon.

Politically, the countries in the Arab region
and China all belong to the developing countries,
they have common interest demands and
all long for peace and development. At the
same time, because of its unique geographical
advantages, the Arab region has always been
political whirlpool center of big power game and
the places where civilization of East and West
meets for centuries. After the founding of New
China (1949), the Bandung Conference, which
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took place in April 1955, has not only witnessed
both sides supported each other in the liberation
struggle for national independence, but also
shared similar position and view towards many
international issues. For example, the Chinese
government supported Egypt to recover its
sovereignty over the Suez Canal and Palestinian
people fight for the national rights, their
friendship stood the test of time and became
constantly deepened and profound. As of 1990,
China has already established diplomatic ties
with all member states of the League of Arab
States and the close development of their
relations has laid a firm foundation for the
economic and trade development. The good
and close diplomatic relations between China
and the Arab states have not only helped to
promote the influence of developing countries
in international affairs but also benefited to
establish a more justice and a more reasonable
new international political order.

Economically, since China begun reforming
and opening up in 1978, and the China-Arab
States Economic and Trade Forum established
in 2010, China-Arab economic and trade
cooperation made fruitful achievements under
the joint efforts.?) In recent years, the trade
volume between China and Arabic states has
kept rising sharply. For instance, referring to
Table 2 below, in 2004, the volume of Sino-
Arab trade amounted merely $36.7 billion but in
2011 it reached nearly $200 billion.?® In 2016,

Table 2. China-Arab Trade Volume (Unit: Billion Dollars)

Year 2004 | 2005 | 2006 | 2007

2008 | 2011 |2012 |2014 |2016

Volume | 36.7 51.3 65.4 80

132.8 | 200 222 312 171.1

Source: Data collected from Sebastian Hornschild, (2016), China in the Middle East: not
Just about oil; Mohammed Numan JALAL, The China-Arab States Cooperation Forum:
Achievements, Challenges and Prospects, Journal of Middle Eastern and Islamic Studies (in

Asia) Vol. 8, No. 2, 2014
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China-Arab trade volume totaled 171.14 billion
US dollars, and the value of newly signed project
contracting agreements stood at 40.37 billion
US dollars, up by 40.8%.2» “China imported
380 million tons of oil in 2016, including
150 million tons of oil imported from Arab
countries, accounting for 40 percent of China’s
total imports”, Yang Fuchang, the former Vice
Minister of Foreign Affairs, demonstrated in
symposium “Belt and Road Initiative: Towards
Greater Cooperation between China and the
Middle East”.?» According to statistics from
the UAE Ministry of Economic Affairs, between
2014 and 2016, UAE-China bilateral trade
volume totaled 52 billion dirhams (about 141.8
billion U.S. dollars). For three consecutive years,
China ranked first in the UAE’s major trading
partners.? With the size of China-Arab trade
was enlarging, the prospect for cooperation was
bright as well, which provided a solid foundation
for further energy cooperation between two
sides.

Culturally, Arab countries and China with
time-honored history and civilization, have
also conducted dialogues on many occasions,
broadened the channels of people to people
exchanges and deepened the friendship between
two sides. In fact, under the promotion of the
China-Arab States Cooperation Forum (CASCF),
China and Arabic region have held three
sessions of Arabic Art Festival and Chinese Art
Festival respectively, five sessions of China-Arab
Friendship Conference and other events that
were beneficial to the cultural communication.
These measures were true portrayal of the
cultural exchange between China and Arabic
nations, which vividly demonstrated diverse
civilizations should make concerted efforts to
learn from each other, seek common ground
and reserve differences to achieve common

development.

2.3 The Outstanding Complementarity in
Energy Structure between China and the
Arab states
According to BP Statistical Review 2017,
China remained the world’s largest energy
consumer, accounting for 23% of global energy
consumption and contributing 27% to global
energy demand growth in 2016. Although
Chinese economic development demonstrated
a new trend of medium-high rate of growth,
companying with the weakening energy demand
growth; the situation that China’s energy
production rate couldn’t catch up with the
growth rate of energy demand has still not been
greatly improved. For example, China’s net oil
imports (included crude oil, refined oil, LPG and
other products), exceeded 300 million tons for
the first time in 2014, and reached 378.3 million
tons until 2016 (Figure 3), a year-on-year
increase of 9.9%, with a high degree of import
dependence of 67.3%), almost the highest in its
history (Figure 2). However, oil production
declined by 310 Kb/d to 4 Mb/d in 2016, the
largest annual decline ever.?®
What’s more, the proportion of coal was
too large, the contradictions of energy structure
of other small proportion of energy, such as
oil and natural gas, have become increasingly
prominent. In terms of clean energy sources,
such as natural gas and nuclear energy, the gaps
between production and demand were relatively
large. It is predicted that by 2020, China would
not only continue to maintain its position as
world’s largest importer of crude oil, but also
become the largest importer of natural gas.?”
The first two decades of the 215 century stands
for a critical period for China to build a well-off
society in an all-around way and speed up its
industrialization. Thus the solution to the energy
issue concerns the development of China’s

economy, the improvement of people’s living
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Figure 3. China’s Oil Net Import 2000-2016

standard and even the rejuvenation of a nation. the Arab League accounted for about 44% of

The League of Arab States, including 22 China’s oil import share in 2014, about 53% if
Arab countries, accounts for the large proportion including Iran, that is, almost half of China’s
of China’s oil import sources, playing the oil was imported from the Middle East. Since
pivotal role. It is clear from (Figure 4) below, 2002, Saudi Arabia has been China’s largest
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Figure 4. China’s crude oil imports by source in 2014
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Figure 5. Top 10 Oil Suppliers of China in 2016

oil supplier. Among the top 10 oil suppliers to
China in 2014, Saudi Arabia, Oman, Iraq, United
Arab Emirates and Kuwait ranked No. 1, 4, 5, 8
and 9 respectively. Even though in 2016, China’s
largest supplier of imported crude oil was

replaced by Russia, Saudi Arabia has remained
one of top suppliers in the list. (Figure 5)
Judging by the current economic develop-
ments both at home and abroad, China urgently
needs to conduct all-round and friendly
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cooperation with the Arab League, which
includes the energy sector. The Arab League,
which is dominated by oil and gas resource
countries, also sincerely wishes for energy
cooperation with China.

First of all, the main pillar industries of
these Arabic countries are oil and gas resources.
For example, Saudi Arabia heavily relies on oil
revenues, accounting for 88% of total export
earnings, about 75% of state revenues and 40%
of GDP.?® They had to seek a long-term, secure
oil and gas export market by using their own
unique resource advantages and developing
their economies through the implementation
of sustainable energy development strategies.
However, having experienced the downturn
in oil prices between the 1980s and 1990s
(Figure 6), the oil-producing countries in
the Arab region were unable to make ends
meet, so the idea of changing the oil industry

system and adjusting energy strategies was
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increasingly pressing. Taking Saudi Arabia as
an example again, the sharp decline of oil price
led to dramatic reduction of its oil revenues,
then causing the lower GDP growth, as well as
higher budget deficit.? As a result, these oil-
producing countries had to endeavor to increase
their production capacity and seize the leading
position in the world crude oil market. They had
to actively seek for new and safe investment
destinations, intensify overseas investment and
strengthen export capacity; broaden diversified
export channels and build an oil and gas industry
integrating exploitation, refining, transportation
and marketing system. Moreover, due to the
shale gas revolution, the U.S. dependence on oil
and gas in the Arab region has been reduced,
which led to those Arab states become more rely
on Asian market.*®

In addition, in dealing with Arab countries’
matters, China won the unanimous appreciation

of the Arab people for its great power, but

Crude Oil Prices
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also attracted the Arab people because of its
rising economy. More and more Arab countries
were optimistic about China’s oil and gas
consumption market and actively carried out
energy cooperation with China on energy
exploration, exploitation and extraction. When
Vice Foreign Minister Zhang Ming visited Oman
in 2015, Oman has expressed its willingness to
strengthen cooperation with Chinese side in
the fields of production capacity, infrastructure
construction, energy, technology transfer and
human resources development.?P This showed
that the energy cooperation between China
and the Arab states would promote direct
investment and trade between the two sides,
such as finance, manufacturing, agriculture and
tourism and other mutual benefit cooperation.
To sum up, in my understanding, the feasible
and enduring national interests, along with the
mutual complementarity and mutual needs of
economic development will become the major
driving force for energy cooperation between
China and Arab states in the 21st century.

2.4 The Belt and Road Initiative Provides a
New Opportunity for Energy Cooperation
between China and Arab states
On March 28, 2015, with the authorization
of the State Council, China’s National
Development and Reform Commission, the
Ministry of Foreign Affairs and the Ministry of
Commerce jointly issued the “Vision and Actions
on jointly Building Silk Road Economic Belt and
the 21-Century Maritime Silk Road”®. So far
B&R has become the key word for China’s grand
strategy for diplomacy in 2015, in advancing
this initiative, the Chinese government
comprehensively pushed forward this strategy
from the aspects of economy, politics, society
and culture. The “keeping-low-profile” Chinese

foreign policy for many years has been gradually

altering.

As Arab countries are located in the
convergence zone of Asia, Europe and Africa,
they have geographical advantages and will
be main beneficiary countries during the
implementation of the B&R initiative. China has
mainly played economic cards towards Arab
countries and emphasized the establishment
of infrastructure such as roads, airports and
ports, as well as the interconnection and
interoperability of various oil and gas pipelines
and power grids, in order to strengthen the
alliance with Arab countries in the field of energy
exchanges and cooperation. Meanwhile, the Arab
states have given positive responses towards
this strategy. For instance, Kuwait is planning
a $130 billion project to build a new city in the
coastal region of Sofia in northern Kuwait. Once
completed in 2035, it will become an important
strategic hub of the Silk Road connecting China
and Europe.®® Qatar hopes that China could
actively participate in the construction of its
own railways and ports and then pave the
way for the smooth implementation of whole
B&R strategy. Turkey and China have reached
cooperation in fields such as aerospace, finance,
investment and high-speed rail, to push forward
the process of the B&R strategy. The smooth
implementation of B&R initiative undoubtedly
brought unprecedented opportunities for energy

cooperation between two sides.

Chapter III: SWOT analysis on Energy
Cooperation between Chinese Energy
Enterprises and the Arab states

SWOT analysis, known as the four
English letters represent: Strength, Weakness,
Opportunity, Threat, which S&W are mainly
used to analyze the internal environment; O&T

are used to describe the external environment.
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In this chapter I will choose Sudan and
Saudi Arabia as two case studies to describe
energy cooperation between China’s energy
companies and Arab countries. By using the
SWOT method, I will specifically explain the
favorable and unfavorable factors existing in
the process of CNPC’s energy cooperation in
Sudan and Sinopec’s in Saudi Arabia, as well
as the opportunities and challenges, providing
references for China to further expand its

energy cooperation with the Arab states.

3.1 Energy Cooperation between China
and Sudan
1. Sudan at A Glance
Sudan, located in the transition zone
between West Asia and North Africa, is an
extremely significant international strategic
channel. It is an important gateway from North
Africa to the hinterland of Africa, a traffic hub
from the Red Sea to the middle of Africa and
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from the Mediterranean to the Indian Ocean as
well. (Figure 7) As World Bank described, the
country has been beset by conflict for most of its
independent history.? Until 2011, the southern
part of Sudan seceded and formed the Republic
of South Sudan under the terms of a peace
agreement in 2005.%

In the 1990s, oil fields with abundant
reserves were found in Sudan. According to
BP Statistical Review of World Energy 2016,
the proved oil reserves of Sudan rose from 0.3
thousand million barrels in 1995 to 0.6 thousand
million barrels in 2005 to 1.5 thousand million
barrels in 2015. With the growing oil reserves
and increasing oil production (respectively
9000 bb/d in 1997, 294000 bb/d in 2005 and
475000 bb/d in 2009%9), Sudan’s status in oil-
exporting countries has gradually risen. Prior
to the split, the unified Sudan was the second-
largest oil producer in Africa in 2010, outside

of the Organization of the Petroleum Exporting

Al Fasher

Source: africaguide.com

Semma viest

Figure 7. The Map of Sudan and South Sudan
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Countries (OPEC).*” However, about three-
fourths of the oil production was gained
by South Sudan since the split in 2011. At
present, although Sudan and South Sudan’s oil
sectors are closely linked, disagreements over
oil revenue sharing and armed conflicts still
frequently occurred in both countries, the total
production of oil has dramatically declined (see
two figures from EIA below), which led to the
huge loss of Sudan’s economy.*®

2. Profile about China-Sudan Energy
Cooperation
China and Sudan have established
diplomatic relations as early as 1959.
However, until the mid-1990s, two countries
just maintained a stable bilateral political
relationship, while cooperation in other areas
were very limited. Until 1995, a production-
sharing contract (PSC) signed by China
National Petroleum Corporation (CNPC) and
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the Sudanese Ministry of Energy and Mineral
Resources for Block 6 in the Muglad basin.*»
So to speak, oil as a key medium, began to
closely linked two distant countries and greatly
promoted the process of exchange between
two countries. Since then, China and Sudan oil
cooperation has kicked off; Chinese enterprises
have started large-scale investment in Sudan
oil industry. As Sudan’s top oil exporter, oil
cooperation between two countries developed
rapidly. Over the past two decades, the outcome
of China-Sudan energy cooperation has been
reflected in the Sudan economy and all aspects
of people’s lives.

First of all, the Sudanese oil industry
has formed a complete system. China
National Petroleum Corporation (CNPC) had
upstream investment projects in five major
oil fields: Blocks 1/2/4, Blocks 3/7, Block 6,
Block 13 and Block 15 oil fields*® and put
into operation, its output accounted for the
majority of daily crude oil production (50 million
barrels). Simultaneously, China-Sudan jointly
construction of Khartoum Refinery, with an
annual crude processing capacity of 2.5 million
tons,*Y which not only solved the Sudan’s
domestic demand for gasoline and other refined
oil, but also helped export some refined oil. In
addition, China has helped Sudan to build oil
pipeline and other oil industry facilities, such
as crude oil pipelines of Blocks 1/2/4 to Red
Sea, of Blocks 3/7 to Port Sudan, and Block 6
to Khartoum refinery, were also constructed by
CNPC.

Second, the cooperation between China and
Sudan has further developed from oil projects
to a large number of engineering contracting
projects, which has achieved positive results.*?
One example is the El Gaili Power Station
project that Harbin Power Engineering Company

Limited built in Sudan; it served to solve the
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power shortage problem that troubled Sudan
for many years and benefited to the livelihood
of people.®® The local people even sincerely
called the Chinese and Sudanese workers who
participated in this project the “bringers of
Light” .49

Third, China-Sudan energy cooperation
has greatly increased the local employment
opportunities, including more than 10 million
direct employees. All the ongoing CNPC projects
in Sudan employed large numbers of local
Sudanese employees, and over 90% of the staff
were local Sudanese in some projects, according
to Zhu Junfeng, head of the CNPC Coordination
and Leading Group for Sudan Projects and
general manager of CNPC International (Nile)
Limited.®

Fourth, while helping Sudan to develop
energy and mining, China also helped train local
Sudanese employees, which not only satisfied the
demand of skilled manpower for these projects,
but also produced a large number of operatives
and managerial talents for Sudan’s oil industry.*®
In addition, Chinese companies constructed
roads, hospitals and water supply and other
supporting facilities, which improved the local
residents’ living environment significantly. In
sum, CNPC’s energy investment in Sudan was its
largest investment project overseas, and the first
upstream and downstream integration project as
well. The energy cooperation between two sides
brought tangible economic benefits, but also
made outstanding contributions to the world’s
energy security.

Sino-Sudan energy cooperation can be
regarded as the most successful case in the
history of China’s energy diplomacy, which is
also the main reason I chose Sudan as one of
cases. Nowadays, Sudan has also been one of
crucial participants in China’s Belt and Road

initiative and has benefited from China’s active
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investment in many projects ranging from
infrastructure to education. After the general
overview, I will use SWOT method to analyze the
advantages and disadvantages of future energy
cooperation between the two countries.

3.1.1 Analysis of Strengths of Internal
Environment
(1) CNPC’s Advanced Technical Conditions Had
a Great appeal to Sudan
CNPC had a wealth of experience and
advanced exploration technology in the energy
operations, which was also a major factor
contributing to the energy cooperation between
CNPC and Sudan. Since the geological conditions
of Sudanese oil area were similar to that of
Bohai Bay basin in China, and coincidentally
Chinese side had mature experiences and
techniques in exploration and development of
such fields, which made the energy cooperation
between CNPC and Sudan even more powerful
and reliable. Hence, on September 26, 1995,
CNPC and Sudan Ministry of Energy and Mines
reached a consensus jointly signed a Production
Sharing Agreement about Block 6 oilfield of the
Muglad Basin in Darfur, located in southern part
of Sudan. As the earliest wholly-owned project
of CNPC in Sudan, by the end of 2004, CNPC
achieved 210 million barrels of accumulated
recoverable reserves and over 1 billion barrels of
proven geological reserves in Block 6.7
In November 1996, CNPC won the right
to exploit the oil block 1/2/4 of the Muglad
Basin. CNPC adopted a series of mature
domestic technologies to effectively increase
the production capacity of the oilfield. The
annual production capacity of Block 1/2/4 was
increased to 10 Mt within eighteen months.*®
Besides, applying its technical strength, CNPC
discovered Palogue, a world-class oil field in the
Meluft Basin in Block 3/7 of in 2003, followed

by the 100 Mt Moleeta Oilfield and several
smaller oilfields of around 10 Mt.*” Another
successful example is Khartoum Refinery,
the largest refinery in Sudan, which jointly
operated by CNPC and the Sudan Ministry of
Energy and Mining. Complying with Chinese
national standards, KRC adopted state-of-the—
art technology, and the output of the refinery
jumped up to 5 million t/a until 2006 by using
overall oil-processing techniques, advanced

inventions and materials.?”

(2) The Government Support Provided the
Strong Guarantees for Energy Cooperation
between Two Sides

Government support for energy cooperation
is mainly reflected in the two aspects: financial
assistance and policy support. In terms of
financial support, China Development Bank
(CBD) and the China Export-Import Bank
(Exim) played leading role, which were
established in 1994.5Y For example, CNPC’s
acquisition of Sudanese oil fields (Block 6)
was initially met with disapproval and only
after intense lobbying did the China Exim
Bank provided CNPC the aid to pursue the
project.® And in Block 3/7 project, CNPC also
obtained 400 million Yuan loan support from
former Ministry of Foreign Trade and Economic
Cooperation.®

With regard to policy support, the govern-
ment support national oil companies through
diplomatic channels can be defined as
“petroleum diplomacy”. The increasing attention
given in Sudan evidenced by the increasing
number of high-level visits to Sudan. For
example, from 1959 to 1999, Chinese top leaders
merely visited Sudan six times during four
decades. While from 2000 and 2009, five times
official visit and four of them were arranged
to visit CNPC’s projects, which implied that



two governments showed great concern and
increasingly played the “escort” role in bilateral
energy cooperation. Moreover, the Chinese
government has strengthened its political
relations with Sudan by reinforcing high-level
meetings on various multilateral occasions,
promoting the China-Sudan joint ministerial
committee mechanism and promoting inter-

party exchanges and military cooperation.

(3) CNPC’s Joint Venture Mode Has Promoted
the Energy Cooperation Process

Among all projects CNPC invested in Sudan,
only the Block 6 project and the construction
of petrochemical plant were solely owned by
CNPC. Others have adopted a joint venture

M Sudan Block 6

Date of signing: September 26, 1995
Block area: Approx. 17,900 km’
Operator: Petro-Energy Operating Company (Petro-Energy)
Shareholders: CNPC, by 95%
Sudapet, by 5% \

M Sudan Block 1/2/4

Date of Signing: March 1,1997
Block area: Approx. 35,900 km’
Operator: Greater Nie Petroleum Operating Company (GNPOC)
Shareholders: CNPC, by 40%

Petronas, by 30%

ONGC, by25%

Sudapet, by 5%
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model consisting of CNPC with the Sudanese
government and various shareholders. This
model could not only effectively spread the risk,
but also help to form the scale effect, making
the pie bigger. (The figure below provides an
overview of the joint venture model used by
CNPC in its Sudanese oil investment projects.)
What’s more, “under this model, the Chinese
Government and enterprises provided capital,
technology, and equipment for Sudan, but also
attached great importance to Sudan’s human
resources development,” Awad Ahmed Al-

Jaz, Sudanese Minister of Energy and Mining,

once told the reporter of Chinese News Agency
Xinhua.>®

W Sudan Block 13

Date of signing: June 26, 2007
Block area: Approx. 27,600 km’
Operator: Coral Petroleum Operating Company (CPOC)
Shareholders: CNPC, by 40%
Pertamina, by 15%
Sudapet, by 15%
Express, by 10%
Africa Energy, by 10%
Dindir, by 10%

M Sudan Block 15

Date of signing: August 30, 2005
Block area: Approx. 24,400 km’
| Operator: Red Sea Petroleum Operating Company (RSPOC)
Shareholders: CNPC, by 35%
Petronas, by 35%
Sudapet, by 15%
Express, by 10%
Hi-Tech, by 5%

M Sudan Block 3/7

Date of signing: November 11, 2000
Block area: Approx. 72,400 km®
Operator: Petrodar Operating Company (PDOC)
Shareholders: CNPC, by 41%
Petronas, by 40%
Sudapet, by 8%
Sinopec, by 6%
TriOcean, by 5%

Source: CNPC in Sudan—Review of 15 years of Sino-Sudanese petroleum cooperation, p6. Available at
http://petrochinaintl.com.cn/csr/xhtml/Page Assets/CNPC%20in%20Sudan.pdf

Figure 10. CNPC'’s projects in Sudan
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3.1.2 Analysis of Weaknesses of Internal
Environment
(1) Dispute over the Redistribution of Oil
Interests after the Separation of North and
South Sudan
South Sudan possessed about 75 percent of
the oil production when it became independent
in July 2011. According to the US Energy
Information Administration (EIA) there are
three refineries located in Sudan; Khartoum,
Port Sudan and El-Obeid with total refinery
capacity just less than 122,000 bpd.®® Although
most of the oil production capacity is now in
South Sudan, South Sudan remains dependent
on North Sudan to use its refinery, export
pipelines and port,®® thereby the heart of the
dispute is that South Sudan must pay Sudan
transit fees in order to transport South Sudan’s
oil from the oil fields located in South Sudan
to the sea ports in Sudan.’” This led to a big
divergence over the distribution of oil interests
between two sides: South Sudan needed to
rely on North Sudan’s transport facilities and
desired more income distribution, while North
Sudan expected to control the southern oil
revenues under the central government. As
a result, due to the unresolved issue of the
redistribution of oil interests, the two sides have
been continuously conflicting and contradictory
for many years. In January 2012, because of the
disagreement over the distribution of petroleum
interests between North and South Sudan,
South Sudan announced that the oilfields in
Block 1/2/4 and Block 3/7 have all been shut
down,*® which has seriously affected China’s
oil interests in Sudan. Until April 2013, South
Sudan started to resume production due to the
active promotion of the international community
and the Chinese government. So to speak, if
the redistribution of oil interests between north

and south Sudan cannot be properly handled, it

would become the biggest stumbling block in the
future bilateral energy cooperation.

(2) The Issue of Border Security has been
Another Major Hidden Danger during the Energy
Cooperation

North and South Sudan have yet to reach
a final agreement on the issue of border
demarcation. The issue of attribution of Abyei
region has been seen as a potential “gunpowder”
for the conlflicts between North and South. This
fertile land is located in the North-South border
and possesses rich underground petroleum
reserves, which has been an important oil-
producing area. And one of important Sudanese
oil pipeline, the Great Nile, passed through the
Heglig oil field in this region directly to the Red
Sea port. In order to compete for oil interests,
many conflicts broke out between North and
South, so that tension has been mounting in this
region.

In addition, after the split between South and
North Sudan, there were still some differences
in religion, ethnicity, culture and politics, two
sides continued to encounter contradictions and
disputes. Most of northern people were Sunnis,
while the south dominated by tribal people.
The frequent clashes affected people’s lives and
property safety, the cases of attack, kidnapping
and robbery of the employees of Chinese oil
companies sporadically occurred. This has
seriously influenced China’s oil security in the
region and has to a certain extent restricted the
process of oil exploration by Chinese energy

companies in this area.

3.1.3 Analysis of Opportunities of External
Environment

Since the United States imposed sanctions

on Sudan in 1997, the United States and other

major Western powers have withdrawn from the
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Sudan oil market, which has given tremendous
space for advancing the investment of Chinese
oil and gas companies in Sudan. Seeing that
South Sudan split from Sudan, the United
States might return to South Sudan oil market.
However, based on the current situation, first,
the exploration range in South Sudan was rather
small, United States large-scale return still lacks
substantial motivation; second, North and South
Sudan had a strong wish to strengthen mutually
beneficial cooperation, whereas the United
States won’t be willing to share a piece of cake
with North Sudan, thus it might not open oil and
gas resources to South Sudan in the short term.
In view of this, on the one hand, the threats from
the United States would not be large, and other
Western developed countries still took a wait-
and-see attitude and were more cautious about
oil and gas investments in Sudan. On the other
hand, China has kept maintaining close contact
with South Sudan, not only providing financial
support in various fields but also rich experience
and technical assistance in oil exploration in
South Sudan. Therefore, the prospect of energy
cooperation between China and Sudan would be

very promising.

3.1.4 Analysis of Threats of External
Environment
(1) Respond to the Challenge of Resource
Nationalism Wave
One Economics professor Geoff Riley
pointed out those have natural endowments
such as minerals and other commodities have
been continually assessing how they can acquire
more revenue by various means, such as taxes,
royalties or full-scale state-ownership from
these resources while it might inhibit foreign
direct investment (FDI) and affect existing
operation.’® Indeed, with the increasing

importance of African petroleum resources in
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the global energy landscape, there was a trend
of rising resource nationalism in African oil-
producing countries.

In the new wave of resource nationalism
from 2003 to 2008, various energy-producing
countries in Africa experienced threats of tax
increase to varying degrees (such as Ghana and
Sierra Leone) and renegotiation of condition
(such as the new regulation of oil companies
in Nigeria, Libya and Algeria), the expansion
of participation and nationalization of state-
owned companies (such as Namibia), especially
in the oil and gas industry. Although following
the global financial crisis in 2008, with the sharp
drop in international oil prices, the momentum
of resource nationalism in Africa has been
suppressed. However, South Sudan, which has
just been independent, facing of severe domestic
economic problems, might still be able to boost
its energy revenue by resource-nationalist
approach such as renegotiating oil contracts
with foreign oil companies or increasing oil

revenues.®?

3.2 Energy Cooperation between China

and Saudi Arabia

1. Saudi Arabia at A Glance

Saudi Arabia was established in 1932 by

King Abd-al-Aziz and it has been a main player
located in Arabian Peninsula. Although most
of Saudi land consists of inhospitable deserts
and barren wilderness, it became one of the
wealthiest countries in the Arab region. It is
the only country that has both the Red Sea and
Persian Gulf coastlines (see the map below). As
BBC news described, the stature of Saudi Arabia
is built on its geographical size (twice that of
France and Germany combined), its prestige as
the custodian of the birthplace of Islam and its
colossus status as an oil producer.5?

Saudi Arabia is known as the “oil kingdom”.



Source: https:/geology.com/world/saudi-arabia-satellite-image.shtml

Figure 11. The Map of Saudi Arabia

According to the data from OPEC Annual
statistical bulletin 2017, its proven crude oil
reserves are 266.2 billion barrels at the end
of 20165 and the daily crude oil production
capacity reaches 10.5 million barrels possessing
around 22% of the world’s proven petroleum
reserves and ranks as the largest exporter of
petroleum.5 Except the vast oil resources,
Saudi Arabia’s remaining recoverable reserves
of natural gas is 8.2 trillion cubic meters,
accounting for 4.1% of the world’s reserves,
ranking fourth in the world. The oil and gas
sector contributes about 50% of gross domestic
product (GDP), and about 85% of export
earnings to Saudi Arabia.®® As a number of
WTO, OPEC, the GCC and G20, Saudi Arabia
has been playing a decisive role in the political,
economic, and religious fields in the Arab region
and even in the world.

2. Profile about China-Saudi Arabia
Energy Cooperation

The researcher Naser Al-Tamimi®® once

wrote this in his book:
China and Saudi Arabia moved to an advanced
stage when the diplomatic relations was officially
established in July 1990. And the bilateral links
grow rapidly and further expanded im the
Jollowing decades. The economic cooperalion
wm petrochemical sector 1s a case in point. (Al-
Tamimi, 2014)

Therefore, during the visit of the then-
President Jiang Zemin to Saudi Arabia
in 1999, the two sides have established a
strategic petroleum partnership and signed
an oil cooperation agreement. The agreement
stipulated that Saudi Arabia would open its
domestic oil and gas market to China and
allow Chinese companies to enter the oil
exploration and production field. China has
also agreed to open the domestic oil processing
and consumption market to Saudi investors,
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which has created favorable conditions for
the economic, trade and energy cooperation
between the two countries. As a result, China
Petroleum and Chemical Corporation (Sinopec)
and Saudi Aramco have collaborated on
downstream projects in China, joining forces to
build a refinery in Qingdao in eastern Shandong
province and to expand a petrochemical facility
in Quanzhou in the province of Fujian.” The
joint venture has expanded China’s refining
scale and raised China’s refining level.

In the 21st century, with the continuous
development of economic globalization, China
and Saudi Arabia have become increasingly
important in the world energy market. By April
2006, then-President Hu Jintao paid a state
visit to Saudi Arabia. The energy issue was
naturally one of important agendas for Beijing
and Riyadh. The two sides signed a series of
cooperation agreements, one of which was
the energy framework cooperation agreement
between Sinopec and the Saudi’s national
petroleum company that the two sides promised
to strengthen cooperation in joint exploitation
of oil, natural gas and mineral. By the time
Wenchuan earthquake occurred in China in
2008, Saudi Arabia donated US$60 million
to Chinese government. One month after
that, the Chinese vice president visited Saudi
Arabia and the two sides signed the joint
statement of PRC along with Saudi Arabia on
strengthening cooperation and strategic and
friendly relations.® During the visit of the
President Xi Jinping to Saudi Arabia in 2016,
the two countries issued the Joint Statement
Between the People’s Republic of China and the
Kingdom of Saudi Arabia on the Establishment
of Comprehensive Strategic Partnership,
further signed the Belt and Road cooperation
intergovernmental documents, and decided to

establish a high-level joint commission of the

W EIBER AR B

3% 20184E9 H
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Indeed, the frequent head-of-state exchanges
promoted closer Sino-Saudi political relations,
which led to greater economic cooperation in
terms of energy and trade. Saudi-Chinese trade
has exploded from around US$1 billion in 1990
to more than US$70 billion by 2013, surpassing
Saudi-U.S. bilateral trade in the process.”™
Also, China’s imports of energy from Saudi
Arabia further increased year by year. Among
them, the growth of crude oil imports was the
most representative. From 2002 to 2010, the
total crude oil exported from Saudi Arabia to
China increased from 11.93 million tons to
44.63 million tons. During the eight years, the
average annual growth rate of Saudi crude oil
exports to China reached 18.61%. The customs
data also showed that Saudi Arabia ranked
first in the source country of China’s crude
oil imports in 2015, with an import share of
approximately 15.1%.7" The energy cooperation
between the two countries continues to heat up,
and more attention has been paid to large-scale
energy projects.

As the Chinese ex-ambassador to Saudi
Arabia, Song Wei said, there are two key
words as far as ties between China and
Saudi Arabia is concerned, they are “energy
cooperation”.” Indeed, although China-Saudi
energy cooperation started late, its development
demonstrated a sound momentum of growth.
Saudi Arabia has a wealth of energy reserves
and energy development prospects, while China
can provide a large and stable consumer market
and talent technical cooperation resources
for Saudi Arabia’s foreign energy trade. In my
understanding, the relations between China and
Saudi Arabia led by energy cooperation, driven
by economic interests, while with the changing
pattern of global governance, the bilateral

cooperation already develop beyond oil to multi-
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level cooperation, which is mutually beneficial to

their strategic demands and national security.

3.2.1 Analysis of Strengths of Internal
Environment
(1) Long-term Friendly Cooperative Relations
between Sinopec and Saudi Arabia

Saudi Arabia, with its abundant oil
resources, has been the world’s largest supplier
of crude oil, which occupied a decisive position
in global energy production and supply market.
Since the establishment of diplomatic relations
between China and Saudi Arabia in 1990, China
has placed more emphasis on developing energy
cooperation with Saudi Arabia. As a result,
mutual cooperation and investment in the
energy sector started, both sides have gradually
developed their energy strategic partnership.
In 2002, Saudi Arabia became China’s largest
crude oil supplier. Three years later, Sinopec,
together with Saudi Aramco and U.S. Exxon
Mobil, jointly invested 3.5 billion dollars to build
Fujian integrated refining project. Aramco and
Exxon each have 25 percent of the refinery and
petrochemical joint venture, and the Fujian
Petrochemical Company Limited (FPCL) holds
the remaining 50 percent.”™ After the project
was completed in 2007, the three companies
formed a joint venture with a refined oil sales
company, which eventually brought the total
investment to US$ 5 billion.

In addition, Sinopec and Saudi Aramco
have had a gentlemen’s agreement that Saudi
Arabia guaranteed that China could obtain
crude oil from Saudi Arabia at any time. Saudi
Arabia has been fulfilling its commitments and it
has maintained China’s No.1 crude oil supplier
for many years. Although Russia overtook
Saudi Arabia in 2016 as China’s biggest crude
oil supplier,” Saudi is remaining among the

top three suppliers. Moreover, on January 14,

2012, Sinopec and Aramco jointly established
the Yanbu Aramco Sinopec Refining Company
(YASREF) oil refinery in Yanbu Industrial City
of western Saudi Arabia, which was Sinopec’s
first overseas refinery, and Sinopec’s largest
investment project in Saudi Arabia as well.”™
The leaders of two countries attached great
importance to it, President Xi Jinping and Saudi
King Salman together attended the launching
ceremony on January 20, 2016. And Xi pointed
out the YASREF is not only in line with Saudi
Arabia’s national development strategy of
optimizing and upgrading economy and energy
industry, but also fits with China’s development
thoughts of conducting mutually beneficial
cooperation under the framework of the Belt
and Road.™ In fact, not only oil industry,
Sinopec had also obtained opportunities for
the development of natural gas in Saudi Arabia,
initially investing US$300 million to develop
the Saudi Gas Initiative 2(SGI2) natural gas
project and signed a contract for exploration
and development. As Saudi Aramco’s former
CEO Khalid A. Al-Falih said, some observers,
especially who outside of China and Saudi Arabia
superficially see the relationship with China
as a one-way flow of oil from Saudi’s company
to China. However, in fact, on the other side,
Saudi Arabia also relies on China as a consumer
as much as China looks to it as a producer.”™
China’s vast energy market is also important for
Saudi’s energy security. Therefore, the long-
term friendly and stable cooperation relationship
between China and Saudi Arabia laid the solid
foundation for the greater development of both

parties in the future.

(2) The Strong Complementarity in Petroleum
Policy of China and Saudi Arabia
On the one hand, as a country with a

high reserve-production ratio,” Saudi Arabia
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pursed medium-long term interests and strove
to use long-term, moderate methods to extract
oil and obtain stable oil revenues. Thus the
basic objectives of Saudi’s external oil policy
are to stabilize oil prices and develop powerful
and competitive oil industries with high levels
of integration at home and abroad in order
to ensure stable fiscal revenues. It has been
pursing prudent oil policy and actively seeking
cooperation with oil consuming countries to
reduce oil price fluctuations and mitigate risks,
which was mainly implemented through two
levels: national and international organizations.
At the national level, Saudi Arabia’s oil
diplomacy can be described as oil-for-security,
that is, Saudi Arabia kept cheap oil flowing to
the United States and the United States helped
maintain Saudi security by committing military
resources to the defense of the nation.™ At the
level of international organization, in the 1960s,
Saudi Arabia, allied with Venezuela and other
countries, formed Organization of Petroleum
Export Countries (OPEC)3” to achieve the goal
of keeping oil price stable, reducing oil price
volatility and adjusting world oil supply.?? Saudi
Arabia has played a pivotal role in the major
strategic changes in OPEC’s oil policy.

Saudi Arabia considers China as the
world’s largest oil market and an indispensable
partner in the future. As one senior executive
of Saudi Aramco explained, “We need the
Chinese market and we are going to get it just
as we got Japan and the Untied States-through
aggressive marketing subsidies.”®® Thus, in
order to gain market share in China, Saudi
Arabia provided China with some benefits,
including below-market oil prices and access to
Saudi’s higher-quality, low-sulfur crude oil, even
take precedence over existing European and
American customers.®®

On the other hand, China’s cooperation
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with Saudi Arabia is not only driven by
economic interests but also based on strategic
considerations. The Middle East has always
been the traditional sphere of influence of the
United States. Although the region is the main
source of Chinese oil imports and China invested
a lot in this land, China’s influence in the region
is still relatively limited and these investments
are not enough to guarantee China’s energy
security. China also worries that Sino-American
tension or disruption of oil supply would lead
to United States blockade of China’s access to
Middle East oil. The history that U.S. inclined
to staunch the flow of oil during the embargo
of Saddam Hussein’s oil exports from Iraq and
the tacit threats to block China’s oil import
during a conflict over Taiwan has caused China’s
bigger fear.®¥ Thus, in my understanding,
the complementarity in petroleum policy and
strategic demands would contribute to the
deeper and more comprehensive cooperation

between China and Saudi Arabia.

3.2.2 Analysis of Weaknesses of Internal
Environment
Although China has become the world’s
largest energy consumer and net oil importer,
its lack of oil pricing power and discourse power
is also an indisputable fact, which has made
China’s energy companies were in the passive
position on crude oil imports. At present, the
total oil consumption in North America and
Europe has been gradually declining, The Asia-
Pacific region has surpassed America and
Europe in oil consumption, but the WTI®* and
Brent crude oil price® still dominate the global
crude oil futures exchange price, a benchmark
with high recognition in Asia-pacific region is
absent. As a result, Asian countries pay more
than Europe and America for imported oil. It

is an additional $2 billion a year in the case of
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China.®” What’s more, the prices of European
and American exchanges have been difficult
to reflect the supply and demand conditions in
the Asian oil and gas markets. For the Chinese
market, sometimes the domestic market has
been oversupplied, while the oil price has to be
raised. During the time of domestic supply was
insufficient, while the oil price was lowered. This
affected the normal production, consumption
and brought incalculable losses to consumers
and oil companies. At the same time, the lack
of oil pricing power and discourse power also
had negative impacts on China’s foreign energy
cooperation. Being forced to accept high oil
prices that do not reflect real energy demand led
to constant frictions in bilateral energy trade and
imbalances in international payments. In 2018,
China launched crude oil futures on March 26,
which can better reflect the condition in Asia,
however analysts pointed out that it could take
time before China’s new oil futures challenge
the dominance in oil trading of the two current
global benchmarks.?®

Furthermore, even though both China and
Saudi Arabia want to maintain the stability of
global oil market, it does not mean that both
sides hold the same view of “what kind of oil
price is reasonable”. As a big oil importer,
China’s priority is to ensure the reliable supply
of oil, followed by the pursuit of cheaper prices
as much as possible. China against uncontrolled
high oil prices, as it will cause inflation and
hinder its domestic economic growth. Saudi
Arabia, on the other hand, has sought to avoid a
sustained downturn in oil price because Saudi’s
population has soared and it needs to provide
a large amount of work, water, electricity,
education and medical facilities, while its fiscal
deficit is huge. As an executive from Unipec, the
trading arm of China’s Sinopec, told Reuters,

Sinopec plans to cut its crude imports from

Saudi Arabia by 40% in June and July because of
“unjustified” high official selling prices (OSP) of
Arab Light.® If this situation couldn’t be solved,
the divergences between the two nations in oil
prices would cast a shadow over the bilateral

energy cooperation in the future.

3.2.3 Analysis of Opportunities of External
Environment

Li Chengwen, the Chinese ambassador
to Saudi Arabia once said that the Belt and
Road initiative is a rare opportunity for the
development of China-Saudi Arabia relations.
Two thousand years ago, Chinese Ming Dynasty
Muslim navigator Zheng He led the fleet to visit
Saudi Arabia, the ancient Silk Road has linked
those two distant countries. Under the new
situation of building the Belt and Road initiative,
Saudi Arabia is at the hub of the B&R initiative
and has enthusiastically supported the Chinese
initiative. In 2015, Saudi Arabia joined the AIIB
and invested 20 billion U.S. dollars as start-up
capital, hoping to attract Chinese investment.
Subsequently, from January 6 to 8, 2016, during
the visit to Saudi Arabia by Vice Foreign
Minister Zhang Ming, Saudi Arabia responded
positively to the B&R strategy and expressed its
willingness to become China’s faithful partner to
work together with China on the construction of
energy, trade, and infrastructure.

Moreover, China’s Belt and Road initiative
shares many similarities with Saudi’s Vision
2030. In 2017, Saudi King Salman visited Beijing,
he signed a commercial agreement worth about
US$65 billion and promised to work with China
to promote Saudi Arabia’s Vision 2030 aiming to
diversify Saudi Arabia’s economy and the Belt
and Road initiatives. Indeed, Saudi Arabia has
played a prominent role in the construction of
the Belt and Road initiative, especially in the

energy sector. For example, Saudi Aramco’s
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refining-chemical integration project in Fujian,
China, has been serving the petrochemical
market in China since it was put into operation,
and continued to seek more investment
opportunities in southwestern China market.
Saudi Aramco was also willing to provide
necessary support for China’s establishment
of strategic oil reserves and development of oil
reserve facilities.

Furthermore, regarding to the construction
of roads, railways, oil and gas pipelines and
other infrastructures, Saudi Aramco utilized its
technical advantages in oil and gas pipelines and
management experience, helping China build oil
and gas pipeline facilities that link coastal and
inland areas to meet China’s long-term energy
needs. At the same time, Saudi Arabia’s oil
pipeline infrastructure projects are opening the
door for more and more Chinese construction
companies. Therefore, the docking of China’s
B&R initiative and the Saudi Vision 2030 would
provide an opportunity for promoting bilateral
energy cooperation to an advance level.

3.2.4 Analysis of Threats of External
Environment
Energy is not only an important driving
force for promoting the development of one
country’s economic status, but also a strategic
resource for ensuring one country’s discourse
power in world politics. Saudi Arabia is known
as its abundant energy storage capacity. As early
as the last century, the United States, Britain,
France, Russia and other major countries have
engaged in a series of competitions over the oil
exploration and exploitation rights in the Saudi
region, which formed a situation that Saudi
Arabia’s energy resources were divided up by
Western powers in the end. For China, who has
entered the Saudi Arabia’s energy cooperation

market relatively late and lacked mature core
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technology, it undoubtedly increased more
challenges and potential threats.

What'’s more, the U.S.-led Western powers
attempted to implement Western-style
democracy and reform movements in the Middle
East region. To achieve this goal, the U.S.
Bush administration has specifically unveiled
the “Greater Middle East Initiative” in 2004
-a strategy aimed at exporting the American
democratic model to the Arab-Islamic world
and redefining borders and nations in tune with
America’s geopolitical ambitions.*” The famous
“Arab Spring” movement led by the U.S. and
other Western powers has resulted in the tumult
of regime changes in the Middle East and west
Africa, causing the local people suffered in the
fiery war. In addition to the more moderate
democratic revolutionary movement that has
caused political instability in the Arab world, the
Western powers headed by the U.S. have also
triggered many brutal wars in this region. Among
them, the U.S. had occupied Iraq, a major energy
exporting country, and the Iraqgi people still lived
in the flames of war; the U.S.-led Afghanistan
war not only plunged the U.S. itself into the
quagmire, but also bred the rampant terrorism,;
the U.S. and other Western powers continued to
provide arms, capital, and information support
for aggravating the five Middle East wars, the
Yemen conflict, and the Syrian conflict.

The increasingly close oil cooperation
between China and Saudi Arabia will inevitably
arouse the attention of the United States. As
early as before the 9/11 incident, American
scholars have already showed worries, such as:
China’s desire for oil might lead to “the worst
nightmare in the West: the combination of
Islam and Confucianism”,*® and “the alignments
between Islamic and Sinic civilizations would
intensify the world conflict”.*? Despite the fact
that the relationship between the United States
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and Saudi Arabia once fell into a depression
after the September 11 attacks, the relations of
oil-for-safety between them still exists. Indeed,
the U.S. has reduced its reliance on military
bases in Saudi Arabia and the U.S. energy giant
also intended to reduce its share of oil imports
from Saudi Arabia. However, the close relations
between Saudi Arabia and the U.S. have already
gone beyond oil and the U.S. will not allow China
to fill its own vacuum of interests. Therefore, the
game led by the U.S. in Saudi Arabia would have
directly or indirectly impacts on the external
political environment during the process of
energy cooperation and limit the scope and
depth of future energy cooperation between
China and Saudi Arabia.

Chapter IV: Prospects of the China-
Arab states Energy Cooperation

To summarize, the findings of this thesis
are reflected in the following aspects:

First, energy relations between China
and Arab countries are highly interdependent:
China needs the continuous and large-scale
of oil and natural gas which import from Arab
countries, while Arab countries are relying
on China as a huge consumption market. The
energy cooperation between China and the
Arab states is mainly led by the government and
high-level exchanges, and they adopt long-term
intergovernmental agreements.

Second, energy trade and investment
are the primary forms of China-Arab energy
cooperation: Chinese NOCs invest in the oil
and gas resources of some Arab countries,
providing technical services for Arab countries
and investing in oil and gas exploration, oilfield
services, and infrastructure construction,
while some Arab countries invest in China’s

downstream oil and gas markets as well.

However, Chinese companies have so far been
unable to obtain a significant share of oil and gas
production investment opportunities in some
countries. Chinese NOCs’ foreign oil and gas
cooperation project are mostly concentrated
in overseas mergers and acquisitions or equity
participation of some small-medium-sized
or marginal oil and gas fields, thus acquired
controlling rights and actual resources are very
limited, and the scope and depth of China-Arab
energy cooperation are still insufficient.

Third, China’s energy diplomacy is more
of a top-down form. That is, the Chinese
government plays a major role in foreign affairs,
and non-governmental actors are less involved.
In my opinion, the successful cooperation
experience between CNPC and Sudan has
demonstrated that energy enterprises, not only
national companies, should be encouraged to
act firstly to carry out cooperation in the further
cooperation, while the government should play
the guiding and escorting role.

Fourth, China-Arab energy cooperation is
mostly oil-centered cooperation. However, after
entering the 1990s, the concept of sustainable
development has been increasingly introduced
into the energy development strategies of various
countries. In responding to climate change
issues and reducing excessive dependence on
fossil energy, the concept that promotes the
development of low-carbon economy and the
development of alternative energy is increasingly
accepted by the international community.
Therefore, the Sino-Arab cooperation in clean
energy and new energy sector apparently has
greater development prospects.

Last but not least, the Arab countries have
played a crucial role in the smooth process
of China’s Belt and Road initiative. The Arab
League includes 22 countries, and each country

has its own political and economic situation.
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Facing the countries with backward economic
development and political turmoil represented
by the Sudan or the countries with relatively
stable economic development and political
situation such as Saudi Arabia, China should
have different focuses and varying degrees of
risk considerations during the cooperation with
each of them.

The prospect section of this thesis aims
at providing some policy recommendations
on strengthening and deepening the energy
cooperation relationship between China and the
Arab states. To be specific, I would put forward
some suggestions from five aspects: policy
coordination, facilities connectivity, unimpeded
trade, financial integration and people-to-people
bonds,* which are on basis of five priorities of
the Belt and Road initiative and China’s Arab
Policy Paper.

4.1 Strengthen Policy Coordination to
Promote the Development of Cooperation
Mechanisms between China and Arab
countries
4.1.1 Give Full Play to the Official Platform
Effect and Improve the Functions of
Various Cooperation Mechanisms
Up to now, various cooperative activities
organized by China and Arab states under
the framework of the China-Arab States
Cooperation Forum have made remarkable
achievements in the field of energy, economy,
personnel exchanges, environmental protection
and tourism. Therefore, to further improve
the cooperation mechanism and exert the
official platform effect between China and Arab
states, two sides should continue to maintain
the role of “Forum” and its main mechanisms,
such as Ministerial Conference, Senior Official
Committee Meeting, China-Arab Business

Conference, Liaison Group and other existing
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cooperation mechanisms in the process of the
Belt and Road initiative, helping make decisions
and monitor their implementation.®?
Furthermore, paying attention to nurturing
the functions of the China-Arab Cooperation
Energy Conference, so that it can play a
leading role in facilitating and accelerating
the establishment of the more comprehensive
energy cooperation framework, thereby helping
to launch mutual beneficial energy cooperation
between China and Arab countries. Besides, in
the implementation of the B&R strategy, through
policy communication, China could actively
seize the opportunity that Arab oil-producing
countries establish large-scale oil refineries in
China to promote China and Arab countries to

form closer strategic cooperation relations.

4.1.2 Consolidate Various Communica-
tion Channels

Since the main body of policy communi-
cation is multi-level, it is necessary to make
greater efforts to integrate domestic resources
and strengthen policy support from both parties.
The two sides should not only keep the frequent
high-level exchanges and dialogues, but also
advocates intergovernmental communication
within the Arab countries, communication
among various ministries within China,
exchanges between local governments—
such as the establishment of more sister cities
and provinces—,% as well as communication
between think tanks.

At the same time, in the process of building
the B&R initiative, the partner countries also
should attach importance to ensure the security
of interests faced by energy companies in the
process of going out and the both governments
ought to play the escorting role. Also, China
and the Arab states should actively participate

in policy communication on the issue of
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environmental protection and anti-terrorism
operations to enhance mutual political trust and
jointly safeguard regional peace and stability,
creating the better external condition for stable
and far-reaching cooperation.

4.2 Promote Facility Connectivity to
Strengthen the Construction of Energy
Infrastructure
As the global cooperation platform, the
Belt and Road initiative provides a cross-
continental transportation channel for China-
Arab energy cooperation. There are six
major economic corridors®® under the B&R
Initiative, including the China-Central Asia-
West Asia Economic Corridor that starts east
from China and westward through Central Asia
to the Arabian Peninsula. It is a major energy
channel, which is the vital areas for the China-
Central Asia oil and natural gas pipelines and
it will connect Arab countries in the future. It
also witnessed the Chinese enterprises have
expanded their projects in the Arab countries
from housing construction, road and bridge
to oil pipelines, communications, railways,
ports, building materials and many other fields.
Therefore, for satisfying all the needs of the
better energy cooperation, the two sides should
jointly promote the construction of transport
infrastructure firstly, such as railways, highways,
ports and aviation. Second, reinforcing the
interconnection of energy infrastructure, for
example, ensure the security of oil and gas
pipelines and other transport routes, build
cross-border power supply networks and power-
transmission routes, and cooperate in regional
power grid upgrading and transformation.’”
Besides, both sides could not neglect the
importance of advancing other infrastructure
facilities related to the communication, such as

cross-border optical cables, satellite stations.

Judging from the current and long-term
development strategic plans, the Arab countries
need a large number of infrastructure start-up
and construction funds, and it is hard for the
World Bank (WB) and the Asian Development
Bank (ADB) alone to fill the funding gap. The
China-led Asia Infrastructure Investment Bank
(AIIB) has been established for two years
since 2016, which actively plays a financial
support role in implementing the Belt and Road
strategy and provides more guarantees for
infrastructure projects between China and Arab
countries. Although the AIIB’s business focus
is in Asia region, the actual investment scope
has covered 12 countries including East Asia,
Southeast Asia, South Asia, Central Asia, the
Middle East, and West Asia, and 24 projects,
including two programs located in Oman: Dugm
Port Commercial Terminal and Operational
Zone Development Project and Broadband
Infrastructure Project, and one in Egypt: Round
1I Solar PV Feed-in Tariffs Program.®

Facing the situation that fluctuate crude
oil prices and the irrational pricing mechanism
in the international energy market, some
countries attempt to use their own economic
hegemony to arbitrarily manipulate the market
and bring negative impacts on the world
economy; although the AIIB may not be able
to completely change this situation, it still can
help these affected countries to a certain extent.
In addition to the role of stabilizing financial
markets brought by the short-term financial
assistance, considering from the perspective of
infrastructure construction alone, in my opinion,
giving full play to the role of AIIB could also
greatly increase oil and gas output efficiency,
reduce transportation costs, release production
capacity, and stabilize prices, thereby benefiting
those energy exporters and consumers and

improving their bargaining power in international
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energy market, which have a positive impact and
significance on promoting China-Arab energy
cooperation.

What’s more, based on this report’s
analysis, I consider that the Belt and Road
is an international strategy that requires the
concerted efforts of all parties. In addition to
the participation of the AIIB, other financial
institutions should also be encouraged to take
part in cooperation with Arab countries in the
field of infrastructure construction, such as the
BRICS Bank and Silk Road Funds, which can
also provide financial support to expand the

scale of investment in infrastructure.

4.3 Ensuring Unimpeded Trade to Reduce
Trade Friction in the process of Energy
Cooperation between China and Arab
Countries
4.3.1 Encourage Diversification of Energy
Investments and Improve Relevant Laws
and Regulations
The investment and cooperation in the oil
and gas industry has always been the leading
industry for China-Arab energy cooperation.
However, the global energy pattern is in
transition, in order to conforms to the trend
of environmental protection cooperation, both
sides should encourage diversification of energy
investment and increase investment in new
energy, clean energy, and renewable energy.
In my opinion, Chinese companies should
follow the direction of local policies while
entering the energy markets in Arab countries,
especially when the local emerging market is
immature. Moreover, Chinese enterprises should
collaborate with local companies or companies
from other countries, allowing them to learn
other companies’ advanced technology and
management experience, enhancing their ability

to deal with risks, increasing investment success
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rate.

Simultaneously, it is necessary to use
established trade dispute resolution mechanisms
or set up more comprehensive mechanisms to
encourage both parties to resolve commercial
disputes and trade friction through mediation
and arbitration.*® Furthermore, I would
suggest both sides improve relevant laws and
regulations in the legal framework of trade and
economic cooperation, such as agreement on
avoidance of double taxation, agreements on
prevention of tax evasion and fraud, cooperation
agreement on infrastructure construction, labor
service cooperation and other legal systems,
and properly solving trade problems such as
dumping, so as to removes obstacles for friendly

China-Arab energy cooperation.

4.3.2 Strive to Establish the China-GCC
Free Trade Zone

In the Arab world, the Gulf Cooperation
Council, referred to as the GCC, consisting
of the six countries: Bahrain, Qatar, Oman,
Kuwait, Saudi Arabia, and the United Arab
Emirates, which was established in May 1981.
The GCC countries are China’s largest source
of oil and liquefied natural gas imports and the
important trading partner in the Arab region.
Although the EU remains the largest trading
partner for the GCC, a report by The Economist
Intelligence Unit (EIU) predicted that by 2020,
China would be the biggest export market for
the GCC.' Locating at the junction of the Silk
Road Economic Belt and the Maritime Silk Road,
the GCC has great significance to strengthening
China-Arab energy cooperation and promoting
the successful development of the Belt and
Road initiative. Gulf oil-producing countries led
by Saudi Arabia, have relatively high economic
levels, and the political situation of each country

is relatively stable, thus the cooperation between
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China and the GCC has potential to be tapped.
If the two sides actively engage in negotiations
and docking, contribute to the early signing of
the China-GCC Free Trade Agreement and the
successful establishment of a free trade zone,
it would deepen energy trade, establish a more
perfect cooperative partnership, and promote
more energy cooperation projects. Also, it would
embody the institutionalization of the Belt
and Road cooperative development concept
in the Middle East, which would become an
important regional fulcrum for the successful

implementation of the whole strategy.

4.4 Safeguard Currency Circulation to
Enhance the Ability to Resist Financial
Risks
First of all, China should increase its foreign
exchange reserve. Petroleum reserve!®? can
be used as an important supplement to foreign
exchange reserves. The petroleum reserve can
be divided into three types according to the main
body of reserves. The first is the government
reserves. As the name suggests, it is entirely
funded by the government to purchase, control
and maintain the oil reserve, which is included
in the government budget. It can serve as a
strategic reserve to timely solve and alleviate the
problem of the shortage of oil supplies and the
soaring oil prices.'®® The second is enterprise
reserves, which are borne by oil producers, oil
refining companies, sales companies, importers,
and large consumers.'®® It contains statutory
reserves and the most common commercial
reserves. The third is institutional reserves,
which are also called intermediary organization
reserves, undertaken by public organizations or
non-governmental organizations.!*
These different type of reserves perform
their duties and complement each other,

therefore how to organically combined and

coordinated with each other to establish a
systematic national reserve system is remained
for scholars to research. As Zhang Guobao,
the former director of the National Energy
Administration once pointed out that China
should encourage companies to use idle
commercial capacity to increase oil reserves.
It means that China should gradually reduce
the scale of government reserves, steadily
expand commercial reserves, and fully utilize
the functions of private enterprise reserves,
which will not only reduce the government’s
financial burden, but also form the combination
of government and corporate power, optimizing
the role of them, so as to more effectively
safeguard the national oil supply security. At the
same time, China should also vigorously develop
institutional reserves. The central government
could try to organize and encourage oil companies
and larger consumers to form a reserve alliance
organization with legal personality at an
appropriate time, and promulgate relevant oil
reserve law that stipulates rights and obligations
among the government and alliance agencies
and enterprises. Ultimately, the reserve
alliance would become the main body of China’s
petroleum reserves and assume the main task of
national oil reserves.

Secondly, China should make full use of
financial institutions, commercial banks and
multilateral financial institutions including
the AIIB and Silk Road Fund to open up
financing channels for China-Arab energy
cooperation.!® Also China could actively
cooperate with exchanges, securities companies
and develop futures, contracts and other forms
of transactions to improve the energy market
system. In addition, China should expedite
settlement in local currency, support financial
cooperation negotiation on currency swaps

between China and Arab countries, encourage
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both sides to sign bilateral currency swap
agreements!’® in energy cooperation which
would help to enhance their abilities to jointly
resist financial risks. Taking the UAE as an
example, the People’s Bank of China and the
central bank of the UAE signed a memorandum
of cooperation on RMB clearing in the UAE
and agreed on expanding the RMB Qualified
Foreign Institutional Investor (RQFII) to the
UAE at a quota of 50 billion Yuan on December
14, 2015.190 The currency swap agreement that
signed in 2012 was also extended on the same
day.'® Although the process of changing the
petroleum dollar pricing system and realizing the
internationalization of the RMB is still tortuous
and lengthy, the use of RMB in cross-border
trade is emerging. SWIFT data shows that the
UAE’s use of the RMB in 2015 accounted for
74% of payments by value to China, representing
an increase of 52% compared to 2014.1%

4.5 Promoting People-to-people Exchange
to Consolidate the Historical Basis of the
Friendship between China and the Arab
states for Generations
4.5.1 China Should Maintain Political
Independence and Respect the National
Freedom and Dignity of Arab countries
The friendship of China and the Arab states
can be traced back to the ancient Silk Road over
centuries ago. As the former Prime Minister
Wen Jiabao once said at the Opening Session of
the Fourth China-Arab Business Conference,
“both sides went through many hardships and
untold sufferings. The Chinese people would
never forget that when a massive earthquake
struck Wenchuan, China in 2008, the Arab
brother offered prompt and generous help”.®
At present, facing the turbulent situation in the
Arab region, such as Syria crisis, China would

keep maintaining political independence, call
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on the peaceful political settlement to solve the
hot issues, oppose big powers to bully the weak,

defend the national dignity of the Arab countries

and increase mutual political trust.

4.5.2 Deepen Dialogues among Civiliza-

tions, Eliminate Misunderstandings,

Seek Common Values, and Respect the

Diversity of Civilizations

First, through deepening the dialogue
between the Chinese and Arab civilizations, both
sides should jointly explore common values and
eliminate misunderstandings of each other’s
civilization. It is undeniable that some Western
scholars tried to distort the Chinese civilization
and Islamic civilization. For example, Samuel
Huntington described Arab Islamic civilization
and Chinese civilization as new enemies of the
West in his book “Clash of Civilizations and
World Order.”'™V In response to the proposal of
the Belt and Road Initiative, many people have
gradually formed a negative view of China and
interpreted it as a new Marshall Plan. In addition
to the excitement of terrorist and extremists
in recent years, many people still equate
Islam, Muslims to extremism. Thus, scholars
of both sides should correct some irrational
misconceptions, maintain right values, and lead
positive attitude towards each other.
Furthermore, both sides need to use

media a tool, through developing media
cooperation and deepening various media
plans to communicate, interact, integrate and
understand each other, gradually strengthen
public diplomacy and improve their soft power.
In this regard, the media take the responsibility
to convey the correct knowledge and information,
which help the public of the two sides to
understand the meaning and importance of
cooperation.

In addition, the cultural centers could be
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the important platform to carry out dialogue
between China and the Arab world and the
talents on language and culture are the urgent
need. The establishment of the Confucius
Institute in the Arab world is a good example.
Thus, I would recommend that no matter in
China or Arab countries, more Arabic or Chinese
language teaching center be supported and play
a role on training personnel who are familiar
with Chinese and Arabic cultures, and cultivating
professionals who specialize in culture of both
sides.

Both China and Arab countries should
respect the diversity of each other’s culture,
learn from each other and complement each
other. It is necessary to fully develop folk
cultural exchanges and non-governmental
organizations, encourage and support the
exchanges of young people for education,
arts, culture, sports, tourism and science
and technology, ultimately achieving mutual
understanding between the people of both sides
at the grassroots level.

Conclusion

This dissertation mainly introduces
the opportunities and challenges of energy
cooperation between China and the Arab
states, which uses PEST analysis method. And
then I choose Sudan and Saudi Arabia to do
case study, respectively analyze the strengths
and weaknesses in the process of energy
cooperation of Chinese energy companies with
those two countries via the SWOT analysis
method. In combination with the Belt and Road
development strategy, it also provides policy
recommendations for future energy cooperation

between the two sides.

By systematically generalizing and
summarizing related cases, the findings of this
paper are intended to show that the global
energy governance model is quietly changing
in the context of the restructuring of global
oil maps and the large-scale flow of global
energy elements, coupled with the energy
independence policies of the Western countries
and low crude oil prices. Under this new
situation, the smooth development of energy
cooperation between China and the Arab states
highly relies on the close cooperation between
the two sides. It not only needs to handle issues
concerning the upstream and downstream of the
energy sector, but also has to deepen into new
energy and other sources and diversify energy
products, allowing both parties to realize a win-
win situation.

In addition, facts have proved that the
maturity of the enterprise construction is
directly related to the development of energy
cooperation between China and the Arab
states. And it is important to seize the good
opportunities brought by the Belt and Road
initiative, which provide the platform for China
and Arab energy cooperation. Enriching the
“going out” experience, strengthening the
internal management system of the company,
Chinese energy companies have to fully realize
marketization and carry out energy cooperation
with Arab states with a more professional
market-oriented operation mechanism. So that
they can take the initiative in the upper, middle,
and downstream oil fields and maximally resist
external shocks and ensure real energy security

in the turbulent international energy landscape.
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