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The ROK's Economic Development in the 1960s and 1970s
and the Role of Foreign Capital
(Summary)

Chan-Woo Lee
Visiting Researcher, Research Division, ERINA

The ROK entered a period of so-called "develop-
mental dictatorship", which started with Park Jung-Hee's
seizure of power via a 1961 coup d'etat, lasted until the
1970s. Until 1961, the ROK was an "aid-reliant economy"
by virtue of the assistance it received from the United
States. However, at the time of the Park Jung-Hee
administration, the South Korean economy had achieved
significant economic growth thanks to active domestic
investment and exports, and from 1961 to 1979 the
annual average economic growth rate reached a high of
9.4%. High economic growth was supported by high
investment, but foreign capital inflows played a major
role as a source of investment. In particular, the
introduction of the Claim Fund from Japan during 10
years from 1966 played a major role in supplying capital
goods in the first stage of economic development, in
spite of its small scale in monetary terms. In contrast to
the situation with regard to assistance from the USA
until 1950s, Japan's provision of funds was geared more
towards the purchase of capital goods rather than that of
consumer goods, and was used mostly to contribute to
the formation of social infrastructure. Not only the funds
provided on a governmental basis, but also a good deal of
economic cooperation on a private basis was used for the
purchase of capital goods and contributed to the
formation of private capital.

The foreign capital introduced in this way was
mostly used for infrastructure development and the
nurturing of export industries, and actually yielded good
results in that it weakened the country's reliance on
foreign countries as sources of investment. The gross
domestic savings rate rose from 7.6% in 1965 to 19.1%
in 1969, reaching 26.3% in 1979. This shows the rise in
onshore procurement of funds for investment. Looking
at the degree of the government's financial inde-
pendence, of annual revenue (general account + special
account - internal transactions) in the first half of the
1960s, procurement via tax receipts and government-
owned enterprises (monopolies of tobacco and Korean
ginseng, railways, communications, and cereal projects)
remained around the 55% level. But it rose from the
latter half of the 1960s and reached a weighting of 98.4%
in 1978. Offshore funding in the form of aid and loans for
the government's finance fell from over 20% in the first
half of the 1960s to 5.1% in 1978. If we look at the
export effect of the introduction of foreign investment,
the increase in the export effect between the latter half
of the 1960s and the early 1970s was offset by raw
material imports, but the effect of import substitution

became greater, and as a result, the amount of export
effect arising from the introduction of foreign capital rose
to more than half the amount of overall exports. This
shows that the introduction of foreign capital contributed
greatly to an improvement in the balance of payments
during the initial stage of the ROK's economic
development. In this way, rises in the domestic savings
rate, the level of financial inde-pendence, import
substitution and exports, strengthened the country's self-
sustaining base for the sustainable growth of the
economy.

However, the fact that the ROK government's
policy resolve to overcome the "aid-reliant economy" tag
and realize a self-sustaining economy was strong, and
that the population had high hopes for economic
development is extremely important. One can say that
the government of the ROK, as a recipient of
development finance, was able to accomplish a high
degree of economic growth through the clarification of
strategic aims for economic development and a high
degree of concentration of foreign investment on capital
stock and technological reserves. That strong govern-
mental leadership, government-owned enterprises and
major conglomerates worked in close cooperation and
created a systematic preferential relationship that one
could even describe as an unholy alliance between the
political and economic worlds. This was an ingredient
that caused various economic problems from the 1980s,
but during the period of economic development until the
1970s, the state held hegemony and this helped to
increase the state's economic strength. Even more
importantly, it actively introduced modern technology
from overseas and ‘'mass-produced' engineers. In
particular, the nurturing of engineers that was
undertaken jointly by Japan and the ROK, which took
place by such means as Japanese experts visiting the
ROK to train engineers and the short-term dispatch of
engineering trainees to Japan, had a significant effect on
the ROK's technological development.

The following lessons can be learned from the
ROK's economic reconstruction experience in the 1960s
and 1970s:

1. The adoption of "foreign capital introduction”
(loans + foreign direct investment) policies that
aim at the sustainable growth and independence
of the economy. As a result of the appearance of
a development-oriented government that does
not simply rely on "aid", the consistency of
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2.

economic development has been maintained.
Concentration of the initial impact of foreign
capital on the development of infrastructure and
the nurturing of export industries. By means of
this, increases in import substitutes, exports,
the domestic savings rate and the degree of
financial independence have been realized and a
self-sustaining base for the sustainable growth
of the economy has been constructed.

3. The planned nurturing of effective industry by

the government, based on the demands of the
market, in order to acquire foreign currency.
While the light industry sector was supported

by private consumption expenditure to the tune
of more than 70% of GDP until the first half of
the 1970s, it grew naturally. Then, it exported
mainly labor-intensive goods and actively en-
tered overseas markets, while domestically a
shift towards heavy and chemical industries was
realized, and the reconfiguration of industry was
achieved.

The ROK's economic development in the 1960s and
1970s succeeded as a result of the introduction of foreign

as development funds. As a result, the

introduction of development funds became unnecessary.
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WORLD OF PLENTY: ENERGY AS A BINDING FACTOR

Amy Myers Jaffe

Senior Energy Advisor, James A. Baker III Institute For Public Policy

From Daniel Yergin's award winning book "The
Prize" to Kent Calder's less notable, but still influential
volume "Asia's Deadly Triangle," authors who have
tackled the difficult subject of oil have tended to
emphasize the competition for scarce resources as the
driving force of oil geopolitics, especially where Asia is
concerned. Calder warned in his 1997 book, "Expan-
sionist, confrontational strategies, not to mention the
acquisition of nuclear weapons, offer some attractive
prospects of gain to regional powers, such as preferential
access to energy resources and sea lanes in the South
China Sea." In an analysis that became common
wisdom among China watchers, Calder noted that this
strategic rivalry, if unchecked, represents "a recipe for
disaster" and will increase the likelihood of conflict in
Asia. Author Michael Klare jumped on this bandwagon
more recently with his similarly sexily titled book,
"Resource Wars." In it, he proclaims, "Clearly it is not
possible to explain the dynamics of global security affairs
without recognizing the pivotal importance of resource
competition."

But energy markets could just as easily be
oversupplied as undersupplied in the coming decades
especially if large consuming nations band together on
key issues such as environmental protection, energy
technological development, demand management and
joint stockpiling.’ In this cooperative, innovative world,
a more sanguine view is possible of the rapid growth in
energy demand expected to come from the rise of the
middle classes of Asia.

Asia as a whole appears poised for a period of
sustained expansion—with important ramifications for
world energy consumption. By 2005, Asia—defined to
include the Indian Subcontinent, Southeast Asia, East
Asia, Australia and New Zealand but excluding the
countries of the former Soviet Union and the Mid East—
could consume more energy than Europe. Five years
after that, regional energy consumption could top one-
third of the global total.

Asia's rapid economic growth, explosive urbani-
zation, its dramatic expansion in the transportation
sector, and politically important electrification programs,
will have a particularly dramatic effect on Asian
consumption of oil and natural gas and the region's
dependence on oil supplies from outside the region.
Already, at over 19 million barrels per day (b/d), Asia's oil

use exceeds that of the United States. At present, about
60% of this amount must be imported from outside the
region. By 2010, total Asian oil consumption could reach
25 million b/d to 30 million b/d - of which 18 million b/d
to 24 million b/d will have to be imported from outside
the region. China alone can be expected to see its oil
imports rise from around 1.5 million b/d currently to
between 3 million b/d and 5 million b/d by 2010. It is this
latter eventuality that has awakened fears in Tokyo,
Seoul and New Delhi about competition or even
confrontation over energy supplies and lines of
transport.

This quest for fuel will create new economic and
strategic challenges as well as alter geopolitical
relations. But as will be discussed in this paper, the
outcome could be constructive rather than of divisive
depending on the policy choices made by the key players
in the region and by the United States. It is by no means
a foregone conclusion that the nineteenth century
pattern of neo-mercantilist competition for territory and
diminishing oil reserves need fit analogously with 21*
century oil geopolitics. As Robert Manning notes in his
book "The Asian Energy Factor," U.S. oil imports grew
from 1.8 million b/d in 1960 to 8.8 million b/d more
recently "without creating crisis competition with other
importers."

However, issues of territory and nationalism loom
large as defining issues in Asian inter-state relations and
thus, energy security for all concerned must be managed
carefully if these other pathologies are not to spread into
policy responses in the energy area. This paper will
discuss the issues and challenges and offer some
suggestions for the policy framework that needs to be
developed if energy is to become a bridge between
rather than a source of conflict for the major powers.

Asia's Rising Oil Dependence: Imports to Rise

In recent years, Asia has imported about 60% of its
oil from outside the region. Local oil exploration trends
indicate there may be a widening of this dependence to
as high as 80-90% over the next decade or so as regional
production fails to post major gains. Asian oil demand
averaged around 21 million b/d in the first quarter of
2001 while local oil production totaled only around 7.2
million b/d, leaving a gap of over 13.8 million b/d which
was met by imports from the Middle East and Africa.’
This is up from a gap of over 11 million b/d in 1998.°

' Kent E. Calder, Asia's Deadly Triangle, Nicholas Brealey Publishing, London 1996
* Michael Klare, Resource Wars, Henry Holt & Co, New York 2001
* Jaffe, Amy Myers and Robert Manning, "The Shocks of a World of Cheap Oil" Foreign Affairs, January February 2000,

Vol. 79 No. 1 p. 16-29

* Robert A. Manning, The Asian Energy Factor, Palgrave, New York 2000
* Petroleum Intelligence Weekly, Oil Market Intelligence Database 2001

* Ibid.
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The potential for continued breakneck growth in oil
use in Asia remains great despite recent economic
setbacks. As countries like China, Thailand, India and
the Philippines achieve higher levels of economic
development, the call for oil from to meet the needs of
their citizenry will increase exponentially. Instructively,
at present, the more developed Asian economies—
Japan, South Korea, Taiwan, Hong Kong and Singapore —
consume nearly half of the oil used in Asia even though
they account for only 7% of the regional population. Oil
accounts for about 55% of energy use in these
economies.”

By contrast, to date, high population countries have
relied more heavily on coal supplies. Chinese coal
consumption, for example, represents 74% of its energy
use while oil accounts for only 20%. Similarly, coal
represents nearly 60% of India's energy consumption.®
Such proportions will shift as the composition of energy
demand changes with economic development.

More than half of the future growth in Asian energy
demand is expected to come from the transportation
sector where barring a technological breakthrough,
increased reliance on oil-related products will be
unavoidable. Per capita income increases in countries
such as China and India will encourage an increase in
automobile ownership, and with it, a corresponding rise
in gasoline demand.’

On the flip side, expected efficiency gains in the
industrial sector through modernization could reduce
coal use. Several countries have also begun programs to
enhance the use of natural gas. Japan's Ministry of
Economy, Trade and Industry (METI), for example,
would like to see natural gas use rise from 12% today to
20% by 2020. China has targeted natural gas use to
expand from 2% currently up to 10% by 2020.

As Asia develops, oil demand is expected to grow
two to three times faster than in the industrialized West,
reaching around 29 million b/d by 2010, according to a
"business as usual" scenario forecast by the International
Energy Agency.” The U.S. Department of Energy
projects a similar growth path. This may seem fast but in
the period from 1970 to 1994, Asian energy demand
quadrupled in absolute terms and Asia's staggering
growth promoted a 274% increase in the amount of oil
used over the 24 year period, versus an average for the
rest of the world of 63%."

The potential for growth in oil use can be
dramatically illustrated by developmental comparisons.
China's per capita oil consumption is nearly 22 times
less than that of the United States and 13 times less than
that of South Korea. Per capita electricity use in China is
about 5% of the OECD average, and in India just over
3%." Still, the level of energy efficiency in government
regulated economies like China and India is meager,
leaving some potential for improvements that could
temper energy use increases, especially as government
subsidized energy prices in countries like India are
reformed and conservation rewarded by the marketplace.

Still, when all is said and done, Asian oil use may
wind up being higher than these forecasts suggest for
the coming decade depending on social preferences and
environmental factors. Popular opinion may press policy
makers to abandon current heavy reliance on coal
resources and plans to expand nuclear power in favor of
natural gas and other alternatives. In the case of China,
rational price policy might render costly coal trans-
portation to Southern China as non-competitive com-
pared to increased oil use. By the same token, political
pressures in the wake of recent nuclear accidents may
force Japan to abandon plans to construct 20 new nuclear
power plants to provide an additional 28 GW of the
electric power generating capacity.” Should Japan need
to generate an equivalent amount of electricity using oil-
fired plants, Japanese oil use would rise by an additional
1.17 million b/d not reflected in current IEA or other
forecasts for Asian oil demand.”

While Asian oil use may climb some 6 million b/d to
12 million b/d in the coming decade, regional supplies
are not expected to grow in any corresponding fashion.
The IEA forecasts Asian oil production to fall to 6.4
million b/d by 2010 from 7.65 million b/d currently while
other, more optimistic, analysts expect only modest
gains of 1 million b/d or so0.”

Differences reflect mainly views about the future
potential of production capacity in China, which
represents almost half of the current regional output. In
2001, despite high international oil prices, Chinese oil
production averaged 1.4% less in the first quarter of
2001, compared to the previous year. This trend is
unlikely to be reversed given ineffective price reform,
unfavorable geological factors and the general rigidity of
the state oil sector and capital constraints within China's
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major industries."

Even were China miraculously to reorganize its
investment codes and oil businesses, foreign investors
are generally skeptical of the economic and geologic
potential of China's oil resources. Recently, there have
been some exploration successes by foreign oil
companies in China's offshore at Bohai Bay and the
CACT consortium, comprising Italy's Eni, Chevron and
Texaco and China's state-owned CNOOC, has announced
a new oil find in the South China Sea."” China's Western
Tarim Basin is thought to hold some potential but its
high-cost, hostile terrain and great distance from
national infrastructure and coastal demand centers
renders commercial exploitation among the more
difficult and expensive in the world. Middle East oil
prices must remain consistently above $15 a barrel
before Tarim Basin shipments to the coast would be
competitive with alternative world supplies.'

The outlook for oil production increases elsewhere
in Asia is not much more optimistic. Indonesia has seen
proven reserves decline 14% to 5 billion barrels since
1994.” However, much of the country has remains
unexplored, and it will be possible for Indonesia to boost
production once more by inviting oil companies to
explore for oil offshore and in the eastern section.
Favorable investment terms will be needed to encourage
the use of advanced technology to forestall production
declines in the main onshore production regions in
Western Indonesia, much as such technology has
arrested declines in oil fields in the North Sea. Two
fields found in 1998 in the East Kalimantan region (West
Seno and Merah Besar) are thought to hold more than 1
billion barrels of oil liquids.” Caltex's proposed plans to
add enhanced oil recovery operations at the key Minas
field could also add 100,000 b/d of production and slow
the impact of the field's natural output decline.”
However, political instability hangs over efforts to
enhance investment in the country's energy sector.”

Other producers in the region such as Papua New
Guinea and Vietnam are thought to have more modest
potential for expansion while Malaysia's output is
expected to begin declining by 2005. Already Malaysia's
reserve base has started to decline—currently below 4
billion barrels.” Malaysia reduced its petroleum tax in
1997 but exploration is undertaken mainly by smaller
independent oil companies. For its part, state firm
Petronas has embarked on an ambitious international
exploration campaign that has involved risky invest-
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ments in countries isolated and targeted by U.S.
economic sanctions such as Burma, Sudan, and Iran.

Several frontier areas with some exploration
potential remain to be exploited in Asia such as Eastern
Indonesia, onshore India, coastal Vietnam, and Cambodia
where land mines have until recently thwarted activity.
Vietnam's proven reserves stand at only 600 million
barrels but further exploration is expected to yield
another several billion barrels.” Vietnam would like to
increase its oil and gas production substantially and has
initiated a new, more attractive law governing foreign oil
operations.”

Despite some areas of limited promise, Asia's
geology has to date not lent itself to many elephant size
oil basin discoveries. In fact, over the last decade or
more, over two-thirds of hydrocarbons found in Asia
have been natural gas deposits. Some of this gas, such as
deposits in Natuna, Burma and Bangladesh, have faced
development hurdles due to technical problems (in
Natuna's case, the field's high CO. content), political
obstacles and lack of infrastructure or well-developed
markets.

0Oil Geopolitics in Asia

The relatively pessimistic outlook for major
expansion in local Asian oil supply sources has led many
large consuming countries in the region to bring oil
import policies to greater prominence among national
strategic concerns. Analysts are predicting an "inexo-
rable trend" of "growing Asian oil dependence on the
Middle East and vice versa.™ Already, over 60% of
Middle East exports go to Asia and nearly 70% of all
Asian oil imports come from Middle East producers.
Some 84% of all crude oil refined in Singapore is Middle
Eastern, while 78% of crude processed in Japan comes
from that region.”” The International Energy Agency
projects that the Asia Pacific will be importing 20 to 24
million b/d from the Middle East by 2020. The net result
of this oil linkage may be a corresponding network of
interlocking economic and political relations.

Such new, more complex relationships are already
emerging and include cross investments where Asians
would invest in upstream oil and gas sectors in Persian
Gulf countries and major Middle East oil producers
invest in downstream facilities in Asia. They also include
cooperation in other spheres such as military trade and
diplomatic initiatives.

Several Asian oil companies have invested in oil
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fields in the Persian Gulf. Japan had led the way to
investments in the Middle East oil sector over the past
several decades with investments in oil fields in Abu
Dhabi and the Saudi-Kuwaiti Neutral Zone, Oman and
Qatar LNG projects.”® Most recently, following the
expiration of its upstream arrangement in Saudi Arabia's
neutral zone, Japan has been courting Iran. Its Silk Road
Petroleum consortium which comprises Japanese com-
panies including Japex, JNOC, Inpex, and Tomen, is in
the process of submitting proposals for the development
of Iran's large Azadegan field.”

Malaysia's Petronas in a joint venture with
European firms is developing the South Pars gas field in
Iran as well as other oil fields in Iran and Yemen. South
Korea has also invested in LNG businesses in Qatar.

More recently, China and India are stepping out to
do the same. Both countries put down a marker for Iraqi
and Iranian oil fields that might open to foreign
investment —the former when UN economic sanctions
are eased. India has investigated investing in the Tuba
oil field in Iraq, while CNPC has staked out turf in both
Iran and Iraq. CNPC has on the books a $1.2 billion
commitment to develop the al-Ahdab oil field in southern
Irag. CNPC has also signed a memorandum of
understanding with Iran's National Iranian Oil Company
to explore for offshore reserves in Iran, China and
elsewhere. So far, however, United Nations sanctions
and lack of hard currency have prevented CNPC from
doing either.

On the flip side, several Middle East producers
have sought refining assets in Asia, in an effort to
solidify relations and ensure markets for their oil. In
1991, Saudi Aramco bought a 35% stake in Ssangyong
Oil Refining Co., the third largest oil refiner in South
Korea, for $470 million. Saudi Aramco also purchased a
40% stake in Petron, a major Phillippines refiner in 1995
and has been negotiating with China about an
investment in a refinery in Fujian province.”

The trend of new oil cross connections is most
dramatically demonstrated in the new policies of China
where the government has encouraged its state oil
companies to become more outward looking in their
orientation in an effort to diversify and identify secure
supplies of oil and gas. In 1986, China's State Planning
Commission, acknowledging that its domestic oil
industry could not maintain oil self-sufficiency in light of
the country's growing energy demand, officially gave the
go-ahead to allow foreign crude imports. However, it

wasn't until 1993 that China became a net oil importer
for the first time. Import rates have risen slowly over
time and today, China's oil imports currently average
around 1.5 to 1.7 million b/d. They are expected to grow
to between 2.0 million b/d and 4 million b/d over the next
ten years.”

In 1996, facing this trend of rising demand for oil
and flagging domestic oil production, China unveiled a
plan to attain around a third of its energy needs through
international exploration and acquisition activities.” In
1997, state China National Petroleum Corp. (CNPC)
grabbed the spotlight by outbidding the international
majors for oil fields and exploration acreage in
Venezuela, Sudan, southern Iraq (on hold until United
Nations sanctions are lifted), Iran and Kazakhstan where
it committed to spend $4.3 billion to buy a 60% stake in
Aktybinskmunai production association and the Uzen oil
field.® The Kazakh purchase was considered the most
interesting of the investments since it opened the
possibility that China could import oil over land by long
distance pipeline as a means to hedge against
disruptions of more distant Middle East oil supplies or
against any upheaval in international sea lanes,
particularly the choke points of South Asian sea lanes.

Gaye Christofferson offers an explanation of this
policy which she says was designed to provide stable oil
imports and develop economic zones around China.
"China's strategy for Central Asia and the Asia Pacific
has not been formulated unilaterally but rather in
consultation with countries in each of these regions.
This strategy involves the formation of natural economic
territories that transcend borders, extending from
China's domestic economy into surrounding countries.
Called the Northwest Economic Circle and the
Northeast Economic Circle, they open up inner border
areas to international trade, with the hope that the
interior will gain the same benefits as the coastal region.
Oil and gas pipelines are the sinews that integrate and
link these natural economic territories."*

China is also said to view its activities in Central
Asia as a potential land bridge to the Persian Gulf whose
waterborne oil supplies are now patrolled and protected
by the U.S. Navy.”

Still, despite the strategic benefits, China is faced
with the same endemic problems that have prevented
the building of significant pipelines proposed by other
countries and consortiums in Central Asia. Not only are
the economics of the pipelines tenuous, mainly due to
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the lack of proved reserves in the region, there are also
matters of ethnic and social unrest in almost all of the
newly formed states. This regional instability has made
it difficult to find investors willing to commit to building
the infrastructure essential for transporting the energy
resources to market.”

Obstacles aside, China will still have to weigh the
security benefits of on-land routes against the economy
of sea-borne shipments. International oil prices must
exceed $14-16 a barrel for overland pipeline shipments
from China's Tarim Basin and Kazakhstan to compete
with waterborne imports from the Persian Gulf.”” For
Kazakh crude, the equation is more complicated. The
7,200 kilometer pipeline that has been proposed to cross
Kazakhstan and China would imply a per barrel transport
cost of $4.90 while costs for shipments via Iran are
calculated at around $3.00/b, both excluding export
tariffs and right of way costs. In the case of a Bosporus
route to Europe, these transport costs are generally
higher than transportation costs for Kazakh oil to
Europe, implying that Kazakhstan producers would need
a considerable subsidy before they would shift oil from
the more profitable Mediterranean market to the
Chinese market. This will be true despite the fact that
Asian oil markets generally carry a price premium to
Mediterranean prices.

Only in the case of the Baku-Ceyhan route vs. an
Iranian route, would the existence of an Asian price
premium mean that Kazakh producers could earn more
profits selling their oil to China via Iran.” In the case of
an expensive overland route from Kazakhstan to China,
the cost disadvantage would have to be overcome
through support from the Chinese government since
this option would be the least profitable of any export
route that might be available to Kazakh oil producers.
The issue for policy makers in China will be whether the
security benefits of this diversification are worth the
cost in terms of higher total oil import costs.

China, as well as neighboring Japan, has also looked
to Russia as a possible means to diversify oil and gas
supply, raising the possibility of altered big power
relationships on the world stage, but Russia's major
resources, located in Western Siberia, are quite distant
from consuming regions in China or Japan.” However,
some potential for energy trade exists for the resources
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of Russia's Sakhalin Islands which at present are
estimated to contain 4.5 trillion cubic meters of natural
gas and 4 to 5 billion barrels of oil. Oil from two projects
there is already flowing. And, Sakhalin's natural gas will
become an increasingly attractive source of clean energy,
especially as political and economic constraints stymie
any expansion of Japan's nuclear power industry.”

Scattered natural gas resources of the Irkutsk have
been mooted as a possible pipeline supply source to
Northern China but commercial problems abound for
this project. These problems range from the usual high
transport costs to questions of reservoir size and quality
of the targeted Kovyktinskoye field." Yukos, one of
Russia's largest oil companies, has been negotiating with
the Chinese government about building a pipeline
connecting eastern Siberian oil fields to China, but the
$4 billion project has so far foundered over financing and
Russian demands for a long term oil purchase
commitment.” Analysts argue that strategic energy
cooperation of this sort will require a pragmatic and
strong-willed joint effort as well as a clear means to
overcome the shortage of capital.” Participation of
international organizations and regional forums such as
the Asian Development Bank, the IBRD, UNDP and
APEC will be important for the implementation of these
programs.*

The export of Russian oil and gas resources to East
Asia has several geopolitical advantages for the
countries of Northeast Asia. For Russia, it is an
important engine of economic development in the
country's Far East and a means to improve its relations
with both China and Japan.® Bilateral energy trade opens
up the possibility of Japanese and South Korean
investment capital and technology for Russia's ailing oil
and gas sector and its poor northeastern communities."
At the same time, Japan seeks better relations with
Russia both to balance China and to reduce its
dependency on Middle East oil and gas. As energy
diplomacy has improved, Tokyo has lowered the heat on
the territorial dispute over the Kuril Islands, seized by
the Soviet Union at the end of the World War II. Russian
Far East energy supplies also allow China to diversify its
oil imports away from seaborne supplies from the
Middle East that Beijing fears could be blocked by the
U.S. Navy, and bring China closer to Russia in a possible
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alliance to counterbalance US hegemony in international
fora.

Despite the promise of Russian and Central Asian
supplies, growing Asian oil dependence on the Persian
Gulf and expanding Persian Gulf dependence on the
growing consumer markets of Asia will remain the
prevailing trend in the coming decade. This trend could
have important implications for both the means and
methods of Persian Gulf security and for the U.S. naval
role in Southwest and East Asia as well as for the
potentially explosive linkage of political issues between
two turbulent regions.

Ironically, as Asian dependence on the Persian Gulf
will expand in the coming years, the U.S. will actually
increasingly be able to rely on oil from within the
Western Hemisphere and Atlantic Basin. Globalization of
the oil market has meant that oil movements are linked
more to transport economics than political relations. Oil
production increases in Venezuela, Colombia, Canada,
Brazil, West Africa and the U.S. deepwater gulf have
begun to crowd Persian Gulf oil out of the U.S. market.

This new reality could raise burden-sharing issues
regarding the defense of the Persian Gulf, now protected
almost single-handedly by the U.S.” It remains unclear
how the American public will feel about this shift,
especially when the free riders on the U.S. military
efforts in the Persian Gulf will not just be traditional U.S.
allies, Japan and South Korea, but countries where
bilateral relations with the U.S. are more ambiguous—
China and India.

China's activities to deepen its oil trading
relationships with Iraq and Iran have fueled concerns
that Beijing will form oil-for-arms, military-client
relationships with these nations. This would mean that a
conflict between either of Iraq and Iran and a U.S. ally in
the Persian Gulf could draw China into conflict with
Western powers.

Ironically, however, China's oil sector may not be
able to benefit directly from access to large volumes of
oil from Iraq and Iran. Aged and unsophisticated oil
refining equipment throughout most of China means that
China is limited in the quality of oil it can process. China
cannot refine large amounts of most of the lower quality
supplies that are produced in Persian Gulf countries such
as Iraq, Iran, Saudi Arabia and Kuwait. By 2005, China is
only likely to be able to process little more than 1 million
b/d of this lower quality Persian Gulf oil, though it will be
able to import supplies from Abu Dhabi, Yemen or
Oman.”

China's rising import requirements will mean that it
will become increasingly dependent on the same energy
sources and sea borne lanes of transport as the US,
Europe, Japan, and other industrialized countries. This
could tie its strategic interests more closely with
Western interests in the Middle East. While it is true
that China will increasingly compete for similar energy

supplies with Japan, South Korea, and India, the
possibility that this will lead to increased tensions and
conflict is not a foregone conclusion.

In 1990, China, which was then self-sufficient in its
oil supplies, abstained when the US mobilized an
international coalition to drive Iraqi troops from Kuwait.
A future crisis, taking place once China has become a
major importer, might have very different reaction from
Beijjing?one that would put China and the U.S. on the
same side in conflict management.

Conclusion: Confrontation or Cooperation?

Will Asia's emerging energy future —marked by
greater imports, continued dependence on the Middle
East and deregulation—lead to confrontation or coope-
ration? Today's global energy market has created an
array of powerful incentives for cooperation not just
within Asia but in key supplying regions like the Middle
East and, indeed, globally, through concerted action in
institutions such as IEA which is now courting
relationships with major oil users like China and India.
But even the most superficial reading of history
suggests a certain sobriety: this century has been
marred by war—from World War I to the war in the
Persian Gulf—driven, in whole or in part, by nations'
conflicts over resources.

The global market in energy is like all other
markets. It assumes norms of behavior, however
minimal, backed up by a threat of force, however
implicit, should those norms be broached. In this
respect, America, through its dominant naval position
east of Suez, plays a distinct role in Asia's energy future.

Without a US military might capable both of
intervening decisively in the Persian Gulf should a threat
to stability arise there and of protecting sea-lanes
globally, the chance of a free and open peaceful exchange
of energy commerce in Asia dims considerably.

For Japan and South Korea, whatever the domestic
political difficulties involved, the geostrategic ramifi-
cations of increased energy imports are relatively
unproblematic. Both countries are, after all, already
major hydrocarbon importers and long-time allies of the
United States. Their dependence on U.S. dominance in
the Gulf and control of international sea-lanes is already
a fact of life. This does not mean that they will eschew
opportunities to build relationships with individual
Middle East producers or seek cooperation with energy
producers within the region, notably Russia. But such
approaches will exist within a broader acceptance of the
decisive role of the U.S. in ensuring stability in the
Persian Gulf and the security of sea-lanes in East Asia.

For China, by contrast, the prospects of reliance on
Middle East oil and the U.S. military to protect its access
to this oil, will create new problems for its foreign policy.

China's military and particularly naval buildup,
though sizeable, is far from sufficient to guarantee East
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Asian sea-lanes, much less protect security in the
Persian Gulf.” For the foreseeable future, China is
limited in its military roles. Fears that it will disrupt the
flow of oil through Asian sea lanes are exaggerated since
the wide number of alternative routes make this
virtually impossible.” Moreover, any effort to block oil
supplies to U.S. allies in East Asia would almost
certainly prompt an instantaneous naval response by
Washington - one that would put Beijing's own oil
imports in peril.

Much has been made of China's arms sales to Iraq
and Iran.” Baghdad and Tehran clearly see closer
relations with China as a way to counterbalance
American influence in the Gulf. But Washington's
influence in the region remains overwhelming. While
Iraq and Iran may look to China as a source of diplomatic
support, arms supplies, and potential investment in their
energy sectors, all three nations will remain vulnerable
to U.S. naval interdiction in a confrontation for the
foreseeable future.” China itself appears to recognize the
limitations of its Iran/Iraq policy and is pursuing refinery
investment and upgrading deals with Saudi Arabia and
has given increased attention to high level diplomatic
interaction with the kingdom.”

A Chinese policy fostering greater emphasis of
supplies within an adjoining region —notably Russia and
Kazakhstan—may give China some comfort but it will
also be an expensive proposition. Moreover, the question
of reliability in a crisis remains open: should oil prices
spike because of instability in the Middle East, it is hard
to imagine cash-pressed Kazakhstan, for instance,
selling oil to Beijing at a discount.

These facts place two important Chinese objectives
—the independence of action associated great power
status and the economic growth required to sustain its
regime's legitimacy —into direct conflict.”

The pragmatic realities of interdependence in Asia
suggest that the prospects for cooperation on energy
could well be brighter than they are for conflict. The
policy responses from each player will, in the end, be
determinative. Asia can certainly learn a lot from the
West's energy insecurity experiences of the 1970s.
Rather than compete with each other to garner
improved individual access to restrained Middle East oil
supply, the members of the NATO alliance and Japan
formed the International Energy Agency (IEA) to fund
jointly alternative energy research and to develop joint
strategies for conservation, stockpiling and research, and
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development of alternative energy sources.” The West
learned quickly —a lesson that served it well during the
1990 Gulf crisis—that it could minimize the impact of
supply disruptions from the Middle East by sharing
resources in a coordinated fashion rather than by acting
alone, militarily or otherwise.

More generally, common regional activities in the
energy arena could foster both the formal structures and
informal norms that could lead to broader cooperation in
the region. The European Union, we should recall, began
as a relatively modest exercise in economic cooperation
between Germany and France. To say this is not to
suggest any similar drive towards economic, much less
political, union will occur in East Asia. But, on the
margin, even limited cooperation—if successful —can
help create, as it did in Europe, a network of personal
relationships and an ethos of consultation among
traditionally suspicious governments.

Areas for cooperation on the energy front are
multifold. The key Asian consumers can mimic (or
possibly join in some fashion) the IEA systems by
creating their own joint stockpiling and research
organizations (Japan is already jointly pursuing clean coal
technologies with China, for example) for a win-win
situation. There is room for Northeast Asia to link
energy infrastructure to create synergies and market
effici-encies as well as improve the cost and access to
foreign capital. While political obstacles might be great,
the experience of the Western Hemisphere is instructive
on the benefits of inter-national natural gas and shared
electricity grids in improving access to supplies and
lowering energy costs to consumers. Several grids have
been proposed in Asia, including natural gas grids linking
ASEAN countries, one linking Burma, Bangladesh and
India, and another more ambitious scheme that would
carry Russian oil and gas to Japan, China and the Koreas.
Russia's Irkutsk region is also investigating exporting
spare hydroelectric power to Mongolia and Northern
China.

Finally, there are also areas of cooperation in the
realm of security. Accidents, terrorism and piracy in
important sea-lanes constitute threats, real or potential,
to all the importing countries of the region.” All three —
in addition to the direct financial costs they impose—
raise the specter of an environmental disaster that could
affect the whole region.” While an outright expansion of
security responsibilities might fuel destabilizing naval
augmentations, joint agreements on the capture and
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prosecution of outlaws and on environmental clean-up
and emergency procedures could both provide areas for

confidence building among the regional powers and
garner tangible benefits to the security of sea lanes.
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One of the key rationales informing discussions
about the China dimension in Northeast Asian energy
cooperation is the environmental contributions that
come along with the importation of energy, in particular,
natural gas, from Russia, for consumption in China and
export to South Korea and Japan. The logic is simple. An
increase of gas in China's energy consumption can help
reduce China's dependence on coal, the primary source
of energy and the primary cause of atmospheric pollution
as well. On the other hand, for gas and other clean
sources of energy to gain a larger share of China's
energy consumption markets entails a conflict of interest
with the power supply systems already in place. This
makes it meaningful to examine China's governance of
its electric power industry, since currently coal is used
to generate electric power. Replacing coal with gas for
household use is most certainly desirable. On the other
hand, how the electric power industry is managed in
China has a decisive impact on the future prospects of
bringing in additional (and non-traditional, such as
natural gas) fuels for consumption through international
cooperation.

The purpose of this paper is two-fold. First, it
provides an update’ on recent policy reforms of the
electricity industry governance structures. As is true in
other countries, the development of the electricity
sector of the energy industry does not always follow the
logic of science. This is particularly true when
'sustainable development' is an implicit or explicit
rationale in investigation. Instead, that development—
from national planning to project approval—is heavily
influenced by the industry's governance structures and
practices. In a sense, understanding how China governs
its energy industry is as important as understanding the
supply and demand trends of the Chinese energy
market.

Second, drawing on insights derived from the first
part, the paper considers implications of China's
changing electricity governance for bringing a vision of
energy cooperation in Northeast Asia into reality. Among
other things, the paper argues that considerations of
developing cross-border energy cooperation in North-
east Asia can benefit from working with the local bodies
of China's electricity governance apparatus in the
northeastern provinces, building a web of stakeholders

in cooperative project designs.

Governance Structure of China's Electricity Industry
From 1949 till the mid-1980s, the electricity
industry in China was one of the least reformed sectors
of the Chinese economy. The state was the sole owner
and operator of power generation and distribution
facilities. State monopoly also means that there was little
foreign participation in the electric power industry. For
the Chinese government, following the principles of self-
reliance and the state providing electricity for both
commercial and public consumption was a matter of
national security, and in some ways can be seen as an
instrument of ensuring central government's effective
political control of the provinces (Lieberthal, 1995).

Reforms to the industry began in 1985, when the
State Council allowed entities other than the national
government to raise their own funds for power plant
construction. Such entities included local governments,
state-owned enterprises, and partnership enterprises of
various forms of ownership. These reforms diversified
the sources of investment in the electricity industry. At
the same time, they led to complexities in governing the
industry as well. This is because the Chinese
bureaucracies at various levels have difficulties in
coordinating their activities along industry lines. In
addition, the majority of China's power plants operated
autonomously. It was not until the early 1990s that
construction of power distribution networks began.’

We should bear in mind, meanwhile, although the
sources of investment in the power sector increased, the
level of state monopoly of the industry remained
unchanged. Also in 1985, the State Council allowed the
diversification of electricity prices as well as the setting
of electricity prices to recover investments in power
generation facilities. This reform measure, however,
does not mean that electricity pricing was allowed to
fluctuate according to market conditions. "Diversifi-
cation" simply means that different end users have to
pay different prices set by the government. The
government at various levels, as it is still the case today,
determined the price of electricity.’

The second phase of reform in the electricity
industry began in the early 1990s. These reforms
attempted to push the industry into market competition

' An excellent account outlining changes in China's power management from 1979 to 1995 is Yang and Yu, 1996.

> The China National Electric Power Network Construction Corporation (Ltd) was created in 1993, together with the
decision to start construction of the Three Gorges Dam project.

* Specifics for electric price setting can be viewed at the China Energy Information Net page:

http://www.energy-china.com/Zhenfu/talk dl/151.htm.




through restructuring state-owned power enterprises as
stock corporations and the creation of "enterprise
groups.” The goal of such restructuring is to relieve the
enterprises of their governing responsibilities and to
take advantage of economies of scale (Chou, 1997). A
key step in this direction was the promulgation of the
Electricity Law of China in 1995 to be discussed below.

The third phase of reform in the electricity industry
began in 1998, marked by the dissolution of the Ministry
of Electric Power. The following section offers a glimpse
of China's governance structure for the electricity
industry today.

National Level Governance

At the national level, under the State Council, the
State Development and Planning Commission (SDPC)
and the State Economic and Trade Commission (SETC)
map out national development strategies, regulations,
and policy directives. SETC has absorbed the role of
China's energy ministries before the comprehensive
revamping of ministries under the State Council in 1998.
For the electricity sector, the Department of Electric
Power under SETC now assumes the authorities of the
former Ministry of Electric Power, which itself went
through seven rounds of merging with and/or separating
from other energy ministries after the creation of the
Ministry of Fuel Power in 1949. The history of this
bureaucratic restructuring is a long one (Dangdai, 1994).
Suffice here to say that each phase of restructuring has
to do with the Chinese central government's desire to
better coordinate the utilization of available and
accessible energy resources. The 1998 dissolution of the
Ministry of Electric Power, for example, does not mean
that the State Power Corporation of China (SP) has sole
authority to decide on power plant construction. The
Ministry of Water Resources retains its power to decide
on hydro power projects and the supply of electricity for
agricultural use.

The dissolution of the Ministry of Electric Power
was preceded by the creation of the SP in 1997 (State
Council, 1996). SP was designated to be an enterprise in
and of itself. When the State Council launched the SB, it
appointed the minister and vice-ministers of the
Ministry of Electric Power to serve as its chief executive
officers (State Council, 1996). SP thus became the super-
corporation, governing seven regional power corporation
groups and six independent electricity networks at the
provincial level that had been under the direct control of
the Ministry." In addition, SP shares responsibility
together with the Ministry of Public Security in
managing Anneng Corporation, the hydro power division
of the People's Armed Police Forces.

There is yet another national agency that is part of
China's governance mechanisms of its power industry:
the China Electricity Council (CEC). Created in 1988,
the CEC was an association of enterprises in China's
power industry but worked under the direct supervision
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of the Ministry of Energy and its successor the Ministry
of Electric Power. The CEC's main function is to provide
"all power enterprises with various forms of service" and
assist the now-dissolved Ministry in "power industry
management" (CEC website). Behind such a vague
statement of purpose is the reality that along with the
reforms that began in the mid-1980s, bureaucratic
control of the country's electricity industry became so
complex that it was beyond a single ministry's reach to
regulate all of the actors in the electric power industry.

Investors other than the national government's
Ministry of Electric Power in the electricity industry
assumed individual and often autonomous control of the
power plants and distribution systems, leading to
conflicts of interest and inefficient use of resources.
CEC, then, coordinates the various investors/managers
of the industry to help the central government command
the electricity industry according to national rules and
standards. Along with the dissolution of the Ministry of
Electric Power, CEC in 1998 became a corporation
registered under the Ministry of Civil Affairs. In theory
this switch of ministerial affiliation changed CEC into a
wholly independent entity. However, the fact is that SP's
CEO concurrently serves as CEC's chairman. Moreover,
the honorary chairman of CEC is the last Minister of the
Ministry of Electric Power (Gao Yan). This suggests that
CEC has yet to function as a truly independent body as
stipulated in the principle of the separation of the
governing authority from the business functions of the
electricity industry.

In short, the central government has taken steps to
push the electric power industry into the market, much
like what it has done with the majority of the
manufacturing and light industries. SP and its affiliates
and associated power corporations have indeed started
to function as market rather than bureaucratic operators,
both domestically and in overseas fund-raising.
Nonetheless, as is true of the transformation process of
all sectors of the Chinese economy, bureaucratic and
legal hurdles remain. The following section looks at
China's governance of the electric power industry at the
level of the province.

Provincial Level Governance

The same 1996 directive of the State Council that
led to the creation of SP instructed the governments of
the provinces and below to abolish their administrative
departments that had been managing electric power
industries in ways similar to the Ministry of Electric
Power at the national level. Provincial electric power
bureaus were told to hand over their administrative
functions to the respective provincial economic and
trade commissions. The same process goes for those
governments below the provincial level.

Reform at the subnational level was envisioned to
be part of a three-stage strategy, including (1) separation
of government administrative functions from

4

The seven group power corporations are: Dongbei (Northeast), Huabei (Northern), Huazhong (Central), Huadong

(East), Xibei (Northwest), Hua Neng (in Shandong Province) and Gezhouba (in Hubei Province). The six provincial
networks are: Shangdong, Sichuan, Fujian, Yunnan, Guangxi, and Guizhou. Source: People's Daily, 29 April 2001, on-line.
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management of power plants; (2) separation of power
plants from power grid runners; and (3) the introduction
of a competitive pricing system.

However, the first stage of such reforms at the
provincial level did not materialize until September
2000, when Jiangsu Province abolished its power bureau
and turned over the administrative functions to the
provincial economic and trade commission. In contrast,
by the same time twenty six provincial economic and
trade commissions had emulated the State Trade and
Economic Commission to create a bureau of electric
power, in expectation of taking over the policymaking
functions of the departments of electric power of their
respective provinces (PD, 14/Sept/2000). Such
developments indicate that the reform process will run
into many obstacles before the industry could function as
a unitary one.’

My purpose here is not to track the progress of
such administrative reforms in China's provinces.
Instead, the slow pace of provincial governments
heeding directives from the central government and the
unevenness of China's provinces in carrying out a
national reform measure speaks about the complexities
of the task. As is the case in reforming other state-
owned industries, efforts to transform electricity
generation and distribution into an efficient system
based on market principles are hampered by com-
plexities in power plant ownership, dynamics in a
province's overall economic policymaking and intra-
provincial differences, among other factors. In this
regard, it remains to be seen if the national
government's vision of establishing a unified national
power grid network by the year 2020 can materialize
(Xinhua, 23/Nov/2000).

The Legal Dimension

If the administrative governance structures of
China's electric power industry suffer from the lack of
national standards and practices, does the Electricity
Law of China (hereafter the Law), the first of its kind in
contemporary China's history, offer a clearer road map?

The Law consists of 75 articles divided into ten
chapters. It contains regulations on power development,
network management, supply and price, as well as rural
power production and consumption, and protection of
power facilities. The wide scope of the law is indicative
of the numerous challenges facing the industry. How the
Law may function in the national government's overall
strategies for overhauling the electricity industry has
been analyzed elsewhere (Andrew-Speed and Dow,
2000).

What deserves attention is that by August 2000, the
Law was already deemed to be insufficient for the
already changed market realities, prompting SETC to
announce preparations for revising the Law and to invite
local input in the process.” Key issues this revision
process is supposed to address include transparency in
decision making for electricity transmission through the
power grid networks in place. Also, it will address the
setting of electricity prices and fees, as well as legal
responsibilities for entities that are found to have caused
problems to power supply, making the Law compatible
with the World Trade Organization's rules (PD,
16/August/2000).

Since the Law is in the process of revision, it is
impossible to know what the new legal provisions will
be. For the purpose of understanding what implications
this attempt at governing the electricity industry
through law may have for foreign investment, however,
we may pay attention to one of the key articles in the
Law. Article Three of the existing Law stipulates that:

The electric power industry shall fit the needs
of national economy and social development and
develop in advance appropriately. The State
encourages and guides authorized investment in the
development of power sources and the
establishment of power production enterprises by
domestic and overseas economic organizations or
individuals. Investment in the power industry shall
implement the principle of "whoever invests,
benefits."

A potentially useful guide for predicting likely
reforms to the Law is the March 2001 revision to the
Sino-Foreign Equity Joint Venture Law. The first
sentence is likely to be revised to reflect a stronger role
of the market over that of economic planning. Now that
the Ministry of Electric Power is no longer in existence,
it remains to be seen how the revision of the Law would
reflect the national government's goal of encouraging
competition and retaining some element of
governmental guidance at the same time. After all,
considerations of electricity and other sectors of the
energy industry involve issues related to national
security and the ideology of self-sufficiency in energy
supply.” Indeed, foreign access to China's energy market
in general and electricity market in particular are
different in nature from that to the manufacturing
industries, for which the Chinese government at various
levels has relentlessly campaigned to attract more
foreign funding.

Probably the most contentious issue is the current

® One of the most recent attempts by the central government of China to foster a unitary market is an April 21, 2001
circular issued by the State Council prohibiting protectionism by localities in any form.

® The fact that SETC takes the lead in proposing revisions to the Law is a good sign. For, SETC as a regulatory rather
than a managerial agency is in a better position to propose measures to guide the developments of the industry in a
rational direction, as opposed to an inclination to protect the vested interests in place, which was the case with the first

drafting of the Law by the Ministry of Electric Power in 1995.

" A good indication of the persistence of 'self-reliance' in energy development is the policy of 'substituting oil with coal’
(vi mei dai you), as coal is in abundant supply within Chinese territory, while China has become a net importer of oil since

1993.



stipulation of the principle of 'whoever invests, benefits.'
This principle can serve as a stimulus for investment. At
the same time, it can stifle market competition, as the
electricity sector remains a domain of state monopoly.
The problem is a complex one, involving China's
struggle to sort out the ownership issue. For foreign
investors in the Chinese electric power sector, a
regulatory framework took shape in late 1996 (Lange
and Howson, 1996). But since then the national
government has done away with policy pronouncements
that guaranteed profits for foreign investors in electricity
projects. It also changed other aspects of China's
regulatory regime for foreign direct investment (FDI) in
energy development. For example, the BOT (build-
operate-transfer) scheme (first applied in 1996 in the
Laibin B project, Guanxi) is no longer in line with central
government policy preferences (Heywood, 2000:7). As is
true with Chinese policies for so many other sectors and
projects involving FDI, it is just a way of life for policies
to keep changing. Furthermore, better efficiency in the
electricity sector in China does not necessarily mean
high profits for foreign investors in China's energy
sector (Leggett, 2000).

China's pending World Trade Organization (WTO)
membership will be of assistance in smoothing out the
legal irregularities extant in China's domestic laws. But
the process can take time and may not be smooth at all.
Even with the WTO principle of national treatment
dutifully implemented, foreign investors in China's
electric power industry will still need to compete with
domestic operators in the same, imperfect market. As
twenty years experience of foreign investment in China
shows, market imperfection stems from, among other
things, bureaucratic influence getting in the way of the
enforcement of economic laws, and it is important to
note that the WTO rules do not disallow a member
government from practicing national economic planning.

In short, in spite of the seemingly drastic reform
measures, monopoly and strong bureaucratic influence
remain the key features of China's governance of the
electricity industry. A case in point is China's Premier
Zhu Rongji's reported criticism that the central
government's decentralization design aimed at "making
the province the [economic and legal] entity" of electric
power generation had ended in provinces erecting
protective barriers and impeding efficient operation of
China's power industry. In response, Zhu instructed the
SETC and other central government agencies to re-take
the initiative in mapping out strategies for reforming the
electricity industry (PD, 11/Dec/2000).

On the other hand, since the early 1980s, the
Chinese economy would not have developed without the
decentralization of economic decision-making and the
transfer of authority from central government to the
province level bureaucracies. Fiscal reforms in the mid-
1990s that allowed the separation of national and
provincial revenue collections mean that provinces have
a vested interest in retaining and expanding their power
in setting their own economic policies. Such policies
may not always conform with central government
directives or preferences. Central-local government
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relations in contemporary China's history were never
harmonized, resulting in cycles of centralization,
decentralization and re-centralization. The result is
uneven development in regions across China, in spite of
the impressive statistics of nation-wide growth for the
past two decades (Wang and Hu, 1999).

Implications for Energy Cooperation in Northeast
Asia

There are many ways to consider the China
dimension when thinking through the issue of energy
cooperation in Northeast Asia. Geo-economic and
strategic factors certainly play an important role
(Asakura, 2000). Projections about China's overall
energy demand in the future and its choice of energy
development priorities and projects (Lawrence, 2001)
also contribute to our understanding of China's
approaches to its own energy security and how the
Northeast Asian region factors in. If we look at the
national picture alone, then it is meaningful to ask such
questions as "who will fuel China" (Drennen and
Erickson, 1998) and consider what opportunities the
energy industry in China offers to foreign investors
(Blackman and Wu, 1999).

My previous review of changes in the governance
structure of China's electricity industry is meant to bring
in an additional dimension for consideration. My
intended message is straightforward: dynamics in
China's domestic political economy are likely to affect
the prospect of energy cooperation in Northeast Asia
just as much as the larger issues of international politics
and economics.

For its 10" Five-Year Plan period (2001-2005),
China's national priority in energy development is
focused on the Western region and the role its vast
energy reserves can play in economic development in
the eastern and southern regions. It is reported that 37.4
% of the country's new power projects will be launched
in 12 western provinces alone. These projects are in
turn linked by a massive group of transmission networks
connecting power generators in the west to the end
users in the south (Guangdong) and the east (Shanghai
and Jiangsu) (Xinhua, 27/Nov/2000). A second large-
scale project to note is the gas pipeline linking Xinjiang
and other provinces in the West with end-users in
provinces in central China and along the coast
(Shanghai), and from Inner Mongolia to Beijing
(Anonymous, 2000).

China's northeastern provinces, in contrast, are not
enjoying the same kind of injection of energy investment
by the central government as the western provinces are.
In addition, the northeastern provinces have in recent
years lagged far behind the coastal provinces in
developing their own industrial bases. This in turn limits
their capacities to raise funds to either develop the
energy resources in areas under their administrative
jurisdiction for commercial purposes or meeting their
own consumption needs, or both. For the northeastern
provinces, though, the future is not totally bleak. Once a
national electric power grid network is in place, the
province's power suppliers have an opportunity to
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benefit as well (through selling their electricity to the
national network).

What implication do findings summarized in the
previous section of the paper have for thinking about
energy cooperation in Northeast Asia? The following
part of the paper addresses the question by breaking the
general question down to a number of related questions
and proposes strategies for integrating China more fully
into regional cooperation schemes.

If the national government of China has its energy de-
velopment priovities in the western and coastal parts of the
country, is it too early for efforts to launch regional energy
cooperation projects that involve China? It is true that
China's northeastern provinces (Heilongjiang, Jilin,
Liaoning, and eastern parts of Inner Mongolia) are not
priority areas in the Chinese national government's 10™
Five-year Plan (2001-2005). It is also true that these
provinces have a much weaker economic base in
comparison with the coastal provinces. Precisely
because these provinces suffer from lack of national
funding, inter-national cooperative projects have a larger
role to play. Of critical importance is a realization that
research as well as cross-national energy project designs
must come to grips with the political-economic reality in
China. That reality is that the China dimension in

as a possible source of finance and for providing the
policy assurance when it comes to launching
international projects.

If the northeastern Chinese provinces curvently suffer
from a general decay in their industrial bases and hence
theiy own energy demand may not increase very much in
the short term, what is the incentive for the provincial elec-
tricity and other energy operators to participate in interna-
tional cooperative energy projects? As so many studies
have repeatedly indicated, the energy industry itself can
be turned into a growth industry. For the provinces, the
immediate benefit of joining multi-lateral energy
development projects is the capital that foreign
investment projects bring in. In addition, an increase in
energy supply can lead to a reduction in electricity and
other forms of energy costs for industrial, agricultural,
commercial, and household use. Such developments in
the local energy sector can in turn contribute to overall
local economic growth. Local government monopoly of
the power industry can be an obstacle. Another obstacle
to overcome is the tendency of provincial economic
planning agencies to rely on traditional suppliers of
energy fuels. This means that to help make regional
cooperative energy projects possible, the training of local

(provincial level and below) bureaucrats about the

Northeast Asian energy cooperation in many ways

economic, environmental, and social benefits of regional

means dealing with the northeastern provinces, rather

energy cooperation projects is essential. Such training

than the national government in Beijing. This point is
particularly relevant given the fact that the central
government has decentralized the responsibilities for
electricity and other forms of energy development to the
provinces. In terms of timing, the overall political-
economic environment among Russia, China, and Japan
are by most measures more conducive to launching
regional cooperative projects than before. Thus,
launching regional energy cooperation projects in the
near future, in turn, can contribute to strengthening
positive geopolitical developments in Northeast Asia.
How would China's decentralized governance struc-
ture of the electricity industry affect the outcome of interna-
tional cooperative efforts? Ongoing changes in China's
governance mechanisms for the electricity industry
mean, simply put, more power to the provinces. The
increase of provincial autonomy in economic decision-
making is a historical trend in China. Short of a major
disruption to China's governing system (for example a
civil war or a cross-border military conflict), that trend is
unlikely to reverse. This implies that conceptualization
of regional cooperative energy projects should begin
with bringing provincial economic (in particular energy)
planners on board. Doing so can only be conducive to the
success of such projects, especially when the
international commitment (financial as well as
diplomatic) can not be very large due to the commercial
risks associated with launching such projects.
Meanwhile, my point about putting the provinces in
northeastern China at the center of international
research/project design efforts is not meant to imply
ignoring the central government, however. Instead,
support by China's national government is important as
well. Indeed, the central government does matter, both

should include not only the basics of development
economics but also specifics about the process of
enlisting international assistance in local provincial
energy development projects, a point I will illustrate
below.

Conclusion: considerations of strategies

The previous discussions lead me to propose a few
points in thinking about launching regional energy
cooperative projects in Northeast Asia:

** Begin by working with Chinese electricity and
other energy operators as well as economic planners in
China's northeastern provinces

**  After securing policy commitments from
provincial authorities and power operators, assist the
provinces in gaining central governmental approval by
and assistance from Beijing. Given the Chinese practice
of planning economic development projects in five-year
cycles and allowing room for annual adjustment, regional
energy cooperation project planning has to involve
following up with the Chinese economic planning
agencies at both the local and national levels.

** Include as many multilateral institutional
shareholders in regional energy cooperation projects as
possible. China has twenty years of working with such
international multilateral economic institutions and
established a system of making Chinese economic
agencies work with international institutions (ADB,
2000:25-27). In other words, the bureaucratic channels
for the Chinese central government's approval of
regional energy cooperative projects are readily
available. Such multilateral institutional shareholders
include:

UNDP®: The UNDP is significant in that it has a
healthy track record of conducting pre-investment



surveys, the findings of which assist international
aid/investment agencies in deciding their loan packages.
It also specializes in technical assistance. Perhaps the
more significant role the UNDP can plan is that it can
help bring Russian (to be specific, those provincial
authorities and operators in the Far East), North Korean
and perhaps Mongolian share/stake-holders together so
that they are engaged in a regional energy cooperation
project from the beginning.

ADB and the World Bank: UNDP assessments
(usually small in the amount of funding) lead to greater
credibility for enlisting project commitments from such
international development agencies as the Asian
Development Bank (ADB) and the World Bank. The
World Bank, in particular, should be encouraged to play a
role in assisting the launch of energy cooperative
programs in one of the world's most strategically
important regions. World Bank involvement is important
to help secure project funding for Russia-related
projects. Now that North Korea is applying for ADB
membership, it should not take too long for ADB to be
able to disburse project funds that include North Korea
as a stake/share-holder.

JBIC (Japan Bank of International Cooperation) and
other channels of bilateral aid (including South Korean
aid agencies) should also be tapped into. JBIC should be
encouraged to make loans to such projects through
designating them as part of the tied loan packages to
China. It goes without saying that such ties benefit
Japanese energy equipment producers and possibly
consumers as well. Now that Japan is changing its
method of granting official development assistance
(ODA) to China from multi-year to single-year cycles,
close involvement with JBIC in Northeast Asian energy
development projects can positively contribute to Japan's
wish to more closely scrutinize its ODA to China as well.

Local governments in China's northeastern
provinces should also be part of the financing. This
connection is critical for the success of such projects.
Without making the local government a shareholder of
such projects, local government agencies have one fewer
incentive to fully commit to the success of cross-border
cooperative energy projects. In a similar vein, local
governments in the Russian Far East, the North Korean
and Mongolian governments, should also be encouraged
to contribute, no matter how symbolic their financial
commitments to a project turn out to be.

The Development Bank of China and international
private banks should be approached as partners in co-
financing schemes for regional energy cooperation
development projects. Doing so would help assist a
regional energy cooperation project function closer to
the realities of the market. It would also be conducive to
ensuring the market efficiency of such projects.
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To summarize, this paper contributes to the
discussion about energy cooperation in Northeast Asia
by attempting to make a case for beginning with the local
share/stake-holders' interests and commitments, given
the changing realities of China's electricity governance
structures. The process would then proceed to winning
the approval of the central government. To ensure the
launching and successful operations of a regional energy
cooperation project, which is multilateral by nature, it is
important to tie as many international institutional
share/stake-holders to a project as possible. Finally, by
making the mechanisms of launching a regional energy
cooperation project a key theme for consideration, it is
hoped that the vision of transforming the Northeast
Asian region into a prosperous one will be realized a lot
earlier.
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