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1. Introduction

The fundamentd objectives of Jgpan’s energy policy were forced to undergo dramatic changes dur-
ing thelast decade of the 20th century asthe cold war came to an end and globdization of the economy
advanced, while problemsof globa warming took on greater urgency. Asaconseguence, in additionto
the assurance of energy security, the objectives of Japanese energy policy have changed, and there is
now aneed for smultaneous achievement of the “3ES’ gods—namély, “Economic Efficiency” amed
at reducing energy supply cogts through deregulation and liberdization measures, and “ Environmenta
Protection” amed at reducing CO, emissons to counter the globa warming problems, aswell as con-
ventiond “Energy Security.”

In order to accomplishthe “3ES’ god's, Japanr—which isthe largest energy importer inthisre-
gion—hasto look at itsenergy problems from abroader perspective, taking account in particular of the
Asian region as awhole. The strong economic growth and progressive motorization of recent years are
expected to lead to argpid increase in the demand for energy in Asian countries, particularly in China
Dependence on the Middle East for supply of ail is projected to rise further in the future, becausethe

regiond oil supply in Asawill not be able to keep pace with the rapid expanson of demand. Naturd
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gasimportsin Asan countries are a so expected to increase Sgnificantly as environmentd concerns
push the demand for it upwards. Whileit is naturdly important for theindividua countriesto make
effortsto secure thair own energy supplies, thereis aso adanger that excessve pursuit of the nationd
interest by any single country could adversdly affect the energy security of therest of theregion. For
thisreason, it is becoming increasingly important thet the issue be treated as onein which dl countries
in the region have acommon stake.

The end of the cold war has resulted in the formation and expangon of new and existing regiona
economic zones, particularly in Europe and the US, dong the lines of the EU and NAFTA. Although
the past dtill overshadows the present in Northeast Asia, political and economic ties between Japan,
Koreg, Chinaand Russaare moving in apogtivedirection, abet at asomewhat dow pace. Therehave
been notable improvements recently in Japan-Koreardations, as shown by the two countries’ joint
hosting of the World Cup soccer tournament in 2002 aswdll as current intense negotiations over aFree
Trade Agreement. Russaisusng development of its plentiful energy resourcesin the Far Eagtern
provincesto boogt its economy, and is looking to Japan, Koreaand Chinaas promising new markets.

In essence, anew dtrategy that includesthe Asian region asawholeis needed to replace that based on
unilatera thinking. This pgper examines policy issues and effective measures by which Japan can ac-
complishitslong-term energy objectives from the viewpoint of bilaterd and multilateral cooperationin

the Northeast Asian region.

2. Framework of regiond energy cooperationinAsa

Achievement of the long-term energy objectives of the 3Eswill inevitably require Japan toredizea
“ globd energy system” that is sustainable and flexiblein the face of fluctuationsin demand and supply,
in addition to the country’ s own maximd effortsto develop dternative energies, diversfication of sup-
ply sources, oil sockpiling, energy conservation, tc. In order to make such agloba energy system

work effectively, Japan must teketheinitiative in building up amulti-layer and multilaterd “frame-
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work” with bilaterd, regional and globa sructures. In thisinitigtive, specid atention will haveto be
paid to srengthening the framework for rel ationships with Asian energy-importing countries.

In this connection, the recent development of ASEAN + 3 energy cooperation is a noteworthy ini-
tiative taken by Japan. In September 2002, the then minister of METI, Mr. Hiranuma, hosted an energy
ministerial meeting in Osaka with the participation of Japan, Korea, Chinaand the ASEAN countries.
He proposed “Energy cooperation between Jgpan, Korea, China and ASEAN countries (Hiranuma
Initiatives)” to strengthen energy security within the Asan region. Theministeria meeting of ASEAN
+ 3 has been indtitutiondized, and the firsg Ministerid Meeting held in Manilain June, 2004 discussed
thefollowing issues.

1 Setting up anetwork for emergencies

2 Promotion of establishment of a petroleum stockpiling system

3 Stat of sudieson the Adan petroleum market

4 Promotion of naturd gas development

5 Promoation of energy conservation efficiency and new/renewable energy

Taking account of thisStuation, petroleum and naturd gasissuesin Northeast Asawill be discussed
inthefollowing. Itisawell known fact that crude oil and LNG pricesin Asan countries are not fixed
on an acceptably competitive basis as compared with the pricesin western countries. The principa
reason for thisso-cdled Asian premium problem isthe excessively high dependency of Adan countries
on Middle East ail. In other words, ail producersin the Middle East are able to impose discriminately
higher prices of crude oil on Asian importerswho have no mgor dternative suppliers. It istherefore
very important for Adan countriesto diversfy their supply sources of crude oil aswell as naturd ges.

From ageographica point of view, Russaisan important partner from the viewpoint of supply
source diversification not only for Japan but aso for Chinaand Korea. Therefore, in addition to the

reinforcement of diplomatic and economic relationships among the Northeast Asian countries, itisvery
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important to promote energy cooperation in the Northeast Asan region by maintaining the project
economics and proceeding with such projects as Sakhdin oil and gas development aswell asthe il
pipelinefrom East Siberia. In order to make these energy development projects atractive for foreign
companies, it should be emphasized that the investment environment in Russia has room for im-
provement and isfaced with problemsin need of solution. Foreign capitalsare currently participatingin
such projects as Sakhdin 1 (ExxonMohbil, a Jgpanese petroleum development company SODECO,
etc. ) and Sakhdin 2 (R.D./Shdl, Mitsui Co. and Mitsubishi Co.). However, new projects under con-
Sderation are facing various problems to be tackled, and there is aneed for improvement in the regu-
latory system in terms of development of infrastructures such as pipeline systems, trangparency of the
trangtion from exploration license to granting of development license, etc. It isimportant to urge Rus-
satoimproveitsinvesment environment in terms of the market-oriented economy and improvement

of theregulatory system in cooperation with foreign investors.

3. Ol pipdinefrom East Sheriato Asa

One of the most controversid energy issuesin Northeast Asathese daysisthe question of how to
develop and transport oil resourcesin East Sberiato the Asian consumer-countries. It isavery unfor-
tunate fact that Japan and Chinaare competing fiercdly for accessto Russds abundant oil resources. In
2001, the governments of Chinaand Russiasgned aframework agreement to build an ail pipdine
linking Angarsk in Russato Daging in China. However, the Kremlin' sattitude to the project became
increas ngly ambiguous when Japan offered ariva pipeinein January 2003 that would bypass China
and dretch to Russas Far Eagt port of Nekhodka. ThisMarch, Russas state-owned oil trangportation
company Transneft proposed anew route from Taishet, some 500 kilometers northwest of Angarsk, to
Nakhodkawith abranch lineto China. While none of these pipdine options has yet been officidly

agreed on, it isreported that the Russian government has dready decided on the Nakhodkaroute.
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From the Russian point of view, the Nakhodkalineis greetly preferable to the Daging route, unless
an economica aspect of pipeine condruction cogtsistaken into account. The Nakhodkalinewould be
better ableto contribute to economic development in the Russian Far East aswell asto diversfication of
export marketsfor crude oil. The Russians are concerned about depending excusively on Chinaasa
single buyer, because their bargaining power as asdller would be weakened with regard to pricing and

other contract terms.

From the Chinese viewpoaint, the Daging lineis avery atractive project in terms of providing access
to Russds abundant oil resources. Sincethe oil production in the Daging field has dready started to
decline, low-sulfur Russan crude isthe most gppropriate as an dternaive supply source. The Chinese
government isvery eager to diversfy its ol supply sourcesthese years, because the country’ s depend-
ency on Middle East ail will continueto increasein thefuture. In addition to that, thereis no question
that the Daging lineis economically more viable as compared with the Nakhodka line, becausethe
congtruction cost would be much lower and CNPC (Chinese Nationa Petroleum Corporation) has
committed itself to buying the oil. Russian oil mgor YUKOS and CNPC had dmost agreed to Sart
building an ail pipdinethisyear, but the recent devel opment of the Y UKOS &ffair has dramaticdly

changed the politica environment surrounding the il pipdine project.

From the Japanese viewpoint, the Nakhodkaline can contribute to reducing the country’ s depend-
ency onthe Middle East oil, and dso can provide abus ness opportunity for Japanese oil exploration
companiesto invest in il development in Eastern Siberia. The big question, however, ishow eco-
nomicaly can the pipeine be built and the ail field developed? It is reported that the Japanese gov-
ernment is proposing a huge amount of financia support for the projects of the Nakhodka pipdine and
oil exploration in Eastern Sberiaby making use of financid scheme of the Japan Bank for Internationd
Cooperation (JBIC). However, it should be kept in mind that since the Japanese oil market is com-

pletdy liberalized, the marketability of Russan crude oil in Jgpan is entirdly dependent on its economic
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comptitivenesswith Middle East crude ails. In other words, if the contract terms—especidly pric-

ing—are not atractive for Japanese buyers, it is possible that Russan crude oil may not beimported to

Japan.

In this respect, it can be pointed out that the crude oil currently being produced in the Sakhdin 2
project ismainly exported not to Japan but to Ching, Koreaand Taiwan. Thisis because the Sakhain 2
crudeoil withitslight and low-sulfur qudity isnot economicaly attractive for Jgpaneserefinersin
termsof the current pricing formula. In addition, the Sakhdin 1 project is scheduled to Sart oil pro-
duction in late 2005 or early 2006. Accordingly, if the Japanese government wants to encourage
Japanee refinersto increase oil imports from Sakhdin, | believe that avery effective gpproach would
be to introduce sometax incentives. For example, in Japan, dl imported crude oil and oil productsare
subject to the so-cdled “ petroleum tax” of about three dollars per barrel, and the resulting revenueis
used for various measures to improve energy security, incuding diversification of oil supply fromthe
Middle Eagt. If anew policy of reducing the petroleum tax on non-Middle East crude ail isintroduced,
Russian oil may become an attractive dterndive for Japaneserefiners. In such acase, the Nakhodka ol
pipeline would not be so crucid for Jgpan in the diversfication of its supply sources, becauseail im-
portsfrom Sakhdin 1 and 2 would be amore atractive option for Japanese buyers. Inany case, in order
to promote oil development and tradein Northeast Asa, new ideas of thiskind will be helpful inre-

ducing the current tension between Japan and China.

In short, Russiaisthe biggest winner in the current situation in which Japan and Chinaare competing
for Russanoil. A particularly worrying consequence of the conflict of the two countriesisthefact that
it has avery damaging impact on regiond cooperaionin Northeast ASa, because the Chinese are very
irritated by the Japanese “hijacking” of the pipeline project. In this connection, the question arises of
how the current conflict between Japan and China can be changed to awin-win situation for the three

countries concerned, including Russa, and this can be viewed asakind of litmustest for regiond en-
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ergy cooperation in Northeast Asa | would like to emphasize that the mgor role of government sec-
torsisto formulate aframework of bilatera and multilatera cooperation, aswel asto provide eco-
nomic back-up to private sectors, which have the ability to make investments from along-term view-
point. Thus, in order to redize such awin-win stuation, it isessentia that the grand design of regiond
energy development planning should be based on mutud trust and confidence among the three coun-

tries.

4. Natura gas pipelinefor Northeast Asa

The use of naura gasin the Adan region has increased substantialy in recent years, driven by de-
mand for diverse energy sources and environmental protection. However, whereas the percentage of
use of natura gasasaprimary energy source sandsa 25% inthe USand 23%inthe EU, inAgaitisa
mere 11%. Unlike the naturd gas marketsin the US and the EU, the naturdl gas market in Agaisfor
the most part restricted to liquefied naturd gas (LNG). However, with the end of the Cold War para-
digm, internationd rdations in Northeast Asa have changed dramaticdly and a serious plan isin the
worksfor anaura gas pipeline connecting Japan, China, and Koreawith Sakhalin and Eastern Siberia.

Severd pipdine projectsincluding Sakhdin 1 are planned by mgor oil companies such as Exxon-
Mobil and BP, with additiona participation by businesses from Japan, Koreg, Ching, and Russa. Since
September 11, the US and Russia have expanded their srategic relaionship in the energy sphere, and

thisis expected to stimulate the devel opment of naturd gas resourcesin the Russian Far Ead.

Asfar asthe naturd gas pipdine project to Japan is concerned, the country’ slong-lasting economic
stagnation and deregulation policy of the dectricity and gas markets have created conditionsthat are
unfavorableto the project’ s promotion. Growing uncertainties about the future demand for natural gas
makeit difficult for eectricity and gas companiesto enter into long-term commitments. However, abig

step forward for natural gas development in Northeast Agaisthe fact that Japanese utility companies
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have committed themselves to purchasing about 3 million tons'year of LNG from Sakhdin 2, whichis
scheduled to sart exporting in 2007. For many years, Sakhdin 1 and Sakhdin 2 have been competing
fiercely for Japanese buyers, but last year Japanese utility companiesfindly decided to seect the LNG
project of Sakhdin 2 ingead of the pipeline project of Sakhdin 1 that is strongly supported by the
Japanese government. 1t has been pointed out that Japanese buyers are concerned about security of
supply by pipeine aswdl asthe economic uncertainties of pipeline construction, including compensa:
tionfor fishing rights. Asaresult, ingtdlation of the first internationa natura gas pipelineto Japan will
be postponed until after 2010, but taking account of the huge reserves of naturd gasin Sakhdin, itis
safeto assumethat agas pipdineto Jgpan aswell asto the Korean Peninsulaand Chinawill bebuilt in

thelonger term.

In the meantime, China has entered an agreement with the Russian government to proceed with
natural gas development in Eastern Siberia. The participation of Japan and Koreaiis dso being sought
in the hopethat they will assist both with financing and securing demand. Sincedmost 70% of Chind's
energy isderived from cod, increased use of dean-burning natural gaswill be asgnificant factor in any
solution to its environmenta problems. However, negotiations between Russaand Chinaaremired in
disagreements over sdection of apipelineroute, pricing, and various other issues. Russaviewsa
natural gas export project with Chinaaone asasgnificant financid risk, and istherefore strongly urg-

ing Korea and Japan to becomeinvolved.

It is obviousthat there are many as-yet-unresolved problems associated with the Northeast Asan
pipdine project. However, theissues of astable energy supply, environmenta improvement, and na-
tiona security concern everyone in the region, and decisons regarding long-term nationa strategy need
to betaken. Fortunately, there are many lessonsto belearned from the experience of Europe. Im-
provement of naturd gas pipelines proceeded rgpidly on the European continent; however, thered
drivefor this accomplishment camein the late 1960s with the accession of the Brandt adminigtrationin

what was then West Germany. Through its policy of Ostpalitik, thisadministration sought during the
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Cold War to improve rdaionswith the former Soviet Union. Thispolicy included the laying of a
naturd gas pipdineto West Berlin. There have been effortsin Japan to strengthen financid tieswith
Russain abid to improve diplomatic and security relaions, and the Sakhdin naturd gas pipeine plan
isexpected to play asymbalic rolein these efforts. In such an event, Jgpan must do its utmost to
achieve red economic gains, while not losing Sght of itsnationd interestsin relation to itsterritoria

disputeswith Russa

5. Japan’ s energy diplomacy and Russia

Securing astable supply of energy is—and will continue to be—of vita nationd interest for Japan.
However, the end of the Cold War paradigm and the accel eration of globaization haveresulted inthe
need for acomprehensive overhaul of Japan’ s energy diplomacy.

Firgt, coordination of energy policy and security policy has become moreimportant than ever before.
Japan mugt fully congder how it would respond in the event of arecurrence of politica ingtabilitiesor
magor warsin the Middle Eagt, or of threatsto the searlanes by which ail isbrought to Japan. This
forward-planning must aso take account of theissue of collective sdf-defense. If the US judgesthat
Japan isddinquent in the fulfillment of its obligation to maintain its own energy security, the very
foundation of the US-Japan security aliance could be threatened. Now, more than ever, energy prob-
lems and security problems are inseparable from one another.

Second, to strengthen Japan’ sinfluence with the ail-producing countries of the Middle East, coop-
erative relationships must be built up with Korea, Taiwan and China, and the bargaining power of the
entire Northeast Asan region must beincreased. Development of oil and natural gas pipelinesfrom
Russa sFar East will dso generate leverage with oil-producing countriesin the Middle East. Naturdly,
even after the end of the Cold War, vestiges of historical enmities ill remainin Northeast Asa

Againg this background, and with dependence on Middle East resources expected to increasein the
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twenty-first century, effortsto create amultinationa framework aimed a resolving regiona energy and
environmental issueswill aso contribute greetly to the establishment of aregionad security sysem. To
achievethis, Adawill haveto confront its own specific regiond issues, including the “ Chinaproblem.”
Furthermore, whatever gpproach is adopted, it must be based on the US-Jgpan Strategic partnership.

Third, despite the importance of Russo-Jgpanese energy cooperation, the Jgpanese government must
be very careful not to give Russathe wrong message with regard to the territorid issue. Since Japanis
proposing very generousfinandd assstancein order to encourage congruction of the Nakhodkaline,
the Russans may take this as asign that Japan has changed its fundamentd attitude towards the territo-
rid issues and is giving higher priority to energy security. If such aperception becomes widespread
among Russian policy makers, the Jgpanese government must take stepsto correct it.
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