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The

Chairman
speaks ...

Rate of energy consumption is an indicator of economic growth of our country. China and India are
two fast growing Asian economies facing the critical challenge of meeting a rapidly increasing
demand for energy. Both the countries are deeply concerned about the fact that any amount of
potential energy shortfall can constrain or even retard future economic growth. Therefore, both
these countries are now forced to take up aggressive plans for energy generation.

It is estimated that by 2030, the energy consumed by China and India will be around one quarter of
the energy consumed in the world. These two countries alone will be responsible for nearly 40 per
cent of growth in world's energy consumption.

As such, while China and India grow rapidly there seems to be an apprehension among other
nations that their increasing demands for energy and resources will rapidly see the world's natural
energy resources wiped away. Therefore, they even argue for immediate adoption of appropriate
regulation and control on energy consumption.

In this issue we bring to you as lead article a very informative paper titled "Regulation/Strangulation:
‘Three' in the race for energy chase" by an authority on the subject, Dr.Yitzhak Shichor, Professor,
Department of Asian Studies, University of Haifa, Israel. This paper was presented by Dr.Shichor at
the three-day International Conference on India-China-US Triangle convened jointly by Tsinghua
University, China, Harvard University, USA and Centre for National Renaissance, New Delhi at
SCMS-COCHIN during January 2008.

This issue also brings to you a variety of articles on contemporary topics like Intrapreneurship,
Cyber-retailing, Dividend payout, Job satisfaction and others. I am sure you will enjoy reading it.

Dr.G.P.C.NAYAR
Chairman, SCMS Group of Educational Institutions

B VA —

A Quarterly Journal Published by SCMS-COCHIN
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Editorial

Sense of Touch and Business

Every sense is associated with an organ of our body: sight with the eye, sound with
the ear, taste with the tongue, and smell with the nose. There is a fifth one too, the
sense of touch, difficult to explain along these lines. The studies in psychology and
physiology show that touch has direct and crucial effects on the growth of the body
and the mind. Touch is a means of communication so critical that its absence retards
growth in infants, owing to the neuro-chemical effects of skin-to-skin contact. Certain
brain chemicals released by touch, or others released in its absence, may account
for the infant's failure to thrive. The studies are relevant against a backdrop of
continuing research on the psychological benefits of touch for emotional development.

In business, touch is important in many products and services. It can be a direct
experience with a product. It can be about the contact with our skin. Touch and its implications on customer
behaviour or the importance of touching products during buying process and the lack of it in non-touch-
media like e-commerce and mail order have been researched. The purpose is the effect of tactile sense,
visual sense and order of simulation on the product attitude. The purpose is the effect of product attitude of
utilitarian product and hedonstic product individually.

A lot of research has been done on the haptic aspects of touch. This kind of work has been classified into four
categories. The first category of experiments is used to test the quality of fabric and the order of simulation
by controlling the experiment environment and the affecting time, the main material of this experiment
being fabric. The second refers to the difference noted between touchable product and untouchable product,
to control different information and the literature description on the product, the main materials of this
experiment being brooms and diamonds. The general research findings are as follows: i) the effect of tactile
sense, vision and order of simulation and the product attitudes are significant, ii) the effect of order of
simulation matched by tactile sense on the product attitude is significant, and iii) the effect of order of
simulation matched by vision on the product attitude is not significant. The third category is about utilitarian
product, providing rational written description as better than perceptual written description. The fourth one
is about hedonistic product, providing perceptual written description as better than rational written description.
The creation of a full sensory and emotional experience for the customer can open marketing opportunities
in the future, but there has been little research work done carried out in recent years on the potential of
cutaneous perception as a marketing tool. Haptics, the branch of psychology that investigates cutaneous
sense data, has the potential to open up many avenues in business.
Haptics, as the science of integrating the sense of touch into human/
computer interactions, promises to greatly expand the reach of
computer into everyday life. "Someday soon, drivers will be alerted
by a little tap on their shoulder when another car is riding in their
blind spot." Two business applications for haptics are virtual reality
(including games and medical training) and remote operation
(teleoperation). Haptics allows users to touch and feel objects in
CAD/CAM and similar systems.

My
7

The tactile sense will reign supreme in inventions and innovations
in the realm of business and industry in the days to come and it will
be an integrating force in organizational culture.

Dr.D.Radhakrishnan Nai% B

|
Editorial Assistant: Mr.E.V.Johnson Assistant Editor: Dr.Susan Chirayath
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“GChuee in the Race ®

low “Energy “Chase

Yitzhak Shichor

This paper discusses the United States-China-India competition over energy resources, primarily

in a strategic perspective and, consequently, concentrating mostly on oil. In 2006 China spent

$100.168 billion on energy import, of which 91.6 per cent ($91.754 billion) for crude oil, 5

per cent ($5.07 billion) for coal and 3.4 per cent ($3.363 billion) for natural gas. This paper

is based on two assumptions: that world production will manage to cater for total world

enty years ago it would have been very difficult to
predict the forthcoming change in the international
power balance, primarily in economic terms. In his two

published lectures, originally
delivered in 1985 and reprinted,
with a new preface, in 1989 after
the Tiananmen massacre, Dwight
Perkins still put a question mark on
the possibility that China would be
“Asia’s next economic giant.”’
Today there is no question mark that
China has already become Asia’s first
economic giant, and, furthermore,
India is on its way to become the
second. It is only a question of time
— and politics. Together with the
United States, these three have
already begun to dominate world

A Quarterly Journal

consumption and that the development of oil substitutes that is now being undertaken in
several countries, even if successful, is unlikely to affect dramatically the international oil
market and oil demand by 2030.

economics and their role is bound to increase in the future.
To begin with, although the share of their combined
populations in the world total is forecasted to decline slightly,
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Email:
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from 42.8 per centin 1980 to 39.7
per cent in 2030, China, India and
the United States still account for
solid and stable two-fifths of the
world population (Table 1), an
incredible workforce with a huge
potential for economic growth.

This potential is already being
materialized literally speaking.
While the United States is still
considered the world’s number
one economy, China and Indig,
based on higher and relatively
stable growth rates, are catching

Published by SCMS-COCHIN
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This paper
formed part of the proceedings of presentations
on 22 January 2008,
the second day during
the Three Day International Conference on

INDIA-CHINA-US TRIANGLE
convened jointly by

TSINGHUA UNIVERSITY
(China)
HARVARD UNIVERSITY
(Us)
CENTRE FOR NATIONAL RENAISSANCE
(India)

at
SCMS-COCHIN
In the paper Prof. D’itzﬁaKSHicﬁor of Haifa University (Israel)
probes into the global oil-hunt.
He treats it liKe a mildly undertaken endeavour today.
But it has the potential to metamorphose into a
wildly competitive enterprise tomorrow.
The unusual calm in the chase can take a violent turn, he fears.

The paper is a treasure-house of valued Knowledge.
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Table 1: Population, 1990-2030: US, India, China

Growth

1990-2030

43.7%

1,%0 1,339 1,395 1,449 70.7%
1393 1,494 1,441 1,446 95.9%
9977 3093 3,187 3,260 44.4%
7917 7577 7,906 8,203 55.4%
4129 40.8 403 39.7 7.9%

(Millions)

Country

994 310
Indlia 849 1,070 1,087 1,183
China 1,155 1,999 1,307 1,355
Sub-Total 2,958 2 660 2,688 2848
World Total 5,978 6,312 6,388 6,841
Percent 498 491 491 41.6

Source: Adapted from Energy Information Agency (EIA), /nternational Enersy Outlook 2007, p. 97.

Table 2: Average Annual GDP Growth, 1980-2030: China, India, US

(Per cent per Year)

History Projections
Count
China 10.1 9.9 10.5
India 5.8 8.5 8.7 7.9 7.6 59 50 5.7
U 3.1 3.9 3.2 2.5 2.9 29 29

33

Source: Adapted from Energy Information Agency (EIA), /nternational Energy Outlook 2007, p. 10.

up. Although their GDP growth rates are also predicted
to decline in the future (Table 2), these rates would
still be among the highest in the world and, combined
with their huge population, are bound to have a
remarkable impact on the world economy. Otherwise
very different, what the United States, China and India
have in common is that they do not have enough
domestic oil and other energy resources to feed their
economic growth and to satisfy the growing needs of
their populations.

Since their domestic energy production, primarily oil
grows at a much slower pace than energy consumption,
primarily oil — the United States, China and India will have
to depend increasingly on energy import, primarily oil,
and on investment in energy resources abroad. This
process has already begun, long ago for the United
States and in the mid-1990s for China and India. However,
given the anticipated decline in world energy resources

A Quarterly Journal

(“peak oil”) — and even if these will continue to expand —
these three countries may have to compete over
international energy resources. This competition, that has
already begun, could develop two ways: either
cooperation, or confrontation; either regulation, or
strangulation; either they hang together, or they hang
separately. This paper discusses the United States-China-
India competition over energy resources, primarily in a
strategic perspective and, consequently, concentrating
mostly on oil. In 2006 China spent $100.168 billion on
energy import, of which 91.6 per cent ($91.754 billion)
for crude oil, 5 per cent ($5.07 billion) for coal and 3.4
per cent ($3.363 billion) for natural gas.? This paper is
based on two assumptions. One, that world production
will manage to cater for total world consumption; Two,
that the development of oil substitutes that is now being
undertaken in several countries, even if successful, is
unlikely to affect dramatically the international oil market
and oil demand by 2030.

Published by SCMS-COCHIN
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Problems and Variables

Potential and actual competition over oil resources
among the three giants, the United States, China and
India, growing
consumption, slowed production and increased reliance

is a function of three variables:
on external suppliers for import.
Consumption

By the end of the 20" century and the beginning of
the 215, the map of world energy consumption had
changed dramatically. While energy consumption of
traditional and “heavy” consumers, mainly in Europe
and Japan, has considerably slowed down, the

United States, as well as new consumers, notably
China and India, has accelerated their dependence
on energy import, upsetting time-honoured patterns
of global energy supply. In terms of GDP calculated
by purchasing power parity (PPP), the US, China and
India had become the largest energy consumers in
the world by 2003. From 1990 to 2003, while the
US remains in the first place, China jumped from
the fourth to the second while India jumped from
the fifth to the third. These three are going to top
the list of primary energy consumers in the world
for a long time to come. It is forecasted that from
2010 China will rank as number one, the US number
two, and India number three, and this ranking will
remain unchanged through 2030 (Table 3, 4).

Table 3: GDP of the Largest Energy Consumers in PPP Terms, 1990-2030
(Billion 2000 Dollars)

Hlstor

1990 2003 2004 2010 2015 2020 2025 | 2030

Projections Average
Annual %
Change,
2004-2030
14,698 17,077 19,666 22,494 29
4,042 4,211 4,339 4,473 11
3,1481 3,680 4,281 4,954 3.7
7912 93,981 31,023 39,594 6.5
7,460 9,646 12287 15,607 5.7

7113 10301 10,704 19,790
Japan 9862 3,989 3,363 4049
Russia 9941 1,780 1,907 9,964
China 2002 7,013 7,792 19,994
Indiia 1,703 3434 3,797 5,649

Source: Adapted from Energy Information Agency (EIA), /nternational Energy Outlook 2007, p. 86.

Table 4: Rank of the Largest Primary Energy Consumers, 1990-2030

(In Million Barrels of Oil Equivalent)

1 usS
1% Japan China China
3 Russia India India
4 China Japan Japan
5 India Russia Russia

Projections
China China China China China
Us Us Us Us UsS
India India India India India
Japan Japan Japan Japan Russia
Russia Russia Russia Russia Japan

Source: Adapted from Energy Information Agency (EIA), /nternational Energy Outlook 2007, p. 86.

A Quarterly Journal
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The effects of this increased consumption have begun
to be felt in the international oil market already since
the early 1980s (Table 5). The share of China and India
in world oil consumption more than quadrupled from
1980 to 2006 while US oil consumption grew only by
21.3 per cent in that period. While the share of all three
increased from 30.8 per centin 1980 to 36 per centin
2006 (by 16.9 per cent), the share of China and India
increased from 3.8 per centin 1980 to 5.2 in 1990, 9.0
per cent in 2000 and 11.54 per cent in 2006 (by 203.7
per cent) and is expected to reach nearly 15 per cent
in 2015 and over 17 per cent in 2030.

Approximately similar trends are evident in share of all
three in the world total liquid energy consumption in
the past, and in the future. Their share of less than 371
per cent by 1990 reached nearly 36 per cent in 2004. It
is expected to reach nearly 37 per centin 2010, nearly
38 per centin 2020, and nearly 40 per centin 2030 — a
29 per cent increase from 1990 to 2030. While the US
share is forecasted to decline from 25.6 per cent in
1990 to 22.6 per cent in 2030 (by 13.1 per cent),
China’s share in 1990 (3.5 per cent) is expected to
grow by 285.8 per cent to 13.35 per centin 2030 and
the share of India will grow from 1.8 per cent in 1990
to 3.74 per cent in 2030, by 107.8 per cent (Table 6).

Table 5: Oil Consumption, 1980-2006: US, China, India
(Thousand Barrels per day)

1980 1985 1990 1995 2000 2005 2006

17.056 15,726 16.988 17,525 19,649 20,802 90,687
India 643 895 1,168 1,575 2,127 9,438 2,499
China 1,765 1,885 9,996 3,363 4,796 6,720 7,273
Sub-Total 19,464 18,506 20,4592 99,663 96,572 99,960 30,459
Share of World 30.8 30.8 30.8 32.3 34.7 35.8 36.0
China and Indlia 9,408 9,780 3,464 4,938 6,923 9,158 9,772
Share of World 3.8 4.6 5.9 7.0 9.0 10.9 11.54

Source: http://www.eia.doe.gov/emeu/international/RecentPetroleumConsumptionBarrelsperDay.xls

Table 6: Liquid Energy Consumption, 1990-2030: US, China, India
(Million Barrels of Oil Equivalent per day)

Country 2003

17.0 20.0 20.7
Indlia 1.2 23 2.5
China 23 5.6 6.4
Sub-Total 20.5 979 29.6
World Total ~ 66.5 79.8 82.5
Percent 30.8 350 359

1.4 992.6 93.8 25.0 26.6
2.7 3.2 3.6 4.0 4.4
9.4 105 119 136 157

35 36.3 303 496 46.7

90.7 97.3 103.7 110.4 117.6

369 I7.3 379 386 39.7

Source: Adapted from Energy Information Agency (EIA), /nternational Energy Outlook 2007, p. 88.

A Quarterly Journal
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In terms of liquid energy consumption, The US will
remain number one oil consumer throughout the
entire period, 1990-2030, while Japan will remain
number three. China, that was number four in 1990,
became number two oil consumer in 2003 and will
stay there to 2030. India that was number eight in
1990 jumped to number five in 2003 and is expected
to become number four by 2010 and stay there until
2030 (Table 7).

Production

While all three are oil producers, none produces

enough oil to provide for the growing consumption.
The third oil producer in the world (following Saudi
Arabia and Russia) US oil production has declined
steadily by over 25 per cent, from around 11.2
million barrels per day in 1985 to about 8.3 million
barrel per day in 2005. While China’s oil production
has increased steadily from 1980 to 2006, by over
89 per cent, its average annual oil production growth
was rather modest, at 1-2 per cent, way below the
rapid GDP growth. And although India has witnessed
the most dramatic 4.6 time growth in oil production
between 1980 and 2006, its ratio of production to
consumption is the smallest among the three (Table 8).

Table 7: Rank of the Largest Liquid Energy Consumers, 1990-2030
(In Million Barrels of Oil Equivalent)

Rank History
1990 2003

1 us uUs us

2 Russia China China
3 Japan Japan Japan
4 China Russia Russia
5 Mexico India India

ol o

2020
us us us us Us
China China China China China
Japan Japan Japan Japan Japan
Russia India India India India
India Russia Russia Brazil Brazil

Source: Adapted from Energy Information Agency (EIA), /nternational Energy Outlook 2007, p. 88.

Table 8: Liquid Energy Production, 1980-2006: US, China, India
(In Million Barrels per day and per cent)

1980 1985 1990
us 10.809 11.192 9.883
China 2114 2.505 2.768
Indlia 186 525 682

1995 2000 2005
9.340 9.058 8.322 8370 296
3.060 3.378 3.781 3858 +825

770 770 835 854  +359.1

Source: <http://www.eia.doe.gov/emeu/international/RecentTotalOilSupplyBarrelsperDay.xls. >

These trends are expected to remain in the future.
While all three are going to increase liquid energy
production, they by no means will catch up with
growing consumption. By 2030 US output is predicted
to reach its 1980s level of 10.2 million barrels of oil
equivalent per day, up 24.4 per cent over 2005. China’s
output will reach 4.9 million barrels of oil equivalent
per day, up 28.9 per cent over 2005 and India’s
production is predicted to reach 1.3 million barrels of oil

A Quarterly Journal

equivalent per day, up 44.4 per cent over 2005 (Table
9). Altogether their liquid energy production will grow,
yet at a slower pace of a little over 27 per cent
compared to the world total output growth of a little
less than 40 per cent, between 2005 and 2030. The
share of the US, China and India in the world total
liquid energy production that used to be 20.4 per cent
in 1990, will fall to 13.9 per cent by 2030, a decline
of nearly 32 per cent.

Published by SCMS-COCHIN
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Table 9: Liquid Energy Production, 1990-2030: China, India, US
(Million Barrels of Oil Equivalent per day)

T et |
Count

Indlia 0.7 0.8 0.9
China 2.8 3.6 3.8
Sub-Total 13.5 13.0 129
World Total 66.3 829 84.3
Percent 20.4 15.7 15.3

Projections
100 101 10.1 102
1.0 1.1 1.2 13 13
3.8 3.7 49 4.6 49
143 14.8 155 16.0 16.4
90.7 97.4 103.8 110.4 117.7
15.8 15.2 149 14.5 139

Source: Adapted from Energy Information Agency (EIA), /nternational Energy Outlook 2007, p. 187.

Could these three countries stop the decline in oil
production and produce more oil in the future? Except
for marginal increases, this is highly unlikely given their
proved oil reserves and reserve-to production ratio
(Table 10): at the current production rates and at current
proven reserves, the US have about 11 years of oil
production, China has 16 years (down from 24 in 2000)
and India still has 22 years of oil production. For many
years to come, perhaps indefinitely, these three
countries will remain very dependent on external oil
suppliers as their domestic oil production could hardly
keep pace with the much faster increasing demand.

Import

This decline, caused by slower oil production, means that
the gap between production and consumption will become
deeper, forcing the US, China and India to increase oil
import. Their growing dependence on import is
demonstrated in Table 11. Within ten years, from 1996

to 2006, US import of oil increased by 40 per cent;
China’s by nearly 11 times; and India by 85 per cent. The
intensity of the competition over oil resources will
depend on their availability. The Energy Information
Agency statistics that are used in this study assume that
world oil production will cover world oil consumption.
By implication, the possibility that world oil production
will decline by 2030 would entail a tougher and perhaps
even violent competition over scarce oil resources. In
any case, peak oil production is predicted by EIA
around 2037, although fluctuations both backward and
forward, upto ten years or more, may occur.

Of the three countries discussed in this study, China is a
newcomer as an oil importer. For about forty years, from
the early 1950s to the early 1990s, the People’s Republic
of China (PRC) had played a marginal role in the international
energy market. While developing its own oil industry during
its first twenty years, China had become a net oil importer,
primarily from the Soviet Union and Romania. By the early

Table 10: Proven Oil Reserves: US, China, India
(In Barrels, per cent and Years)

(oo Twe | Goofidh]

Reserves (Billion Barrels) 21.8 16.0

2005 Production (Million Barrels per day 5.18 3.61 0.66
2005 Share in World Production (Per cent) 7.2 5.0 0.9
Reserve-to-Production Ratio (Years) 11 14 29

Source: Adapted from Energy Information Agency (EIA), /nternational Energy Outlook 2007, pp. 37-38.

A Quarterly Journal
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Table 11: Oil Production and Consumption 1996-2006: US, China, India

(In Million Tons and per cent)

1996 382.1 836.5 4544 158.5
1997 380.0 848.0 468.0 160.1
1998 368.1 863.8 4957 160.2
1999 3526 888.9 536.3 160.2
2000 352.6 897.6 5450 1626
2001 3492 896.1 546.9 164.8
2002 346.8 897.4 550.6 166.9
2003 3384 912.3 5739 169.6
2004 329.2 948.7 619.5 1741
2005 J183 9514 638.1 180.8
2006 311.8 938.8 627.0 183.7
Share 8.0% 924.1% 16.1% 4.7%

173.8 15.3 36.3 81.1 448
196.0 359 37.3 86.5 499
197.0 36.8 36.5 92.5 56.0
209.6 49.4 36.5 100.3 63.8
993.6 61.0 36.1 106.1 70.0
9979 63.1 36.0 107.0 710
947 4 80.5 36.7 111.3 76.6
971.7 102.1 36.9 1131 76.2
3189 144.8 379 120.2 823
397.8 147.0 36.2 119.6 834
349.8 166.1 374 120.3 82.9
9.0% 4.3% 1.0% 3.1% 2.1%

Source: Adapted from BP, Statistical Review of World Energy (June 2007), pp. 9, 12.

1970s, and following the Sino-Soviet break, China had
become a net oil exporter mostly to Japan and North Korea.
By the mid-1980s, as the Four Modernizations had begun to
pick up speed, China’s oil export reached its climax
contributing approximately one quarter of its foreign trade
income. Although it was self-sufficient in oil in those years,
the PRC still began to import oil, primarily from Southeast
Asia, to cover the shortage created by its increased oil
export and to lubricate its accelerating economic growth.

It is quite possible that Beijing had underestimated China’s
high economic growth and its impact on energy
consumption, especially since oil production was growing
slowly at 1-2 per cent annually, well below annual GDP
growth. This is why in 1993 the trend was reversed and
since then China has become a net oil importer once again,
yet now on an unprecedented scale and as a major player
in the international energy market. In the mid-1990s, and in
order to feed its thirsty economic system, Beijing has
launched a wide range investment drive buying concessions
in oilfields all over the world and, in addition, has increased
and diversified substantially its oil (and gas) import. China’s
continued fast economic growth is dependent on an
increased supply of oil, although its energy consumption
still relies primarily on coal (69.4 per cent in 2006) and less

A Quarterly Journal

on oil (only 20.4 per cent in 2006). India also relies heavily
on coal (51 per cent in 2006), but the share of oil in its
energy mix (36 per cent) is considerably higher than in
China. In the US the share of oil is the highest (39.8 per
cent in 2006) while the share of coal and gas is 22.5
per cent each (Table 12). Therefore, China may appear
less vulnerable to oil shortages compared to the US
and India, but this is misleading. As motorization is
growing fast, China will need more and more oil since
cars cannot run on coal. This is true also for India and
the US whose economies will still rely on more oil in
coming years.

Indeed, the US, whose reliance on oil is the highest
among the three, is forecasted to import 16.4 million
barrels of oil equivalent liquid energy per day in 2030, a
growth of 44 per cent over 2003 - the slowest rate of
all. China, whose reliance on oil is the lowest, is
forecasted to import 10.8 million barrels of oil equivalent
liguid energy per day in 2030, a growth of 440 per cent
(or 5.4 times) over 2003 — the highest rate of all. India,
whose reliance on oil is higher than China’s but lower
than that of the US, will import 3.1 million barrels of oil
equivalent liquid energy per day in 2030, a growth of
106.7 per cent (or twice) over 2003 (Table 13).

Published by SCMS-COCHIN
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Table 12: Energy Mix 2006: US, China, India
(In per cent)

| Energy | USA__| _ China | __India |

Coal 99.5 69.4 51.0
QOll 39.8 20.4 36.0
Gas 99.5 3.0 9.0
Others 15.2 72 4.0

Source: USA: EIA; China: Statistical Yearbook 2007,

India: KPMG, /ndia: Energy Outlook 2007.

Table 13: Liquid Energy Import, 1990-2030: China, India, US
(Million Barrels of Oil Equivalent per day)

Projections
114 125 11.9 126 13.7 14.9 16.4
India 0.5 1.5 1.6 1.7 2.1 24 2.7 3.1
China -0.5 20 2.6 56 6.8 7.7 9.0 10.8
Sub-Total 74 149 16.7 19.2 215 238 96.6 30.3
Source: Adapted from EIA, /EO 2007, p. 88, 187.

Consequently, all three are expected to become more
dependent on oil import, whose share oil consumption
will grow. This growth will be most evident in China, which
in 1990 was still a net oil exporter. Becoming a net oil
importer since 1993, China had to accelerate its oil import
to keep up with its economic growth. By 2007 oil import
had already accounted for nearly 50 per cent of China’s ail

consumption and is expected to reach nearly 60 per cent
by 2010 and nearly 70 per cent by 2030. The share of import
in the US oil consumption is also expected to grow, although
more slowly, from 43.6 per cent in 1990 to nearly 62 per
cent in 2030. India, whose oil import accounted for 41.7 in
1990, is expected to import 70 per cent of its oil
consumption by 2030 (Table 14).

Table 14: Share of Import in Oil Consumption, 1990-2030: China, India, US

(In per cent)

e |05 | Gima | | U5 v | G

1997
1998
1999
9000
2001
2002
2003
2004

41.7 -91.5 58.0
499 55.8 16.1 2006 60.0
510 58.7 19.6 2007 595
539 62.3 24.0 2010 59.3
54.0 63.8 99.6 2015 55.6
54.4 64.2 302 2020 57.6
54.5 64.0 31.6 2025 59.6
56.1 65.0 36.2 2030 61.7
55.8 65.0 432

Source: Adapted from EIA
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65.8
65.8

63.0
65.6
66.7
67.5
70.0

437
470
494
59.6
64.8
64.7
66.2
68.8
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There are scores of countries whose import-to-
consumption ratio is much higher than that of the US,
China and India. The entire oil consumption of South
Korea, Taiwan, Singapore and Japan is based on import.
The share of import in Germany’s oil needs is around 94
per cent and 80 per cent in Pakistan. What is so special
in the oil import of the US, China and India is the
substantial volume and growth rate. Their import seems
to be growing much faster than the growth in available
resources, implying that their share in the international
oil supply will inevitably erode others’ share and may by
all likelihood, lead to competition, friction and ultimately
confrontations. This happened in the past and is
happening at present.

Competition and Confrontation

In this triangular pursuit of crude oil, the potential for
confrontation between Beijing and Delhi is relatively
low because India’s oil demands are, and will remain,
smaller than China’s and because these two countries
tend to cooperate in the energy market (see below)
and do not compete for predominance. Yet, the
potential for confrontation between both, and
primarily China, and the United States, is relatively
higher because together they constitute an oil import
bloc that rivals the United States and at the same time
challenge Washington’s predominance. The US-
initiated ‘China threat,” therefore, is by no means
limited to the East Asian military balance but applies
also, and perhaps even more, to the economic balance
in which the drive for energy resources is crucial.

Excluded Suppliers

The friction over energy resources with the United States
takes place in two contexts: first, in the context of the
so-called ‘pariah states’ that allegedly belong to the ‘axis
of evil’ or considered ‘supporters of international
terrorism.” While the United States has deliberately and
willingly withdrawn from these countries and reduced its
interest in their energy resources to a minimum — it is
urging other countries to do the same and adopts a critical
attitude toward those which stay. The most prominent
representatives of this policy are Iran and Sudan. Less
concerned about the abuse of human rights; an oppressive
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treatment of minorities; continued internal conflicts and
insecurity, Indian and Chinese oil companies smell an
opportunity and rush to fill the vacuum created by the
withdrawal of Western oil companies headed by the United
States. Responding to allegations that China’s relations with
‘rogue states’ has been motivated by oil needs, Beijing’s
People’s Daily admitted frankly that “Chinese oil companies
usually target countries that other foreign investors are
unwilling to enter, such as Iran, Venezuela and Sudan, because
it is too hard to compete with the large Western oil
companies.” In other words, since most of the main oil-
producing countries have been dominated, not to say
monopolized, by Western oil companies, China and India
have no choice in order to obtain the oil that is crucial for
their economic growth but to rely on ‘leftover’ oil-producing
countries that are occasionally defined as ‘pariah states.” One
example is Sudan.

The predominant player in Sudan’s oil market, China had
begun its activities in 1996. A year later CNPC (China National
Petroleum Corporation) joined consortium known as the
Great Nile Petroleum Operating Company (GNPOC) with a
40 per cent stake — the largest share. In 2003 India’s ONGC
Videsh (a subsidiary of the Oil and National Gas Corporation)
acquired a 25 per cent equity stake in the GNPOC. This
consortium dominates oilfields in Sudan. CNPC is also
involved in Sudan’s oil market through a consortium
established in 2004 (Petrodar) and ONGC has a 23.125 per
cent stake in a consortium called White Nile Petroleum
Operating Company (WNPOC). Under US pressure oil
companies that had operated in Sudan, including American,
Canadian and Austrian, had to leave — also because of the
deteriorating security situation and mainly due to the Darfur
crisis. China, as the main investor in Sudan oil economy (as
well as in other sectors) has attracted most of Washington’s
criticism, including veiled threats to disrupt the upcoming
Olympic Games.* Iran is yet another example.

Iran, like Sudan, has been subjected to a number of US
sanctions which, by Executive Orders, prohibited US
companies as well as their foreign subsidiaries from
conducting business with Teheran. Executive Order 12957
specifically banned any “contract for the financing of the
development of petroleum resources located in Iran.” The
August 1996 /ran-Libya Sanctions Act (ILSA) facilitated the
imposition of sanctions on any company, irrespective of its
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corporate “nationality,” that invests over $40 million per
year (lowered a year later to $20 million) in the Iranian
oil and gas sectors. Based on Teheran’s alleged “support
for international terrorism, efforts to undermine the
Middle East peace process, and acquisition of weapons
of mass destruction,” these sanctions have been waived
or relaxed from time to time but they still exist.®

Iran, unlike Sudan, does not allow an almost wholesale
takeover of its energy market and infrastructure by
foreign companies. Therefore, China’s presence in
Iran’s energy sector has begun only in 2004 and has
been more limited. CNPC operates two oil and gas
projects and provides a variety of engineering and
technical services that include geophysical
prospecting and well drilling.¢ Yet, on December 9,
2007, Sino-lranian energy relations were given a boost
when Sinopec, the biggest Chinese oil refiner and
petrochemical producer, signed a $2 billion deal to
invest in Iran’s Yadavaran oilfield, implementing a
memorandum of understanding already reached in
October 2004. US criticized the deal: “Major new deals
with Iran, particularly ones like these involving
investment in oil and gas, really undermine international
efforts” to pressure Iran to comply with obligations
already in place under the UN Security Council
resolutions. China’s Foreign Ministry swiped aside
Washington’s complaints saying that this was a
commercial transaction based on the principle of
equality and mutual benefit in which no government
should interfere.’” India’s ONGC Videsh was supposed
to become part of the deal, following negotiations with
I[ran that date back to January 2004. In 2006 it was
reported that Sinopec will have 51 per cent of the deal
while ONGC Videsh will acquire 29 per cent,® but there
was no word about it when the deal was signed
recently. Needless to say, Iran is one of China top crude
oil suppliers. In 2006 China imported 335,000 barrels
per day from Iran, up 17.6 per cent over 2005, or about
11 per cent of China’s total crude oil import. India
reportedly imported 302,000 barrel per day from Iran
in 2006, over 18 per cent of its total crude oil import.

Two other examples of ‘pariah states’ are Syria and

Libya. US sanctions against Libya were lifted in 2004,
and imposed on Syria in the same year, although their
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effects on energy investments are limited. While both
China and India are involved in Syria’s oil market, their
import from this country, which apparently reached its
peak oil output in 1996, is marginal. CNPC had launched
its activities in Libya in 2002, before the US-imposed
sanctions were removed, winning a contract to
construct a pipeline, a project completed in July 2004.
In late 2005 it signed an exploration and production-
sharing agreement with Libya.? In 2006, only 5 per cent
of Libya’s crude oil export went to the PRC, some
76,000 barrel per day or about 2.5 per cent of its total
crude oil import. But potential competition and
confrontation among the US, China and India over energy
resources exist also in other oil-producing countries
beyond the ‘axis of evil.’

Included Suppliers

The second context for US-China-India friction involves
“free” competition, primarily, but not only, in new oil-
producing countries. Relevant examples are Kazakhstan,
Irag, Russia and South America. Although in some cases
Chinese oil companies have been successful in winning
oil contracts at the expense of US oil companies, in
other cases Washington tried to block China’s entry to
the oil markets. US policy of oil denial has been directed
more against China then against India since Beijing is
considered, from the early 1990s, a threat. Moreover,
the competition between the US and China might
become more vicious for two main reasons. First, while
the US is fighting to remain superpower number one, to
maintain its higher standard of living and to preserve the
status quo — China, as a hungry power, is striving to
reach a higher standard of living and to challenge the
status quo. China’s future economic growth depends
on obtaining a constant flow of oil. Second, as a result
of their impressive economic growth so far, and the
prospects that it will continue in the future, the Chinese
have accumulated lots of funds, namely, they can offer
higher payments and additional benefits to potential oil
suppliers — without any political preconditions, any
admonitions about human right abuse, and any attempt to
promote democracy. China’s policy tends to succeed
when carried out beyond US reach — and tends to fail
when carried out within its immediate reach. Therefore,
while competition over oil resources is a normal routine
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among oil companies and is generally based on
economic considerations entirely divorced from politics,
occasionally, and especially in the case of China (and
perhaps with India as well) this competition is
determined not only by economic considerations but
also by political ones.

China’s international oil policy began to tread on US toes
probably in 1996, when the PRC initiated what may be termed
— definitely in hindsight — a dramatic breakthrough. Within a
year or two the Chinese were signing production-sharing
agreements (PSAs) with a number of governments, in a
drastic departure from their past behavior. Beijing was no
longer content with regular and traditional crude oil import
but now wanted to establish its own “oil bases” —
sometimes called “overseas bases,” haiwai jichu — “so as
to guarantee our country’s long term and steady supply of
crude oil import [quebao woguo jinkou yuanshi de changqi
wending gongyingl.”® Signed with Kazakhstan, Irag, Sudan,
Venezuela and Peru (as early as 1993), these agreements
paved the ground for China’s “oil security” to this very
day, and for many years to come. All had something to
do with the United States, one way or the other.

In Kazakhstan CNPC won a tender, occasionally called
“the contract of the century” (but later overshadowed
by other oil deals), defiantly outbidding a number of
major US oil companies such as Amoco, Texaco, and
Unocal.m Since then China has greatly expanded its
activities in Kazakhstan which include three PSAs and
a pipeline, but a CNPC attempt to join the Kashagan
oil consortium was blocked. In 2005 Chinese oil
concessions produced nearly 132,000 barrels per day,
but only 30,000 barrels per day were exported to
China, by rail. In 2005 China also acquired the
PetroKazakhstan Oil Company that controls addition 11
oilfields and explorations rights. When the second
section of the oil pipeline — whose construction was
launched on December 11, 2007 — will be completed
on October 1, 2009, it will enable China to import some
200,000 barrels of crude oil per day. Irag’s oilfields
were even more promising.

In 1996 Iraq, still under UN sanctions, approved a Chinese

proposal to develop the al-Ahdab oilfield with an
estimated reserve of 1.4 billion barrel. In 1997 China
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and Iraq signed a 50 per cent post-sanction PSA, to be
implemented over 22 years with a $1.26 billion
investment.’ In addition, the Chinese were holding
negotiations with Baghdad aimed at acquiring production
rights in at least three other Iraqgi oilfields, based on the
assumption that the UN sanctions would be lifted soon.
These PSAs were to become a crucial primary source of
relatively cheap, steady and accessible oil supply to
China — with a combined capacity of well over one
million barrels per day, an incredibly high volume.
However, one of the first measures taken by the US
was to suspend all the oil agreements signed with
Saddam Hussein, including China’s. It is only recently
that an initial breakthrough has become possible,
enabling China to resume its activities and implement
its oil PSAs in Iraqg, following required modifications.™®
Needless to say, through these years the US has
imported large quantities of Iragi oil — in 2002-2006,
for example, an annual average of 536,000 barrels per
day according to EIA statistics, or an annual average of
over 696,000 barrels per day, according to OPEC
statistics.

In trying to predict the potential for friction and conflict
within the triangle US-China-India, and primarily with
the US, we have to distinguish between three kinds of
crude oil suppliers. For one those that traditionally
supply oil almost entirely to the US but not, or very
little, to China and India. The prospects for conflict
with the US over oil supply from these countries, e.g.
Canada and Mexico, appear to be rather small. For
another, those countries that do not supply oil to the
US but supply a good deal of oil to China and India.
The prospects for conflict with the US over oil supply
from these countries, e.g. Sudan and lIran, likewise
appear to be rather small. Finally, there are those
countries that supply both the US as well as China and
India. The prospects for conflict with the US over oil
supply from these countries, e.g. Angola, Nigeria, Saudi
Arabia and Venezuela, appear to be rather high. This is
especially true with regard to those regions considered
a US “reservation,” such as the Persian Gulf as well as
South America.

As mentioned above, China launched its pursuit of energy
resources in South America in Peru, already in 1993, the
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year China became a net oil importer. Since then Beijing has
expanded its activities in the continent, known as the US
backyard, in many other sectors and countries, such as
Ecuador and Venezuela. In 2006 Venezuela’s crude oil export
to China reached 80,000 barrels per day (twice the amount
of 2005 of 39,000), about 2.3 per cent of China’s total oil
import. However, most of Venezuela’s oil exports, in fact
some two thirds, go to the US — despite the continued friction
between the two countries. CNPC has been involved in
Venezuela since 1997 in a number of projects. Given the
political orientation of Venezuels, it is possible that China’s
share would be increased but it is unlikely that a real
competition would develop with the US in South America.™

But it may well develop in the Persian Gulf because its
oil reserves are the largest in the world, because of the
relatively cheap production costs and availability, and
also because of accessibility, the relative proximity to
China and India and the relatively short shipping lines.
Much of the future competition would concentrate
anyway in the OPEC members, where the gap between
production and consumption is going to stay wide for a
long time to come. The US is trying to reduce its crude
oil import from the Persian Gulf which, together with
Saudi Arabia, accounted for 37.3 per cent of the US
total crude oil import in 2001, 34.8 per cent in 2003 and
only 27 per cent in 2006. The Persian Gulf is still China’s
main oil supplier and its share is expected to increase
as other suppliers’ reserves would decline.

Cooperation and Collaboration

Despite the potential for triangular conflict, the three
sides have realized that it is in their interest to come
to terms and avoid a possible confrontation. Still,
the relations among them are not parallel. China and
India really cooperate with each other in oil
exploration, production and marketing, while the
United States prefers involvement /n China and India
rather than with China and India. In recent years,
however, there have been indications of growing
readiness to regulate triangular oil relations to
diminish, not to say avoid, trilateral friction and
disruption of the oil market. In this respect the three
countries represent an isosceles, not an equilateral
triangle.
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Sino-American Divergence

Given the fact that until 1993 China was still a net oil
exporter, its emergence as an oil importer whose
needs are growing consistently, is a relatively new
phenomenon. This is why efforts of coordination and
cooperation among the big oil consumers, who are at
the same time potential competitors, have been so
slow and reluctant, but they have begun to gather
momentum. To be sure, the US and China have engaged
in an energy dialogue ever since the establishment of
diplomatic relations between the two in 1979. A
number of structures have been created such as the
US-China Oil and Gas Industry Forum, initiated in 1998,
or the US-China Energy Policy Dialogue, launched in
2004 . Bilateral energy issues have also been discussed
in the China-US Joint Commission on Commerce and
Trade (JCCT) meetings. These meetings have accelerated
in recent years and even more so in recent months, but
they somehow sidestepped and ignored potential
competition and rivalry over the exploration,
development and acquisition of foreign crude oil.
Instead, the meetings have concentrated on bilateral
domestic issues that mainly concern environmental
problems such as improving energy efficiency and clean
energy in China’s industries; launching energy-saving
mechanisms; promoting oil alternatives and bio-fuels;
reducing carbon dioxide emissions; and the
construction and management of strategic reserves.

In fact, much of this cooperation is ultimately directed
at decreasing the two countries’ growing dependence
on oil import and at increasing their energy security
during times of significant supply disruption.”'® Karen
Harbert, Assistant Secretary for Policy and International
Affairs in the US Department of Energy indeed said
that the main issue was China’s strained energy
infrastructure and price controls, not diplomatic rivalry:
“Competition for resources is not really an issue.”'®
But it will be, and perhaps sooner than expected.
Some argue that “the real conflict brewing between
the two powers is not because of direct competition
for physical barrels of crude, but rather because oil is
inextricably linked to other foreign policy issues on
which Beijing and Washington don’t see eye to eye.”"’

Published by SCMS-COCHIN



SCMS Journal of Indian Management, April - June, 2008.

And: “The Real risks are not from competition in the global
marketplace. Rather they would arise when oil and gas
development gets caught up in larger foreign policy
issues, of which those involving Iran and Sudan are
currently the most obvious,” in Daniel Yergin’s words. He
urges the US and China “to ensure that commercial
competition does not turn into geostrategic rivalry."® It
seems to me that it may be the other way around. It is
Sino-US geo-strategic rivalry that leads to a vicious
competition for oil resources. On the other hand, the
ultimate competition, though yet implicit, is for actual
barrels of crude oil, with foreign policy issue serving as a
cover-up. In this competition, China and India are the
underdogs as Washington time and again betrays the
principles of free trade.

By September 2006, a number of US oil companies
had already invested $5 billion in twenty Chinese
ongoing oil and gas exploration projects. China has
invited major US oil companies not only to invest in
China but also to welcome Chinese companies as
partners in overseas projects, especially in offshore
oil development. Jeffrey Jarrett, US Assistant Secretary
for Fossil Energy urged Chinese and US oil companies
to seek more cooperative opportunities as the best
way to cope with the challenges created by the global
energy shortage problem.’™ However, Chinese
attempts to acquire energy assets in the US have been
rejected. In 2005 CNOOC retreated from its $18.5
billion bid to acquire US oil producer Unocal
Corporation after facing tough opposition from the
US Congress. The Chinese complained that it will be
quite inconvenient to seek government permission
after rounds of [business] negotiations are
completed.?°

Beijing has tried to sidestep these obstacles by
concentrating on US assets outside the US. In April
2007 it was reported that CNOOC and Sinochem were
preparing to bid $1.5 billion for assets in West Africa
that were to be auctioned by Devon Energy, one of the
largest US oil producers.?” No progress has been
reported by the time of writing. Yet, some progress
has been made in Sino-US partnership in overseas
energy projects. US oil corporation Chevron has
already joined CNOOC in the development of a gas-
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export venture operated by China off the coast of
Western Australia, which delivered its first shipment of
liquefied natural gas (LNG) to China in June 2006.
Chevron is in talks with Chinese oil producers to
cooperate on exploration and production projects not
only inside China but also outside.?? This act may have
been the beginning of a beautiful friendship....

Sino-Indian Conversion

What is an exception in US-China energy relations has
already become a practice in India-China energy
relations. As mentioned above, Chinese and Indian
oil companies have been cooperating in oil
exploration and joint bidding for oilfields in a number
of countries including Sudan, Syria, Colombia and
Nigeria, not to ignore that in January 2007 CNPC has
started construction of a 1,600-km natural gas pipeline
that will span India’s east to west coast. Built with
India’s Reliance, it should be completed by late of
December, 2007.%3

Although China and India have started their
cooperation in the late 1990s in Sudan, its progress
has been rather slow. The two countries competed
with each other for energy resources overseas, driving
up acquisition costs. In this race, quite often India
not only lagged behind but eventually lost. In October
2004 ONGC Videsh lost a bid for an oil block in
Angola, offering a signature bonus of $310 million.
Sinopec won the bid by offering $725 million.?* In
August 2005 ONGC-Mittal lost a bid to CNPC to acquire
PetroKazakhstan. In September 2005 ONGC Videsh
suddenly withdrew from a bid for an oil asset in
Ecuador, letting Chinese oil companies to win. The
reason for these failures is not only money, of which
China has plenty (whereas CNPC has invested some
$50 billion in energy ventures abroad, ONGC invested
only $5 billion). India could not catch up with China in the
race for energy resources also because of the inability or
unwillingness of its government to provide the necessary
financial and moral backup and to take risks; because of its
geographical disadvantage — lacking direct access to Russian
and Central Asian energy resources (Iran, a potential source
of energy, is separated from India by Pakistan, not a friendly
neighbour). Also, India’s cumbersome decision-making
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process and the organization of its energy market,
all make it more difficult to compete with China.?®

The breakthrough in Sino-Indian energy relations was
in December 2005 when CNPC and ONGC have won
an auction for PetroCanada Syrian oilfields, first time
together. Following the sale, most observers said that
a lasting union between the two countries was
unlikely. It appeared that Delhi needed cooperation
with Beijing much more than Beijing needed
cooperation with Delhi. Kang Wu, of the East-West
Center in Hawaii, commented: “There will be a mix of
competition and co-operation; it will definitely not
tilt fully towards cooperation.”?® By the end of 2006,
however, the two countries had been definitely
moving toward greater cooperation.

In January 2006 China and India signed five memoranda
on energy cooperation aimed at turning China and India
from strategic competitors to strategic partners,
namely, to join forces, where possible, in bidding for
all third-country oil assets and to exchange information
in such bids.?” A sign in this direction was the
acquisition of Ominex de Colombia, a subsidiary of a
US oil group, by a Sinopec-ONGC Videsh joint venture
in August 2006. Again, skeptics underscored the
marginality of the deal compared to the huge Chinese
oilfield acquisitions and doubted the continued Sino-
Indian energy cooperation,?® but throughout 2006 the
two countries continued to discuss possible joint
bidding for other oil assets abroad.?’ These
discussions culminated in the visit of India’s
Petroleum and Natural Gas Minister Murli Deora in
China in December 2006. The two countries agreed
to fully implement the provisions of the Memorandum
on Cooperation in the field of Oil and Natural Gas,
signed in January 2006.3° Following the agreement, it
was expected that China and India would accelerate
joint bidding in third countries, but so far nothing
has been reported.

Prospects: Rules of Engagement
From Washington’s standpoint, its main problem with

China and India is not that they are exploring all
possibilities to guarantee a steady supply of oil to feed
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their growing economies, which are perfectly legitimate,
but the way they do it. Occasional dialogues held
between the US, China and India uncovered very different
conceptions of energy security. Allegedly, the US has
stressed supply diversity and reliance on the global oil
markets based on gaining access to exporters. China (as
well as India), however, have allegedly been trying to “lock
up” equity deals through the acquisition of oil assets as a
way to increase energy security. In other words (attributed
to Spiro Agnew), for the US “the bastards have changed
the rules without telling.” Washington believes that oil
equity deals are unlikely to bear fruit. As Karen Harbert,
assistant secretary for policy and international affairs, the
US Energy Department, said “It is not feasible for China to
own all the resources and reserves it will need to fuel its
economy.”¥" Washington is also concerned that, because
they have direct access to government gofers, Chinese oil
companies are willing to overpay for crude oil and other
energy resources and can afford to outbid major
international oil corporation and offer a variety of bonuses
and benefit packages that private companies cannot produce.
Harbert said: “What we are concerned about is ... [China’s]
very aggressive pursuit of assets around the world, if they are
willing to put aside market principles.”3? Earlier she remarked:
“The United States has an important role to play in encouraging
China to adopt responsible energy policies and strategies that
place China in full accordance with international norms.”33

It is precisely this kind of a condescending and patronizing
tone that drives China mad. But the question still remains: why
are the Chinese so aggressive in their pursuit of oil and other
energy resources? One answer has to do with culture
and behaviour. Chinese authorities usually react not to
actual situations but to potential ones, that is, not to the
situation as it is but to the situation as it might be in the
future if immediate and tough measures are not taken now.
This pattern of behaviour applies also to China’s oil policy.
Even if China’s present oil needs can be satisfied by
traditional import policies, future needs have to be
addressed now, in an aggressive and uncompromising
way. Another answer is that, as mentioned above, Ching,
for all its economic achievements and new international
status, still feels threatened, encircled and intimidated.
As Zhang Yuqing, Deputy Director of the Energy Bureau
of the NDRC (China’s National Development Reform
Commission), sarcastically put it: “If we aren’t allowed
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to go to this place or that place, then where should we
go7?" 3

The answer is: more engagement. Testifying before the
Foreign Affairs Committee of the US House of
Representatives, three experts agreed that China and
India should be brought into the global energy system
and included in the IEA (International Energy Agency)
whose membership is currently restricted to OECD
countries (Organization for Economic Cooperation and
Development). Daniel Yergin has pointed out that “It
would be wiser — and indeed it is urgent — to engage
these two giants in the global network of trade and
investment rather than see them tilt toward a
mercantilist, state-to-state approach.” This is a key
diplomatic strategy to secure the stability of US oil
supply and at the same time to assure China and India
that their energy interests will be protected in the event
of energy shortfalls and turbulence.?® Words, however,
have still to be translated into deeds.

It is expected that the US-China-India competition for
oil resources, relatively mild so far, would become less
so as oil needs will increase (and they will), and oil
resources will decrease (and they will). Within a
decade or two, as marginal suppliers will run out of
oil, this competition would inevitably concentrate on
the Persian Gulf, perhaps also on the Caspian Sea,
whose reserves could last for many decades. By that
time the US-China-India competition could reach cut-
throat dimensions and if regulation is not adopted
sooner, some oil have to face

strangulation later.

importers will
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“Dividend
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If you like dividends, :
you'll LOVE Dividend Detective

Empirical study based on a sample of 137 frontline Indian companies for five year period (2002-06)

reveals that dividend payout ratio is around 30 per cent. Cross-sectional regression analysis suggests

that availability of free cash flow from operation impacts dividend distribution, but not capital

investment. Increase of leverage seems to have impacted dividend distribution in last two years

(2005 and 2006) of the study and the finding is consistent with agency theory. Overall low payout

not prompted by capital investment and leverage for first three years (2002-04) in particular,

indicates possible agency problem characterised by personal benefit, wasteful expenditure and

to influence dividend distribution.

empire building by the management. The study reveals factors other than mitigating agency problem

he impact of dividend distribution by the companies on
valuation has always been a subject matter of considerable
debate, discussion and even controversy. Dividend

distribution is subject to legal
restriction meaning thereby that the
Board of Directors can not declare
any amount it chooses. In India,
according to the Companies Act,
1956 dividend can be paid only out
of profit after providing for the
minimum rate of depreciation
incorporated in the schedule XIV to
the Companies Act. The losgic is -
dividend must be paid out of surplus
in a way that it must not lead to
erosion of equity from the standpoint
of accounting measurement. Hence,
dividend announcement by the Board
‘oer se’ signals positive earning by

A Quarterly Journal
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the company. Again dividend distribution may happen in several
ways. Declaration of cash dividend at a certain rate on the paid up
value of shares by the Board in respect of a financial year is the

commonest way of passing on a part
of surplus cash to the shareholders.
Another form of dividend distrioution
is the issue of bonus shares also
called stock dividend. Further, there
exists another way of dividend
payment which is stock repurchase
also known as buy-back of shares.
According to Brealey and Myers
(2003) ‘Repurchases are like bumper
dividends, they cause large amount
of cash to be paid to investors.’

The decision as to how much profit
(after providing for depreciation) will
be distributed by way of dividend —
that is — in other words, what will be
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dividend payout ratio, primarily depends upon investment
opportunities. A company with growth potential — likely to make
substantial capital investment in near future may follow low or
even ‘zero’ dividend payout policy. If the market can rightly
perceive the potential of the company in terms of generating
adequate future cash flow through such capital investment, the
same should be reflected in the capital appreciation so far as
the value of the shares of the company is concerned despite
low or zero dividend policy. On the other hand, a mature
company having substantial cash flow with no immediate project
requiring heavy capital investment in hand should distribute cash
among the shareholders. The dividend payout ratio of a mature
company with a steady cash flow should be high with the
relatively low but steady capital appreciation. If profits are earned
and there is a lack of investment opportunities in positive NPV
(net present value) projects, non-distribution or inadequate
distribution by way of dividend not only results in erosion of
value but also promotes a tendency to misuse the cash by the
managers for personal benefit, wasteful expenditure and empire
building [used to denote managerial preference to run large
business rather than small one. Becoming large from small is not
always a positive net-present value project. Acquisition leading
to reduction of shareholders’ wealth or failing to bring about
synergy (in value creation) - is an example of empire building
activity]. Tirole (2005) describes such phenomenon as
‘extravagant investment.’

Review of Literature on Dividend Distribution

There exist a number of conflicting theories of finance and
empirical explanations surrounding cash dividend and their
impact on shareholders’ wealth. According to Modigliani and
Miller or MM (19671), dividend payment is a financing decision.
It is the positive net present value (NPV) of the estimated future
cash flow from operating and investment decisions that create
value of an enterprise. It is immaterial whether a part of such
value is distributed as dividend or not. Thus dividend payment
is essentially distribution of value and not creation thereof. In a
perfect world implying perfect capital market, ‘nil’ transaction
and information cost, no tax impact, a given investment policy
of the firm that do not undergo change frequently, dividend
does not matter.

Lintner (1962) and Gordon (1963) argue that dividend is less

risky than capital gain. There is an element of certainty as to
dividend than capital gain that might not be realized. Thus,

A Quarterly Journal
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dividend lowers r -cost of equity. MM disagreed and said
that investors are indifferent between dividend and capital
gain. MM called Linter and Gordon’s argument as ‘bird-
in-the hand fallacy.’

Black (1976) posed a guestion — Why does a firm pay
dividend at all? And — why do shareholders insist upon
dividend payment? If the capital gain is not taxed or taxed at
a rate lower than the dividend then they (shareholders) will
be able to avoid tax payment on dividend if the same is not
paid. They will be better off by selling share at a convenient
time and realizing capital gain attracting less or zero tax. The
concept of paying dividend is a ‘puzzle.” To answer why
firms pay dividend — Miller and Rock (1985) suggest that
dividend is relevant because it signals economic earning and
earning prospects. Dividend speaks about genuine cash flow
more loudly than the reported accounting earning and
therefore is a practical way of reducing ‘information
asymmetry.” Thus hike in dividend rate is a way of conveying
management’s confidence about the continuance of earning
quality and superior cash flow of the projects undertaken.
Jensen (1986) suggests that dividend address ‘agency
problems.” According to agency issue unless the corporate
profits are distributed as dividend the same may be used by
the corporate insiders (management) for their personal
benefits, wasteful expenditure and empire building. More
specifically, according to Jensen — ‘Payouts reduce the resources
under manager’s control, thereby reducing manager’s power,
and making it more likely they will incur the monitoring cost of
the capital markets which occurs when the firm must obtain new
capital. Financing projects internally avoids this monitoring ...’
The problem of free cash flow (defined as — ‘cash flow in excess
of that required to fund all projects that have net present value
when discounted at the relevant cost of capital’) is- ‘how to
motivate managers to disgorge cash rather than investing it at
below the cost of capital or wasting it on organizational
inefficiencies.’

Laporta, Lopez-De-Sines, Shleifer and Vishney (2000) observe
‘firms in common law countries, where investors protection
is better, make higher dividend payout than firms in civil law
countries do. Moreover, in common but not civil law
countries, high growth firms make lower dividend payouts
than low growth firms. These results support the version of
the agency theory in which investors in good legal protection
countries use their legal powers to extract dividends from
firms, especially when reinvestment opportunities are poor.
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Objective of the Study and Hypothesis

From 2003, Indian Capital Market has been witnessing an
unprecedented bull run despite occasional volatility and jerks.
As a result of the relentless Bull Run for last few years, market
capitalization of Corporate India has multiplied manifold. The
most common explanation of this Bull Run is- it is backed by
‘growth story’ of industrial sector. In other words, according
to the analysts the run is backed by growth of company
fundamentals — revenue, profit and operating cash flow
growth. The Corporate India has demonstrated its potential
of generating high earning capability. Some corporate houses
have handed out generous dividend to the shareholders in
recent years. Certain frontline companies (like Hero Honda
Motors Ltd., HCL Technosies, Infosys, HLL, Bajaj Auto and so
on) have paid as much as 400 per cent or more dividend for
2005-06. The objective of the study is to examine empirically
the dividend payout behaviour of the frontline Indian
companies in the light of the existing literature on agency
theory.

In the context, we hypothesize that Indian firms distribute
free cash flow by way of dividend to mitigate the agency
problem.

25

Data Source and Research Methodology

Initially data were sought to have been collected from
prowess database of CMIE (Center for Monitoring Indian
Economy) in respect of BSE 200 Index companies of five
financial years (2001-02 to 2005-06) for analysis. These 200
companies represent the top 200 companies in terms of
market capitalization. However, we excluded the companies
which - 1) went for listing in secondary markets after the
financial year 2002, 2) are purely banking and finance/financial
service companies, 3) state and central govt. commercial
enterprises and 4) companies for which data were unavailable
for continuous five financial years (that is — 2001-02 to 2005-06) —
the study period. Altogether 137 companies out of 200 consisting
of companies from all major industries like auto, cement, steel,
pharmaceutical, chemicals, FMCG, construction, retail, IT, software
and so on satisfied our conditions. These 137 companies constitute
sample of frontline Indian companies for our studly.

The methodology we put to use is the presentation of
various measures of dividend payout, free cash flow and
capital investment in summary form, and the undertaking
cross-sectional multiple regression analysis for hypothesis
testing.

Table 1: Statistics of PAT and Dividend Payment

Number of firms earning profit (PAT)
and paying dividend

Number of firms having PAT and
not paying dividend

Number of firms incurring loss and
not paying dividend

Number of firms incurring loss and paying
dividend out of past profit

Percentage change in PAT

Percentage change in dividend
Dividend Payout Ratio

Number of firms increasing dividend
Number of firms decreasing dividend

Number of firms with no change in dividend

A Quarterly Journal

112 117 126 129 132
12 15 8 6 3
13 5 3 Q Q
Nil Nil Nil Nil Nil
14.67 96.53 38.12 36.97 27.19
99.46 28.03 45.05 12.55 35.50
32.34 32.73 34.37 98.39 30.24
67 86 110 103 116
35 21 4 12 6
35 30 23 29 15
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Data Analysis:
A. Summary Statistics
1) Dividend Policy (2001-02 to 2005-06)

The Table — 1 contains the measure of dividend payment of the
sample firms. The change in Profit after tax (PAT) and dividend
are respectively measured by —

D) (Total PAT, — Total PAT ) / Total PAT

iD (Total Dividend, — Total Dividend, ,) / Total Dividend |

Cash Flow and Capital Investment

According to section 205 of the Indian Companies Act, 1956
read with the Indian Accounting Standard, dividend can be
declared and paid only after provision made in the accounts
in respect of depreciation, current and deferred tax liability.
From finance angle it is not the accounting profit but the cash
flow from operation available after tax also termed as net
operating profit after tax (NOPAT), is the determinant for
dividend payment. According to definition given by Jensen
(ibid) - Free Cash Flow (FCF) = NOPAT - Fund needed for
NPV project. If there is no NPV project, then obviously by
definition, FCF = NOPAT. Again, NOPAT = PAT+Depreciation.
NPV projects can be funded either by NOPAT (that is, internal
generation) or borrowing or fresh issue of share capital or
using all of them. If amount required for funding NPV projects
is more than internal generation of fund, then the firm should
resort to borrowing / fresh issue and thereby it will be

26

enhancing shareholders value. In that case, mathematically
FCF becomes negative (as NOPAT < Fund needed for NPV
project). Again, a firm can go for 100 per cent payout even
when there is NPV project. In that case it has to resort to
borrowing or fresh issue entirely for funding the NPV project.
Hence, it is the NOPAT which is free for investing in NPV
project or distribution (partly) as cash dividend under law.
No distribution of cash dividend is possible out of borrowing
or in a manner that results in reduction of share capital as per
prevailing law. For our study FCF during period t is proxied by
NOPAT of said period (t). The summary statistics of free cash
flow and capital investment are given in table 2. For the
purpose-

i) FCFin period tis given by:-
FCF=(PAT + Depreciation)ty

i) Growth in free cash flow (FCFG) in period t is given
by:-FCFG, = (Total FCF, - Total FCF_)/ Total FCF

Gross fixed asset in period t is denoted by GFA,. Capital
Investment in time t (Cl) is proxied by growth of gross fixed
asset of the said period (1).

Thus, CI, = (Total GFA, — Total GFA_)/Total GFA |

Borrowing

High debt means pressure upon the managers for servicing
the debt by timely repayment of principal and interest. Thus,

Table 2: Statistics of Free Cash Flow and Capital Investment

Percentage Growth of FCF 17.32
Number of firms registering FCF growth 74
Number of firms registering FCF decline 63
Percentage Growth of Capital Investment (Cl) 1855
Number of firms registering Cl growth 117
Number of firms registering fall in Cl 20

A Quarterly Journal

20.11 97.84 31.27 91.78
109 117 107 121
98 20 30 16

7.37 7.59 1590 94.53
1925 115 1923 126
12 99 14 11
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high borrowing reduces agency cost associated with
free cash flow. There is close monitoring by the lender/
s on performance and fund management. Dividend
payout is likely to be less in case of high debt. The
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summary statistics of total borrowing is given in table 3.
For the purpose, growth in total borrowing in time t is
given by — (Total Borrowing, — Total Borrowing, ,) /Total
Borrowing, |

Table 3: Statistics of Borrowing

Percentage Growth of Total Borrowing

Number of firms witnessing borrowing growth
Number of firms witnessing decline in borrowing.
Number of firms with ‘Nil" borrowing

for two consecutive years or more

Interpreting Summary Statistics

Table 1 shows that though there has taken place an increase of
PAT as well as total dividend payment over the study period,
dividend payout ratio remains a little over 30 per cent in all the
years except for 2004-05 when it is even less (28.39 per cent).
In 2001-02 and 2005-06, growth in capital investment is
marginally higher than growth in FCF. In other years (2002-03 to
2004-05), growth in FCF is much higher than growth in capital
investment. High FCF growth together with low dividend payout
ratio appears to be a pointer to agency problem in those three
years (2002-03 to 2004-05).

Regression Analysis

To test our hypothesis we formulate the following regression model:
DV/EQUTY,= B+ B FCE/IA + B0, + BV, ... ()

Meaning assigned to the Variables and hypothesized
relationship:-

1) The numerator of dependent variable (DIV /EQUITY,) means
dividend plus dividend distribution tax (DDT) provided in the
audited accounts of the i-th unit in t-th year and denominator
denotes paid-up equity share capital of the corresponding
unit of the said year. As per the Indian tax law dividend payout is
compulsorily associated with payment of DDT, hence cash flow
for dividend must include DDT. Dividend payment is generally

A Quarterly Journal

14.30 2.33 4.24 15.24 15.45
61 63 75 74
70 68 56 55
6 6 6 8

expressed with reference to paid up value of equity share in
percentage term. We have taken the quotient (DIV +DDT), /
EQUITY, as dependent variable which means dividend per rupee
of paid up value of share. No adjustment is necessary for bonus
or rightissue and share buy back during the study period because
dividend rate will be adjusted based on operating cash flow
availability, investment (in NPV project) opportunity and leverage
to mitigate agency problem. This point can be clarified by an
example. Say, a company has a paid up equity share capital of
Rs.100 crore and it has a PAT of Rs.10 crore. Our argument is the
company should pay hypothetically by way of dividend (plus
dividend tax) entire Rs.10 crore by way of dividend in absence
of positive NPV project and borrowing to mitigate agency cost.
This means (Dividend + DDT)/Paid up equity should be 0.10
(10/100). If the company issues bonus share in the ratio of 1:1,
the total paid up capital would be Rs.200 crore. If PAT in a year
subsequent to bonus share issue again happens to be
Rs.10crore, the company should fix the dividend rate at 0.05
(10/200). The idea is - dividend rate should be so fixed that
addresses the agency problem associated with free cash flow.
In other words, increase of share capital as a result of bonus or
right issue or reduction through buy back should impact the
dividend rate in such a manner that addresses the agency issue.
2) The numerator of the first control variable FCF, means net
operating cash flow after tax (NOPAT, =FCF_in absence of
NPV project) and is given by (PAT + Depreciation) of
each unit (i-th unit) for each year (t-th year) and TA,
denotes corresponding total assets at the end of each
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year. In computing total assets, we have not considered
deferred tax assets and fictitious assets of material
amount as these items are outcome of accounting
adjustments. The greater the operating cash flow
generated by employing the total assets, the bigger
will be dividend payment. We hypothesize a positive
relation between dependent variable and FCF/TA.

3) The control variable CI, means capital investment and it is
given by growth of gross fixed asset (GFA ).

Hence, ClI, _ (GFA, — GFA )/ GFA

it-1) it-1)

Higher the Cl, lower will be Div / Equity. We hypothesize a
negative relation between dependent variable and Cl.
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4) The numerator of the third control variable LEV, is
represented by Borrowing, / TA, Borrowing, means total
borrowing of each unit and denominator TA denotes
corresponding total assets at the end of each year. Total assets
have the same meaning as assigned in (2) above. Higher the
total borrowing, that is — higher the leverage, lower will be
distrioution. Hence, we expect a negative relation between
dividend and leverage.

The cross-sectional regression result is given in table-
4. The t- Statistics are given in the parentheses.-

The Correlation metrics of the independent variables of the
entire five years period to verify multi-co linearity are
incorporated below in Table-5.

Table 4: Cross - Sectional Regression Result

2001-02 2002-03 2003-04 2004-05 2004-05

CONSTANT 0.103(0.537)  -0.112(-0.258)
FCF/TA 5.726 (5.863)*  8.320(6.244)*
d -0.003(-0.351) -0.284(-1.311)
LEV -0.325(-0.749) -0.063(-0.121)
R 0.27 0.29

*Significant at 5% level.

The metrics do not indicate any possible multi-co linearity
problem among the independent variables.

Findings and Conclusion

In this paper we tried to analyze the impact of free cash flow,
capital investment and leverage on the dividend payout policy

-0.211(-0.253)
15.810 (3.621)*
-0.408 (-0.328)

0.993(2.121)
5.553(2.497)*

1.109(2.129)
7.781 (3.231)*
0.130(0.484)
-2.484 (-2.329)*

-0.004 (-0.710)

-1.536(-0.878) -1.769 (-1.733)**

0.14 0.12 0.20

** Significant at 10% level.

by 137 frontline Indian companies in the light of agency theory.
According to it ( agency theory), if free cash flow is distriouted
by way of dividend and fund is raised from external sources
(borrowing or public issue) to finance projects, then external
monitoring reduces agency cost. Hence, at firm level, the
relevant independent variables for determining dividend
payout should be availability of free cash flow, capital

Table 5: Correlation Metrics

1

FCF/TA 0.057 -0.478
d 0.057 1 0.029
LEV -0.478 0.029 1

A Quarterly Journal
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investment and leverage from agency theory standpoint. Our
findings suggest that Free Cash flow is a statistically significant
explanatory variable for dividend distribution with respect to
paid-up equity share capital for each year of the five years
study period (2001-02 to 2005-06). But the summary statistics
shows that dividend payout ratio remains at little more over
30 per cent on PAT in all the years except in 2004-05 when it
is even less. Thus, rise in rate of dividend (on paid up value)
by increasing number of firms (Table-1) is the result of higher
operating cash flow (proxy for free cash flow in our
study) and not due to higher payout (in fact payout
ratio declined in 2004-05 and 2005-06 compared to
earlier years). As expected, capital investment is
negatively associated with dividend in all the years
except in 2005-06. But such associations are found
to be insignificant statistically. Leverage, though found
to be negatively associated with dividend distribution
but such association is statistically significant in last
two years of study only when the growth of borrowing
is substantially higher than that of the immediate
preceding years. Hence, a relatively higher debt might
have impacted dividend distribution and it is
consistent with the agency theory.

Low dividend payout (around 30 per cent) when growth in
capital investment is not significant - specially in 2002-03 and 2003-
04 and so the borrowing growth, indicates that agency issue
surrounding dividend distribution has not been properly addressed.
Low R? values of the regression equations suggest that the overall
linear association between dividend distribution and relevant
independent variables, namely — free cash flow, capital investment
and leverage are not strong enough to suggest that the management
attempted to address agency problem when it came to dividend
distrioution. Hence, factors other than agency issue seem to have
played a role in dividend payout decisions during our study period.

Limitations of the Study and Scope of Further Research

The study is based on a sample of 137 frontline
companies of BSE 200 index companies in terms of
market capitalization meeting certain criteria
elaborated in ‘Data Source and Research Methodology’
section. The finding may be different if we take into
account larger sample including mid-cap and small-
cap companies.

Substantial scope of research exists as regards the
role of free cash flow and leverage in recent mega
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acquisitions including cross border ones to
investigate whether such acquisitions are wealth-
enhancing or wealth-destroyers from the investors’
standpoint.

Key Words: Dividend, Free Cash flow, Agency
Problem, Net Operating Profit after Tax (NOPAT), Profit
after Tax (PAT), Borrowing, Capital Investment (CI),
Net Present Value (NPV).
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