China's Foreign Capital Policy and Embarka-
tion of International Oil Majors into China

Introduction

At present, there are many foreign cor-
porations, such as international oil majors and
other oil companies, involved in China's oil
and energy field, and those companies are
competing in both the upstream and down-
stream sectors. Since the 1990s, alongside a
highly mature economy and led by the need
for oil, China's energy demand has been
greatly increasing. Since 2003, China has been
ranked as the second largest consuming na-
tion of energy and oil, led only by the United
States!.

In the course of addressing increasing
energy demands in China, recent political
movements to liberalize and deregulate en-
ergy and oil markets, in conjunction with
China's accession to the WTO, are providing
lucrative investment opportunities to the in-
ternational energy industry.

While China's status as a developing
nation results in inevitable investment risks,
such as politics, economic structure, instability
in energy policies, patent ownership, etc.,, the
energy demand and market size accompany-

ing China's economic growth as it transitions

1 BP Statistical Review of World Energy, Jun 2004 p. 41
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to a market economy raises expectations for
foreign enterprises such as oil majors, for the
creation of a huge energy market, based on
an abundance of potential energy resources.
Beginning with investments in oil exploration
and development in China in the 1980s, along-
side a general worldwide increase in direct in-
vestment in China, foreign corporations, led
by oil majors, have been, in recent years, ac-
celerating investment in various energy areas,
based on their international strategic plans for
corporate presence, development, and profit
growth.

In recent years, foreign enterprises
such as oil majors Exxon Mobil, Shell, BP, and
Total, have advanced both in the area of oil
and natural gas exploration, and in the down-
stream area of oil refinement and marketing.
In response to an impending Chinese energy
demand and a cost lower than the high price
of crude oil, foreign enterprises such as oil
majors, including Japanese corporations, are
recently capitalizing on China for oil alterna-
tives and energy savings.

Thus far, the entrance and expansion
by international majors' into Chinese energy
markets has required them to take up various

strategies, utilizing corporate dominance and

- 131 —



strength, and adjusting to factors such as Chi-
nese energy market demand, local legislation
and social environment, and the dominance of
Chinese oil enterprises.

This paper will, in addition to outlining politi-
cal measures for the introduction of foreign
capital into Chinese oil and energy related
fields, provide a grasp of the chief facts re-
garding upstream and downstream invest-
ment by oil majors and other foreign enter-
prises within the area of Chinese oil and en-
ergy, and in addition make clear the features
of strategies for expansion operations in China
by international oil majors as well as Japanese
corporations, thereby creating an outlook for
Japanese corporations continuing advance-

ment into the Chinese energy market.

I. Government Policy for Internation-
alization and the Introduction of
Foreign Investment within the En-
ergy Field

In late 1978, China changed its strategy in or-
der to reform the society's economic system
and open its doors to foreign investment.
China's acceptance of direct foreign invest-
ment first began in 1979, and has been grow-
ing rapidly since the 1990s (fig. 1). With its to-
tal amount (actual spending) of direct foreign
investment from 1979 to 2007 reaching $745
billions?. China has become the world's
second-largest accepting nation of direct in-
vestment, after the United States. In efforts to
facilitate more direct foreign investment,
China has proactively opened up to foreign in-

vestment within the upstream and down-
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stream fields, with the goal of attracting capi-
tal, technology, and top-notch management ex-
perience and know-how from within the oil in-
dustry. Legislation and other steps for the in-
troduction of foreign investment to that end,
as well as movement in the oil industry, can

be primarily summarized as follows.

1. Government Measures and Barriers on
Open Oilfields for Foreign Corporations

In the 1980s, the Chinese government-
first began announcing regulations for foreign
cooperation over land-based oil resources, and
regulations for offshore and foreign oil re-
sources, respectively. Under these regulations
announcements were made for four interna-
tional biddings in exploratory offshore oilfield
development in 1982, 1984, 1989, and 1993, and
four international biddings in exploratory land
-based oilfield development in 1993, 1994, 1995,
and 2006. Further, CNOOC (China National
Offshore Oil Corporation) opened sites up to
foreign access in 1999, 2000, 2002, 2003, 2004,
2005, and 2006.

The first bidding within land-based ex-
ploration development was publicly an-
nounced in 1993, the target region being 5
blocks in the southeastern region of the New
Tarim Basin Border, measuring a total area of
72,730 m® The second bidding was announced
in 1995, the target regions (EOR: Enhanced
Oil Recovery) being 14 blocks in each of the
areas of Daqging, Shengli, Zhongyuan, Huabei
Dagang, Jilin, Henan, Jiangsu. The third bid-
ding was carried out in 1995. The target area
was the Jungal Basin and Tarim Basin in Xin-
jiang, the specific bidding blocks being Mingli
in the Tarim Basin, Yutian, 5 districts in Sang-

zhu, empty land in the northwest Tarim Ba-

sin, 3 districts in Shajingzi, 2 sectors in the
Dongdao Sea, the southern Middle Bay, and 2
districts in Qingshuihezi, for a total of 12 ar-
eas reaching an area of 112,739 km? Addition-
ally, in a 5" bidding, in July 2006, CNPC
(China

opened 9 sites in the Xinjiang Tarim Basin to

National Petroleum Corporation)
foreign access, over which it was decided bid-
ding would be conducted. The target area
was 110,000 km? and the locations were the
southwest, central, and eastern areas of the

Tarim Basin.

Within offshore exploration develop-

ment, in the same way as mentioned above, a

total of four biddings had occurred by 1993,

opening up access to ore sites to the interna-

tional community five times between 1999

and 2005.

@ 1In 2002, CNOOC's deep sea deposit #12 in
the South Sina Sea, with a total area of
76,000 m?, and an ocean depth of 300-3,000
m.

@ 1In 2003, 10 blocks and 2 areas; Target
being 4 sites in the East Sina Sea, 3 sites
in Zhu Jiang offshore, located within the
eastern South Sina Sea; and 3 sites in
the North Bay, located within the eastern
South Sina Sea. Total area: 30,388 mZ

@ 1In 2004, 10 blocks; Target territory be-
ing 1 site in the Bo Hai Sea, 1 site in the
Yellow Sea (Huang Hai), 1 site in the East
Sina Sea, 4 sites in the eastern South Sina
Sea, and 3 sites in the western South Sina
Sea, with a total area of 35,158 m? and an
ocean depth of 20-200 m.

@ 1In 2005, 10 newly opened blocks; Target
ocean sites being 1 site in the Bo Hai Sea,
1 site in the Yellow Sea (Huang Hai), 1
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site in the East Sina Sea, 4 sites in the

eastern South Sina Sea, and 3 sites in the

western South Sina Sea, with a total area

of 66,666 m? and an ocean depth of 20-200

m.

In 2007, 22 newly opend blocks; Target

ocean sites being 3 sites in the South Yel-

low Sea (South Huang Hai), South Bo Hai

Sea, 4 sites in the East Sina Sea, 8 sites in

the east area of South Sina Sea, and 7

sites in the west area of South Sina Sea,

with a total area of 111,000 m2
Regulations in the upstream area, as
well as international bidding, and legisla-
tion and political measures regarding ex-
ploration in newly opened resource sites,
primarily the following stipulations :

a. Contractual methods for foreign capi-
tal and capital ratios: Product manu-
facturing and distribution (PS) con-
tracts; 51% by China, 49% by foreign
entities

b. Entities in charge of contracts: For
land based, CNPC and Sinopec. For
offshore, CNOOC.

c. Project participation by government:
as a general rule, foreign oil corpora-
tions involved in contracts bear their
own risk in exploration investment, as
well as the establishment of new busi-
ness operations. Foreign corporations,
in accordance with the terms of agree-
ment, bear responsibility towards de-
velopment and manufacturing opera-
tions until CNPC, Sinopec or CNOOC
turn over new production operations,
and return on investment from pro-
duced crude oil is received according

to the agreement.
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d. Income Tax: 30% corporation tax (al-
though reduced tax rates apply in
some cases). 3% local tax.

e. Royalties: Depending on production
volume, rates between 0-12.5% apply.

f. Bonuses: Signing bonuses, manufac-
turing bonuses, education and training
bonuses, etc. are determined on a case
-by-case basis.

g. In cases where foreign corporations
conducting oil development in collabo-
ration with China possess multiple
contracted zones of operation, in situ-
ations where a loss occurs in one of
the zones, the corporation should cal-
culate taxable income by calculating
profits to include another contracted
zone. In regards to investment at the
corporate development stage where
oil development is being carried out,
expenditures can be repaid over the
course of six years or longer from
point of the beginning of ore chute
production. Regarding development
investments occurring continuously
for a long period of time from the
point of the beginning of production,
the total investments will be summed
every year, and repayment can be
made, in order, over the course of six
years or longer, starting the following

year.

2. Government Measures for the Introduc-

tion of Foreign Capital into Oil and En-
ergy-Related Industries

The Chinese government's policy for

the introduction of foreign capital from 1979

through the present—the initiation of meas-



ures (1979-1983), expansion (1983-1989), and
promotion and regulation (1990 on)—is based
primarily on the foundational "Three Laws",
which consists of the "Joint Management
Law" (the 1979 China/foreign mutual corpo-
rate investment law), the "Sole investor Law"
(the law concerning foreign corporations with
a 100% stake), and the "China/Foreign Man-
agement Collaboration Law" (a law for enter-
prises under joint contracts). Policy has also
been amended by "Provisions for the Promo-
tion of Foreign Investment" (a 1986 provision
giving favorable treatment to enterprises ex-
porting goods and advanced technology), and
the "Tentative Regulations for Foreign Firm
Investment Industry Leadership" and "For-
eign Firm Investment Leadership Catalog"
(1995 and 1998 respectively). The above-men-
tioned "Three Laws' was revised between
2000 and 2001. And additionally, following en-
trance into the WTO, new announcements
were made in April this year for "Tentative
Regulations for Foreign Firm Investment In-
dustry Leadership" and a "Foreign Firm In-
vestment Leadership Catalog", and old regula-
tions and catalogs from 1995 and 1998 were
abolished.

In conjunction with China's accedence
into the WTO, its energy market gradually
began to open. In 2001, four major revisions
were made to the "Three Laws', including: @
the abolition of the requirement to preserve a
balance in foreign ownership, @ the abolition
of local content requisitions, @ elimination of
the requirements for export demands, and @
the elimination of reporting regulations to the
government of production and management

plans by each corporation. Also featured was

a new 'Regulations Catalog", including the
three divisions of "promotion", "restrictions'
and "prohibitions', the relaxation of authority
over inspection licensing related to promotion
projects and control projects, and additional
strengthening of the attractiveness of invest-
ment in western China. Concrete promotional
projects were increased drastically from 86 to
262, while control projects were reduced from
112 to 75. Additionally, in January 2005, in
promotion of Chinese industry (energy, oil re-
finement, and the automobile industry), the
2004 "Regulations Catalog" was adjusted and
revised under political measures aimed at ele-
vating industry structure. While promotion
items decreased from 262 to 250, restriction
items also decreased from 75 to 73.

Adjustment features are items planned
for the promotion of investment by foreign
enterprises in energy-related areas critical to
China.

For example, beginning with traditional
promotional items (oil exploration and devel-
opment, as well as EOR and Asphalt, oil ma-
chinery, oil cox processing, oil and gas pipe-
lines, oil gas tanks, and establishment and
management of terminals), and with the shift-
ing from control projects to promotion pro-
jects in areas such as automobile manufactur-
ing, establishment and management of natural
gas, atomic energy, and coal-based power
plants, wholesale and retail of general items,
distribution and delivery of good, etc., things
like previously banned municipal gas and the
construction of supply pipeline networks be-
came constricting factors, and it became pos-
sible for foreign capital to be brought in. Also,
as part of the same list of control projects, the

wholesale of crude oil and oil products as well
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as oil factory and service station construction
and management became possible. Addition-
ally, the government established a guideline
known as the "Industry List for Predomi-
nantly Foreign-Invested Western China" for
cities, as well as a total of twenty inland prov-
inces in western China, including Xinjiang, in-
ner Mongolia, Xiaxi province, Shanxi province,
Sichuan province, Yunnan province, attracting
investors in energy, water resources, agricul-
tural development, etc.

A large feature in political measures
and steps for the introduction of foreign capi-
tal into China's energy field when compared
with other types of industries, is that while
the rate of foreign investment at present may
not exceed 50%, importation of raw materials
for construction of equipment related to ex-
ploration development projects has been
made tax exempt. Additionally, with taxes in-
cluding a 33% regional tax and corporate in-
come tax, there are greater incentives com-
pared to other countries and regions.

In this way, current measures for the
introduction of foreign capital are being made
with a focus on new guidelines and the re-
vised "Three Laws' The new "Tentative
Guiding Industry Regulations for Foreign In-
vestors' and "Foreign Investor Guidance Cata-
log" divide industries into the areas of "promo-
tion", "restrictions", and "prohibitions".

As mentioned above, the goverment's
policies and measures for the introduction of
foreign capital into oil and energy-related in-
dustries were implemented to promote ex-
ploitation and development in the fields of chi-
nese oil and energy by foreign corporations in
the upstream field. This was done in an at-

tempt to increase production within China by

international oil majors and other foreign cor-
porations, in order to strengthen China's en-
ergy security. In addition, international oil ma-
jors had the experience and technology that
Chinese oil corporations' lacked in difficult ar-
eas such as the deep sea.

In the downstream sector, however,
China does not endeavor to introduce foreign
capital like they did in the upstream sector.
They do, however, wish to join forces with
foreign corporations in areas where they
could benefit from advantages in manage-
ment, and alternative energies and the energy

savings sector.

I. Embarkation into the Fields of Chi-
nese Oil and Energy by Foreign Cor-
porations

1. Business Activity in the Upstream Field
As mentioned, since the end of the
1970s, China has opened up exploratory oil-
field development to foreign countries
through inquiry and development in the un-
derdeveloped offshore area. Following that,
with a sluggish domestic oil production sup-
ply, resulting from stagnation in major oilfield
output, falling drastically behind due to a
highly mature domestic demand, China
started to open land-based resource sites to

foreign countries, beginning in 1993.

(D Participation in Offshore Exploration De-
velopment

Until this point, due to China's opening

of offshore oilfields, 70 foreign firms including

oil majors advanced into the area of offshore

exploration development, and had to make co-

operative ties with the China National Off-
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shore Oil Corporation (CNOOC), one of three
organizations making up the "Big Three"
group, in 135 distinct cases of exploration de-
velopment contracts. Since 1997, foreign oil
companies have created 36 new development
contracts with CNOOC. Active cooperation
towards offshore exploration development by
foreign oil corporations such as these oil ma-
jors has contributed to an increase in produc-
tion output from China's offshore oilfields, and
an enlargement in the amount of confirmed
recoverable reserves.

One thing of particular attention in the
Bo Hai Sea Bay is a joint development project
between Phillips Petroleum (currently Conoco-
Phillips) and CNOOC at PengLai resource site
19-3. A
600,000,000 tons of oil was discovered at that

site at in 1999, and production officially com-

confirmed deposit volume of

menced on December 31, 2002. An objective
was set to reach an annual crude oil produc-
tion of 8,000,000 tons by 2005.

In addition, Penglai development pro-
ject II is now being planned. ConocoPhillips, in
December 2004, decided to invest $1.8 billion
into a second development project in Penglai
oilfield 19-3 (also including Penglai 25-6) lo-
cated on Bo Hai Sea site 11/05, and has plans
to start production in early 2007. This second
development project is expected to vyield
190,000 b/d of crude oil, and 500 million bar-
rels of recoverable reserves®. An additional
300 million barrels are expected to come from
surrounding waters.

Further, in the year following 2000,

based on collaborative studies and develop-

3 China's Oil and Petrochemical Industries, 2008 Edition, p. 129

ment between foreign oil companies such as
majors and CNOOC, 7 oil fields were discov-
ered in the Bo Hai Sea, with a yield 100 mil-
lion tons, doubling oil reserves, and exceeding
confirmed reserve amounts for the past 32
years. Thus, in the present Bo Hai Sea bay,
with offshore oilfield reserves exceeding 3 bil-
lion tons, and an estimated future discovery of
1.5 billion tons, it is expected that reserves
will reach 4.5 billion tons.

In the East Sina Sea, since 1980, bid-
dings have occurred and contracts executed
by Occidental, Esso, Phillips, Texaco, BP, ACT
(Agip, Chevron, Texaco), and Amoplex, as
well as Japan's JHN group. Since the ad-
vancement towards the area of inquiry and
development in the South Sina Sea by foreign
corporations such as oil majors in 1983, 26 oil-
fields and/or oil-bearing formations have been
discovered at the mouth of the Pearl River,
and on coasts such as that of the North Bay,
and with the shift already made in 9 oilfields
to the production stage in places such as
Huizhou, Luli, Liuhua, Wenchang, and Fanyu,
as of 1997 production had reached 12,972,000
tons.

Also, as a result of a consortium in Feb-
ruary 2005, consisting of Chevron, Texaco, Eni
and CNOOC, construction of an oil field in
Huizhou 19-3/2/1, at the mouth of the Pearl
River, was completed, and production began.
With crude oil production in the second quar-
ter of 2005 at 325,000 tons, yearly production,
at its peak, is expected to be 2,250,000 tons.

Recently, in June of 2006, Kerr-Mcgee
entered a contract with CNOOC for explora-

East & West Report, Tozai Trade Correspondence Company, (2008)
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tion development in block 43/11, a deep-water
site at the mouth of the Pearl River, located
350 km southeast of Hong Kong. And as a
deep-water resource site (1,500-3,000 km) with
an area of 9,729 km? it was decided to collect
seismic mineral exploration data, performing
wildcat excavation. Also, Husky Energy dis-
covered natural gas resources (potentially 4-6
trillion cf) in deep-sea resource sites in the
South Sina Sea, one of the largest natural gas
discoveries ever in Chinese waters.

In the East Sina Sea, since 1992 oil ma-
jors and foreign corporations, such as Chev-
ron, Shell and Texaco, have entered into con-
tracts and conducted study projects with the
China National Offshore Oil
(CNOOC). In one case of boring by England's

Primeline Petroleum in October of 1997, a

Corporation

yield of natural gas and condensate was con-
firmed for the first time in Lishui 36-1-1,
within the East Sina Sea. In March of 2005,
Primeline signed an inspection contract con-
cerning block 25/34 in the east Sina Sea. The
target block was located 390 km southeast of
Shanghai, and had an area of 7,006 km and an
ocean depth of 7595 m. According to this
contract, Primeline was to carry out seismic
mineral exploration and, with the data ac-

quired, excavate exploration wells.

@ Advancement into Land-Based Oilfields

Since advancement into China's off-
shore oilfields in the 1980s, as well as China's
land-based oilfields starting in the early 1990s,
10 foreign oil majors and/or other corpora-
tions, induding Shell and Texaco have devel-
oped in continuous effort, in autonomous re-
gions and 21 provinces in China, 60 explora-

tory oilfield development projects and 9 EOR

projects.

Thus far, foreign oil corporations such
as oil majors have, under a bidding system,
participated in exploration development and
EOR projects only through collaborative work
with China.

Foreign oil corporations, such as oil ma-
jors Exxon, Texaco, and Agip, have carried
out 13 exploration and development projects
in the Tarim Basin, confirming 8 crude oil and
natural gas sites in the outlying and middle
parts of the basin, and discovering 23 forma-
tions containing commercial grade oil and
natural gas. Also, through local operations,
upgrades are proceeding in collateral infra-
structure such as storage, transport, commu-
nications, and roads.

Oldos' Changbei
from Shell, which in Beijing in 2005, aligned

gas field benefited

with natural gas market growth in North
China areas such as Tianjin, and actively
moving forward with 50% ownership in coop-
eration with CNPC, is tackling joint develop-
ment in gas. In 2007, this provided 1.5 billion
m?® of natural gas to North China regions, such
as Beijing.

China's eastern and central oilfields, in-
cluding major oilfields like Daqging, Shengli,
and the Liao River, have already been entered
into by foreign enterprises such as oil majors,
at some 14 resource sites.

In addition, even in projects raising the
crude oil collection ratio from existing oilfields,
foreign enterprises including oil majors have
participated in 9 EOR projects, with an area
of operations development reaching 118 km?

This led to the supply, in 2007, of 1.5
billion m® of natural gas to the North China

region, as well as East China's Shandong prov-
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ince, and it is additionally planned to boost
supply to 3 billion m® in 2008. These gas
fields, located in Shanxi pronvince, in Jing-
bian's north, and the Yulin's Xiqu region, have
an area of about 1,600 km? confirmed original
reserves of 72,640,000,000 m? and recoverable
reserves of 72,640,000,000 m® The amount of
invested funds for the joint development pro-
ject is expected to be $620 million. Primary
work content includes things such as excava-
tion, the manufacturing of gas processing
equipment, and the construction of inter-field
pipelines. Natural gas development projects
utilizing foreign capital within the country are
the largest.

America's Burling Resource Co., in Feb-
ruary 2004, gained approval from the National
Development Committee regarding gas devel-
opment in Sichuan's Chuanzhong gas field
block of Bajiaochang. Burling Resource Co., in
the first development project, invested $150-
$200 million into gas manufacturing to pro-
duce 400-500 million m*® over several years,
and ultimately added $500-800 million in in-
vestment, focused on Chuanzhong, with a plan
to produce 150 million m® of natural gas annu-
ally.

Japanese corporations started to ad-
vance into Chinese oilfields around the early
1980s, carrying out 10 exploration develop-
ment projects in places such as the southern
and western Bo Hai Sea, the South Sina Sea's
Pearl River area, and the inland areas of the
Tarim Basin. During that time, development
projects at those locations did not produce re-
sults, and were phased out. Presently, 3 re-
source sites (South Sina Sea Pearl River,
Chong 16/06, and Luli 13-1) are being oper-

ated by two Japanese corporations (South

Sina Sea Oil Development, Nichiko Pearl
River Development), at a production rate of
about 10,000 b/d.

Moreover, in January 2006, Mitsubishi
Gas and Chemical bought out a 10% interest
held by Canada's Ivanhoe Energy Co. located
at Sichuan province's Zitong resource site,
and proceeded to carry out inspection studies
at the site. In the area of advancement into
Chinese oilfields, Japanese corporations are
standing in the shadows of foreign oil corpora-
tions such as oil majors in respect to manage-
ment resources such as corporation scale, and
especially upstream assets and technology.

In the area of natural gas, Shell, the
Gazprom Group, and others participated in
the planning of a construction project (West
to East Gas Transfer Project) for a long-dis-
tance 4,200 km pipeline tying the natural gas-
producing area of Xinjiang's western Tarim
Basin and the gas-consuming region of the
eastern Shanghai district, previously reaching
foundational contractual agreements in July of
2002. However, although such agreements
were reached in July of 2002, negotiations to-
ward a final contract were rough-going. The
agreements reached an impasse over foreign
demands for guaranteed return rates, which
are very difficult to give for the West to East
Gas Transfer Project. The foreign capital was
withdrawn around August of 2004, and CNPC
decided to go forward with the project inde-
pendently, without the foreign capital.

In the western area of Xiaxi province,
Shell and Russia's Gazprom are coming into
natural gas development. In the same vein,
they are participating in a natural gas pipeline
construction project tying that area to the

Shanghai, the Huabei region natural gas de-
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velopment at the far north resource site of
the Ordos Basin, and another pipeline con-
struction project.

In the area of LNG (Liquefied Natural
gas) BP is taking part in LNG importation pro-
jects belonging to CNOOC-based Dapeng in
the Gungdong province. In April of 2004,
CNOOC, BP, and others entered into 15 con-
tracts, including a financing contract, a trans-
portation contract, a gas trade contract, and a
main gas pipeline contract.

In looking at the connection between
foreign capital from oil majors, etc, and
China's Big Three, in 15 joint projects carried
out by foreign enterprises, including oil ma-
jors, and CNPC, by 1995, a total of 540 million
tons of confirmed crude oil reserves, and 130.5
billion m® in confirmed natural gas reserves
were acquired, while 2005 crude oil and natu-
ral gas production reached 3.77 million tons,
and 483 million m?® respectively. With invest-
ment into Sinopec-led exploratory oil develop-
ment projects totaling $60.26 million, total in-
vestment as of 2001 had reached $150 million.
Furthermore, recently, with CNPC's (China
National Petroleum Corporation) investment
of $8 million in risk-control exploration pro-
jects, foreign oil corporations are trying to en-
ter new projects (11 in resource development
and 3 in EOR) in the Tarim, Ordos and
As of 2005, 75 oil corpora-
tions had contracted for 175 projects with
CNOOC (China National Offshore Oil Corpora-

tion), in cooperative development at 23 oil-

Songliao Basins.

fields, producing an oil and gas output of 21.74
million toe (oil-converted tons).

In the above-mentioned way, in their
advancement into the field of exploration and

development within China's upstream oil sec-

tor, foreign oil corporations, in accordance
with international conventions, bear most of
the exploration risk, and in case commercial
scale oil and gas fields are discovered, are to
enter joint development operations with the
Chinese side and share the output, as set
forth contractually. It is estimated that, as of
2006, the total investment by foreign oil corpo-
rations, led by oil majors, into petroleum ex-
ploration development had reached the tens

of billions of dollars.

(® Advancement into the Areas of Oil and
Gas Alternatives

In response to China's market growth
and surging oil and energy demands, foreign
enterprises such as oil majors, have been ac-
tively advancing into the field of oil and gas
substitutes since the latter half of the 1990s.
In the area of Coal Bed Methane Gas (CMB),
from 1998 through August 2006, oil majors
and other foreign corporations, including
ChevronTexaco, BP and ConocoPhilips, en-
tered into 28 contracts (output-sharing) with
Chinese enterprises, investing a total of $100
million to develop 37,000 km? in target re-
source sites. Reserves in these areas total 3
trillion m?

In coal liquefaction, South Africa's Sa-
sol, in September of 2004, signed the MOU, an
agreement for the construction of indirect
coal liquefaction plants, with China's two ma-
jor coal corporations (the Shenhua group and
the Zhuxia Coal and Mineral Group), and took
part in planning operations for those plants.
When Chinese Premier Wen Jiabao visited
South Africa in June of last year, the MOU for
a feasibility study was signed to carry out the

construction of plants. Under the project, two
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primary coal liquefaction plants were con-
structed. Where the size of the first construc-
tion effort produced 3 million tons of petro-
leum product, at a total investment cost of
$3.6 billion. Further, in attempts to actively
promote the transfer of related technologies
to China, Shell has shared, on ten occasions,
direct liquefaction and gasification technology.

In the area of oil shale as well, oil ma-
jors, are putting their technological superior-
ity to use, actively entering into upstream oil
Shell, in April of 2006,

contributed 61% in the Jilin province, and in

shale development.

collaboration with the Jilin province (39%)
formed the Shell Oil Shale Development Com-
pany to plan for oil shale development pro-
jects. It is estimated that the province's oil
shale can be distributed to dozens of basins,
serving a total area of 60,000 km? at an
amount of 300 billion tons in resources. Within
that, the 14 blocks including the Songliao Ba-
sin, Huadian Basin, etc., with a confirmed re-
serve amount of 17,426,000,000 tons, occupy
55% of China. Shell has plans to adopt tech-
nologies and methods for the separate collec-
tion of oil and natural gas through fracturing
and underground heating. If the resources in
the ICP system (In-site Conversion Process)
are in good condition, it would be possible to
produce 5-15 million tons of oil shale.

In August of 2005, Austrailia's Rock Oil
Ltd. also entered into the area of oil shale de-
velopment in the northeast region of Fushun,
carrying out general application oil shale pro-
jects there in cooperation with local organiza-
tions. At a total project investment amount
of $546 million, $136 million coming from Roc
Oil, 100,000 t/y and 500,000 t/y oil shale pro-

duction plants were constructed.

Il. Operations and Movement by For-
eign Corporations in the Down-
stream Sector; Refineries and the
Distribution Sector

Since the 1990s, alongside growth in do-
mestic oil demand coming from a highly ma-
ture economy in China, foreign oil corpora-
tions such as oil majors, under a global man-
agement strategy, are actively progressing,
with an aim on the Asian energy market, es-
pecially the quickly-growing, potentially enor-
mous Chinese market, not only in the up-
stream area of exploration development, but
also into downstream areas such as purifica-

tion, distribution and services.

(D The Refinery and Lubricant Production
Project

As the top foreign investor into the re-
finery field, in 1996 Total invested 20%, in col-
laboration with organizations including the
China Chemical Import and Export Group and
the China Petroleum & Chemical Corporation
(Sinopec), to establish Dalian West Pacific Pet-
roChemical Co., with a yearly processing ca-
pacity of 5 million tons per year. They began
operations in China's Dalian in 1997, to target
the purification of high sulfur crude oil im-
ports from areas such as the middle east. In
2001, with a purification capacity upgrade
from 5 million tons to 8 million tons yearly,
and additional enlargement by 2006 to 10 mil-
lion tons yearly, the introduction of new
equipment was moved forward with 150 ton/
year hydrogen analysis equipment, and in
2007, with 200 ton/year capacity light oil hy-

drogenation refining equipment. At present
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(September 2008), almost all the oil products
of Dalian West Pacific PetroChemical Co. are
exported overseas.

Since 2001, alongside China's accedence
into the WTO, international oil majors have
set their sights on the Chinese oil market, es-
pecially through the establishment of refiner-
ies. ExxonMobil and Aramco, each at a rate of
25%, and Sinopec [China Petrochemical Corpo-
ration (Sinopec Group)] Fujian Oil Products
Company (50%), jointly investing $3.5 billion,
prepared for the expansion of oil factories and
construction of a petrochemical industrial
complex, and, making use of each other's tech-
nology and investment funds, are planning for
the completion by 2008, of an oil factories ex-
pansion project (from 4 million tons per year
to 1200 tons per year) and the construction of
an 800,000 ton per year ethylene plant within
Fujian, in order to upgrade the processing ca-
pability of Middle East crude oil, the imports
of which are surging.

Additionally, ExxonMobil, through sub-
sidiary ExxonMobil Guangdong, cooperating
with Sinopec-affiliated Guangzhou Co., is plan-
ning to upgrade crude oil processing capacity
in Guangdong from its present yearly 7.7 mil-
lion tons to 10 million tons, and upgrade the
ethylene plant capacity from its yearly
200,000 tons to 300,000 tons.

Recently, Kuwait Petroleum (KPC), a
state-run Kuwaiti corporation, in efforts to en-
ter the field of purification in the southern re-
gion of Huanan, has been planning, in a col-
laborative effort with Sinopec, the construc-
tion of an oil factory and petrochemical com-
plex in the city of Guangzhou. Under the plan,
the oil factory's crude oil processing capacity

would be 15 million tons, with a total invest-

ment figure of $5 billion ($3 billion of that go-
ing to the construction of the oil factory itself)
Formal approval for the project was received
from the State Council in 2007, and plans call
for construction to begin in 2008, with comple-
tion in 2012.

KPC is coming into the oil demand-in-
tense Huanan region with predominance in
upstream assets and abundant crude oil
sources. The jointly-run oil factory's crude oil
source is imported mainly from Kuwait. It is
also planned to link mineralization (ethylene,
etc.) plants to the joint company.

With a growing Chinese oil market, and
guaranteed buyers, foreign countries like Ku-
wait benefit from smooth development into
the oil product sales operations of China's Hu-
anan market. In turn, through joint efforts
with foreign enterprises such as oil majors, at-
tracting technology and know-how, China can
not only make use of the partner's manage-
ment resources, but guarantee stable crude
oil supply from the oil-producing nation of Ku-
wait. Especially for CNPC, which is not a
dominant management and sales entity, joint
development makes possible entry into Hua-
nan's market, beginning with the Huangdong
province, and market share growth.

Recently, Russia's largest national oil
company has been working to establish an ad-
vantage in China's oil and energy market,
through holdings in the upstream sector such
as rich oil production and oil reserves.

As described above, with investment
from international oil majors and other foreign
national oil companies (NOC) such as KPC,
competition among foreign oil companies with
regard to refinement is growing fierce. And,

even though foreign companies exist in China
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Figure 2 Entry by oil majors, etc. into China's oil purification industry, as well as primary joint projects

Company Name | Location Foreign Chinese Capital Amt. | Work Content Crude Oil | Established

Investment Investment (oil factory) Processing | (operations)
Type

Dalian West Pacific | Dalian Total (20) CNPC, etc. | $1.013 billion | 8 million t/y Middle- 1992

PetroChemical Co (80) Eastern (1997)

Sinopec Fujian Oil | Fujian ExxonMobil / | Sinopec $3.5 billion 4-12 million t/y | Saudi- 2004

Products Company Aramco (50) in upgrades and |imported (2008)
(25/25) construction

Kuwait Guangdong | Guangdong | KPC, BP, Sinopec $5 billion 15 million t/y Kuwait- 2008

Purification Project * Shell imported | (2010)

China/Russia Joint | Tianjin Rosnefut CNPC $5 billion 15 million t/y Russia- 2010

Refinery (Russia) imported (--°)

* Project-planning stage.
Sources : Data from CNPC, Sinopec, CNOOC

through joint venture alliances with Chinese
national oil companies, there remains the po-
tential for competition in the background, es-
pecially as China's oil and energy market con-
tinue to transform in a quickly developing
open market economy.

In contrast to international oil majors'
initial strategy of investing into refineries and
the oil upstream, Japan's oil corporations,
since the 1990s, began entering China's lubri-
cant oil market. Japan Energy Corporation
(JOMO), as Japan's first entrant into China's
downstream sector, in 1994, at an investment
ratio of 49%, joined with the Shanxi Oil Corpo-
ration to establish the Shanxi-Japan Energy
and Lubricant Corporation, beginning blend-
ing operations in 1995 at 10,000 t/y. The local
joint operation proceeded smoothly. In re-
sponse to China's growing market needs, local
production was boosted, and local sales activi-
ties for lubricant oil products are being con-
tinuously expanded, with a focus on Huabei,
beginning with Beijing.

Later on, we will examine the differ-
ence in strategy between international oil ma-
jors and Japanese oil companies investing in

China's oil and energy market.

Idemitsu Kosan Co., Ltd., through 25%
Taiwan-owned lubricant oil maker Guohong's
100% Chinese subsidiary corporation "Chang-
zhou Guohong", started operation of 10,000 kl
of blending equipment in 1997 at the Chang-
zhou Jiangsu Industrial Complex. Additionally,
in July of 2003, Idemitsu Kosan, with the
growth of local production, invested $5 million
to establish a base of operations (Tianjin
Idemitsu Lube Co., Ltd)) in lubricant oil manu-
facturing in the Japanese automobile manufac-
turing (Toyota, etc.) city of Tianjin, commenc-
ing operations in December of 2004. The Tian-
jin manufacturing base, with a yearly produc-
tion capacity of 28,000 kl, produces automobile
gasoline, diesel engine oil, ATF, and lubricat-
ing oils for factory equipment, with a focus on
sales to Japanese automobile and part makers.

Besides this, Japan Oil Mitsubishi (now
Nippon Oil Corporation), with plans to ad-
vance into China's lubrication oil market to
meet increasing demands for high quality lu-
brication oil for Japanese makers local pro-
duction in China, in the latter half of the 1990
s, jointly established (40% stake) with the
Tianjin Petrochemical Corporation, TianJin -
Japan Oil Lubricant Ltd,, and began of blend-
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ing operations at 35,000 kl/y in 1998.

In addition, Nippon Oil Corporation, in
response to active business operations by
Japanese automakers and part makers, etc.,
established the new factory, New Japan Oil/
GuangZhou Lubricant Ltd. in 2005 at a cost of
¥19 billion,
27,000 kl of lubrication oil in operations in
2007. Above-mentioned, TianJin - Japan Oil
Lubricant Ltd., by the end of 2005, had grown
production capacity from 35,000 kiloliters to
55,000 kiloliters.

At present, in response to Japanese

manufacturing approximately

automaker's (Toyota, Honda, Suzuki, etc) in-
crease in automobile production in China,
Japanese oil companies are also increasing in-

vestment to expand lubrication business.

@ The Business of Sales and Distribution in
the Chinese Market

International oil majors and the other
foreign oil corporations, especially since the
year 2000, have entered the Chinese oil indus-
try's sales and distribution field with aims on
the ever-growing oil products market. Inter-
national oil majors, for example, in order to
enter into the gasoline station business in
China, have been actively cooperating with
Chinese national oil campanies to invest in the
their IPOs.

When SinopecCorp became listed on
the New York and Hong Kong stock ex-
changes in October of 2000, ExxonMobil made
a 19% stock acquisition, and accelerated op-
erations development in China. As seen in
figure 3, in recent years ExxonMobil has, with
Sinopec, already established and is managing
gas stations at 36 locations. Also, in the first

half of 2002, in the Fujian province, the corpo-

ration has joined with Sinopec and Aramco to
establish the "Sinopec/ExxonMobil Jet Fuel
Oil Sale Corporation”, and agreed to the con-
struction of 700 gasoline stations by the end
of 2007.

For a long period of time, ExxonMobil
and Saudi Aramco, as conditions for partici-
pating in joint oil purification and mineraliza-
tion projects, began a campaign for develop-
ment of the retail sale of oil products and en-
try into service station operations. In April of
2004, that feasibility study was submitted to
the Chinese government, and in June of 2005,
and Saudi

Aramco, as well as Sinopec, plan to develop

it was approved. ExxonMobil

700 service stations (22% each) in the Fujian
province. Sales operations officially began in
2006. Oil products such as consumer gasoline
and light oil are provided by the Fujian Purifi-
cation and Mineralization Corporation, estab-
lished by the joint efforts of the three compa-
nies. Shell, in August 2004, in collaboration
Sinopec, established the Sinopec/Shell Jiangsu
Petroleum Sale Corporation which developed
500 service stations in the Jiangsu Province,
and is expanding in the area of oil product
sales. BP is also actively expanding in the
area of oil product sales. In April of 2001,
they established the Oil Products Sale Corpo-
ration with PetroChina, and as of 2002, in col-
laboration with Sinopec, had already estab-
lished and begun managing 45 gasoline sta-
tions in the Zhejiang province.

In August 2004, Shell, in cooperation
with Sinopec, at a ratio of 40% and 60% re-
spectively, invested $830 million, to formally
establish the Sinopec/Shell (Jiangsu) Oil Prod-
ucts Sale Corporation in Jiangsu province's

Nanjing. The joint corporation, with an oper-
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ating period of forty years, is establishing and
developing, through the purchases and new
construction, 500 service stations, focusing on
Jiangsu province's Suzhou, Wuxi, and Chang-
zhou. With supplies coming from CNOOC/
Shell Petrochemical Ltd., oil product sales and
are being sold under the Shell and Sinopec
brand name.

in November of 2004,

with Sinopec as well as PetroChina in the

Furthermore,

Zhejiang and Guangdong provinces respec-
tively, BP founded Sinopec/BP Petroleum
Ltd., which developed 500 service stations in
the Jiangsu Province, and is expanding in the
area of oil product sales. BP is also actively
expanding in the area of oil product sales and
founded "PetroChina/BP Petroleum Ltd., and
in response to the opening of the Chinese oil
market to foreign access, planning by 2007 to
establish and manage 500 service stations in
each of the provinces of Zhejiang and Guang-
dong. As of 2002, BP, in collaboration with
Sinopec, had established and was operating 45
gasoline stations in the Zhejiang province.
BP and

Sinopec, as well as PetroChina, will co-operate

Within the next several years,

to establish and manage 1,000 gasoline sta-

tions in the south coastal region, in efforts to
grow retail sales in China's Huanan market.

Total Co., with a 49% stake (totaling ap-
prox. $108.8 million), in cooperation with Sino-
chem, has plans to establish and manage 200
gasoline stations in 4 northern areas including
Beijing, Tianjin and Dalian by 2007, and
match annual light oil sales of 800,000 tons.

Aside from primary oil major corpora-
tions, Japanese oil corporation Idemitsu Kosan
Co., Ltd. has, since 2000, established and is
managing gas stations in Dalian in collabora-
tion with PetroChina-affiliated Chinese Union
Oil Corporation.

International oil majors, in their entry
into retail oil sales in China, not only cooper-
ate with Chinese state-run oil corporations,
but develop joint operations with private cor-
porations as well. Shell, in December of 2005,
in order to expand gasoline station operations
into inland China (southwest region), negoti-
ated to join with a major private corporation
located in Chongging in the construction and
management by 2006 of gasoline stations
there.

Shell, in May of 2000, invested 72 mil-

lion yuan, along with Sichuan province private

Figure 3 Gasoline stations held by oil majors, etc. in China

Corporation # of SS Partners Area
ExxonMobil 600 Sinopec and Aramco Fujian
500 Guangdong
Shell 500 Sinopec Jiangsu
s HaiTian Investment Sichuan
Ltd. Chongqing
BP 500 Sinopec Zhejiang
500 Sinopec Fujian
Petrochina Guangdong
Total 200 Sinochem 4 districts in Beijing
Idemitsu Kosan 1 Chinese Union Oil Dalian
Resneft 1 CNPC Huabei
Sources . Drawn from various materials.
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corporation (70%, and 30% stakes respec-
tively), to establish Sichuan/Shell Fuel Oil Ltd.
In March of 2005, the company built gas sta-
tions in Chengdu, competing in the field of lo-
cal oil product sales. Shell's method of making
ties primarily with private corporations in en-
try to the southwest region, is thought to be
primarily to acquire autonomy. While al-
though ownership in joint service station op-
erations in coastal areas is limited to 49%, in
the Sichuan province 50% or greater owner-
ship is possible.
Additionally,

leading service station network development.

local corporations are
Local corporations, through ties with Shell,
are collecting and putting into practice operat-
ing resources such as management know-how
and Shell's brand name as an international oil
major. With the competitive power gained
from the introduction of technology, know-
how, and capital funds from international oil
majors, they are competing with major do-
mestic oil corporations, and attempting to
cross the barrier into the domestic oil market.
It is possible that joint retail sales pro-
jects currently being negotiated and planned
by Shell in Chongging will make use of the
same strategy as the above-mentioned Si-
chuan/Shell Fuel Oil Ltd. Presently, the con-
struction of service stations is being hurried
in chief areas like along Chongqing freeways
or in urban areas. Shell, putting to use pri-
vate corporations’ networks to enter the
southwest region's oil product market, but is
facing fierce competition.
As for Japanese
Idemitsu/China Union Oil joint venture (70% :

companies, the

30%) in Dalian is the only gas station venture

as of yet. In the near future, Idemitsu plans to

increase its gasoline station presence as
China's energy and oil market becomes more
deregulated, specifically with regard to oil
product pricing.

As stated above, recently, Russia's na-
tional oil company has been using the advan-
tage of its holdings in rich oil production and
oil reserves as leverage to establish refineries,
and advance into the Chinese energy and oil
market through the building of 300 Gasoline
stations in Huabei and Northeast China. Last
year, Rosnefut began implementing their
plans, with the establishment of a number of
gasoline stations in Huabei.

BP, in collaboration with Chinese Avia-
tion Fuel Oil Ltd, established in 1998 in
Guangdong, the Jet fuel Sale Corporation,
China's first and only company offering jet
fuel to fifteen airports in southern and central
China, including the Shenzhen Bao'an Interna-
tional Airport.

Shell, establishing, at an 85% ownership
ratio the ZheJiang/Shell Oil Ltd. in coopera-
tion with Zhejiang province's Zhuopu Port
Corporation, has, through the establishment of
lubrication oil specialty stores in 200 cities in
China, developed lubrication oil sales opera-
tions since 1998. Furthermore, in the future,
Shell and Sinopec plan to construct a jet fuel
sales network in the 5 cities of Beijing, Shang-
hai, Kunming, XiaMen, and Hangzhou, and ad-
ditionally expand the sales network into 7 air-
ports in Guangdong, Shenzhen, Chengdu, Nan-
jing, Changsha, Qingdao, and Tianjin as well.
Demand at these airports is an annual 3.2 mil-
lion tons, comprising 50% of the entire coun-
try's demand.

The Japan Energy Corporation, men-

tioned earlier, has been, since 1996, operating
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in the Chinese domestic sales market, through
partner corporation Shanxi/Japan energy Lub
Ltd. Japan Oil/Mitsubishi has also, since the
latter half of the 1990s, not only been manu-
facturing lubrication oil as TianJun/ Japan Oil
Lubricant Ltd, but also focusing on sales by
developing local asphalt sales operations in co-
operation with local corporation RiZhao Lan
Jadeshi Corporation. Additionally, Nippon Oil
Corporation has, this year, in cooperation with
Sinopec (Sinopec 50%, Nippon Oil Corporation
40%, established
Sinopec/JapanQil (GuangZhou) Lubricant Ltd,,

Meiwa Corporation 10%),

offering 55,000 kl per year in high-quality lu-
brication oil products to south China, where
40% of China's demand is concentrated, in
plans to grow operations in China.

At present, oil majors, etc., led by Shell,
BP, and ExxonMobil, with the establishment
of 30 lubrication oil factories in the eastern re-
gions of China, have a production capacity of
1 million t/y, comprising a 22% market share.

Oil majors, not only through collabora-
tion with nationally owned Chinese corpora-
tions, but also through things like technology
exchange with private corporations, are devel-
oping lubrication oil sales operations and are
succeeding in growing their market share.
Exxonmobil, cooperating with Beijing Unity
Petrichemical Ltd., a major private lubrication
oil corporation, is providing technological
equipment and big-name brand basis oil and
additive, in an effort to expand ExxonMobil
brand lubrication oil sales. ExxonMobil in co-
operation with Henan's ZhenZhou Commerecial
Trad Ltd, is selling high-grade lubrication oil
in the Huabei districts of the north.

In the area of LPG sales, BP, as the

largest importer and seller in China, imports 2

million tons per year, with a revenue level
close to $700 million. The company's LPG stor-
age facility distributes to 7 storage and sales
companies in the Jiangsu, Shanghai, Zhejiang,
Fujian, and Guangdong provinces. Since 2004,
the company has been growing its network
by further boosting its LPG sales share
through things such as the purchase of pri-

vate LPG corporations in Guangdong.

. Differing Strategies Between Oil Ma-
jors and Japanese Oil Companies
for Advancement into the Chinese
Oil and Energy Market

1. Oil Majors' Business Strategies for En-
trance into the Chinese Market

Thus far, entry into and development
of China's energy market have relied on
strengths and corporate dominance, and ap-
plied various strategies to adapt to factors
such as China's energy market demand, local
laws, corporate environment, and characteris-
tics of nationally-owned corporations.

Firstly, investment into the initial IPO
is a foot in the door towards entry into Chi-
nese oil and energy market. In 1998, based on
the reorganization of CNPC and Sinopec, the
two majors actively progressed into manage-
ment internationalization, group-formation,
and the transfer of assets into stock, and put
forth effort to tie into foreign capital. Under
these efforts, oil majors gained a foothold in
their entry into the Chinese oil and energy
market, and steadily pushed forward with
participation in IPOs for the Big Three Group.

BP entered the scene for IPO proceed-
ings of Chinese oil groups fastest of all the oil

majors. Listings were made on the New York
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and Hong Kong stock exchanges of Petro-
China in April of 2000, Sinopec in October of
2000, and CNOOC in February of 2001, at re-
spective investments of $620 million (20%
stake), $400 million (14% stake), and $300 mil-
lion (20% stake).

Shell, meanwhile, invested $430 million
into SinopecCorp's October 2000 listing on the
New York and Hong Kong stock exchanges,
and $200 million into CNOOC's February 2001
listing, respectively 14% and 20% stakes.

ExxonMobil invested $1 billion, amount-
ing to a 20% stake, in SinopecCorp's October
2000 listing on the New York and Hong Kong
stock exchanges.

In this way, oil majors are entering the
oligopolistic market dominated by the Big
Three, based on strategic IPO ties with Chi-
nese Oil Corporations. For example, in the
field of exploration development, in the above-
mentioned way, Shell accelerated and ex-
panded exploration development in CNOOC-
controlled waters. In the purification and pro-
duction field, ExxonMobil, with

Sinopec, expanded oil factories in Fujian, and

together

enlarged oil product manufacturing, aiming
for guarantees in the oil sales market. Addi-
tionally, in the field of sales and distribution,
ExxonMobil, BP, and Shell, in cooperation
with CNPC and Sinopec, established oil prod-
uct sales corporations in the Huadong and Hu-
anan regions, and with the construction of a
total of approximately 3,000 service station lo-
cations, developing sales operations there.

Secondly, with a dominant position in
upstream sources, they are entering into the
area of purification in China.

Majors and oil corporations in oil-pro-

ducing countries, with a dominant position in

private upstream assets, oil reserve and pro-
duction amounts, supply capabilities in the in-
ternational market, etc, are advancing into
the field of Chinese oil purification. Leading
oil majors ExxonMobil, BP and Shell have pro-
duction quantities of 164 million tons, 130 mil-
lion tons, and 113 million tons, respectively,
producing 91%, 72%, and 63%, of the overall
Chinese oil production amount quantity (180
million tons). The three companies net Chi-
nese crude oil imports (139 million tons) are
an appropriate 117%, 94%, and 84% respec-
tively.

Within import expansion based on year
-by-year increases in China's oil demand cap,
the Chinese side and oil majors, etc., on top of
agreeing to guarantees of crude oil processing
sources and importation, are establishing oil
factories. For example, ExxonMobil, as well as
Aramco, while establishing oil factories in Fu-
jian with Sinopec, took charge of crude oil im-
ports, with plans to import crude oil from the
Middle East.

Additionally, Kuwait Petroleum Corp
(KPC), a state-run business in the oil-produc-
ing nation of Kuwait, with its dominant crude
oil resources, is also entering the field of puri-
fication in the Huanan region, establishing an
oil factory and petrochemical complex jointly
with CNPC in Guangzhong in an effort to
bring in Kuwaiti crude oil.

Thirdly, in cooperation with private
corporations, they are working towards gain-
ing management autonomy rights through a
growth in oil market share.

Shell, in May of 2000, invested 72 mil-
lion yuan with Sichuan province's private cor-
poration Haitian investment Ltd.,, at respective
stakes of 70% and 30%, and established Si-
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chuan/Shell fuel oil Ltd. Also, in March of
2005 the corporation established a gasoline
station in Chengdu to tackle local retail sales
of oil products. For Shell, in entering the
southwest region, making use of private cor-
porations' local sales networks and personal
connections in local government, using the
method of joint corporate connections, primar-
ily with private corporations, may be a strat-
egy for the acquisition of management auton-
omy. Specifically, while investment in service
station operations in coastal areas is limited to
a 49% stake, with a 50% or higher stake al-
lowed in the Sichuan province, Shell has in-
vested in 70% ownership.

Moreover, other majors and foreign in-
vestors are planning for the enlargement of
sales networks, buying out local private corpo-
ration's service stations.

Fourthly, are strategies, etc. to pioneer
in the oil and gas substitutes energy market.

BP, Shell, and ConocoPhilips, in re-
sponse to surging Chinese energy demand
and growing markets, since the latter half of
the 1990s, and especially under the high price
of crude oil in recent years, has been advanc-
ing into the field of oil and gas substitutes. In
the above-mentioned way, they are also ad-
vancing, not only into coalbed methane (CMB)
development, but into the area of coal lique-
faction as well. Oil majors, etc., with technol-
ogy and know-how in independent develop-
ment, as well as indirect and direct coal lique-
faction, are entering the fields in China of coal
liquefaction, oil and gas substitutes, and un-
conventional energy development, and are

aiming for profit gains in Chinese energy op-

erations through the capture of the gas substi-
tute market, now starting to grow under the

recent sudden jump in oil prices.

2. Japanese Corporate Strategy for Em-
barking into the Chinese Energy and Oil
Market

On the other hand,

American and European oil majors, etc., Japan

in contrast to

oil and energy corporations are not large, es-
pecially in upstream crude oil resources, bet-
ter known as crude oil and natural gas re-
serves, where reserves and output are low,
resulting in them using different process
strategies when advancing into China's oil and
energy market.

Specifically, Japanese oil enterprises,
such as Japan Energy Corporation, and Nip-
pon Oil Corporation, have begun development,
starting with entry into the area of lubrication
oil and asphalt. These areas are small, and
generally free of market regulations. Japanese
enterprises such as Nippon Oil Corporation
now possess advanced lubrication oil manufac-
turing technology and know-how, coming
from local corporations. Japanese oil corpora-
tions, while carrying out operations in China
affiliated

companies’, and driving local sales and opera-

primarily through alliances with
tions development through dealings with local
Japanese corporate group connections, differ
greatly from American and European enter-
prises such as oil majors.

Japanese oil corporations, in the 1990s,
in response to the advancement into China by
Japanese producers such as Toshiba, Hitachi,

and Matsushita, conducted business develop-

4 Sizhi Guo. Japanes investment in China, Metoku Press. 1999, p. 143.
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ment of machine lubrication oil for consumer
electronics and cooling machinery in China.
Additionally, in the latter half of the 1990s, es-
pecially since the year 2000, as growth occurs
with investment and local production by Japa-
nese automakers such as Toyota and Honda,
as well as related makers of automobiles in
China, they have produced lubrication oil pro-
duction companies in China's Tianjin and
Guangzhong, and growing operations, are sell-
ing automobile lubricant oils, primarily to
Japanese auto and part manufacturers.

Japanese oil corporations, implementing
systems for long-term business with domestic
enterprises of Japanese origin, are displaying
prominence in Japan corporate systems, and
promoting and growing local Chinese oil prod-
uct sales operations.

However, at the same time, compared
with corporation and operations investment
by American and European corporations, such
as oil majors previously involved in Chinese
energy operations, the scope of Japanese cor-
porations' investment in upstream operations
is far lower, with little upstream exploration
development investment, as well as very few
successful projects. In the above-mentioned
way, entry by Japanese corporations into local
energy fields is primarily through upstream
areas such as lubrication oil, asphalt, and coal.
Current Japanese organization types for in-
vestment in China primarily consist of appli-
ances, transportation machinery, and textiles,
with investment being respectively 15.3%,
6.3%, and 7.3%. Of those, investment in energy
related fields such as oil and coal, at a tiny 1%,
is extremely low.

At present, corporations of Japanese

origin operating in China's energy field are

avoiding asset and upstream source weak-
nesses, and are trying to strengthen their en-
try into energy areas such as energy savings,
in order to gain a competitive edge locally. Ja-
pan's energy savings and environmental pro-
tection technologies are among the world's
best, and direct investment and the transfer
of technology in this field into China is at-
tempting to be developed.

For example, in the field of energy sav-
ings and environmental  preservation,
Idemitsu Kosan Co. Ltd, in June of 2004, in-
vested $2 million into clean-coal operations, es-
tablishing, at a 98.9% stake, the Clean Energy
Corporation, in Shandong province's Yantai.
With supplied coal being preserved locally,
and blending coal with differing qualities in
sulfur content, calorie, ash, moisture, etc., siz-
ing is performed and clean-coal produced and
sold, offering energy savings operations and
equipment technologies (boilers, etc) and
greater environmental care. With 30,000 tons
in sales by the end of 2005, and an amount of
proceeds reaching approximately 3 million
yuan, Idemitsu Kosan is aiming for sales of
310,000 tons in 2009, with total revenues of 93
million yuan.

In the area of coal liquefaction, NEDO
in July of 2006, started a project for the trans-
fer of technology into China, and commenced
confirmation experiments with local corpora-
tions, such as China's DaTang International
Power Corporation. Under the project, by
2010, it is planned to begin operations of a
liquefaction plant with a daily processing ca-
pacity of 3,000 tons. The construction project,
a ¥100 billion large-scale operation, is seen as
participation in technologically superior Japa-

nese plant operations.

= 150 -



Conclusion

Since the 1990s, the Chinese govern-
ment has been implementing policies to facili-
tate internationalization and the introduction
of foreign investment within the oil field, pro-
viding the opportunity for foreign oil compa-
nies to actively advance in the upstream sec-
tor.

In recent years, alongside a highly ma-
ture economy and led by the need for oil,
China's energy demand has been greatly in-
creasing. Along with China's increase in en-
ergy demands, and accompanied by participa-
tion in the WTO, China's oil and energy mar-
ket gradually became open to overseas inves-
tors, despite limited liberalization and govern-
ment control of oil product pricing. In the
background, foreign oil companies have not
only advanced into the upstream sector, but
have also entered the downstream sector in
areas such as refinement and sales and distri-
bution in China's oil and energy market.

American, European, and Japanese en-
terprises, such as oil majors, due to differ-
ences in their respective management re-
sources, such as corporate scale and asset
composition (e.g. Oil majors and oil producers
such as Rosnefut and KPI hold rich oil pro-
duction/reserves in the upstream sector), dif-
fer in advancement strategies into China's en-
ergy market, entry processes, and advance-
ment operations. Compared to American and
European enterprises such as oil majors, for
Japanese corporations, advancement into the
Chinese energy market is likely to surround
the areas of oil and energy downstream, espe-

cially energy savings and environmental pres-

ervation. New movements in the advance-
ment into China by American, European, and
Japanese corporations, such as oil majors, and
local operations will be watched closely in the
years to come.

Recently, under an objective set forth
by the Eleventh Five Year Plan, China is be-
ginning its foray into the area of energy sav-
ings and recyclable energy. By 2020, under
an objective to reduce energy consumption
per unit of GDP by 20%, China's political
measures for the acceptance of direct foreign
investment will provide a favorable environ-
ment for placing emphasis on energy savings
and environmental preservation. By 2020,
China's investment in areas related to energy
savings, new energy, etc. are estimated to top
1.5 trillion yuan.

Japan's new energy and environmental
preservation-related technologies are becom-
ing world renowned, with energy consump-
tion efficiency exceeding that of America and
Europe by several fold, and China by eight
times. When carrying out investment growth
into China, which is sometimes called "the
world's factory", and business development in
industries such as the automobile industry
where they have good energy savings, envi-
ronmental preservation, and gas mileage com-
pared with American, European, and local
Chinese corporations such as oil majors, Japa-
nese corporations dominate.

With that structure, in the coming
years, Japanese enterprises can be expected
to avoid upstream resource weaknesses and
demonstrate strength and dominance, adapt-
ing to local Chinese laws and energy markets,
expanding energy-related investments such as

energy savings in China and the promotion of
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the development and utilization of new forms
of energy®, and achieving new development in

operations in China®.
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