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INTRODUCTION

n 2009 and 2010, China Development Bank (CDB) ex-

tended lines of credit totaling almost $65 billion to energy

companies and government entities in Brazil, Ecuador,
Russia, Turkmenistan and Venezuela. The loans are secured
by revenue earned from the sale of oil at market prices to
Chinese national oil companies (NOCs), except in the case
of Turkmenistan, which is delivering natural gas at undis-
closed prices. These energy-backed loans (EBLs) are distin-
guished by their large size (up to $20.6 billion), long terms
(up to twenty years), the relatively short period of time in
which they occurred (over a period of less than two years),
and their availability at a time when many companies were
cancelling or postponing major investments in oil and natu-
ral gas development because of cash flow problems and vir-
tually no other financial institutions were willing to lend
such large amounts of capital for such long terms.!

CDB’s EBLs demonstrate the increasingly central role the bank is
playing in China’s “going out” strategy, the international expan-
sion of Chinese firms to secure energy and natural resources,
build national champions and acquire advanced technologies.
Since the mid-2000s, CDB has participated in some of China’s
most high-profile cross-border deals, including financing the
acquisition of a 9 percent stake in the Anglo-Australian min-

ing giant Rio Tinto by the Aluminum Corporation of China

! International Energy Agency, World Energy Outlook 2009 (Paris: OECD/IEA,
2009), pp. 135-148.
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(Chinalco), bankrolling the global expansion of China’s tele-
communications firms Huawei Technologies and ZTE Cor-
poration, funding the natural gas pipeline that runs from
Turkmenistan to China, and managing the China-Africa De-
velopment Fund. CDB also purchased a 3.1 percent stake in
Barclays when the British bank was attempting to acquire the
Dutch bank ABN Amro in what would have been the largest
bank merger in history had it succeeded.

CDB’s EBLs raise the same question that many outside ob-
servers ask about the international mergers and acquisitions
of China’s state-owned energy and mining companies: to what
extent are these deals driven by the strategic interests of the
Chinese government versus the commercial interests of Chi-
nese firms? On the one hand, CDB is a wholly state-owned
bank with a mandate to advance China’s national interests
as the State Council understands those interests at any given
time. Currently, those interests include supporting the “going
out” strategy and improving China’s access to energy. More-
over, the bank’s chairman and leader for more than a decade,
Chen Yuan, serves at the pleasure of the Chinese Communist
Party and is the son of Chen Yun, one of the founding fathers
of the People’s Republic of China. On the other hand, Chen is
an ambitious and entrepreneurial financier who operates with
a considerable degree of autonomy. He has transformed CDB
from a bank created for the explicit purpose of undertaking
policy-driven lending into one of the most dynamic and suc-
cessful Chinese financial institutions. In addition, Chen has a
proven track record of advancing CDB’s own interests in tan-
dem with those of the Chinese government.

The purpose of this study is to contribute to the debate over the
extent to which China’s cross-border deals are the product of
coordination between Chinese firms and the Chinese govern-
ment by examining China Development Bank and its EBLs.
CDB is a link between the strategic ambitions of the Chinese
government and the commercial interests of Chinese firms be-
cause the financing it provides to support cross-border deals
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connects state policy to commercial activity. The bank does
this by providing funds to both Chinese companies and enti-
ties in energy and resource-rich states. Many outside observ-
ers explicitly or implicitly assume that CDB’s deals, including
the EBLs, are the work of China, Inc.: Chinas government,
state-owned banks and NOCs operating as a coherent entity
in a global pursuit of energy.

The main finding of this study is that CDB’s EBLs are the re-
sult of coordination between government and business but the
motive frequently attributed to these transactions—to secure
oil and natural gas supplies for Chinese consumers—is just
one of the multiple corporate and national interests that drove
these deals. CDB, the State Council and China’s NOCs worked
closely together to structure and execute these transactions.
However, this coordination between the Chinese government
and Chinese firms must be understood in the context of two
important caveats:

First, each of the state-owned firms involved had its own in-
terests, including profitability, to pursue. This conclusion
is especially true for CDB, which has a proven track record
of advancing its own objectives, including its long-standing
commitment to profitability, in tandem with those of the gov-
ernment. The EBLs did not simply further the State Council’s
objectives of enhancing access to energy, supporting the inter-
national expansion of Chinese firms and diversifying China’s
foreign exchange reserves. They also promoted CDB’s own
agenda of increasing profits, expanding its overseas business
portfolio, and protecting its privileged position in China’s
banking system. In addition, the loans also dovetailed with
the NOCs’ strategic priority of expanding their international
exploration and production portfolios.

Second, coordination is not synonymous with top-down de-
cision-making. The loans to energy companies in Brazil and

21 thank Arthur Kroeber for this point.
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Russia demonstrate that cross-border deals that advance both
national and commercial interests can originate with any of
these actors. Whereas CDB developed the deal with Brazil,
the State Council and China National Petroleum Corporation
(CNPC) drove the transaction with Russia.

This examination of CDB’s EBLs also demonstrates that cross-
border energy deals shaped in part by the strategic priorities
of the Chinese government have both positive and negative
implications for American interests abroad. Over the past de-
cade, numerous analyses of the implications of China’s grow-
ing global energy footprint for the United States have focused
on how projects that are motivated—or perceived to be moti-
vated—Dby the strategic priorities of the Chinese government
are undermining Americas influence and interests abroad, in-
cluding in the Former Soviet Union and Latin America. CDB’s
loans have appeared in some of these narratives.

In contrast, this study finds that CDB’s EBLs align with some
American interests and run counter to others. Evidence indi-
cates the Chinese did not execute these deals to help or harm
the United States. Nevertheless, CDB’s loans have both posi-
tive and negative implications for the United States. On the one
hand, the loan to Turkmenistan aligns with some US interests
in Central Asia, including bringing incremental energy supplies
to the world market and supporting the independence of states
in the region by providing them with multiple energy export
options. In addition, these deals are not removing oil from the
world market and reducing the amount of oil to other consum-
ers. Moreover, the bank’s loans to Venezuela, its largest foreign
borrower, indicate that CDB, like more established bilateral
and multilateral donors, is increasingly concerned about good
economic policymaking in recipient nations even if it does not
attach the same conditionality to it loans. On the other hand,
CDB’s loans to Venezuela and Ecuador are empowering anti-
American regimes, and CDB’s lines of credit may give China’s
NOCs a competitive advantage over other oil companies, in-
cluding those domiciled in the United States.
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This study is divided into four parts. The first section examines
CDB’s transformation into one of Chinas most commercial
and international institutions under the leadership of Chen
Yuan. It details his success in furthering his own ambitions,
which first and foremost included making CDB into one of the
healthiest banks in China, while serving the interests of the
Chinese leadership. The second section analyzes CDB’s EBLs,
including their structure and implementation. The third sec-
tion discusses what the EBLs tell us about the link between na-
tional policy and commercial activity in China’s cross-border
energy deals. It discusses the multiple national and corporate
interests behind the deals and the role different actors played
in driving different deals. The fourth section examines posi-
tive and negative implications of CDB’s EBLs for the United
States.
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CHAPTER 1

CHEN YuaNn's TransForMATION oF CDB

DB was one of three policy banks established in 1994 to

assume responsibility for supporting government poli-

cy objectives, freeing the big four banks (Agricultural
Bank of China, Bank of China, China Construction Bank
and the Industrial and Commercial Bank of China) to lend
on a commercial basis.> The other two policy banks are the
Export-Import Bank of China (China Eximbank) and the
Agricultural Development Bank of China.* CDB is the only
Chinese bank besides the People’s Bank of China (PBOC)—
China’s central bank—to have full ministerial rank.’ This sta-
tus probably reflects the centrality of CDB’s mission to Chi-
na’s overall economic development strategy, the provision of
large-scale, long-term funding for the construction of infra-
structure and industrial projects aimed at breaking the stra-
tegic bottlenecks in energy, natural resources and transpor-
tation created by China’s rapid economic growth.” Over the
past fifteen years, CDB has evolved from a piggy bank for the
government’s pet projects to a much more commercially and

® Barry Naughton, The Chinese Economy: Transitions and Growth (MIT Press, 2007),
p. 457-458.

* For more on the origins of China’s policy banks, see Kaja Sehrt, “Policy banks: the
new black hole,” China Economic Quarterly, Q4 (2000), pp. 32-36.

5 General Affairs Office of the State Council [E45 Bt 70 AT, “[H 45 Be )1 %+ H1k [H
FIFRARAT WA i) 77 ZE 1038 %07 (“Notification from the General Affairs Office
of the State Council Regarding the Printing and Publishing of the Structural Plan
for China Development Bank”), June 28, 1994, k1% M (Findlaw.cn), <http://china.

findlaw.cn/fagui/gj/22/16409.html>.
¢1 thank Albert Keidel for this point.
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internationally oriented institution. Not only is CDB argu-
ably the best performing bank in China, but it has a rapidly
expanding global footprint and currently boasts the largest
portfolio of foreign currency loans of any Chinese bank.’

The story of CDB’s metamorphosis into one of China’s most
successful and global institutions cannot be told without men-
tioning Chen Yuan, who served as governor of the bank from
1998 until 2008, when he became chairman of the board.®
Chen Yuan is the eldest son of Chen Yun, one of China’s
“Eight Immortals” celebrated for their role in creating the
People’s Republic of China. Chen Yun was the second most
powerful official behind Deng Xiaoping in the 1980s and the
top economist among the old revolutionaries.’ Like his father,
Chen Yuan is extremely public-spirited, and he had the vision,
financial acumen, entrepreneurship to reshape CDB into a
firm that aims to profitably support government policy objec-
tives at home and abroad, including access to the energy and
natural resources China needs for its continued economic rise.
Chen Yuan also exploited every advantage granted to him by
virtue of being a “princeling”—the offspring of a high-ranking
official—to transform CDB.

Chen is often described as a man with a vision, and he arrived
at CDB with a plan to use the bank as a vehicle to spur broader

7 Yuxin He, “China Development Bank: the best bank in China?” Gavekal Drago-
nomics China Insight, July 1, 2010; and “Governor’s Message” section of China
Development Bank, 2008 Annual Report, http://www.cdb.com.cn.

8 Telephone interview with Hong Kong-based journalist, October 20, 2009; the
comments of Arthur Kroeber in Richard Spencer, “China’s big bang on the world
stage,” The Daily Telegraph, April 1, 2008; and Li Ziyou =71k, “Bkic: K
4Rl 5E1T7 4 (“Chen Yuan: Pioneer of Development Finance”), 244X 4:fill
K (Modern Bankers), December 15, 2008, as re-posted at http://bank.jrj.com.
cn/2008/12/1511453069698-1.shtml.

° For more on Chen Yun, see Ezra E. Vogel, “Chen Yun: his life,” Journal of Con-
temporary China, Vol. 14, No. 45 (November 2005), pp. 741-759; and Nicholas R.
Lardy and Kenneth Lieberthal, eds., Chen Yun’s Strategy for China’s Development: A
Non-Maoist Alternative (M.E. Sharpe, 1983), pp. xi-xliii.
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changes in China that would benefit the country as a whole."
Specifically, he sought to transform CDB into a world-class
bank and, in the process, contribute to the reform of China’s
financial sector, which he regarded as critical to China’s re-
emergence as a global economic power."" He viewed Ameri-
can banks, at least prior to the global financial crisis, as the
benchmark against which CDB should be measured, arguing
that “Chinese banks can be operated as soundly as American
banks. China Development Bank is aiming to become a sound

top-ranking international bank”!?

Chen’s public-spiritedness is deeply rooted in his pedigree. As
the son of a first generation revolutionary, Chen’s career has
focused on serving the country his father helped found. Sev-
eral individuals who know Chen personally have noted that
he regards himself as having the best interests of his country at
heart.” Indeed, Chen’s career has been characterized by a de-
sire to do good things for China even as he bolsters the privi-
leged position he and other princelings occupy in China.'

Chen’s ambition to make CDB into a world-class bank is also
the product of his financial acumen and travel in interna-
tional financial circles. Chen is true banker, having served as
a vice-governor of the PBOC from 1988-1998. His position
at China’s central bank brought him into regular contact with
foreign banks and international financial institutions.”” When
he assumed the governorship of CDB, Chen solicited advice
and ideas from abroad, drawing on many of the contacts he

! Interviews conducted in Beijing in on May 25-26, 2010 and in Washington, DC
on December 11, 2009; Telephone interview with a Hong Kong-based journal-
ist, October 20, 2009; and Hu Shuli ##F 37, Kang Weiping F{f 7> and Chen
Huiying 28, “Ui [0 (“Interview with Chen Yuan”), W48 (Caijing),
No. 5 (March 5, 2004), as re-posted at http://topic.news.hexun.com/detail.
aspx?classid=1&id=587998.

! See the remarks of Chen Yuan in Li Luyang 2= FH, “BkJCEI %" (“Impressions of
Chen Yuan”), [ fr4:fll (International Finance), No. 10 (2000), p. 7.

12 Li, “Impressions of Chen Yuan,” p. 7.

" Interviews conducted in Beijing on May 25-26, 2010.

41 thank Barry Naughton for this point.

' Interviews conducted in Beijing on May 25-26, 2010.
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established while at PBOC. Chen also set up an international
advisory council, whose members have included Paul Volcker,
former chairman of the U.S. Federal Reserve System, and An-
drew Crockett, a former Bank of England official.

Chen’s entrepreneurship also contributed to his transforma-
tion of CDB. Chen takes great pride in CDB’s “blue ocean”
strategy—the creation of new market space—at home and
abroad.'* Domestically, CDB pioneered the development of
China’s bond markets. Internationally, CDB is the dominant
financier of the overseas expansion of Chinese firms and the
Chinese bank that has been most successful in leveraging Chi-
na’s financial strength to secure energy and natural resources
abroad.

One of CDB’s most popular innovations, which China’s com-
mercial banks adopted, is the use of local government invest-
ment corporations (LICs) to finance local infrastructure. The
LICs borrow on behalf of local governments, which are not
allowed to issue bonds or borrow directly from banks to raise
capital. These corporations, which borrowed almost exclusive-
ly from CDB until the late 2000s, were initially a very effective
vehicle for financing infrastructure projects. However, they
became a cause for considerable concern when their borrow-
ing, increasingly collateralized by inflated land values instead
of local government fiscal revenues, expanded dramatically
during the 2009 economic stimulus program."” Victor Shih of
Northwestern University estimates that LICs had borrowed
RMB 11.4 trillion—34 percent of China’s Gross Domestic
Product—from state banks by the end of 2009."

Finally, Chen also had the power to make his vision a reality.

1 Rui Chenggang PJCHN, “BRot: ERCH v L0 BEURIRESR (1365 S
X7 (“Chen Yuan: Recommending Chinese enterprises make acquisitions in
overseas areas with resources and energy”), £ MR (Economic Observer),
July 17, 2009, as re-posted at http://finance.ifeng.com/news/hgjj/20090717/956257.
shtml#.

17 He, “China Development Bank: the best bank in China?” pp. 1 and 3.

18 Victor Shih, “Big rock-candy mountain,” China Economic Quarterly, June 2010, pp.
26-32.
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Chens status as the eldest son of Chen Yun provides him with
enormous political clout. His pedigree undoubtedly played a
role in CDB’s ability to decline loans to projects championed
by local and central government officials and managers of
state-owned enterprises and to ensure that borrowers repaid
their debts.

Chen Yuan, however, is not an entirely independent actor.
CDB’s mission is to support the Chinese government’s medi-
um- to long-term development strategies and policies.” Con-
sequently, the strategic priorities of the Chinese government,
as they are understood at any given time, define the param-
eters in which Chen operates. That said, he has a considerable
amount of autonomy in determining how CDB responds to
the guidance it receives from above.

The Chinese leadership’s domestic and foreign policy agendas
provided Chen with both the opportunity and the incentive to
transform CDB. When strengthening China’s financial system
rose to the top of the Chinese leadership’s agenda in the late
1990s, Chen saw an opening to make CDB into one of China’s
healthiest banks. Similarly, the Chinese political establishment’s
endorsement in 2002 of the overseas expansion of Chinese
firms, especially to acquire energy and natural resources in short
supply in China, paved the way for CDB to internationalize.

CRreaTING A More CoMMERCIAL INSTITUTION

The high priority that Chinese leaders attached to financial
reform in response to the Asian financial crisis of 1997-1998
set the stage for Chen Yuan to change CDB into a more com-
mercially oriented institution. China’s banking system was in
dire straits by the late 1990s.? Non-performing loans (NPLs),
largely due to persistent government intervention, were about

1 See the mission statement in China Development Bank, 2009 Annual Report, p. 1.
* Nicholas Lardy, China’s Unfinished Economic Revolution (Brookings Institution
Press, 2008), pp. 92-127.
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40 percent of total outstanding loans.?' The implosion of the
previously dynamic economies of Indonesia, South Korea and
Thailand in the fall of 1997 led to concerns in Beijing that a
similar collapse of China’s fragile banking system, which was
sicker than those of its neighbors, might plunge China into
economic collapse and political instability.”> Zhu Rongji, about
to begin his tenure as premier, played up the threat posed by
the Asian financial crisis to China in a bid to centralize control
over the banking sector and bolster his political influence by
tackling China’s NPL problem.*

Chen took advantage of the leaderships newfound resolve to
strengthen China’s financial system to transform CDB into an
institution that profitably supports government policy objec-
tives. He arrived at CDB with a deep appreciation of the threat
China’s NPL problem posed to China’s continued economic de-
velopment from the ten years he served as a vice governor of
the PBOC. As Yuxin He has observed, Chen was much more
forward-leaning than the heads of China’s big four commercial
banks in that he embraced profitability as a top priority much
earlier than they did.** Indeed, the first goal Chen set for him-
self as governor of CDB was for CDB to become a “real bank”
(zhenzheng de yinhang) and not a “government loan distribu-
tion machine” (zhengfu de fangkuan jigi).> This objective was
paradoxical because CDB had been created to lend to the very
types of projects that “real banks” would not finance.?

By all accounts, he delivered a stellar performance. The most
oft-cited indicator of Chen’s success is the dramatic reduction
in the bank’s NPL ratio that occurred on his watch (see figure

! Naughton, The Chinese Economy, p. 461.

2 Victor C. Shih, Factions and Finance in China: Elite Conflict and Inflation (Cam-
bridge University Press, 2009), pp. 26-27 and 165.

# Victor Shih, “Dealing with Non-Performing Loans: Political Constraints and Fi-
nancial Policies in China,” The China Quarterly, No. 180 (December 2004), p. 932.

* He, “China Development Bank: the best bank in China?”

BBEIG: M ANILIEMERITE” (“Chen Yuan: Being a Real Banker”), 235 ML 5% 4]
(Economic Observer), October 30, 2009, as re-posted at http://finance.people.com.
cn/GB/10294520.html.

2 T thank Barry Naughton for this point.
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1). In 1997, the year before Chen took charge of CDB, its NPL
ratio was 42.65 percent.” Four years later, CDB’s NPL ratio
fell below 5 percent, the international benchmark of economic
health.?® Since 2005, the bank’s NPL ratio has been less than 1
percent. The drop in CDB’s NPL ratio contributed to the surge
in its net profits from 684.5 million RMB in 1999 to 31.9 bil-
lion RMB in 2009 (see figure 2). As a result, CDB now has the
soundest balance sheet of any major Chinese bank, with a low-
er NPL ratio than those of the China Eximbank of China, the
Agricultural Development Bank and the big four state banks
(see table 1).

FIGURE 1: CDB's Non-PerrorMING LoaN RaTio, 1997-2009
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Sources: China Development Bank, annual reports for 2000-2009, http://www.cdb.com.cn; Hu Shuli #]#F 37,
Kang Weiping F/%°T- and Chen Huiying P8, “V5 i 7C;” (“Interview with Chen Yuan®), 1142
(Caijing), No. 5 (March 5, 2004), http://topic.news.hexun.com/detail.aspx? classid=1&id=587998; and
Wang Zhenjiang FHIT, “ABERTER AL [IFATKZH AL (“From Policy to Commercializa-
tion; China Development Bank’s Major Transformation”), 2112048 5 34} (21st Century Business
Herald), January 6, 2009, http://www1.21cbh.com/HTMI1/2009-1-6/HTML NEDAOOV4CQKK.html.

¥ Wang Zhenjiang EHT, “NBOERIESI AL [ IFAT K G AL (“From Policy
to Commercialization; China Development Bank’s Major Transformation”), 211t
AP FH (219 Century Business Herald), January 6, 2009, http://www1.21cbh.

com/HTML/2009-1-6/HTML NEDAO0V4CQKK.html.
# Naughton, The Chinese Economy, p. 461.
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FIGURE 2: CDB's NeT Prorits, 1999-2009

35

w
o

~N
351

~n
o

Billions RMB
=

S

;]

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Sources: China Development Bank, annual reports for 2000 and 2005-2009, http://www.cdb.com.cn.

TABLE 1: NON-PERFORMING LOAN RATIOS OF SELECTED CHINESE BANKS,

2005-2009 (%)

China Development Bank 081 | 072 | 059 | 096 | 090
Export-Import Bank of China 491 | 341 | 245 | 152 110
Agricultural Development

1020 | 765 | 629 | 380 | 3.6l

Bank of China
Bank of China 462 | 404 | 312 | 265 | 152
China Construction Bank 1.50 2.21 260 | 329 | 384
Industrial gnd Commercial 469 | 379 274 | 229 | 154
Bank of China

Agricultural Bank of China 2617 | 2343 | 2357 | 432 | 291

Sources: China Development Bank, 2009 Annual Report, http://www.cdb.com.cn; Export-Import Bank of
China, annual reports for 2005-2009, http://english.eximbank.gov.cn; Agricultural Development Bank
of China, annual reports for 2005-2009, http://www.adbc.com.cn; Bank of China, Annual Report
2009, http://www.bankofchina.com; China Construction Bank, 2009 Annual Report, http://www.
ccb.com; Industrial and Commercial Bank of China, 2007 Annual Report and 2009 Annual Results
Announcement, http://www.icbc-ltd.com; and Agricultural Bank of China, annual reports for 2006 and

2009, http://www.abchina.com.
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To be sure, Chen Yuan received a helping hand from the gov-
ernment in reducing CDB’s NPL ratio. In 1999, the Ministry
of Finance created four asset management corporations to
take over the bad loans of the big four state banks, the People’s
Bank of China and CDB. CDB transferred 100 billion yuan of
bad loans to the China Xinda Asset Management Corporation
in 1999.” That year the bank’s NPL ratio plummeted by 13.97
percent.

Chen, however, deserves credit for stemming the creation
of new NPLs through good management. In particular, he
implemented several risk management mechanisms that fea-
ture prominently in narratives of the pivotal role he played in
transforming CDB. First, Chen sought to depoliticize the lend-
ing process and ensure that CDB would earn positive returns
by instituting a new system for processing loan applications
that separated the individuals who evaluate loan applications
from those with the authority to make lending decisions. Loan
applications are evaluated separately by four bureaus within
CDB which forward their assessments to a lending committee,
headed by a vice-governor, which votes on each application by
registered ballot. Chen has the power to veto positive recom-
mendations made by the committee but does not have the au-
thority to overturn negative ones.*® CDB shocked many state-
owned enterprise managers and government officials who
regarded the bank as a provider of “free lunches” by reject-
ing their loan applications.”» CDB even turned down propos-
als from the National Development and Reform Commission

# “Chen Yuan: Being a Real Banker”

0 <P FIFRAATRIE T KIYME BB R FIRIE (-£)” (“A Series of Reports on
China Development BanK’s Precautions Against Medium- and Long-term Credit
Risk (7)), H1 & 5F 4 (China Economic Times), February 1, 2005, as re-posted
at http://www.cdb.com.cn/web/NewsInfo.asp?NewsId=569; Zhong Jiayong #1111l 55
and Ning Nan ‘T*F, “B [ K FF K AT (“The New China Development Bank”),
%5 & T1] (Business Watch Magazine), No. 22 (2003), as re-posted at http://qkzz.
net/magazine/1009-4865/2003/22/182584.htm; and Kathy Chen, “Giving Credit
Where Credit Is Due in China; China Development Bank Turns Around, Reject-
ing the Powerful, Dispelling Idea It’s a Source of Easy Money,” Wall Street Journal,
June 24, 2004.

3 Chen, “Giving Credit Where Credit Is Due in China.”
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(NDRC), whose predecessor, the State Planning Commission
(SPC) had directed much of the bank’s lending before 1998.%

Second, Chen made local officials his partners in helping CDB
avoid accumulating new bad debts by making future lend-
ing to local governments contingent upon current borrowers
within their jurisdiction repaying CDB.* For example, Chen
told the Tianjin Party Secretary that CDB would be willing to
provide him with 10 to 20 billion RMB for large-scale urban
construction and the renovation of older parts of the city if
he would assist CDB with the recovery of the 2 billion RMB
it was owed by a local car company, Tianjin Xiali. Two years
later, CDB had its money back.* This strategy was particularly
effective for CDB because it is a critical source of funding for
local governments through its loans to LICs. The importance
of CDB to local governments is reflected by the jingle, “those
who are liberated should not forget the Chinese Communist
Party; those who have developed should not forget China De-
velopment Bank” (“fanshen buwang gongchandang, fazhan bu-
wang kaifahang”).>> Moreover, local officials gave Chen their
personal assurance that borrowers within their jurisdiction
would pay back CDB, so their reputations were at risk.*

Third, Chen established a market-based mechanism for CDB
to raise funds, which became a form of self-imposed pressure
to support profitable projects.”” When Chen arrived at CDB,
the bank funded itself through the sale of bonds, primarily

32 For information on the State Planning Commission’s role in directing CDB's initial
lending, see Nicholas Lardy, China’s Unfinished Economic Revolution (Brookings
Institution Press, 1998), p. 180. For information about CDB rejecting loan applica-
tions from the NDRC, see “Chen Yuan: Being a Real Banker”); and “W 752 X
JAEVy: o E N AT fE I E L 7 HLE” (“Phoenix TV’s Exclusive Interview
with Chen Yuan: China should take advantage of the shift in focus of energy
exporting countries”), KU A1 (Phoenix TV), August 8, 2009, http://news.ifeng.
com/mainland/200908/0808 17 1291577.shtml.

3 Zhong and Ning, “The New China Development Bank?”

3 “Chen Yuan: Being a Real Banker”

% Zhong and Ning, “The New China Development Bank?”

% Telephone interview with Hong Kong-based journalist, October 20, 2009.

%7 This paragraph is based on He, “China Development Bank: the best bank in
China?” p. 2.
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to other state-owned banks, at a fixed interest rate that guar-
anteed CDB a slim margin. Six months into Chen’s tenure as
governor of CDB, the bank began to sell its bonds on the Chi-
nese interbank bond market, which accounted for more than
75 percent of CDB’s funds in 2009 (see table 2).*® In contrast,
China’s commercial banks are guaranteed a profit by the gap
between the maximum deposit rate and the minimum loan
rate. As a result, CDB has had to work harder than China’s
commercial banks to assess credit risk.*

TABLE 2: CDB's Sources of Funping, 2009

(Rlﬁg] r(:::IrIliton) Share (%)
Bond Issuance 3,188,397 76.62
Subordinated Debts 79,638 192
Customer deposits 547,345 1315
Other 81128 195
Total 4,161,145 100.00

Source: China Development Bank, 2009 Annual Report, p. 42.

Chen’s transformation of CDB was motivated by a desire to
serve the country his father helped create.** Chen, who re-
garded reforming China’s financial system as the key to China
becoming a modernized economy, sought, with some success,
to make CDB a catalyst for change in China’s financial sector.*'
Indeed, the dramatic reduction of China’s NPL ratio that oc-
curred under his leadership can be understood as an attempt
to spur the reform of China’s financial sector. Chen’ efforts to
make CDB more commercially viable than China’s ostensibly

¥ China Development Bank, 2009 Annual Report, p. 42.

%1 thank Arthur Kroeber for this point.

0 Several observers and acquaintances of Chen Yuan stated that he did not view
his position at CDB as just a job but as an opportunity to help make China great.
Telephone interview with Hong Kong-based journalist, October 20, 2009; and
interview with an economist, Washington, DC, December 11, 2009.

1 For Chen’s views on the importance of a strong financial system, see “Chen Yuan:
Being a Real Banker
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commercial banks constituted a challenge to China’s big four
state banks—which, in theory, were supposed to be healthier
than China’s policy banks—to work harder to clean up their
balance sheets. As Chen told the Financial Times in December
2006, “we try to be better than other commercial banks. We
are one of the best performing-banks in the world.”*

CDB also contributed to the reform of China’s financial sector
with its pioneering role in the development of China’s bond
and securitization markets.*” One of his first moves in this
direction, championed by Zhu Rongji, was to attempt to es-
tablish a world-class investment bank under CDB.** Although
their plan to create Chinas “Goldman Sachs” suffered defeat
at the hands of government ministries intent on preventing
the emergence of a powerful competitor to the country’s com-
mercial banks, Chen continued to lobby the State Council
for permission to issue and underwrite a variety of financial
instruments that he maintained would contribute to the de-
velopment of China’s financial markets.** His persistence paid
off. In 2000, CDB received a license to underwrite corporate
bonds. Five years later, CDB was one of the first two banks
to gain State Council approval to sell asset-backed securities.
Chen’s success in expanding CDB’s operations beyond devel-
opment finance to include investment banking activities is an

2 Andrew Yeh, “Barometer of the communist party’s ambitions for the 21* century;,”
Financial Times, December 12, 2006.

# “The bond builder,” Asiamoney, November 2006; “China—Developing Debt,” Asia-
money, November 2006; and “Securitizing China,” Asiamoney, February 2006.

# See the section on “[H JTAT G flHZ A5 4 (“CDB’s dreams of being a majority
shareholder”) in Liu Xinran XI|Jik#X and Li Zhenhua Z=4l 48, < & =3 & W4
B [ AT R 7 UEFR @ AR N7 (“Different opinions exist among the three
supervising bodies; the future of China Development Bank’s plan to acquire South-
ern Securities is Uncertain”), 21 0457 F4R (21 Century Business Herald),
December 25, 2004, as re-posted at http://finance.qq.com/a/20041225/000041.
htm; Qu Liqiu # 78K, “REEFEM 2244117 (“Zhu Rongji’s Students”), 21 H 4048 5
TR (21 Century Business Herald), February 2, 2001, as re-posted at http://www.
chinanews.com.cn/2001-02-12/26/69578.html; Hu, Kang and Chen, “Interview
with Chen Yuan;” and “Why China still doesn’t have an investment bank it can call
its own,” EIU Business China, September 13, 1999.

* See Liu and Li “Different opinions exist among the three supervising bodies;”and
“Why China still doesn’t have an investment bank it can call its own.”
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example of how he combined his ambition and his political
connections to realize his vision for CDB.

Despite Chen Yuans efforts to turn CDB into a more competi-
tive and commercially viable institution, his vision most likely
did not include converting CDB to a truly commercial bank.
Although Chen runs CDB like a commercial bank, he does not
want CDB to be regulated as one.* Indeed, CDB has capital-
ized on its policy bank status and Chen Yuan’s entrepreneur-
ship and political clout to successfully vie with the commercial
banks for lucrative business opportunities. First, CDB has a
historical advantage in financing infrastructure and strategic
industrial projects.*” CDB has funded some of China’s largest
infrastructure projects, including the Three Gorges Dam, the
South-to-North Water Diversion Project, the West-East Natu-
ral Gas Pipeline and the Qinghai-Tibet Railway. Second, CDB
extends loans with terms substantially longer than those made
by the commercial banks. Because it is financed by bonds with
terms of up to 30 years rather than short-term bank deposits,
long term lending is less risky for CDB than for the commer-
cial banks, whose primary source of funding is the absorption
of deposits and borrowing on the Chinese interbank market.
Third, CDB is the preferred lender of many local governments
because of the LICs that the bank pioneered. These advantages
helped CDB stave off competition from the commercial banks
for projects such as roads, bridges, railroads, and communica-
tions, which became increasingly profitable—and attractive to
the commercial banks—in the wake of China’s property boom
in the 2000s.*

* Telephone interview with Hong Kong-based journalist, October 19, 2009.

7 Sun Wen FIE, “E JFAT 7 Wb AL 3 B4 IR 4R4T 5647 (“China Development
BanK’s commercialization will intensify bank competition”),ilF % Ff 4} (Securi-
ties Times), February 22, 2008, as re-posted at http://bank.hexun.com/2008-02-
22/103978072.html.

% Sun, “China Development Banks’ commercialization will intensify;” and “[H
JFAT “T” WAk (“China Development Bank’s ‘commercial’ flavor gets
stronger”), ' [l 5% Al T| (China Economic Weekly), August 7, 2006, as re-posted

at http://news.xinhuanet.com/fortune/2006-08/07/content 4929270.htm, 2006,
http://www.cs.com.cn/csnews/yhwh/03/t20060808 974976.htm.

JouN L. THornNTON CHINA CENTER AT BROOKINGS
INsiDE CHINA, INC: China Development Bank's Cross-Border Energy Deals

18


http://bank.hexun.com/2008-02-22/103978072.html
http://bank.hexun.com/2008-02-22/103978072.html
http://news.xinhuanet.com/fortune/2006-08/07/content_4929270.htm
http://www.cs.com.cn/csnews/yhwh/03/t20060808_974976.htm

CDB also ventured into what the commercial banks regard as
their territory with its provision of buyer’s credit lines to two
leading telecommunications equipment manufacturers, Hua-
wei and ZTE, in 2001.* In addition, CDB irritated the com-
mercial banks when it began to conduct investment bank-
ing activities. As a policy bank, CDB is not bound by China’s
Commercial Banking Law, which forbids commercial banks
from engaging in both commercial and investment banking.*
Consequently, the commercial banks had to sit on the side-
lines while CDB profited from underwriting the corporate
bonds of major state-owned enterprises. This uneven playing
field prompted the commercial banks to lobby the State Coun-
cil to commercialize CDB.”!

The commercial banks found allies in the central government.
They included the China Banking Regulatory Commission
(CBRC), which sought to gain regulatory authority over CDB
and the other policy banks, and several ministries, including
the NDRC and the Ministry of Finance, which had grown
alarmed by the practice, pioneered by CDB and subsequently
adopted by commercial banks, of using rising land values to
collateralize loans to LICs to finance public infrastructure.”
This technique, which allowed CDB to rapidly expand its loan
portfolio, tempted local governments to inflate land values and
borrow excessively (see figure 3).* The proponents of com-
mercializing CDB appeared to secure a victory in January 2007
when Premier Wen announced during the Third National Fi-
nancial Work Conference that all three policy banks would be
converted to commercial banks, beginning with CDB.**

# Zhong and Ning “The New China Development Bank;” and “Policy Banks, Com-
mercial Banks Vie for Market Share,” Xinhua Economic News Service, July 11, 2001.

50 Zhong and Ning “The New China Development Bank.”

51 See, for example, “China Development BanK’s ‘commercial flavor”

52 Interviews, Beijing, China, October 19, 2009; telephone interview with Hong
Kong-based journalist, October 20, 2009; and He, “China Development Bank: the
best bank in China?” pp. 4-6.

5 He, “China Development Bank: the best bank in China?” pp. 4-6.

e H G TARSHEIL R AT IF FAFE ZYFE” (“National Economic
Work Conference convened in Beijing; Wen Jiabao delivers an important speech”),
AR H# (Peoples Daily), January 21, 2010, http://finance.people.com.cn/
GB/8215/80348/80351/5539956.html.

JouN L. THornNTON CHINA CENTER AT BROOKINGS
INsiDE CHINA, INC: China Development Bank's Cross-Border Energy Deals

19


http://finance.people.com.cn/GB/8215/80348/80351/5539956.html
http://finance.people.com.cn/GB/8215/80348/80351/5539956.html

FIGURE 3: CDB's Loan BaLance, 2003-2009
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Sources: China Development Bank, annual reports for 2007 and 2009, http://www.cdb.com.cn; Agriculture Bank
of China, annual reports for 2004, 2006 and 2009, http://www.abchina.com; Bank of China, annual
reports for 2007 and 2009, http://www.bankofchina.com; China Construction bank, annual reports for
2004 and 2009, http://www.ccb.com; Industrial and Commercial Bank of China, 2009 Annual Results
Announcement and annual reports for 2003, 2005, and 2008, http://www.icbc-ltd.com.

CDB nominally became a commercial bank at the end of 2008.
In December, CDB began operating as a joint-stock company,
CDB Corporation, with registered capital of RMB 300 bil-
lion provided by its two shareholders, the Ministry of Finance
and Central Huijin.®® The central authorities appointed Chen
Yuan chairman and Jiang Chaoliang, the former chairman of
the Bank of Communications, president of CDB Corporation.
(These appointments probably reflected both Chen Yuan’s
staying power and the Chinese leadership’s desire to have a ris-
ing star from one of China’s top commercial banks help guide
the reform of CDB.)* These changes prompted the CBRC to
declare that CDB was a commercial bank.”

* “Reorganization, Changes in Share Capital and Particulars of Major Shareholders”
section of China Development Bank, 2008 Annual Report, http://www.cdb.com.cn.

* Telephone interview with Beijing-based businessman, November 13, 2009.

S7 BN 2 R A 5T At B T R ARAT e 210 78 1) (“Responsible officials
from the China Banking Regulatory Commission answer reporters’ questions
about China Development BanK’s restructuring”), December 23, 2008, http://www.

gov.cn/gzdt/2008-12/23/content 1185268.htm.
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Fortunately for Chen Yuan, the global financial crisis provided
CDB with an opportunity to undermine the commercializa-
tion process by demonstrating its indispensability as a policy
bank that China’s leaders can rely on to advance their domestic
and foreign policy priorities. CDB officials have both privately
and publicly lobbied the central authorities to postpone fur-
ther commercialization reforms.*® First, the bank’s leadership
was quick to point out that although China has many large
commercial banks, it only has one bank—CDB—that pro-
vides the medium- and long-term financing that China needs
to complete its urbanization and industrialization processes.”
Second, they have stressed CDB’s centrality to the govern-
ment’s post-financial crisis agenda. In a speech in late 2009,
CDB Vice Governor Cai Huaxiang pointed out that CDB has a
dominant position in financing the very types of projects that
comprised the bulk of the 4 trillion RMB economic stimulus
package unveiled by the central government in November
2008, including roads, railroads, airports, irrigation, public
housing and the Wenchuan earthquake reconstruction.®® He
similarly highlighted how CDB took advantage of the global
financial crisis to advance China’s energy strategy by extend-
ing EBLs to major energy producers hurt by the collapse in oil
prices and the credit crunch in 2009. Third, CDB officials have
warned that the elimination of the near sovereign rating of
CDB bonds—which the CBRC has announced will be phased
out at the end of 2011—will make it more difficult for CDB to
serve as the government’s first choice for financing national
strategic projects that the commercial banks are unable or

8 “[F| JT47 e hl3E R ” (“CDB’s reform is in a fix”), £ 5 MR (Economic
Observer), January 9, 2010, as re-posted at http://business.sohu.com/20100110/
n269475972.shtml.

% Ibid.; Xu Al 4RI, “PEITAT I RIAT KU AT i 2 A G RHE R (“Former
Vice Governor of China Development Bank Discusses How to Eliminate Basic
Financial Problems”), ¥ X\ % (Nanfengchuang Magazine), August 21, 2009, as
re-posted at http://news.sohu.com/20090822/n266152816.shtml; and “#¢4#

A B IFAT A B O A 48 i M AAT” (Cai Huaxiang: China Development
Bank will not be transformed into a traditional commercial bank”), /¥ 5

W25 (Netease.com), November 5, 2009, as re-posted at http://money.163.
com/09/1105/13/5NC2NTHD00253T9E.html.

¢ Cai Huaxiang: China Development Bank will not be transformed”
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unwilling to support because such a change will increase the
bank’s funding costs.®' Vice Governor Cai has further argued
that if CDB has trouble raising funds, then China’s economic
security and even its social stability will be threatened.®

The stalling of the commercialization process in the wake of
the global financial crisis indicates that the State Council may
have concluded that it needs CDB to continue to function as a
policy bank. Some additional reforms that would have made
it more difficult for the Chinese leadership to rely on CDB to
support their policy priorities have been, or are likely to be,
postponed. First, CDB has shelved plans to do an initial public
offering and introduce foreign investors, both of which would
have made CDB answerable to actors other than the central
authorities, complicating the bank’s ability to advance the Chi-
nese leadership’s policy priorities.®> Second, the State Council
halted the commercialization plans of another policy bank,
China Eximbank, in January 2010 when it rejected its capital
injection proposal.** Third, at the end of 2009, a CDB official
told the Financial Times that CDB would continue with “busi-
ness as usual”’—supporting government projects and policies,
with the international expansion of Chinese firms ranking
as one of CDB’s most important tasks.®® Indeed, as discussed
below, Chen Yuan seized on CDB’s emergence as the main

61 < » <«

CDB’s reform is in a fix;” “Cai Huaxiang: China Development Bank will not
be transformed;” and “FE 5T R AT 201048 JE 1T & i 97 A AL AT R %2
(“The risk weight of bonds issued by CDB before the end of 2010 will remain
zero,)) Fi4E4l (Xinhua), February 17, 2009, http://www.gov.cn/jrzg/2009-02/17/
content 1233991.htm, and “China: China Development Bank’s Bonds To Keep
Sovereign Rating Until End-2011,” TendersInfo, July 12, 2010.

©2 “Cai Huaxiang: China Development Bank will not be transformed.”

¢ Zhu Bao &%, “EITAT: B IL LilivhX]” (“CDB” No plans to list for now”), 21
22 F SR (217 Century Business Herald), July 30, 2009, as re-posted at http://
business.sohu.com/20090730/n265588545.shtml.

¢ Zhang Yuzhe 5K T2 95, “HE ) AT A (5 fR1E: B2 0ok 22500276 (“The
capital injected into the Export Import Bank of China and Sinosure will probably
be reduced to $50 billion Yuan”), 741 )& 1] (New Century Weekly), February 1,
2010, http://finance.caing.com/2010-02-01/100112500.html. I thank Yuxin He for
this point.

% Jamil Anderlini, “CDB turns away from the path of reform,” Financial Times,
November 2, 2009.
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financier of China’s “going out” strategy in general and cross-
border energy deals in particular as a key reason why CDB
should retain its status as a policy bank.

CREATING A MORE INTERNATIONAL INSTITUTION

The Chinese political establishments endorsement of the “go-
ing out” strategy—foreign investment by Chinese firms to
secure energy and raw materials, build national champions,
and acquire advanced technologies—at the Sixteenth National
Congress of the Chinese Communist Party in November 2002
paved the way for Chen Yuan to transform CDB into a global
institution. Prior to the Sixteenth Party Congress, then-Gen-
eral Secretary Jiang Zemin had already begun to champion the
international expansion of China’s NOCs. China had become a
net importer of oil in 1993, and by the late 1990s China’s lead-
ers had begun to perceive the widening gap between China’s
oil demand and domestic supply as a long-term strategic prob-
lem.® In two speeches in early 2000, Jiang advocated overseas
exploration and production by China’s NOCs as a way to help
secure oil for China’s long-term economic development, not-
ing that the United States and other western countries were
stepping up their efforts to gain control over global oil re-
sources.”” Although China’s NOCs had been investing abroad
since the early 1990s, they had done so without much support
from the central government.®® The situation changed after Ji-
ang called for more support for Chinese companies investing
overseas in his political report to the Party Congress.”

% Bo Kong, China’s International Petroleum Policy (Praeger Security International,
2010), pp. 44-46.

 For information on Jiang Zemin’ role in promoting the “going out” strategy, see
the following report from the Chinese Communist Party’s Central Document
Research Institute: Chen Yangyong M4 5, “VLPEIG “JE 27 Mg T A H
YR X7 (“The formation and significance of Jiang Zemin’ ‘going out’ strategy”),
AR (Peoples Daily Online), November 10, 2008, http:/finance.people.com.cn/
GB/8215/126457/8313172.html.

% Kong, China’s International Petroleum Policy, pp. 44.

® “Xinhua carries ‘full text” of Jiang Zemin report at 16" National Party Congress,”
World News Connection, November 17, 2002.
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Once again, Chen demonstrated his talent for addressing a
pressing problem confronting China’s leaders. The Chinese
leadership had identified the growing domestic shortages of
energy and minerals such as iron ore and copper as an increas-
ingly acute threat to the realization of China’s long-term devel-
opment goals, and Chen responded by making CDB a key sup-
porter of the international expansion of Chinese energy and
mining companies.” Just as he turned CDB into one of China’s
healthiest banks after the Asian financial crisis catapulted fi-
nancial reform to the top of the Chinese leadership’s agenda,
Chen addressed new leadership priorities while expanding
the bank’s business. CDB’s outstanding foreign currency loans
expanded from $16.5 billion in 2005 to $97.4 billion in 2009,
accounting for 17 percent of the bank’s outstanding loans (see
figure 4).”" The following year, the bank’s outstanding foreign
currency loans reached $141.3 billion.”” In 2008, CDB sur-
passed the Bank of China to become the Chinese bank with
the largest portfolio of foreign currency denominated loans.”
Although CDB has not made publicly available the share of
its outstanding foreign currency loans dedicated to energy
and natural resource projects, one interlocutor from CDB told

7 For more information on the high priority CDB attaches to energy and natural
resources, see “TJF R ARG E: A E KL kg2 187 (“Development
Finance: The Common Development Path of Developing Countries”), ' [E £8 5
( Economy of China), December 30, 2009, http://www.economyofchina.com/cms/
html/zazhi/wangqi/2010nian1lyuekan/fengmian/2009/1230/518.html#; Liu Wen-
fang XI| 7%, Deputy Director, International Financial Department, China Devel-
opment Bank, “FZIFAMAT “HEHIZ7 SEHZE HHHUR” (“Situation Report
on China Development Bank ‘Going Out”), Remarks to the China-Africa Business
Council, January 7, 2006, http://www.cabc.org.cn/news/2006-1-7/200617141958.
html; B 5 FIFATSCRE AL BOE S b2 = B (“Official: CDB
supports the acquisition of shares in foreign firms by domestic firms”), FliL [
(Hexun Online), April 23, 2008, http://news.hexun.com/2008-04-23/105509683.
html.

! China Development Bank, 2009 Annual Report, pp. 6 and 57.

7 Cao Hua #4, “[HIHT ZAERINCIERARBUAIMLIRIT M bra1E S L f
N AR JE” (“China Development Bank’s foreign currency loan balance was $141.3
billion last year; international cooperation achieved sound and rapid develop-
ment”), N[ (People’s Daily Online), February 14, 2011, http://bank.finance.
people.com.cn/GB/13914363.html#.

7 “Governor’s Message” section of China Development Bank, 2008 Annual Report,
http://www.cdb.com.cn.
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Caijing magazine that the majority of the foreign currency
loans made by CDB in 2009 were for these types of projects.”

FIGURE 4: CDB's Foreioh anp DomesTic Lenoing, 2005-2009
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Sources: China Development Bank, annual reports, http://www.cdb.com.cn.

CDB helps China’s state-owned enterprises access energy and
natural resources abroad in several ways. First, CDB provides
financing to Chinese firms for foreign energy and mining in-
vestments. As Chen Yuan told the Financial Times in 2006,
“we follow the biggest market players in China” abroad.”
CDB’s management made the decision to support the overseas
expansion of Chinese energy and mining firms in response
to both government policy and market needs. Not only did
the Chinese political establishments endorsement of the “go-
ing out” strategy create a new national interest for CDB to
advance, but the difficulties Chinese state-owned enterprises
faced in securing financing for foreign direct investment cre-
ated a new business opportunity for CDB. According to the
bank’s annual report for 2004:

“A number of Chinese enterprises have been exploring op-
portunities overseas and some of the potential projects are

74 GRS DR HE i [ FFAT AN SEK” (“Natural resource loans drive up CDB's
foreign currency loans”), W% (Caijing), October 28, 2009, http://www.caijing.
com.cn/2009-10-28/110296815.html.

7> Richard McGregor and Andrew Yeh, “China Development Bank Backs Push to
Invest Overseas,” Financial Times, December 6, 2006, p. 1.
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relatively large. The high risk inherent in such projects and
their relatively large borrowing requirements have made many
commercial banks uncomfortable about participating in their
funding. Many of the enterprises in search of financing for
outbound investment have turned to us. In reality, these proj-
ects are typical of the development financing that we typically
undertake and we are well-positioned to be of service. We are
known to have both the adequate resources to fund these proj-
ects and a demonstrated track record of achievement in effec-
tively managing the credit risk””®

CDB's first loan to a Chinese company for overseas resource
exploration and production went to Sinochem in 2003 to fund
its acquisition of Atlantis—a subsidiary of Norway’s Petro-
leum Geo-Services (PGS) with assets in Oman, Tunisia and
the United Arab Emirates—initially estimated to be worth
about $215 million.”” Sinochem sought to borrow $413 mil-
lion to finance the purchase of Atlantis and for exploration
and production. China’s commercial banks refused to provide
a loan because the proposed debt to equity ratio was too high.
Sinochem then applied for credit from CDB, which agreed to
provide $230 million with a term longer than that of a typical
commercial loan.”® Sinochem subsequently acquired Atlantis
for $105 million.”

In 2005, CDB joined hands with the NDRC to provide addi-
tional financial support for key overseas investment projects,

76 “Our Growing Business” section of China Development Bank, 2004 Annual
Report, http://www.cdb.com.cn.

77 <o A T AR TT KR TT K AT2.340.35 63 RF” (“Sinochem receives $230
million in support from CDB for oil exploration and production”), September 17,
2003, http://www.sinochem.com/tabid/932/InfolD/5863/frtid/930/Default.aspx18,
2003, http://www.sasac.gov.cn/m1180/n1226/n2410/n314274/1222885.html; and
Kate Dourian, David Thomson and Winnie Lee, “Sinochem Enters Persian Gulf
with Atlantis Buy,” Platt’s Oilgram News, January 22, 2002.

78 Chen Yuan FRJT, editor, IHSRASAMEAE, 57 KIRIEREVR,  JRMBIRUR kg
WY (Research on Expanding International Cooperation and Expanding China’s
Strategy for Sourcing Energy and Raw Materials) (" [l B2 5% t Ji#1: [China
Financial and Economic Publishing House] 2007), p. 279.

7 “Update 1—PGS seals sale of Atlantis for $105m,” Reuters, January 24, 2003.
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including the development of natural resources. According to
the circular released by the two institutions, CDB and NDRC
annually draft a plan for financial support for key overseas in-
vestment projects, and CDB earmarks a portion of its annual
credit budget to bankroll such projects. CDB independently
assesses the project applications and will consider providing
preferential interest rates on a project-by-project basis.*

Other foreign energy acquisitions financed by CDB include
CNPC'’s purchase of Petrokazakhstan for $4.2 billion in 2005,
CITIC Group’s purchase of the Kazakhstan oil assets of Can-
ada’s Nations Energy for $1.9 billion in 2006, and the acquisi-
tion of a 97 percent stake in Russia’s Udmurtneft by China Pet-
rochemical Corporation (Sinopec) for $3.5 billion in 2006.*'
CDB also extended a five-year loan of $30 billion at a dis-
counted interest rate, which has not been publicly disclosed,
to CNPC in 2009 for upstream acquisitions abroad.*

Second, CDB finances the development of infrastructure to
deliver energy and mineral supplies to China. The bank pro-
vided financing for the construction of the Kazakhstan-China
oil pipeline.* It also contributed $8.1 billion to the syndicate fi-
nancing the construction of the $11 billion Central Asian Nat-
ural Gas Pipeline, which runs from Turkmenistan to China via
Uzbekistan and Kazakhstan.* In addition, in November 2010,

S0 IR SR R B ST RARAT IR Tk 2D I ionl SEA 3058 B 0t 5t s
FE 5% B %17 (“Notice of the National Development and Reform Commis-
sion and China Development Bank about the Relevant Issues Related to Providing
More Financial Support to Key Overseas Investment Projects”), National Develop-
ment and Reform Commission, Document No. 1838 (September 25, 2005), http://
www.cpol.gov.cn/tabid/71/InfolD/541/Default.aspx.

8 Guo Ying F85%, “P A il 5 AT 2B KIS 5 4E 1037 (‘CNPC and China
Development Bank sign a long term strategic cooperation agreement”), September
9, 2009, http://news.cnpc.com.cn/system/2009/09/09/001257466.shtml; and the
“Governor’s Message” and “Strategic Focus (2)” sections of China Development
Bank, 2006 Annual Report, http://www.cdb.com.cn.

8 Guo, “CNPC and China Development Bank sign a long term strategic cooperation
agreement.”

8 “Strategic Focus (2)” section of China Development Bank, 2006 Annual Report,
http://www.cdb.com.cn.

8 “Overview of Operations (2)” section of China Development Bank, 2008 Annual
Report, http://www.cdb.com.cn.
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CDB agreed to lend the government of Myanmar $2.4 billion,
which will be used to finance the construction of a natural gas
pipeline from Myanmar to Yunnan Province.*

Third, CDB provides credit to foreign energy and mining com-
panies, especially those which offer Chinese firms long-term
supply contracts, upstream equity positions or equipment
manufacturing contracts. The loans that CDB offered to en-
ergy companies and banks in Russia, Brazil and Turkmenistan
in 2009 are the most prominent examples. Although national
energy companies have been the prime beneficiaries of CDB’s
largesse, the bank is also open for business with companies that
are not state-owned. CDB is a member of the syndicate that
loaned $1.1 billion to Australia’s Woodside Petroleum in 2009
for liquefied natural gas (LNG) development and the syndicate
that provided the $1.95 billion commercial loan to the Exxon
Mobil-led consortium, PNG LNG, in March 2010 for an LNG
project in Papua New Guinea, three months after the consor-
tium finalized a purchase and sale agreement with Sinopec.*

CDB finalized one of its earliest natural resource export rev-
enue backed loans in 2006 with China Minmetals Corpora-
tion and Corporaciéon Nacional de Cobre de Chile (Codelco).
CDB extended $330 million—and China Minmetals provided
$220 million—to Codelco in exchange for the sale of 55,750
tons of copper per year at market prices to China Minmetals
over fifteen years. CDB’s loan has an 11-year term and a fixed
6.5 percent interest rate. The deal also included an option for
China Minmetals to acquire a 25 percent stake in Codelco’s
Gaby mine.*”

% Tom Grieder, “China Provides Loan to Myanmar to Accelerate Shwe Gas Pipeline
Project;” Global Insight, December 21, 2010.

% Richard Morrow, “Australia’s deals of the year: syndicated loan,” Asiamoney, Febru-
ary 2010; and “PNG LNG to close in March with 50% oversubscription,” Project
Finance, February 2010.

8 “Codelco, Minmetals Sign Copper Supply Deal,” Platts Commodity News, February
23, 2006.
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Chen Yuan employed the same entrepreneurship that he used
to tackle CDB’s NPL problem to make CDB the dominant
financier of Chinas cross-border energy and mining deals.
First, he reorganized CDB to prepare the bank to interna-
tionalize its business. CDB headquarters assigned each of its
branch offices responsibility for a different part of the world.
For example, the Chongging branch is responsible for the
Balkans, the Henan branch is responsible for five countries in
South Africa, and the Sichuan branch covers several countries
including Nepal.® The branch offices began to dispatch work
teams abroad in 2006. The teams, which operate out of Chi-
nese embassies, gather information about the host countries,
establish relationships with local officials and businesses, and
provide logistical support for visiting CDB officials.* One im-
portant objective of the work teams is to help Chinese energy
and mining companies find investment opportunities.” By the
end of 2009, CDB had established work teams in 141 coun-
tries, including Russia, Venezuela, Turkmenistan, Brazil and
45 of the 53 countries in Africa.”’ Some major energy and nat-
ural resource projects financed by CDB including the bank’s
“loans-for-oil” deal with Brazil resulted from the efforts of the
bank’s work teams to drum up business.*>

8 Zhang You 7k A, “FEIFAT 73 48K 5" (“China Development BanK's global
division of labor”), 2120283 T4k (21 Century Business Herald), May 15, 2007,
http://www.21cbh.com/HTML/2007-5-16/HTML 34K1Q4NIA1ST.html.

% Shi Jiyang, who was a member of CDB work teams dispatched to Bolivia and Peru,
wrote a book about his experience in Bolivia, which provides insight into how
CDB’s work teams operate abroad. Shi Jiyang 41404, 5 b 26 JEH (Steps on the
American Ridge), (111E 4l H 41 [China Financial Press], 2010).

o0 <rit [E XA B D234 (“China foreign investment steadily increases™) A [ H
i GEANRD  (People’ Daily (overseas edition)), October 8, 2008, http://finance.
people.com.cn/GB/8215/135583/8146228.html.

o1 “Development Finance: The Common Development Path;” and “[H K I K 4R 1T
WREN, PERESEFRKXEFAES LK T (“China Development Bank
party committee member and China-Africa Development Fund general manager
Liu Jianping’s speech”), July 10, 2009, http://www.iprcc.org.cn/front/article/article.
action?id=560.

2 C[HIFAT LABEHRIR IR RIS VE—HERIH” (“The successful operation
of CDBs ‘exchange of loans for resources’ yields a batch of big projects”), A
M (People’s Daily Online), September 7, 2009, http://finance.people.com.cn/
GB/9998603.html.
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Second, CDB’s partnerships with foreign financial institutions
have facilitated the international expansion of Chinese firms.
According to Chen Yuan, the Shanghai Cooperation Organi-
zation Banking Union that he initiated helped facilitate invest-
ment opportunities for Chinese companies in energy, mining
and infrastructure projects in member countries.”” More recent-
ly, CDB signed an agency agreement with Australia’s ANZ Bank
aimed at furthering CDB’s objective of substantially expanding
CDB’s presence in Australia—where CDB has already financed
several acquisitions by Chinese mining firms—and elsewhere
in the Asia Pacific region. The memorandum of understanding
involves ANZ bringing deals to CDB for financing and acting
as its agent in Australia, New Zealand and elsewhere in Asia.”*

CDB’s Foray into Western Financials

CDB’s highest-profile cross-border deal—the acquisition of a 3.1
percent stake in England’s largest commercial bank, Barclays,
in 2007 for £1.5 billion—was also partly aimed at bolstering
CDB’s ability to help China access energy and minerals abroad.
One of the attractions of Barclays to CDB was the British bank’s
expertise in commodities. The two banks announced a Com-
modities Strategic Alliance in October 2007, three months after
CDB became one of Barclays’ largest shareholders, which cov-
ers Barclays assisting CDB with the development of commodity
projects origination and trading capabilities, the strengthen-
ing of its commodities execution and risk management infra-
structure, and even providing advice on managing the public
relations of purchasing assets in countries where being a Chi-
nese state-owned enterprise can be a liability.”> As CDB Vice

% “Development Finance: The Common Development Path;” and “SCO Banking
Union Established with Chen Yuan as President,” Xinhua, November 22, 2005, as
re-posted on http://www.cdb.com.cn/english/NewsInfo.asp?NewsId=1199.

°* Michael Sainsbury, “ANZ seals banking tie with China,” The Australian, September
30, 2009, p. 35.

% “Barclays and China Development Bank form commodities strategic alliance,

The Asian Banker Journal, October 15, 2007; and Tan Lu i85, “ [ 70 SE BT [
FHAT BN KOS BT RS 5 (“Barclays joins hands with CDB, keeps a close watch
on major commodity deals”)”), 2112 & 55 T (21 Century Business Herald),
December 29, 2009; http://www.21cbh.com/HTML/2009-12-30/159753.html.
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Governor Gao Jian observed at that time, “Barclays is publicly
recognized as one of the top three global commodity banks.
China Development Bank is confident that Barclays is the
right partner to ensure the long-term successful development
of CDB’s commodities business capabilities as we evolve into a
commercially operated financial institution.” In 2009, Chen
Yuan highlighted the importance of commodities to CDB’s in-
vestment in Barclays, noting that CDB’s cooperation with the
British bank was to a very large extent based on the two insti-
tutions’ shared views of global mining and natural resource
markets.”

CDB’s investment in Barclays was driven by more than com-
modities. The acquisition also reflected Chen Yuan's ambition
to transform CDB into a more internationally oriented institu-
tion. The opportunity to become a major shareholder in Bar-
clays initially looked like it would help Chen achieve this goal.
Barclays was trying to take over the Dutch bank ABN Amro
when it courted investment from CDB. Had the merger been
successful, CDB would have purchased an additional £ 5.1 bil-
lion of Barclays’ shares, and Chen would have been involved in
the largest banking merger in history, further raising CDB’s in-
ternational profile. The Barclays deal apparently whetted Chen’s
appetite for western banks as he went on to line up investment
opportunities for CDB in Citibank and Germany’s Dresdner
Bank in early 2008. However, the Chinese leaderships loss of
confidence in western banks in the wake of the global financial
crisis prompted the State Council to call off Chen’s plans.

CDB’s acquisition of shares in Barclays was one of several ill-
timed investments made by Chinese firms in western finan-
cial firms in 2007.%® These acquisitions included the initial

% “Barclays and China Development Bank form Commodities Strategic Alliance,”
October 10, 2007, http://www.barclayscapital.org.

97 “Phoenix TV’s Exclusive Interview with Chen Yuan,” Phoenix TV.

8 “Barclays Issues Shares to China Development Bank and Temasek,” August 14,
2007, http://www.barclayscapital.org; and “Barclays Announces Investments of
up to €13.4 Billion by China Development Bank and Temasek Holdings, and a
Revised Offer for ABN Amro,” July 23, 2007, http://group.barclays.com.
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investments made by China Investment Corporation (CIC),
China’s sovereign wealth fund, established with a $200 bil-
lion share of China’s foreign exchange reserves. Tasked with
diversifying China’s foreign exchange reserves away from U.S.
government debt instruments, CIC first turned to Wall Street
in search of solid investment returns, spending $3 billion for
a nearly 10 percent stake in the US private equity firm Black-
stone and $5.6 billion for almost 10 percentof US investment
bank Morgan Stanley.”” Ping An Insurance Group also pur-
chased a 4.2 percent share of the Dutch-Belgian bank Fortis
NV for $2.7 billion, while the Industrial and Commercial
Bank of China Ltd., paid $5.5 billion for a 20 percent stake in
South Africa’s Standard Bank.'®

The value of these investments plunged as the global financial
crisis deepened. Shares of Barclays Bank, for which CDB paid
£7.20 ($14.81) per share, closed at £1.54 ($2.24) on December
31, 2008, for a loss of 79 percent. CIC had also racked up huge
paper losses on its stakes in Western financial institutions by
the end of 2008. The sovereign wealth fund’s investment in
Blackstone had plummeted by 78 percent, while its invest-
ment in Morgan Stanley was down by 66 percent. By the end
of 2010, however, CDB and CIC had recouped some of their
losses, although their stakes were still worth substantially less
than what they paid for them (see table 3).

CDB and CIC were sharply criticized at home for their for-
ays abroad. The Chinese media and internet bloggers pub-
licly excoriated them for the dismal performance of their

% Blackstone Group L.P., Form 424B4 file with the U.S. Securities and Exchange
Commission, June 25, 2007, available at http://www.edgar-online.com; and
Morgan Stanley, Form 8-K, filed with the U.S. Securities and Exchange Com-
mission, December 19, 2007, available at http://www.edgar-online.com; and
Jamil Anderlini, “China Wealth Fund’s Early Coming of Age;” Financial Times,
December 21, 2007.

1 “Ping An Buys Stake in Fortis,” Wall Street Journal, November 29, 2007; and Rick
Carew, Jason Loew and James T. Areddy, “China Makes Splash, Again; ICBC
Takes 20% Stake in South African Bank; Got Lots of Cash? ‘Invest,” Wall Street
Journal, October 26, 2007.
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TABLE 3: LoSSES ON INVESTMENTS IN WESTERN FINANCIAL

INSTITUTIONS
Investor CDB CIC CIC
Investment Barclays Blackstone Morgan
Group Stanley
Date of Purchase July 2007 May 2007 December
2007
Purchase Share Price 720 pence $29.61 $48.07
Closing Share Price, 153.4 pence $6.53 $§16.04
12/31/2008
Loss from purchase to 9% 78% 66%
12/31/2008
Closing Share Price, 261.65 pence $14.15 $2116
12/31/2010
Loss from purchase to 64% 52% 43%
12/31/2010

Sources: “Barclays Announces Investments of up to €13.4 Billion by China Development Bank and Temasek
Holdings, and a Revised Offer for ABN Amro,” July 23, 2007, http://group.barclays.com; Blackstone
Group L.P,, Form 424B4 file with the U.S. Securities and Exchange Commission, June 25, 2007,
available at http://www.edgar-online.com; and Morgan Stanley, Form 8-K, filed with the U.S. Securities
and Exchange Commission, December 19, 2007, available at http://www.edgar-online.com. The closing
share prices on December 31, 2008 and December 31, 2010 are available at http://finance.yahoo.com.
investments in global financial institutions. They reserved
their harshest words for CIC, accusing the sovereign wealth
fund of irresponsible stewardship of the nation’s foreign ex-
change reserves. While some critics attributed the losses to the
inexperience of Chinese financial firms in cross-border deals,
others suggested that the plummeting share prices might be

part of a Western plot against China.'”" The appeal of such

11 See, for example, Li Qing, “Sovereign Fund: Reputation at Stake,” Caijing, Febru-

ary 1, 2009, http://english.caijing.com.cn/2009-02-01/110051793.html; Keith
Bradsher, “China faces backlash at home over Blackstone investment,” New York

Times, August 2, 2007, http://www.nytimes.com/2007/08/02/opinion/02iht-back-
lash.4.6962261.html?pagewanted=1& r=1; and HanTang chizi {}J# 7/~ T~ (Pure
Han and Tang Dynasties), “/* [ <5l 5 fc R AL P SR 2ZE AR 5 IR) 7,502 56
42K MK (“The greatest scandal in Chinese financial circles: insiders and
foreigners merrily turn $7.5 billion to dust and ashes”), September 4, 2007, http://

hantangchizi.blog.sohu.com/62624828.html.
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conspiracy theories is apparently not limited to just the chat-
tering classes. The Currency Wars, a bestselling book in China
that contends that the financial crisis was the brainchild of
American politicians and bankers determined to undermine
China’s rise reportedly has been widely read by Chinese of-
ficials, including members of the Politburo.'®

The State Council’s confidence in western financial institutions
dropped along with the share prices of Barclays and Blackstone.
In September 2008, Wang Qishan, the vice premier in charge of
economics and finance, reportedly told Lou Jiwei, the head of
CIC, that his company should not make any more investments
in Wall Street firms until CIC had people on staff who could
decipher their accounts.'®® Three months later, Lou Jiwei pub-
licly stated that China’s sovereign wealth fund was no longer
looking to invest in the financial sector. Speaking at a meet-
ing of the Clinton Global Initiative in Hong Kong in December
2008, Lou told his fellow participants that “[r]ight now we do
not have the courage to invest in financial institutions because

we do not know what problems they may have.”%*

As enthusiasm in Beijing for buying stakes in western finan-
cial institutions continued to wane, momentum within the
capital for investing in natural resources was building. Nu-
merous Chinese officials regarded the global economic down-
turn as providing Chinese firms with a “once in one hundred
years” opportunity to purchase commodities such as oil and
iron ore at lower prices and with less competition for assets.
They encouraged Chinese companies to take advantage of
China’s $2 trillion in foreign exchange reserves and the col-

12 Interview with individual with access to China’s top leaders, Washington, DC,
October 13, 2009; Grace Ng, “Chinese flip new page in push to be superpower;
New wave of bestsellers pressing Beijing to exert its economic influence,” The
Straits Times, April 6, 2009; and Keith Bradsher, “Main Bank of China Is in Need
of Cash,” New York Times, September 5, 2008.

19 John Garnaut, “Why Canberra Must Not Meddle in the Rio-Chinalco Deal,”

Sydney Morning Herald, February 16, 2009.

Keith Bradsher, “China Shuns Investment in West’s Financial Sector,” New York

Times, December 4, 2008.
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lapse in commodity prices and the credit crunch to invest in
energy and minerals abroad.'®

CIC had decided natural resources were a good long-term in-
vestment bet by early 2009. In March, Jesse Wang, the sover-
eign wealth fund’s chief risk officer, stated that the sovereign
wealth fund, spurred by the drop in energy and commodity
prices, wanted to diversify its portfolio into these sectors.'*
In 2009, CIC invested almost $9 billion in energy and natural
resource companies around the globe, ranging from Kazakh-
stan’s national oil company, KazMunaigaz to Indonesias PT
Bumi Resources and the United States’ AES Corporation.'”

Meanwhile, CDB did not sour on western financial institu-
tions as quickly as the State Council and CIC. In December
2007, Chen Yuan brokered a deal to invest $5 billion in Ci-
tibank, which was desperate for capital in the face of huge loss-
es suffered in the US subprime mortgage crisis. Despite Chen’s
lobbying, the State Council did not sign off on the deal.'®® Un-
deterred, CDB put together an offer to buy a majority stake in
Germany’s Dresdner Bank from the German insurer Allianz
for $10 billion, which the State Council thwarted by not per-
mitting CDB to make a formal bid before Allianz accepted an
offer from Germany’s Commerzbank.'”

05 FUA R SRENUIHRE TEH 2 WRFTHLE” (“The financial crisis brings
a new opportunity for China to ‘go out™); H*£ M (Xinhua), July 1, 2009, http:/
news.xinhuanet.com/video/2009-07/01/content 11633746.htm; Zhang Guobao
TR, YR REIES: “fe” thz “Hl” (‘Opportunities amid risks in the
current energy situation”), AR FH# (People’s Daily), December 29, 2008, http://
scitech.people.com.cn/GB/8591346.html; and “HHi 7. [H 5 &l LL
TR J7HLIE” (“Zheng Xingli: The international financial crisis brings China
a four-faceted opportunity”), 4431 (Shihua Caixun) December 14, 2008,
http://content.caixun.com/NE/01/3p/NE013pa5.shtm.

1% George Chen and Xie Heng, “Update 2—China’s CIC sees opportunities in
natural resources,” Reuters, March 4, 2009.

197 Michael E Martin, “China’s Sovereign Wealth Fund: Developments and Policy
Implications,” Congressional Research Service, September 23, 2010, pp. 5-6,
http://www.fas.org/sgp/crs/row/R41441.pdf.

1% Henry Sender, “Up against the Citi limits: How wariness and discord curbed the
stakes China has taken in Wall Street Banks,” Financial Times, May 5, 2008.

1% Jamil Anderlini, Sundeep Tucker, and James Wilson, “Beijing’s caution scuppers
Dresdner bid plan,” Financial Times, September 5, 2008.
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The State Council’s refusal to approve Chen Yuan’s plans to in-
vest in Citibank and Dresdner contributed to CDB’s decision
to abandon, at least temporarily, its efforts to become a world-
class bank through the acquisition of stakes in western finan-
cial institutions and instead concentrate CDB’s cross-border
deals on acquiring the natural resources needed to fuel China’s
continued economic rise. In July 2009, Chen Yuan publicly ac-
knowledged that the Wall Street firms he had once admired
had lost their appeal in the wake of the financial crisis, stating
that “the lesson we can learn from this is that a world-class
bank should not be measured by the standards of Western
banks alone”'"” He went on to recommend that Chinese firms
seeking to expand abroad amidst the global economic down-
turn should eschew Wall Street firms in favor of energy and
natural resources:

“The quality of Wall Street assets is very bad; they
have many problems. We should think about what
China really needs. I've considered this. Natural gas
and oil are the resources that China currently has the
most pressing need for. So, we should take advantage
of the financial crisis. In the past, these energy pro-
ducing countries could raise capital on the western
capital market. But now they are in a difficult situation
because they can’t raise capital from the West. So, they
are shifting their focus to China. Therefore, we should
grasp this opportunity to do deals”'"!

The fact that both CDB and CIC decided to abandon invest-
ing in financial institutions in favor of energy and natural re-
sources in the wake of the global financial crisis suggests that
the Politburo Standing Committee had made a decision that
this was the new national policy. After all, it seems unlikely

"1 Rui, “Chen Yuan: Recommending Chinese enterprises make acquisitions.”
11 “Phoenix TV’s Exclusive Interview with Chen Yuan?” See also Rui, “Chen Yuan:
Recommending Chinese enterprises make acquisitions.”
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that Chen Yuan and Lou Jiwei would independently decide at
roughly the same time that they would shift their focus from
Wall Street and the City of London to producers of energy and
minerals."? This apparent decision by the Chinese leadership
provided the broader context for CDB to increase dramati-
cally its EBLs.

!12T thank Barry Naughton for this point.

JouN L. THornNTON CHINA CENTER AT BROOKINGS
INsiDE CHINA, INC: China Development Bank's Cross-Border Energy Deals

37



CHAPTER 2

CHINA DEVELOPMENT BANK'S

ENERGY-BACKED LOANS

stepping up CDB’s efforts to leverage China’s financial

resources to secure the energy China needs for its long-
term economic development. The collapse in the price oil
(from a high of $147 per barrel in July 2008 to less than $40
per barrel in December 2008 before settling to an average of
around $61-62 per barrel in 2009) and the tightening credit
markets left major oil and natural gas producers around the
world struggling to raise funds to sustain investment pro-
grams, refinance short-term debts, and maintain robust so-
cial spending. CDB was eager to lend a helping hand. In 2009
and 2010, CDB agreed to provide $65 billion in credit to
national energy companies and government entities in Rus-
sia, Brazil, Venezuela, Turkmenistan, and Ecuador, often on
terms that the borrowers would have had trouble obtaining
elsewhere (see table 4). The only major energy-backed loan
brokered by Chinese firms that did not involve CDB was a
$1 billion loan extended by PetroChina to PetroEcuador in
2009 as pre-payment for oil deliveries of 96,000 b/d over two
years.'* Although the $10 billion that CNPC and the China
Eximbank loaned to Kazakhstan’s national oil company and
development bank in 2009 are often grouped together with
CDB’s EBLs in the media, the lines of credit extended to Ka-
zakhstan are not backed by an energy supply contract.

C hen Yuan took advantage of the global financial crisis by

13 Jason Fargo, “Ecuador: Turning to China,” Energy Compass, July 31, 2009.
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TABLE 4: CDB's Enerey-Backep Loans, 2005-2010

Date Country Borrower Amount Term
($ billion)  (Years)
2005 Russia Rosneft 6* 6
2008 Venezuela BANDES 4 3
2009 Russia Rosneft 15 20
2009 Russia Transneft 10 20
2009 Brazil Petrobras 10 10
2009 Venezuela BANDES 4 3
2009 Turkmenistan Turkmengaz 4 NA
2010 Venezuela BANDES 20.6 10
2010 Ecuador Ministry of 1 4
Finance

* This amount includes funds provided by the Export-Import Bank of China

Source: Author’s database

Each of the EBLs made by CDB is secured by revenue earned
from deliveries of oil or natural gas to a Chinese oil company.
CDB does not have a lien on the oil and natural gas itself but
rather on the revenue generated by the sale of these supplies to
Chinese firms. The Chinese oil company deposits its payment
for the oil and natural gas deliveries into an account held by
the borrower at CDB, from which CDB withdraws the inter-
est, principal and other fees it is owed. Some of the deals in-
volve infrastructure projects, contracts for Chinese firms, or
the purchase of Chinese equipment.

Russia

On February 17, 2009, after many months of tough nego-
tiations, CDB signed two unprecedentedly large oil export
revenue-backed loan agreements with Russian state energy
companies. CDB agreed to provide a combined $25 billion
in financing to Rosneft, the Russian national oil company,
and Transneft, the Russian pipeline monopolist. In exchange,
the two Russian firms will supply China National Petroleum
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Corporation (CNPC) with twenty years of crude oil deliveries
0f 300,000 b/d at market prices via a spur from the East Siberia
Pacific Ocean (ESPO) pipeline to the Chinese border. The ar-
rangements called for Rosneft to receive 60 percent of the loan
and supply 60 percent of the oil and for Transneft to receive 40
percent of the loan and supply 40 percent of the oil.

CDB'sloans of $15 billion to Rosneft and $10 billion to Transneft
constitute the largest ever trade finance deal between China and
Russia. Both loans have twenty-year terms and are repayable in
equal installments (after a five-year grace period in which only
interest payments are due)."* The interest rate on the loans is
the London Interbank Offered Rate (LIBOR) plus a margin that
varies inversely to LIBOR." Rosneft estimates that the interest
rate will average 5.69 percent per year and that the total amount
of payments made on its $15 billion loan will be $25.9 billion,
which would yield CDB gross interest income of $10.9 billion.'*¢

Rosneft and Transneft are repaying the loans with revenue
from the sale of 300,000 b/d of crude oil to CNPC from Janu-
ary 2011 through December 2030. Rosneft provides 180,000
b/d, and Transneft delivers 120,000 b/d."”” Transneft, which
does not produce any oil, purchases the crude oil from Ros-
neft under a twenty-year crude oil delivery agreement the two
Russian firms signed in 2009."® The price of the crude is set

114 Rosneft Oil Company, “Rosneft’s Board of Directors Recommends a 20% Increase
in Dividends to RUB 1.92 per Share,” April 29, 2009, http://rosneft.com/print-
able/news/pressrelease/29042009.html; Rosneft Oil Company, “Information
on the major transaction,” document prepared for the Annual Shareholders’
Meeting of OJSC Rosneft Oil Company, June 19, 2009, http://www.rosneft.
com/attach/0/54/72/preparelOen.pdf; and Transneft, “OAO AK Transneft IFRS
Consolidated Interim Condensed Financial Statements (Unaudited) for the Six
Months Ended 30 June 2009,” October 14, 2009, www.transneft.ru/objectdata/
WebPagelmpl/6283/TN_IFRS eng 6m2009.doc.

115 Rosneft Oil Company, “Information on the major transactiontransaction”

116 Tbid.

17 Rosneft Oil Company, “Rosneft’s Board of Directors Recommends a 20% Increase”

18 For detailed information on the oil delivery agreement between Rosneft and
Transneft, including the pricing formula, see Rosneft Oil Company, “Information
on related party transactions,” document prepared for the Annual Shareholders’
Meeting of OJSC Rosneft Oil Company, June 19, 2009, http://www.rosneft.com/

attach/0/54/72/prepare09en.pdf.
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each month based on the market quotes for Russia’s new ESPO
blend crude at the Pacific port of Kozmino.'"* CNPC deposits
the money it owes Rosneft and Transneft for the oil into ac-
counts at CDB opened on their behalf by OJSC Bank VTB,
one of Russia’s largest state-owned banks that is acting as an
agent for the two Russian firms. CDB has the right to direct-
ly debit cash funds from the account to secure repayment of
principal, interest and other amounts payable under the loan
agreement. In the event of a default, CDB has the right to debit
the entire cash balance of the accounts.'”

The oil whose revenue secures the loans is delivered to China
through a spur from the ESPO pipeline to China. The first
phase of this pipeline, which runs for 2,757 kilometers (km)
from Taishet to Skovorodino, was completed in December
2009. The second phase of the pipeline, which will stretch for
2,100 km from Skovorodino to the Pacific port of Kozmino is
currently under construction. The spur to China, which cov-
ers the 70 km from Skovorodino to the Chinese border, began
commercial deliveries on January 1, 2011."*' Agreements on
the construction of the spur between Chinese Vice Premier
Wang Qishan and Russian Deputy Prime Minister Igor Sechin
and between CNPC and Transneft were signed as part of the
deal.'”? Consequently, CDB’s loans helped draw to a close one
of the most riveting soap operas in the geopolitics of energy,
the fifteen years of bilateral negotiations over building an oil
pipeline from Russia to China.

The loans CDB extended to Rosneft and Transneft provided
them with desperately needed funds to refinance substantial
short-term debts and support large-scale capital projects. Both

119 Rosneft Oil Company, “Information on the major transaction;” and Rosneft Oil
Company, “Information on related party transactions.”

120 Rosneft Oil Company, “Information on the major transaction.”

121 “Transneft starts commercial oil shipment to China via ESPO spur;,” Russia & CIS
Energy Newswire, January 11, 2011.

122 “Russia, China sign $25 bln loans-for-crude deal,” Interfax: China Energy News-
wire, February 18, 2009.
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companies received $10 billion from CDB in 2009, and an
additional $5 billion was available to Rosneft in 2010.'"* For
Rosneft, the credit from CDB covers the company’s refinanc-
ing needs from the second quarter of 2009 through the end
of 2014, which amount to $14.99 billion.'?* For Transneft, the
credit helps meet the company’s funding requirements for the
ESPO pipeline and supporting infrastructure which may cost
as much as US$ 30 billion.'** Indeed, the loan had been ear-
marked by the Chinese for the completion of the first phase of
the pipeline and the spur to China.'* A Transneft spokesman
also implied that Transneft was not allowed to access the loan
until after it began construction of the spur.'”

It took the Chinese and the Russians four months of tough ne-
gotiations from October 2008 to February 2009 to finalize the
deal. On October 28, Chinese Vice Premier Wang Qishan and
Russian Deputy Prime Minister Igor Sechin signed a mem-
orandum of understanding on cooperation in the oil sector.
The document called for the establishment of a joint working
group led by Zhang Guobao, then the head of China’s National
Energy Administration, and Sergei Shmatko, Russia’s Minister
of Industry and Energy, to work out the terms of the oil supply
contracts by March 1, 2010.'*®

12 “CEO: Transneft fully gets $10 bln loan from China Devt Bank,” Prime-TASS En-
ergy Service, April 20, 2010; and Rosneft, “Q4 and 12M 2009 US GAAP Results,

February 1, 2010, http://www.rosneft.com/attach/0/58/64/Rosneft Q4 2009 US

GAAP ENG.pdf.
124 Rosneft, “Q4 and 12M 2009 US GAAP Results.”

12 I thank Igor’ Danchenko for this estimate based on (Russian only) http://www.
oilexp.ru/news/russian rinok/proektnaya-stoimost-obektov-vsto-2-sostavit-
okolo-350-mlrd-rublej/32838/; and (Russian only) http://www.expert.ru/
news/2009/02/17/kredit neft.

126 Chen Zhu JA7, “HF R AEIR R FIFTHE” (“Looking at future China-Russia energy
negotiations”), W £t (Caijing), February 20, 2009, http://www.caijing.com.
cn/2009-02-20/110071928.html.

127 “Transneft Starts Pipeline Spur to China,” NEFTE Compass, April 30, 2009.

128 HRIE S T AT i 2 JI5E i RS [ R0 (“Zhang Guobao: The
first phase of China’s strategic oil reserve is complete and will not impact world
oil prices”), China News Service, March 17, 2009, http://news.xinhuanet.com/
fortune/2009-03/16/content 11019295.htm; Nadezhda Roumiantseva, “Russia
Agrees on Terms for Building Oil Pipeline Spur to China,” International Oil Daily,
October 29, 2008; “Russia to sign oil cooperation memorandum with China -
Russian Deputy PM,” China Energy Newswire, October 27, 3008.
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The difficulty of the negotiations reflected the efforts of both
the Chinese and the Russians to avoid the problems that arose
in their first oil export revenue backed loan agreement. In Jan-
uary 2005, CDB and China Eximbank loaned Rosneft $6 bil-
lion through Russia’s OJSC Vnesheconombank. The loan was
secured with a contract for Rosneft to deliver 48.4 millions
tons (about 180,000 b/d) of crude oil to CNPC from February
2005 through December 2010.'* Rosneft turned to the Chi-
nese because it was having difficulty raising money to finance
its $9.4 billion purchase of the former Yukos oil subsidiary
Yuganskneftegaz. This acquisition was critical to Rosneft’s bid
to avoid being taken over by the Russian gas monopoly, Gaz-
prom." As a result, Rosneft hastily agreed to terms that it oth-
erwise never would have accepted and quickly came to regret.

Rosneft came to view the terms of its agreement with the Chi-
nese as increasingly unfavorable in light of rising LIBOR rates
and oil prices, and pressured them to renegotiate.””! The loan
initially carried an interest rate of LIBOR+3 percent. How-
ever, the dramatic increase in LIBOR rates in 2005 made it
much more costly for Rosneft to service its debt. The com-
pany successfully persuaded the Chinese to reduce the inter-
est rate to LIBOR+0.7 percent in the first quarter of 2006.'*
The following year, Rosneft began insisting that the Chinese
also revise the oil price formula. The original contract price
was the monthly weighted-average price of Brent crude oil
with a discount of $3 per barrel. However, changes in oil mar-
ket conditions in 2007 made it more profitable for Rosneft
to sell oil to Europe than to CNPC. Rosneft’s demands for a

12 Rosneft Oil Company, “Management’s Discussion and Analysis of Financial Posi-
tion and Results of Operations for the years ended December 31, 2006, 2005 and
2004, p. 7, http://rosneft.com/attach/0/58/76/MDA Eng 2006.pdf.

13 “Russia economy: Rosneft’s Chinese gambit,” EIU Viewswire, February 2, 2005.

131 This paragraph is based on PFC Energy, “Russia: Breakthrough Deal with China,”
February 23, 2009, p. 2.

132 Rosneft Oil Company, “Management’s Discussion and Analysis of Financial Posi-
tion and Results of Operations for the years ended December 31, 2006, 2005 and
20047
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new oil price formula angered the Chinese, who regarded the
fixed price discount as a just reward for their generosity to-
ward Rosneft in the company’s time of need.”** A protracted
dispute ensued, with Rosneft executives warning CNPC that
the company would not extend the supply contract after its
expiration in 2010 unless the oil price formula was revised."**
The threat to not renew the contract was also a threat to not
build the ESPO pipeline spur to China because Rosneft had set
the signing of a new supply contract as a precondition for the
construction of the cross-border pipeline.”*> CNPC eventually
agreed to increase the price per barrel by $0.675, reducing the
discount to Brent."*

The oil price formula was not as controversial in the negotia-
tions over the terms of the second energy-backed loan. The
Chinese had wanted a discount to the market price of oil,
probably as a concession for once again providing Rosneft
with financial assistance in its time of need. However, they
eventually gave up this position and agreed to buy oil at the
market price with no discount.'”

The most hotly contested issue in the negotiations in 2008-
2009 was the cost of borrowing. The dominant narrative that
emerges from Chinese and Russian media coverage of the ne-
gotiations over the interest rate is that the Chinese wanted a

133 See, for example, Qin Xuanren Z& 51~ , “r'[¥ eI %4 5 A IR B (“Chi-
na’s energy security and peripheral environment”) F1[E £ 5 (Economy of
China) (November 2009), http://www.economyofchina.com/cms/html/zazhi/
wanggi/2009nian11yuekan/jiaodian/2009/1105/404.html; “CNPC won't agree

»

further oil price hikes under Rosneft contract—source (repeat),” China Energy
Newswire, January 31, 2008; and “Rosneft and CNPC to discuss 2004 contract
price revision—source (part 2),” Russia ¢ CIS Business and Financial Newswire,
November 15, 2007.

13 “Rosneft Threatens to Sever Contract with CNPC,” NOVECON: Russia/CIS
Energy Digest, November 15, 2007; and “Rosneft warns China over oil supply post
2010,” Reuters, September 12, 2007.

1% Nelli Sharushkina, “Price Dispute Stops Russia and China Agreeing Oil Pipeline
Spur,” International Oil Daily, November 7, 2007.

13 “Price is sticking point in new Rosneft, CNPC oil contract—source (repeat)
China Energy Newswire, March 17, 2008.

37 PFC Energy, “Russia: Breakthrough Deal with China,” p. 3.

»
>
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floating, market-based interest rate while the Russians wanted
a fixed, below market interest rate.’** However, Zhang Guobao,
then the head of China’s National Energy Administration and
the leader of China’s negotiating team, maintains that neither
the Chinese nor the Russian positions were as rigid as many
media reports portrayed. The Chinese, for example, were will-
ing to consider three options: a fixed interest rate, LIBOR plus
a fixed margin and LIBOR plus a margin that varies inversely
to LIBOR. The Russians repeatedly indicated that they were
inclined to go with the third option, LIBOR plus a floating
margin. The difficulty lay in reaching a consensus on how
much the margin would fluctuate inversely to LIBOR. Accord-
ing to Zhang, “every fraction of a percent was disputed.”'*

Despite repeated Russian complaints during the negotiations
about the high cost of borrowing from the Chinese, the two
sides agreed on a market-based interest rate that ended up
being favorably viewed by the Russian companies. Transneft
President Nikolai Tokarev commented that “it’s not easy to
get a loan on those terms these days.”'*® Rosneft’s board of
directors was even more enthusiastic, declaring “[t]he value,
cost and duration of the loan are unprecedented not only for
Russian corporate borrowers but also for the global capital

138 iR 8525042 36 0 AT i DERR B h 3R Mk3423M4 i (“China and
Russia sign a $25 billion oil and loans agreement; China will get 300 mil-
lion tons of oil from Russia”), 21 2045 T4 (21 Century Business Her-
ald), February 18, 2009,as re-posted at http://finance.sina.com.cn/world/
£i/20090218/00245867094.shtml; “FH 25 F-AK I S5ty L4 A 17 S5 LA BER &
{ESCA” (“China and Russia sign seven energy cooperation documents including
along-term crude oil supply contact”), % (Caijing), February 18, 2009, http://
www.caijing.com.cn/2009-02-18/110069993.html; Dong Lingxi %/, “HH{f JJ
K3 H i 58 BT e 47 1% 4”7 (“China and Russia strive to complete the loans-
for-oil negotiations before March”), 4 (Caijing), February 3, 2009, http://www.
caijing.com.cn/2009-02-03/110052476.html; “OSC Report: Russia, China Unable
to Reach Deal on Credits, Oil Deliveries,” Russia, China—OSC Report, November
19, 2008, World News Connection; “Russia, China suspend talks on oil supplies,
loans,” BBC Monitoring Former Soviet Union, November 12, 2008.

13 “Zhang Guobao: The first phase of Chinas strategic oil reserve is complete.”

140 “Transneft may refinance Sberbank debt with China Development Bank loan,”
Interfax: Russia & CIS Energy Newswire, June 24, 2009.
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markets in general”'*' Indeed, Rosneft may turn a profit on
its loan from CDB. According to the Russian media, Rosneft
may earn between $23 million and $39.5 million in 2010 alone
on the $1.73 billion it borrowed from CDB in the second quar-
ter because of the spread between the higher interest rate for
Rosneft’s dollar deposits and the lower interest rate on the loan
from CDB.'*?

BrazIL

On May 19, 2009, CDB completed negotiations with Petro-
bras, the Brazilian national oil company, for an oil export rev-
enue-backed loan in the amount of $10 billion."** The loan has
a ten-year term and an interest rate of LIBOR + 2.8 percent.'*
The loan agreement is one of three transactions that comprise
the China-Brazil “loans-for-oil” deal. The second is a 10-year
crude oil delivery contract for Petrobras to supply Unipec, a
subsidiary of Sinopec, with 150,000 b/d in the first year and
200,000 b/d in the subsequent nine years, and the third is a
memorandum of understanding (MOU) between the two na-
tional oil companies to cooperate in areas of mutual interest,
including exploration, refining, petrochemicals and the supply
of goods and services.

Although Petrobras has stressed that the loan agreement and
the crude oil delivery contract are separate, the two are in fact

141 Rosneft’s Board of Directors Recommends a 20% Increase in Dividends to RUB
1.92 per Share,” April 29, 2009, http://rosneft.com/printable/news/pressre-
lease/29042009.html.

142 Yekaterina Derbilova, “Rosneft Profiting on Chinese Loan,” The Moscow Times,
August 16, 2010, http://www.themoscowtimes.com/vedomosti/article/rosneft-
profiting-on-chinese-loan/412568.html.

43 This paragraph is based on Petrobras, “Contracting of a Credit Line Worth $10
billion from the China Development Bank,” May 19, 2009, accessed at http://
www.petrobras.com.br/en/investors/.

144 Petrobras, “Consolidated Financial Statements December 31, 2009, 2008
and 2007 with Report of Independent Registered Public Accounting Firm,”
March 24, 2010, pp. 48-49, http://www2.petrobras.com.br/ri/spic/bco_arq/
DFPUSGAPP4Q09Ingles.pdf.
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linked.'*> Petrobras is using revenue it earns from its oil sup-
ply contract with Unipec to secure the loan.'*® According to
the Chief Executive of Petrobras, José Sergio Gabrielli, Uni-
pec pays for the oil—purchased at market prices—through
an account that Petrobras holds at CDB. Petrobras is required
to maintain a minimum account balance equivalent to six
months of interest payments.'*’

CDB’s credit is helping to fund Petrobras’ ambitious business
plan, which targets total investments of $224 billion for 2010-
2014." It includes the funding required to develop the com-
pany’s huge oil discoveries in the pre-salt layer of the Santos
Basin off the southeastern coast of Brazil. In the first half of
2009, Petrobras raised $31 billion to help finance its business
plan. In addition to the $10 billion from CDB, Petrobras also
secured $12.5 billion from the Brazilian development bank,
$6.5 billion from a syndicate of international banks, and $2
billion from the Export-Import Bank of the United States.'*
Moreover, in 2010, Petrobras netted $26 billion in cash from
the world’s largest share offering in history.'®

Both Chen Yuan and Gabrielli have publicly stated that the
most difficult part of the negotiations was the issue of how

14 See, for example, Petrobras, “Execution of the loan agreement with the China De-
velopment Bank Corporation,” November 4, 2009, Securities and Exchange Com-
mission, http://www.edgar-online.com; Manuela Zoninsein, “Brazil Turns East:
An interview with Petrobras CEO José Sergio Gabrielli de Azevedo,” Newsweek,
June 11, 2009; and “Petrobras CEO Upbeat on China Loan Deal,” Caijing, May 19,
2009, http://english.caijing.com.cn/2009-05-19/110168560.html.

146 “Phoenix TV’s Exclusive Interview with Chen Yuan;” Zoninsein, “Brazil Turns
East;” and “Petrobras Clarifies Loan,” Oil Daily, May 22, 2009.

147 “Phoenix TV’s Exclusive Interview with Chen Yuan;” “Interview: Petrobras CEO
José Sergio Gabrielli on Brazil's Energy Outlook,” Americas Society/Council of
the Americas, June 23, 2009, http://www.as-coa.org/article.php?id=1719; and
“Petrobras Clarifies Loan.”

148 Petrobras, “Business Plan 2010-2014,” June 21, 2010, www.petrobras.com.br/ri/
Download.aspx?id=10932.

14 “Interview: Petrobras CEO José Sergio Gabrielli on Brazil’s Energy Outlook”

130 Jonathan Wheatley, “Jubilant mood as country taps foreign reserves,” Financial
Times, November 1, 2010; and “Petrobras Took $26 Billion From Share Sale After
Paying Government,” Oil Daily, October 22, 2010.
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to specify collateral for the loan."””" According to Chen, Petro-
bras initially was unwilling to use oil export revenue to secure
the loan. However, CDB insisted that Petrobras use money it
earned from the sale of crude oil to Sinopec to guarantee the
loan. As Chen told a television reporter, “if we just made loans
to their oil and gas [projects] and to some of their oil and gas
companies, we would face a series of risks—for example, the
stability of the company, revenues, and this and that. So, in the
end, we insisted that everything ultimately be valued in terms
of oil. What is ultimately paid back to an account in China
is your revenue from oil; we will recover our loans from the
money paid for oil received by China and reduce the uncer-

152

tainty:
Another highly contentious issue in the negotiations was pro-
curement.'”® CDB’s preference for tying the loan to purchases
of Chinese equipment clashed with the Brazilian government’s
plan to develop local supply chains for Brazil’s oil industry.
CDB ultimately prevailed; the final agreement stipulates that

$3 billion must be used to purchase oil equipment from Chi-
na'154

Gabrielli, like the Russian energy company executives, was
pleased with the terms of his loan from CDB. In an interview

151 “Phoenix TV’s Exclusive Interview with Chen Yuan;” and Chen Zhu BR77T, “IiAii
A A A 1E” (“Gabrielli talks about China-Brazil oil cooperation”), I
£t (Caijing), May 20, 2009, http://www.caijing.com.cn/2009-05-20/110168728.
html.

152 “Phoenix TV’s Exclusive Interview with Chen Yuan?”

153 Ernesto Almeida, Michal Meidan, and Christopher Garman, “Brazil/China: Bi-
lateral ties are more likely to deepen, but hurdles remain,” Eurasia Group Note,
April 15, 2010.

154 e [ 4 A4 Ak T8 4% DAk B (China Petroleum and Petrochemical
Equipment Industry Association) “J¢ T 852 I B A M & G 1EE RS
W %1” (Notification regarding the invitation to participate in the China-Brazil oil
equipment cooperation fair), March 6, 2010, accessed at www.cpeia.org.cn; and
“Petrobras negocia empréstimo de US$ 10 bilhdes com a China” (“Petrobras has
negotiated a new US$ 10 billion loan with China”), O Estado De S. Paulo, March
28,2010, p. BI.
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in June 2009, he noted that “the amortization will be on interest
rates based on international markets below our cost curve for
bonds in the secondary market.”!>

VENEZUELA

The government of Venezuela is CDB’s largest foreign bor-
rower. CDB has agreed to loan Venezuela’s Bank for Economic
and Social Development (BANDES) more than $28 billion
since 2007. These lines of credit include $8 billion to capital-
ize the China-Venezuela Joint Investment Fund (JIF), which
is administered by BANDES, and a separate dual-loan facility
valued at $20.6 billion. All of the lines of credit are secured
against oil supply contracts.

The governments of China and Venezuela established the JIF
to finance the development of infrastructure and social proj-
ects in Venezuela." The two countries had deposited $12 bil-
lion into the fund, in two separate installations of $6 billion,
by the end of 2009. CDB contributed two thirds of the money
($4 billion) and Venezuelan financial institutions provided the
remaining one-third ($2 billion) both times. CDB agreed to
capitalize the fund in November 2007, when it entered into a
credit facility with BANDES for $4 billion. The loan has a term
of three years and is extendable for a total of fifteen years.'’
In 2008, CDB made its initial contribution of $4 billion to the
fund, and Venezuela’s National Development Fund (FON-
DEN) provided $2 billion.””® In 2009, after Beijing and Cara-
cas decided to double the fund, CDB granted another loan of

155 <«

Interview: Petrobras CEO José Sergio Gabrielli”

Venezuela, China Govts Create a $6 Bln Joint Development Fund,” Dow Jones
International News, November 6, 2007.

157 Bolivarian Republic of Venezuela, “Listing Memorandum with respect to U.S.
$2,495,963,000 7.75% Bonds due 2019 and U.S. $2,495,963,000 8.25% Bonds due
2024, October 23, 2009,” p. 57, http://data.cbonds.info/emissions/11672/Prospec-
tus Venezuela 2019 2024.pdf.

1*8 Venezuela, China Deposit $6 Bln in Development Fund—Chavez,” Dow Jones
Chinese Financial Wire, February 21, 2008; and Bolivarian Republic of Venezuela,
“Listing Memorandum,” p. 57.

156 <«
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$4 billion and BANDES and FONDEN contributed a total of
$2 billion." According to Venezuela’s national oil company,
Petroleos de Venezuela SA (PDVSA), projects financed by the
JIF include the satellite Simén Bolivar, five metro lines (two in
Caracas and one each in Los Teques, Valencia and Maracaibo),
the train from Cua to Encrucijada, and the Gran Mariscal de
Ayacucho highway.'®

CDB’s loans to BANDES for the JIF are secured by fuel oil
sales from PDVSA to China National United Oil Corporation
(Chinaoil), a subsidiary of CNPC. The three-year supply con-
tract that secures CDB’s first loan of $4 billion requires PDV-
SA to deliver 100,000 b/d of fuel oil to Chinaoil.'*! In contrast,
the three-year supply contract that secures CDB’s second loan
of $4 billion stipulates that the volumes delivered to Chinaoil
will fluctuate with the price oil from a minimum of 107,000
b/d when oil prices are above $60 per barrel to a maximum of
153,000 b/d when oil prices are below $42 per barrel.'> PD-
VSAs fuel oil sales to Chinaoil will range from 207,000 b/d to
253,000 b/d during the period in which the two supply con-
tracts overlap.

The revenue PDVSA earns from fuel oil sales to Chinaoil is used
to finance BANDES'’ loans from CDB. Chinaoil deposits pay-
ments for the fuel oil into a collection account held by BANDES
at CDB.'®* PDVSA is allowed to deduct the volumes of fuel oil
delivered to China from its production tax obligations.'**

159 “Venezuela’s development bank and fund to contribute to Chinese Fund,” El Uni-
versal, February 23, 2009, http://www.eluniversal.com/2009/02/23/en_eco_art
venezuelas-developm 23A2234449.shtml; and “Venezuela’s Chavez Visits China
to Expand Energy Cooperation,” International Oil Daily, April 9, 2009.

10 PDVSA, Informe de Gestiéon Annual 2009 (2009 Annual Management Report), p.
128, http://www.pdvsa.com/interface.sp/database/fichero/free/5889/1049.pdf.

el Ibid.

12 Ibid.

163 “China-Venezuela Fund expanded to 12 billion dollars,” Radio Nacional
de Venezuela, February 19, 2009, http://www.rnv.gov.ve/noticias/index.
php?act=ST&f=31&t=91081.

1 PDVSA, Consolidated Financial Statements, December 31, 2008 and 2007 With
Independent Auditor’s Report Thereon, p. 55, http://www.pdvsa.com/interface.sp/
database/fichero/free/4968/616.pdf.
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On August 23, 2010, CDB, BANDES, Chinaoil and PDVSA
finalized a “loans-for-oil” deal worth more than $20 billion
at a signing ceremony held at the Diaoyutai State Guesthouse
in Beijing.'”® This new deal, which is separate from the JIF,
is CDB’s largest foreign financing ever.'* It consists of three
agreements: a $10 billion loan to BANDES governed by Eng-
lish law; a RMB 70 billion (US$10.6 billion) loan to BANDES
governed by Chinese law; and an oil supply contract between
PDVSA and Chinaoil governed by Venezuelan law.'*” The dual
credit facility, which has a ten-year term, is secured by revenue
earned by PDVSA from the oil supply contract with Chinaoil.
Ecoanalitica, an economic consultancy in Caracas, reported in
September 2010 that it had been unofficially uninformed that
the interest rate on the loans fluctuates between LIBOR+0.5
percent and LIBOR+2.85 percent.'®®

This dual credit facility will finance major infrastructure,
social development, energy, mining and agricultural proj-
ects in Venezuela.'® According to the Venezuelan law that

19 “Galeria de fotos ceremonia de firma de convenios para el financiamento a

gran volumen y de largo plazo entre Venezuela y China” (“Photo Gallery of
the Signing Ceremony for the Venezuela-China Agreements on Long-term
and High-volume Financing”), August 23, 2010, http://www.venezuela.org.cn/
noticias/100823GiordaniGal.html.

1% “China Development Bank finances $20 billion for projects in Latin America,”
China Law & Practice, August 11, 2010, http://www.chinalawandpractice.com/
Article/2649302/Channel/12591/China-Development-Bank-finances-20-billion-
for-projects-in-Latin-America.html; and Daniel Cancel, “China Lends Venezuela
$20 Billion, Secures Oil Supply (Update2),” Bloomberg, April 18, 2010, http://
www.businessweek.com/news/2010-04-18/china-lends-venezuela-20-billion-
secures-oil-supply-updatel-.html.

17 Andrew Pugh, “Hogan Lovells, White & Case act on China’s Venezuela
investment,” The Lawyer, August 6, 2010, http://www.thelawyer.com/hogan-
lovells-white-and-case-act-on-chinas-venezuela-investment/1005239.article.

1% Asdrubal Oliveros, Maikel Bello, and José Luis Saboin, “The agreement has been
finalized: new financing from China is ready;” Ecoanalitica Weekly Report, No. 36,
(Week 1V, September 2010), p. 2.

19 This paragraph is based on “Ley Aprobatoria del Acuerdo entre el Gobiemo de
la Republica Bolivariano de Venezuela y el Gobiermo de la Republica Popular
China sobre Cooperacién para Financiamiento a Largo Plazo” (“Law Approving
the Agreement between the Bolivarian Republic of Venezuela and the People’s
Republic of China on Long-term Financial Cooperation”) Gaceta Oficial (Official
Gazette), No. 39.511 (September 16, 2010); and Oliveros, Bello and Saboin, “The
agreement has been finalized”
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incorporates the terms of the loan agreement, which the Ven-
ezuelan government published in the Official Gazette on Sep-
tember 16, 2010, at least $4 billion of the $10 billion and the
entire RMB 70 billion will be used to fund projects jointly se-
lected and implemented by both countries. Portions of both
lines of credit may also be used to finance bilateral projects
in China. The loans also appear to be tied to hiring Chinese
firms. For example, China’s stated-owned CITIC Group has
a contract to build housing units in Venezuela, which will be
funded, at least in part, by the loan from CDB."”

The role the Chinese will play in determining how to spend
the majority of the $20.6 billion is likely a reaction to how the
Venezuelans managed the money CDB contributed to the JIF.
According to a source in Venezuela, the Chinese “were uncom-
fortable because $8 billion disappeared without consideration
for China”'”! The Chinese insistence on stricter accountability
regarding how their loans are used is a form of risk mitigation.
CDB is undoubtedly aware that the government of Venezuela
may still be repaying the $20.6 billion lines of credit after Ven-
ezuelan President Hugo Chavez has left office. Consequently,
CDB wants to ensure that its largesse is perceived as benefit-
ting Venezuela as a whole—and not just Chavez—to increase
the likelihood that a post-Chavez government will not renege
on the loan agreement.'””” Moreover, CDB’s concerns about
getting repaid by both the Chavez administration and its suc-
cessor may also explain why the Venezuelan government took
the unusual step of incorporating the terms of the loan agree-
ment into a law.'”

According to the loan agreement, PDVSA will ship escalat-
ing volumes of crude oil to Chinaoil to finance CDB’s loans of

170 Ezequiel Minaya, “Venezuela Signs New Housing Construction Agreement with
China,” Dow Jones International News, January 26, 2011; and “CITIC Group to
build 10,000 homes in Venezuela,” Industry Updates, December 20, 2010.

17! Lisa Viscidi, “Venezuela: China’s Hesitant Relationship,” Energy Compass, Novem-
ber 12, 2010.

172 Interview, Washington, DC, October 20, 2010.

173 “Law Approving the Agreement.” I thank Mauricio Cardenas for this point.
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$20.6 billion to BANDES."”* PDVSA will deliver no less than
200,000 b/d in 2010; no less than 250,000 b/d in 2011; and no
less than 300,000 b/d in 2012 and until the obligations under
the financing agreement have been fulfilled. As is the case with
the amortization of CDB’s loans to the JIE, Chinaoil will de-
posit its payments for the crude oil in a collection account held
by BANDES at CDB from which the interest, principal and
other fees will be deducted. PDVSA deducts these amounts
from the taxes and royalties it transfers to the government.'”

TURKMENISTAN

On June 25, 2009, CDB finalized an agreement to loan $4
billion to Turkmengaz, the national natural gas company of
Turkmenistan, for the development of one of the world’s larg-
est natural gas fields, South Yolotan.'”® The loan is secured by
natural gas exports to China."”” The fact that Turkmengaz and
CNPC signed a contract for the delivery of an additional 10
billion cubic meters (bcm) per year at the same time that the
loan agreement was finalized suggests that Turkmengaz will
use the revenue it earns from this supply contract for natu-
ral gas as collateral for the loan.'”® Few other details about the
terms of the loan, including the price at which the natural gas
is sold to CNPC, are publicly available. However, industry
sources indicate that Turkmengaz is selling natural gas to Chi-
na at a price which is lower than what Russia pays and slightly
higher than what Iran pays.'”

174 This paragraph is based on “Law Approving the Agreement;” and Oliveros, Bello
and Saboin, “The agreement has been finalized,” p. 3.

7% Viscidi, “Venezuela: China’s Hesitant Relationship””

176 John Roberts, “China, Turkmenistan ink loans-for-gas deals; China to lend $4 bil-
lion to Ashgabat, to get 40 Bcm/year of gas,” Platts Oilgram News, June 26, 2009.

177 Interview with industry expert, Washington, DC, October 22, 2010; and “Majors
Play Waiting Game in Turkmenistan,” Petroleum Intelligence Weekly, December 7,
2009.

178 Roberts, “China, Turkmenistan ink loans-for-gas deals”

17 Personal communication from Jen Coolidge, February 16, 2011; and PFC Energy,
“Turkmenistan: Complex Geopolitics,” August 2, 2010, p. 4.
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An explosion on the Central Asia-Center pipeline on April 9,
2009 that disrupted the flow of natural gas from Turkmenistan
to Russia—and highlighted the dangers of dependence on a
single export route—appears to have prompted Ashgabat to
seek financial assistance from Beijing. According to Turkmen
authorities, the blast reduced natural gas deliveries to Russia
to just 8 percent of the usual rate of 42-50 bcm per year. Ex-
ports did not resume until January 9, 2010, costing the gov-
ernment of Turkmenistan as much as $1 billion per month
in lost revenue.'® Ashgabat publicly blamed Gazprom for the
explosion, arguing that the Russian state natural gas company
failed to provide sufficient advance warning of its offtake re-
duction, resulting in a buildup of pressure in the pipeline.'!

The explosion occurred at a convenient time for Gazprom,
which had been pressuring Turkmenistan to sell it less gas at
lower prices. Gazprom had signed a long-term contract with
Turkmengaz to purchase about 50 bcm per year of gas at a
fixed price, primarily for onward sale to Europe. However, the
global financial crisis reduced natural gas demand and prices
in Europe. As a result, Gazprom was caught in a situation in
which it was contractually obligated to buy more gas from
Turkmenistan than it could sell in Europe and the Ukraine
and at higher prices than it could charge its European cus-
tomers."®> On April 8, 2009, the night before the explosion,
Gazprom reportedly sent Turkmengaz a request to reduce its
deliveries to the Russian firm by 90 percent.'®

Less than two months later, Ashgabat approached the Chi-
nese about buying more gas from Turkmenistan and lending

18 “Russia Takes Turkmen Gas After 9-month Gap,” International Oil Daily, January
11, 2010; and Roberts, “China, Turkmenistan ink loans-for-gas deals.”

181 “Blast Exposes Russian, Turkmen Tensions,” World Gas Intelligence, April 22,
2009; and Andrew Neff, “Turkmenistan Accuses Gazprom of Irresponsible Ac-
tions in Triggering Gas Pipeline Explosion,” Global Insight Daily Analysis, April
13, 2009.

182 “Central Asia: Breaking Russia’s Grip,” Energy Compass, June 5, 2009.

18 “Gazprom wanted 90% cut in Turkmen gas import before blast: source,” Platts
Commodity News, April 9, 2009.
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money for the development of the South Yolotan field, which
may supply the additional 10 bcm per year to China. Turk-
men President Gurbanguly Berdymukhammedov urgently
dispatched a delegation headed by Deputy Prime Minister
Tachberdy Tagyev to Beijing to hold negotiations on June 1
and 2 about a loan for the development of the South Yolotan
field and the terms and conditions of Turmengaz’s intended
supply of up to 40 bcm per year to China.'®* Three weeks later,
when Chinese Vice Premier Li Keqiang visited Ashgabat, the
two sides finalized the deal.'®®

The Turkmens are apparently happy with their loan from CDB
because they are seeking another one. In August 2010, Presi-
dent Berdymukhammedov ordered energy officials to secure
a loan in the amount of $4.1 billion loan from CDB to accel-
erate the development of the South Yolotan field, which has
been hampered by the enormous budget deficit created by the
reduction in Turkmenistan’s natural gas exports to Russia in
2009."%¢ According to a prominent industry publication, the
Turkmens are pursuing a second loan from CDB because the
terms of the bank’s first loan are more attractive than those
subsequently offered by Deutsche Bank and Germany’s Com-
merzbank."’” In March 2011, Vice Premier Wang Qishan and
Turkmen Deputy Prime Minister Baymyrat Hojamuhamme-
dov signed a framework agreement for CDB to extend another
loan to Turkmengaz.'®8

' John Roberts, “Turkmenistan turns to China for gas funds; Seeks financing for
development of giant South Yoloten field,” Platts Oilgram News, June 2, 2009.

18 Roberts, “China, Turkmenistan ink loans-for-gas deals”

1% “Turkmenistan seeks Chinese loan,” FSU Argus, August 20, 2010; and “Update 3—
Turkmenistan welcomes U.S. oil firms, eyes China loan,” Reuters, August 13, 2010.

187 “Second Pipeline, Loan to Keep China Tops in Turkmenistan,” International Oil
Daily, October 8, 2010.

18 “China: Signed Loan Agreement with Turkmenistan Gas Giant,” Dow Jones Chinese
Financial Wire, March 1, 2011; and B & Liao Lei, T-I5 1143 WL /% 22 730 2 ek
{EFETIRBIRHE 2 K (“Wang Qishan meets with the special envoy of the president
of Turkmenistan, Baymyrat Hojamuhammedov”), ##£ M (Xinhua), March 1, 2011,
http://news.xinhuanet.com/politics/2011-03/01/c 121136475.htm.
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EcuaDOR

On August 31, 2010, CDB signed a loan agreement for $1 bil-
lion with Ecuador’s Ministry of Finance. The loan has a four-
year term with a six-month grace period. It carries a 6 percent
fixed annual interest rate and a 1 percent management fee.
CDB will also charge 3 percent interest on late payments. The
principal and interest will be paid quarterly.'®

CDB is disbursing the loan in two parts. The first disburse-
ment of $800 million, which the Ministry of Finance received
in September 2010, is for the Ecuadorean government’s dis-
cretionary use. According to Ecuador’s Minister of Finance,
Patricio Rivera, this money will finance Ecuador’s program for
infrastructure and other budgetary outlays in 2010 and 2011.
The second disbursement of $200 million is earmarked for the
development of Ecuador’s oil industry."”

The loan is secured against oil deliveries of 36,000 b/d of Ori-
ente or Napo crudes or fuel oil from PetroEcuador to Petro-
China for four years.”! The price is calculated on the loading
date using a basis of West Texas Intermediate (WTI) minus a
differential plus a premium."? According to the supply con-
tract with PetroChina, the price of Oriente crude was WTI
- $6.69 in September 2010 and WTT - $5.59 in October 2010,

1% Mercedes Alvaro, “Ecuador Receives $800M Loan from China Development
Bank,” Dow Jones Capital Markets Report, September 29, 2010; and “Decreto Dio
Luz Verde Para Credito Del Bano De China A Ecuador” (“Decree Gives Green
Light for Credit from the Bank of China to Ecuador”), Radio Equinoccio, August
31, 2010, http://www.radioequinoccio.com/index.php?option=com content&v
iew=article&id=2052:decreto-para-viabilizar-credito-entre-banco-de-china-y-
ecuador-&catid=36:ultimas-noticias&Itemid=53.

19 Mercedes Alvaro, “Ecuador, Development Bank of China Sign $1 Billion Loan,”
Dow Jones Chinese Financial Newswire, September 1, 2010.

1 Alvaro, “Ecuador Receives $800M Loan.”

192 Richard Capuchino and Winnie Lee, “PetroChina, PetroEcuador ink supply deal,”
Platts Oilgram News, July 28, 2009.
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and the price of Napo crude was WTI - $10.19 in September
2010 and WTT - $8.99 in October 2010."*

PetroChina pays PetroEcuador through an account that
PetroEcuador holds at CDB. According to minutes of meet-
ings held between the Chinese and Ecuadorean negotiators in
Beijing in June, 2010, for each interest period, PetroEcuador
is required to maintain a minimum balance equivalent to 130
percent of the principal and interest to be paid in that inter-
est period. PetroEcuador may withdraw amounts above this
minimum balance for repatriation to Ecuador.'

Concerns about China’s growing influence in Ecuador, espe-
cially in the oil sector, have prompted both the Ecuadorean
government and PetroEcuador to publicly defend their deals
with CDB and PetroChina. Minister of Finance Patricio Ri-
vera, in an act of hair splitting, has repeatedly stressed that
CDB does not have a lien on PetroEcuador’s oil production.'”
In fact, the loan is collateralized with the revenue PetroEcu-
dor earns through crude oil sales to PetroChina. Similarly,
PetroEcuador’s assistant manager for international trade,
Nilsen Arias Sandoval, has stressed that the terms of the sup-
ply contract with PetroChina are not disadvantageous to Ec-
uador."

193 “E] convenio con PetroChina registra descuentos mas altos” (“The contract with
PetroChina recorded higher discounts”), El Universo, October 25, 2010, http://
www.eluniverso.com/2010/10/25/1/1356/convenio-petrochina-registra-descuen-
tos-mas-altos.html.

194 “Update: Ecuador Negotiating $1 Billion Loan with China, Backed by Oil Sales,”
Dow Jones Business News, July 2, 2010.

19 Alvaro, “Ecuador, Development Bank of China.”

19 “Nilsen Arias Sandoval: ‘No se peuden comparar los dos contratos de Petro-
China” (“Nilsen Arias Sandoval: “The two contracts with PetroChina can-
not be compared™), El Universo, October 29, 2010, http://www.eluniverso.
com/2010/10/29/1/1356/nilsen-arias-sandoval-no-pueden-comparar-dos-contra-

tos-petrochina.html.
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CHaPTER 3

DISAGGREGATING CHINA, INC.

DB’s EBLs involved a fairly high degree of coordina-

tion between government and business. CDB, China’s

NOC:s and senior government officials worked together
to negotiate the various agreements that comprise the deals
with their foreign counterparts. CDB, the bridge between
the strategic objectives of the Chinese government and the
commercial activities of Chinese firms, functioned as the
primary coordinator. A discussion of the China-Venezuela
Joint Investment Fund in a volume edited by Chen Yuan de-
scribes CDB as the link between government and market,
coordinating relations between the engineering contracting
companies involved in the infrastructure projects financed
by the fund, the oil companies, the borrower, and the credit
insurance agencies."”’

The EBLs appear to have involved more coordination than
many of the international mergers and acquisitions of China’s
energy and metals companies, including two of the highest-
profile deals pursued by Chinese firms, the bid by China Na-
tional Offshore Oil Corporation (CNOOC) for Unocal in
2005, which did not involve CDB, and the attempt of the Alu-
minum Corporation of China (Chinalco) to purchase an ad-
ditional 9 percent stake in the Anglo-Australian mining giant
Rio Tinto in 2009, in which CDB did participate. In the case of

197 Chen, Research on Expanding International Cooperation and Expanding China’s
Strategy for Sourcing Energy and Raw Materials, pp. 280-281.
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CNOOC:s bid for Unocal, CNOOC and the Ministry of For-
eign Affairs failed to develop an international political strategy
to support the company’s bid for the U.S. firm UNOCAL, de-
spite the fact that they are located across the street from each
other in Beijing."”® After CNOOC withdrew its bid for Unocal,
the company chief executive officer, Fu Chengyu, complained
about the lack of government support, implying that the rel-
evant government departments should have tried to leverage
China’s hosting of the six-party talks on North Korea’s nuclear
program during the week of July 25, 2005, the appreciation of
China’s currency on July 21, 2005, and Hainan Airlines’ pur-
chase of Boeing Aircraft in September 2005 to gain support in
the United States for CNOOC’s bid."” In the case of Chinal-
co’s attempt to purchase an additional 9 percent stake in Rio
Tinto, which CDB was prepared to help finance, Chen Yuan
has argued that Chinalco’s bid should have received the same
multilevel government support that CDB’s EBLs did.** He has
also echoed Fu Chengyu’s call for closer coordination among
China’s financial institutions, enterprises and government to
facilitate successful cross-border mergers and acquisitions.*!

The finding that CDB’s EBLs were the product of coordina-
tion among CDB, China’s NOCs and the Chinese government
is subject to two important caveats. First, each of the actors
involved in these deals had their own interests to pursue. Sec-
ond, coordination is not synonymous with top-down decision
making.

1% Interview with source close to CNOOC, Washington, DC, April 3, 2007.

19 Wang You “EAf, “H i HsH I IR 44 B I UM 48— WE” (“Taking
Stock of the Reasons for CNOOC’s Failed Acquisition, Fu Chengyu Calls for Gov-
ernment Teamwork”), 2 — 44 H4R (China Business News), September 30, 2005,
as re-posted at http://news.xinhuanet.com/fortune/2005-09/30/content 3564928.
htm.

20 “Phoenix TV’s Exclusive Interview with Chen Yuan?”

! Rui, “Chen Yuan: Recommending Chinese enterprises make acquisitions.”
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MutTiPLE CORPORATE AND NATIONAL INTERESTS AT PLaY

The multi-billion dollar lines of credit that CDB extended to
national energy companies and government entities in oil-
rich states advanced a variety of corporate and national in-
terests that are difficult to fully disentangle. Although many
media reports on the EBLs portrayed them as the quest of a
monolithic China to secure oil and natural gas supplies, the
reality is that these transactions involved multiple actors and a
complex mix of motivations. First, the deals supported CDB’s
agenda, which included growing profits, demonstrating that
China still needs CDB to function as a policy bank, especially
in the wake of the global financial crisis, and expanding the
bank’s international business. Second, the EBLs advanced the
State Council’s goals of enhancing China’s access to energy and
diversifying China’s foreign exchange reserves. Third, CDB’s
loans helped China’s NOCs further their objective of acquir-
ing exploration and production assets abroad.

CDB’s Interests
Growing Profits

Making money is a motive behind CDB’s EBLs. This objective
is hardly surprising given the strong culture of risk manage-
ment that Chen Yuan developed at CDB. According to Chen,
“at CDB, we are strongly motivated by our desire to align the
commercial benefits of a successful and well-managed busi-
ness with our obligation and commitment to support the
State’s strategies”** Indeed, the bank appears to be applying
the same stringent lending criteria to its international proj-
ects as its domestic ones. CDB’s annual report for 2008 states
that the number of nonperforming foreign currency loans had
been zero for 25 consecutive quarters, while the bank’s annual
report for 2009 maintains that “the quality of our international

22 China Development Bank, 2009 Annual Report, p. 13.
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lending asset base remains sound.”*” In 2010, the NPL ratio
for CDB’s foreign currency loans was 0.26%.2*

CDB’s focus on generating a positive rate of return from its
EBLs is reflected in the market-based interest rates at which
the bank is lending money. The interest rates on the lines of
credit totaling $45.6 billion that CDB extended to Petrobras,
Rosneft and Transneft in 2009 and to BANDES in 2010 are
all based on the London Interbank Offered Rate (LIBOR), the
average interest rate charged when banks in the London in-
terbank market borrow from each other. However, the spread
over LIBOR may be less than what a western bank would re-
quire.

The fact that CDB may be lending at interest rates lower that
what a western bank might require does not mean that it acts
simply as an agent of state policy with no regard to profit.?®
Instead, CDB balances its commitment to profitability and its
mandate to advance the policy priorities of the Chinese gov-
ernment. On a straight commercial basis, it may be rational
for CDB to accept lower interest rates than western banks be-
cause CDB is backed by the Chinese government. Borrowers
that abrogate their loan agreements with CDB risk angering
not only the bank but also the Chinese government, jeopardiz-
ing future deals with Chinese firms.

Making the case the CDB should remain a policy bank

The multi-billion dollar lines of credit that CDB extended to
major energy resource holders around the globe also bolstered
the argument of CDB officials that the bank’s commercializa-
tion should be delayed because China still needs CDB to be
a policy bank. The EBLs not only demonstrate that the State

205 China Development Bank, 2008 Annual Report, p. 20; and China Development
Bank, 2009 Annual Report, p, 57.

4 Cao Hua, “China Development Bank’s foreign currency loans.”

25 This paragraph is based on comments on an earlier version of this study from
Arthur Kroeber, December 27, 2010.
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Council can rely on CDB to help advance its global agenda,
including access to energy abroad, the overseas expansion
of Chinese firms and the diversification of China’s foreign
exchange reserves. The deals also underscore the point of-
ten made by CDB officials that the bank plays an indispens-
able role in financing China’s long-term development goals.
As Chen Yuan observed in late 2009, CDB occupies a unique
position in China’s “going out” strategy because it is the only
medium- to long-term credit bank in China that serves na-
tional strategy.”” Indeed, there is arguably no other financial
institution in China that possesses the combination of large-
scale financial resources, long-term orientation, and freedom
of action that enabled CDB to leverage tens of billions of dol-
lars to help secure the energy China requires for its continued
industrialization and urbanization.

First, CDB’s EBLs indicate that the bank’s ability to bankroll
major “going out” projects with national strategic value might
be constrained if Chinas Commercial Banking Law were to
apply to CDB. The law states that the outstanding balance of
loans to a single borrower should not exceed 10 percent of a
bank’s capital balance.*”” According to Chen Yuan, several of
CDB’s cross-border energy and natural resource deals related
to China’s national strategy, such as the $25 billion loaned to
the Russian energy companies Rosneft and Transneft, the $8
billion contributed to the China-Venezuela Joint Investment
Fund, and the $15 billion extended to Chinalco for its acquisi-
tion of a 9 percent stake in the Anglo-Australian mining gi-
ant Rio Tinto, may have violated the 10 percent ratio.**® Chen’s
comment that there are some conflicts between the execution
of major national strategic projects and the commercial and
retail banking laws implies that if the central government

26 “Development Finance: The Common Development Path”

%7 Commercial Banking Law of the People’s Republic of China, Adopted at the 13™
Session of the Standing Committee of the Eighth National People’s Congress on
May 10, 1995 by Order No. 47 of the President of the People’s Republic of China

on May 10, 1995, http://www.china.org.cn/english/DAT/214824.htm.
28 “Development Finance: The Common Development Path”
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wants CDB to continue to finance such projects, then CDB
should not be subject to the Commercial Banking Law.*”

Second, the EBLs also suggest that CDB’s ability to quickly ex-
ecute major cross-border energy deals might be hampered if
the bank were to strictly adhere to the commercial bank stan-
dards for corporate governance. An article published in Cai-
jing magazine, a leading Chinese business publication, implies
that CDB’s successful execution of its EBLs was due in part
to the fact that CDB continued to operate as it had before its
conversion to a joint stock corporation—CDB Corporation—
in December 2008, directly seeking the approval of the State
Council instead of following its new corporate governance
procedures and notifying its two shareholders, the Ministry
of Finance and Central Huijin, whose involvement in the pro-
posed transactions might have delayed the deals.”’’ Indeed,
CDB reportedly had sought to institutionalize its circumven-
tion of its shareholders during the drafting of the regulations
governing CDB Corporation by proposing the creation of a
body outside the board of directors, comprised of high-lev-
el CDB officials, to make rapid decisions about major deals.
Banking regulators, however, rejected the plan because it did
not meet corporate governance standards.*"!

Third, the EBLs also highlight the unique role that CDB plays
in China’s efforts to secure energy and natural resources
abroad. It is unlikely that either China Eximbank or China’s
commercial banks would have been able to fully substitute for
CDB in the bank’s EBLs. Although China Eximbank shares
CDB’s mandates to help ease China’s energy and natural re-
source bottlenecks and to help Chinese firms expand overseas,

2 Tbid.
210 Zhang Yuzhe #5¥ and Zhang Man 5K &, “FFAT @Mk fb 2 " (‘CDB’s com-
mercialization difficulties”), W4 (Caijing), March 16, 2009, http://magazine.

caijing.com.cn/2009-03-15/110121000.html.
2 Ibid.
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it is a much smaller institution than CDB (see table 5).2'2 At the
end of 2009, for example, China EximbanKk’s total assets were
just 17 percent of CDB’s, and its outstanding loans amounted
to were 16 percent of those of CDB.?"* Although the total as-
sets and loans of each of China’s big four commercial banks
exceed those of CDB, they are increasingly independent from
the central government because of their international listings
and diversified ownership.?'* As a result, China’s leaders can-
not count on them to advance their strategic objectives. More-
over, the public listings of the big four commercial banks has
put them under increased pressure to maximize profits in the
short-term, making long-term loans like CDB’s EBLs less at-
tractive to them.?"”

TABLE 5: CompaRrISON oF CDB AND THE EXxPORT-IMPORT BANK OF

CHina, 2009
Total Loan Net
Assets Balance Income NPL Ratio
RMB billion RMB billion RMB billion
CDB 4541 3,708 32 0.94%
China Eximbank 792 592 2 11%

Sources: China Development Bank, 2009 Annual Report, p. 6, http://www.cdb.com.cn; and Export-Import Bank
of China, 2009 Annual Report, http://www.eximbank.gov.cn.

Expanding CDB's International Business Portfolio

Chen Yuan also regards CDB’s EBLs as a vehicle for expand-
ing the bank’s business abroad. He has explicitly linked CDB’s

212 For more information about China Eximbank’s commitment to easing China’s
energy bottlenecks and helping Chinese companies expand abroad, see Dai
Chunning #8357, ed., XS AL ITH - [F T RTINS B H 52
1 (Case Studies of China’s Foreign Investment Projects: Selected Overseas Invest-
ment Projects of the Export-Import Bank of China), (i H K5 tH )it #1 [ Tsinghua
University Press], 2009).

23 China Development Bank, 2008 Annual Report, http://www.cdb.com.cn; and
Export-Import Bank of China, 2008 Annual Report, http://english.eximbank.
gov.cn.

2141 thank Yuxin He for this point.

25 Email from Yuxin He, April 12, 2010.
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loans to major energy resource holders to his vision for CDB’s
further internationalization over the next decade.””® In his
view, the bank’s EBLs have raised CDB’s international profile.
According to Chen, “the success of major projects such as the
China-Russia and China-Brazil oil cooperation projects have
further established CDB’s trademark advantage in the execu-
tion of major long-term international projects.”*"”

CDBss plans to open offices around the globe also involve some
of the countries involved in CDB’s EBLs. In July 2009, the bank
upgraded its Representative Office in Hong Kong to its first
overseas branch to help Chinese firms expand abroad.**® Four
months later, CDB opened a representative’s office in Cairo,
Egypt to facilitate cooperation with African countries in areas
including infrastructure, resource exploitation and agricul-
ture.””® In September 2010, CDB opened an office in Moscow
to expand its operations in Russia.””* CDB also intends to open
representative’s offices in Brazil and Venezuela.?”!

The State Council’s Interests
Enhancing Access to Energy

CDB’s EBLs further the State Council’s objective of enhancing
China’s energy supply security. These transactions help China
access the energy it needs to fuel continued economic growth
by providing Chinas oil companies with long-term supply
contracts and the infrastructure to deliver some of those sup-
plies to China. CDB’s loans to Russia are widely regarded in
Beijing as the EBLs that have done the most to enhance China’s

216 Rui, “Chen Yuan: Recommending Chinese enterprises make acquisitions.”

217 “Development Finance: The Common Development Path”

China Development Bank Opens First Overseas Branch in HK,” Business Daily
Update, July 30, 2009.

19 “CDB Opens First Egypt Office,” Business Daily Update, November 13, 2009.

220 “China Development Bank opens office in Moscow,” People’s Daily Online, Sep-
tember 21, 2010, http://english.peopledaily.com.cn/90001/90778/90861/7146726.
html.

22! Katherine Ng, “CDB Seeks Organic Growth Globally,” The Standard, July 30, 2009.

218 <«
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energy security by securing a long-coveted oil pipeline and a
twenty year supply contract, which will help diversify China’s
oil imports away from the Middle East and the sea lines of
communication.

The Chinese media has praised CDB’s EBLs for provid-
ing China with long-term security of supply. The oil supply
agreements associated with CDB’s “loans-for-energy” deals
are for unusually long periods of time. The deal with Russia,
for example, involves the delivery of 300,000 b/d for twenty
years. Most term contracts are much shorter because both
buyers and sellers want the flexibility to change who they sell
to and by from in response to changing market conditions.??
The main benefit of these contacts for Chinas NOCs is that
if the exporting companies make the agreed upon deliveries
the Chinese firms can count on receiving certain volumes and
grades of crude oil for long periods of time. Oil deliveries to
China’s NOCs from the EBLs will probably peak at almost 1
million b/d in 2012, equal to 19 percent of China’s oil imports
in 2010 (see table 6).2

However, Beijing knows all too well from China’s first energy-
backed loan to Russia that long-term contracts do not guaran-
tee security of supply. Changes in oil market conditions begin-
ning in early 2007 made it more profitable for Rosneft to sell
oil to Europe than to China. The greater profitability of Euro-
pean deliveries not only prompted Rosneft to pressure CNPC
to revise the oil pricing formula for their oil supply contract
which ran through 2010 but also contributed to the drop in
Russian crude oil exports to China from 321,000 b/d in 2006
to 292,000 b/d in 2007.2**

21 thank Mikkal Herberg for this point.
*2 International Energy Agency, Oil Market Report, January 18, 2011, p. 57, http://

omrpublic.iea.org/omrarchive/18jan11full.pdf.
2 Song Yen Ling, “China’s Oil Imports Soar,” International Oil Daily, January 25,

2008.
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TABLE 6: EsTivaTED OiL DeLiveries From CDB's EBLSs,

2010-2014*
1,000 barrels per day
2010 2011 2012
Russia (2005) 180
Russia (2009) 300 300 300 300

Venezuela 2008) 100

Venezuela (2009) | 107-153 | 107153 | 107-153

Venezuela (2010) 200 250 300 300 300

Brazil 150 200 200 200 200
Ecuador 36 36 36 36 36
Total 773-819 | 893-939 | 943-989 836 700

Source: Author’s Database

*These are estimates because it is difficult to determine the exact amount of oil
China’s NOCs will receive in any given year for at least two reasons. First, some of
the supply contracts have a built in margin of fluctuation. For example, the supply
contracts that Rosneft and Transneft signed with CNPC stipulate that the volumes
delivered can fluctuate by +/- 4.1% per year. Second, the volume of oil that PDVSA
delivers CNPC to secure CDB’s second $4 billion loan to the China-Venezuela Joint
Investment Fund fluctuates with the price of oil. See “Information on the major
transaction,” document prepared for the Annual Shareholders’ Meeting of OJSC
Rosneft Oil Company, June 19, 2009, p.4, http://www.rosneft.com/attach/0/54/72/
preparelQen.pdf; “Items and Resolutions of the agenda,” documents prepared for
the Annual Shareholders’ Meeting of OJSC Rosneft Oil Company, June 19, 2009, p.
7, http://www.rosneft.com/attach/0/54/72/preparel len.pdf; and PDVSA, Informe de
Gestion Annual 2009 (2009 Annual Management Report), p. 128, http://www.pdvsa.
com/interface.sp/database/ficherol/free/5889/1049.pdf.

The Chinese government undoubtedly regards the spur from
Russia’s ESPO pipeline to the Chinese border as the greatest
contribution to China’s energy supply security made by CDB’s
EBLs.”” The spur, which will stretch for almost 70 km from
Skovorodino to the Chinese border, will have an initial design
capacity of 300,000 b/d which will eventually rise to 600,000

225 See, for example, You Ran FH4R, “Hh 4§ J52 i1 #5738 5 SUIR3Z” (The China-Russia oil
pipeline has profound significance”), " [E 41 i@\, (China Petroleum Enterprise),
No. 10 (2009), http://www.cpechina.com/system/2009/11/18/001265097.shtml;
and An Bei %Zf% and Fan Yingchun Y010 75, “H 4l S i 48 1 o) (it kg vt
HZ A EER X" (“The China-Russia oil pipeline has great significance for
the diversification of Chinas energy imports”), H#™ (Xinhua), May 18, 2009,
http://news.xinhuanet.com/fortune/2009-05/18/content 11396987.htm.
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b/d.*** Although Russian crude oil exports to China have
grown from less than 1,000 b/d in 1995 to more than 300,000
b/d in 2009, the majority of this oil has been delivered by rail.
Not only is a pipeline a more cost effective way to ship large
volumes of oil to China, but a dedicated pipeline is probably a
better guarantee of supply than rail deliveries, which are easier
to redirect elsewhere.

This cross-border pipeline will substantially expand Russia’s
capacity to deliver crude oil overland to China. Russia’s cur-
rent capacity to ship crude overland to China is about 200,000
b/d by rail.*” The ESPO spur will increase this amount to
500,000 b/d. If the capacity of the spur is doubled to 600,000
b/d, then Russia will be able to deliver 800,000 b/d overland to
China. Although Russian exports to CNPC—which currently
account for the bulk of the crude oil shipped to China by rail
—will be shipped through the ESPO spur en route to CNPC’s
refinery in Daqing, Sinopec may opt to use the rail capacity
freed by the ESPO spur for delivery of crude for its Yanshan
Refinery in Beijing.??

The ESPO spur is the piéce de résistance of Beijing’s efforts to
diversify China’ oil imports away from the Middle East, which
supplies half of China’s crude oil imports, and the sea lines of
communication, through which about 90 percent of China’s
crude oil imports pass.?” There is a fairly widespread view in
Beijing that pipeline imports are more secure than seaborne
ones. However, pipeline imports are actually more vulner-
able to sabotage and interdiction than seaborne deliveries.*

2¢ Tom Grieder, “Prime Minister Putin Opens Russian Section of Crude Oil Pipeline
Spur to China,” Global Insight, August 30, 2010.

27 This estimate is based on the fact that Russian rail deliveries to China peaked at
10.3 million tons (206,847 b/d) in 2006.

28T thank Matt Sagers for this point.

22 Tian Chunrong HZ#%€, “20084F i [E Al 1k tH FUIRBLS BT (“Analysis
of China’s Oil Imports and Exports in 2008”) [l 5 f1 I Z5 5 (International
Petroleum Economics), Vol. 17, No. 3 (2009), p. 34.

#0 Andrew S. Erickson and Gabriel B. Collins, “China’s Oil Security Pipe Dream: The
Reality, and Strategic Consequences, of Seaborne Imports,” Naval War College
Review (Spring 2010), p. 92.
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Moreover, pipelines are unlikely to substantially reduce
China’s dependence on seaborne oil imports. The combined
design capacities of pipelines from Russia, Kazakhstan and
Myanmar (currently under construction) to China is 1.1 mil-
lion b/d, which was 21 percent percent of China’s oil imports
in 2010 but will be less than 10 percent of the 12.8 million b/d
China is projected to import in 2035.%"

The cross-border oil pipeline is also an especially grand prize
for China’s leaders because it eluded them for so many years.
The signing of the contract for the construction of the ESPO
spur ended one of the longer-running and more captivating
dramas in the geopolitics of energy in the twenty-first cen-
tury. Despite the enormous attraction that Russia, the world’s
largest or second largest oil exporter, and China, the world’s
second largest oil importer, hold for each other as energy part-
ners, the oil pipeline negotiations dragged on for fifteen years
because Moscow and Beijing were not equally interested in
starting the project at the same time.

During the 1990s, when oil prices were low, Moscow was the
more enthusiastic proponent of the oil pipeline. Indeed, Bo-
ris Yeltsin first proposed the idea of a cross-border pipeline in
1994 to help jump start the Russian economy. Beijing, howev-
er, was in no hurry to make a binding commitment. China was
only importing small volumes of oil, having just become a net
importer in 1993, and prices were low, tumbling to less than
$15 per barrel in 1998.72 In the last two years of the twentieth
century, there was also reluctance among the Chinese leader-
ship, notably then Premier Zhu Rongji, to invest in transna-
tional pipelines, which made little economic sense given the

! International Energy Agency, Oil Market Report, January 18, 2011, p. 57, http://
omrpublic.iea.org/omrarchive/18jan11full.pdf; and International Energy Agency,
World Energy Outlook 2010, p. 135.

2 BP Statistical Review of World Energy, June 2009, p. 16, www.bp.com.
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relatively low oil prices at that time.”** Moreover, the Chinese
were intent on taking advantage of a buyer’s market to extract
maximum price concessions from the Russians.”*

The rise in world oil prices beginning in late 2002 turned the
tables.”* Beijing, motivated by the unexpected surge in Chi-
nas oil demand and imports, was finally ready to build the
pipeline. In contrast, Moscow’s urgency had diminished due
to uneasiness about fueling China’s growing economic pow-
er and dreams of using Russias increasingly valuable energy
resources as a vehicle to restore Russia to great power status.
Emboldened by high oil prices, Moscow sought to increase its
control over Russian energy assets and leverage them for in-
ternational economic and political gains. This rise in Russian
resource nationalism undermined progress on a cross-border
oil pipeline in two ways. First, Moscow’s dismantlement of the
private oil company Yukos sounded the death knell for the
proposed pipeline from Angarsk to Daqing on which the Chi-
nese had originally pinned their hopes. Yukos had champi-
oned the project, a move which contributed to Yukos’ demise
by contributing to worries in Moscow about a private compa-
ny influencing Russian foreign policy by operating an export
pipeline. Second, the intervention of Japan, with its tantalizing
promise—but no formal offer—of billions of dollars to sup-
port a pipeline proposed by Transneft from East Siberia to the
Pacific Coast provided Russia with the opportunity to exploit
the competition between China and Japan for its own ben-
efit. Moscow repeatedly put oft making a final decision about

23 Interview with Chinese energy and foreign policy experts, Beijing, China, 4 April
2006 and 11 April 2006; and Xu Haiyan {3, “MRPHr AR’ Gt 0
WL R R - T HEBEAZTT AT (‘Russia’s ‘Eastern-
oriented’ Energy Export Strategy”) 5 H244R (RL23BL2E00D  (Fudan Journal
(Social Sciences)), No. 5 (2004), p. 104.

4 Andrei Glazov and Doug Rohlfs, “China Doll—China Pipeline Talks Stall Despite
State Initiative,” Nefte Compass, 16 November 2006.

2% This paragraph and the following two paragraphs are based on Erica S. Downs,
“Sino-Russian Energy Relations: An Uncertain Courtship,” in James Bellacqua,
ed., The Future of China-Russia Relations (University Press of Kentucky, 2010), pp.
146-175.
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the ESPO pipeline and the spur to China in a bid to maxi-
mize concessions from both countries. Although the Chinese
offered more, notably a $6 billion loan to Rosneft, it was not
enough to persuade Moscow, awash in windfall oil profits, to
sign off on the construction of the ESPO spur.

The global financial crisis and the collapse in the price of oil
suddenly gave China the upper hand in bilateral energy ne-
gotiations. The Chinese took advantage of their newfound
position of strength to secure the long-coveted spur from the
ESPO pipeline to China and a twenty-year supply contract,
guaranteed by the Russian state, to fill it. According to a high-
level CNPC official who participated in the negotiations, “[t]
here has never been an energy project like this one, which
experienced so many complications and reversals. The agree-
ments signed before our eyes still changed in the end. If this
current economic crisis had not occurred, I don't know for
how long we would have discussed this program, and I don’t
know how it would have changed”**

Diversification of Foreign Exchange Reserves

CDB’s EBLs also advance the State Council’s objective of di-
versifying China’s massive foreign exchange reserves away
from low-yielding financial instruments such as U.S. Treasury
Bonds to higher-yielding dollar denominated assets. In Sep-
tember 2010, an official from China’s State Administration of
Foreign Exchange revealed that 65 percent of China’s foreign
exchange reserves are in dollar-denominated assets.”” Some
analysts estimate that more than one third of China’s foreign

26 Wang Kangpeng  HEMY, “r il Jm i i : 149 M5 N “ffi1 k" (“The China-
Russia Oil Pipeline: Fourteen years of gnawing a ‘hard bone™), 25— 2 Hix
(China Business News), July 24, 2009, as re-posted at http://energy.people.com.cn/
GB/9716654.html.

2R P ESNC &S IC T K Z65%” (“Report: About 65% of China’s
foreign exchange reserves are in US dollars”), Fe/R B H# (H1ED (Wall Street
Journal (China)), September 3, 2010, http://cn.wsj.com/gb/20100903/bch105839.

asp.
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exchange reserves are in US Treasury securities.”*® The con-
centration of China’s foreign assets in US government debt in-
struments reflects both the fact that there are few other invest-
ments large and liquid enough to absorb China’s rapidly grow-
ing stock of foreign exchange reserves and the longstanding
view in China that US Treasury markets were a safe place to
park China’s foreign exchange reserves because of the United
States’ long and strong tradition of fighting inflation and thus
preventing the erosion of the dollar’s real buying power.”

The US subprime mortgage crisis, however, made senior Chi-
nese officials question the wisdom of investing so heavily in
US government debt. They publicly expressed their concerns
that Washington’s loose monetary policy and heavy deficit
spending in response to the crisis would generate inflation
and further erode the value of China’s dollar reserves. In De-
cember 2008, Vice Premier Wang Qishan told Secretary of the
Treasury Henry Paulson, “[w]e hope the US side will adopt
every necessary measure to stabilize its economy and financial
markets, and ensure the safety of China’s assets and invest-
ments in the United States”?* In March 2009, Premier Wen
Jiabao expressed his anxiety during a news conference at the
end of the annual session of the National People’s Congress,
saying “[w]e have lent a huge amount of money to the Unit-
ed States. Of course we are concerned about the safety of our

assets. To be honest, I am definitely a little worried.”**

28 Eswar S. Prasad, “The U.S.-China Economic Relationship: Shifts and Twists in
the Balance of Power,” U.S.-China Economic and Security Review Commission,
Hearing on “U.S. Debt to China: Implications and Repercussions,” February 25,
2010, p. 4, http://www.brookings.edu/~/media/Files/rc/testimonies/2010/0225
us _china debt prasad/20100225 us china debt prasad.pdf; and Brad Setser
and Arpana Pandey, “China’s $1.5 Trillion Bet,” Council on Foreign Relations
Working Paper, January 2009, http://www.cfr.org/china/chinas-15-trillion-bet-
understanding-chinas-external-portfolio/p18149.

23 Email from Albert Keidel, June 28, 2010.

0 Cary Huang and Al Guo, “US urged to protect China’s investments; Vice-Premiers
asks Washington to Keep Financial Markets Stable,” South China Morning Post,
December 5, 2008.

21 Michael Wines, “China’s Leader Says He Is ‘Worried’ Over U.S. Treasuries,” New
York Times, March 14, 2009., http://www.nytimes.com/2009/03/14/business/

worldbusiness/14china.html.

JouN L. THornNTON CHINA CENTER AT BROOKINGS
INsiDE CHINA, INC: China Development Bank's Cross-Border Energy Deals

12


http://www.brookings.edu/~/media/Files/rc/testimonies/2010/0225_us_china_debt_prasad/20100225_us_china_debt_prasad.pdf
http://www.brookings.edu/~/media/Files/rc/testimonies/2010/0225_us_china_debt_prasad/20100225_us_china_debt_prasad.pdf
http://www.cfr.org/china/chinas-15-trillion-bet-understanding-chinas-external-portfolio/p18149
http://www.cfr.org/china/chinas-15-trillion-bet-understanding-chinas-external-portfolio/p18149
http://www.nytimes.com/2009/03/14/business/worldbusiness/14china.html
http://www.nytimes.com/2009/03/14/business/worldbusiness/14china.html

Concerns about the safety of China’s assets in the United States
in the wake of financial crisis intensified the pressure on the
managers of Chinas foreign exchange reserves to invest in
assets that would generate higher returns than low-yielding
US Treasury bills. One of the ways the Chinese government is
seeking to diversify its external portfolio away from US gov-
ernment debt instruments is by encouraging Chinese firms to
invest abroad. On July 15, 2009, the State Administration of
Foreign Exchange announced that it would loosen control on
foreign direct investment by Chinese firms to encourage them
to expand overseas.”> A few days later, during the Chinese
Communist Party’s 11" ambassadorial conference, which has
often served as a venue for new policy announcements, Pre-
mier Wen Jiabao endorsed the “going global” strategy as a ve-
hicle for diversifying China’s foreign exchange reserves, stat-
ing that “we should speed up the implementation of the ‘going
global’ strategy and combine the use of foreign exchange re-
serves with enterprises ‘going global”**

Chen Yuan has promoted CDB’s international projects, espe-
cially its cross-border energy and natural resource deals, as a
medium for shifting China’s foreign exchange reserves away
from low-yielding financial instruments into higher-yielding
risk assets.”* According to Chen, investing in energy and
minerals is a good way to hedge against a declining dollar and
rising commodity prices. In an interview with China Central

2 State Administration of Foreign Exchange, “Circular of the State Administration
of Foreign Exchange on Issuing the Regulations of Foreign Exchange Administra-
tion of the Overseas Direct Investments of Domestic Institutions,” July 13, 2009,
http://www.safe.gov.cn/model safe en/laws en/laws detail en.jsp?2ID=306000
00000000000,52&type=&id=3; and “China simplifies rules on forex use to boost
outbound investment,” Xinhua, July 20, 2009.

2 O BEAMET S I TE SR, K EYHE” (“The eleventh meet-
ing of diplomatic envoys convenes in Beijing; Hu Jintao and Wen Jiabao make
speeches”), Hi4t (Xinhua), July 20, 2009, http://www.gov.cn/ldhd/2009-07/20/
content 1370171.htm; and Bonnie Glaser and Benjamin Dooley, “China’s 11"
Ambassadorial Conference Signals Continuity and Change in Foreign Policy,”
China Brief, Vol. 9, No.22 (November 4, 2009), p. 8, http://www.jamestown.org/
uploads/media/cb 009 61.pdf.

4 “Development Finance: The Common Development Path.”
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Television in July 2009, Chen made his oft-quoted statement
that “everybody is saying that we should go to the interna-
tional markets to buy up low-price assets. But I don't think we
should go to Wall Street. We should think more about making
acquisitions or partnerships in areas with natural resources”**
The following month, in an interview with Hong Kong’s Phoe-
nix TV, Chen explained that China’s long-term demand for
minerals such as aluminum, copper and iron ore makes these
resources a safe long-term investment: “We’ve thought about
the risk. Not the risk of international market fluctuations, but
the risk of our own steady development. As long as we have
confidence in the ability of China’s economy to continue to
grow, then the risk is locked in”** Another interlocutor from
CDB put it even more succinctly, stating that “when your
fate is bound to the fate of the country, the risks you bear are
lower”*¥ (Chen’s assessment of the low risk associated with
investments in energy and natural resources is shared by Lou
Jiwei, the chairman of CIC, who has justified the sovereign
wealth fund’s recent spate of investments in energy, miner-
als and commodities in similar terms. In a speech in October
2009, Lou said “bulk commodities are an investment focus
for CIC. The main reason is China’s rapid economic growth.
There is a high correlation between China’s economic growth
and the price of bulk commodities. We are not allowed to in-
vest in Renminbi exchange zones, but we want to share in the
success of China’s economic growth”**)

The NOCs’ Interests

CDB’s energy loans also dovetail with a strategic prior-
ity of Chinas NOCs, the expansion of their international

5 Rui, “Chen Yuan: Recommending Chinese enterprises make acquisitions.”

26 “Phoenix TV’s Exclusive Interview with Chen Yuan.”

%7 Zhang and Dong, “The Lender—China Development Bank.”

s PRARH B BB RS B A O D e B AK 7 (“Lou Jiwei: CIC is
focusing on investing in commodities and using real estate to combat inflation”),
KM (Phoenix TV), October 28, 2009, http:/finance.ifeng.com/news/special/
ghgllt09/20091028/1398574.shtml.
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exploration and production portfolios. China’s oil majors have
been investing abroad since the mid-1990s for several reasons.
First, the NOCs seek to grow their reserves and production,
and China’s aging oil fields limit the opportunities for China’s
NOCs to do this within China’s borders. Second, China’s oil
majors are investing abroad to make money. Historically, ex-
ploration and production has been the most profitable part of
the oil business. This is especially true for CNPC and Sinopec,
which have suffered losses in their downstream operations as
a result of price controls for crude oil (abolished in 1993) and
for refined products (still in place). Third, China’s NOCs are
expanding abroad to increase their international competitive-
ness through the development of new capacities, such as ultra-
deepwater drilling.**

The recipients of CDB’s largesse control some of the most im-
portant sources of future growth in world oil and natural gas
supplies. CDB’s generosity has already landed CNPC a role in
the development of one of the world’s largest natural gas fields
in Turkmenistan and undoubtedly bolstered Hugo Chavez’s
already considerable enthusiasm for the expansion of China’s
NOCs in Venezuela. CDB and Sinopec also probably expect
that the political goodwill generated by its loans will help
Sinopec secure upstream projects in Brazil. In the words of
Chen Yuan, CDB’s cross-border energy deals “have now taken
CNPC and Sinopec to places they wanted to go but could not
go before”>°

Turkmenistan

CDB’s $4 billion loan to Turkmengaz has helped CNPC se-
cure a role in the development of the South Yolotan natural

9 For more on this issue, see Erica S. Downs, “Who’s Afraid of China’s National
Oil Companies?” in Carlos Pascual and Jonathan Elkind, eds., Energy Security:
Economics, Politics, Strategies and Implications (Brookings Institution Press, 2010),
pp- 73-102; and Trevor Houser, “The Roots of Chinese Oil Investment Abroad,”
Asia Policy, No. 5 (January 2008), pp. 141-166.

0 Rui, “Chen Yuan: Recommending Chinese enterprises make acquisitions.”
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gas field. The UK consultancy Gaftney, Cline & Associates es-
timates that South Yolotan contains between 4 and 14 trillion
cubic meters of natural gas, ranking it among the five largest in
the world.”! Not only is CDB’s loan earmarked for the devel-
opment of South Yolotan, but CNPC is already the dominant
foreign player in Turkmenistan’s onshore fields. In 2007, Turk-
menistan awarded CNPC a production sharing agreement to
develop the Bagtiyarlyk field on the right bank of the Amu
Darya River, making the Chinese firm the first—and so far
only—foreign company to operate onshore in Turkmenistan.
According to Murad S. Nazarov, Turkmenistan’s Ambassador
to China, when Turkmenistan’s Deputy Prime Minister Tach-
berdy Tagiev visited Beijing in early June 2009 to discuss fi-
nancing for the development of South Yolotan, he said that
Chinese companies would be welcome to participate.”®* Six
months later, Ashgabat awarded CNPC a service contract
worth more than $3 billion to produce 10 bcm per year at
South Yolotan.>”

Venezuela

CDB’s loans to Caracas have undoubtedly helped China’s
NOCs win upstream projects in Venezuela’s Orinoco Belt,
which has the potential to be an important source of world
oil supply growth in the long-term. According to Cambridge
Energy Research Associates, the amount of recoverable ex-
tra-heavy oil in the Orinoco Belt is about 130 billion barrels,
which could be increased to about 260 million barrels.>** The

»! Guy Chazan, “Turkmenistan Gas Field is One of World’s Largest,” Wall Street
Journal, October 16, 2008, http://online.wsj.com/article/SB122409510811337137.
html.

2 Interview with Murad S. Nazarov in “rft [E 544552 -1 2 42 731400124, 37. 5 K
KARS” (“China will receive 40 billion cubic meters per year of natural gas from
Turkmenistan”), 2112457 F4K (217 Century Business Herald), June 24, 2009,
as re-posted at http://news.163.com/09/0624/02/5CHQKS2G0001124].html.

3 “Turkmenistan dishes deals for South Iolotan,” Upstream, January 8, 2010; and
Neil Rodova and Geoff King, “CNPC, LG win $10 bn in Turkmen contracts,”
Platts Oilgram News, December 31, 2009.

»* Enrique Sira, “Venezuela’s Extra Heavy Oil Bidding Round: A Sustainable Growth
Opportunity?” CERA Decision Brief, April 2009, p. 1.
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latter figure exceeds the current reserves of Venezuela (172
billion barrels) and rivals those of Saudi Arabia (265 billion
barrels).?®

Money and friendship have been the keys to securing a foot-
hold in the Orinoco Belt, where PDVSA has awarded blocks
to oil companies with cash from countries that have good po-
litical relations with Venezuela.”*® President Hugo Chavez has
made no secret of his enthusiasm for exchanging Venezuelan
oil for Chinese loans. During bilateral discussions about a
third $4 billion loan to the Joint Investment Fund from CDB,
he announced on state television that “[t]his bank is the one
with the most money in the world. It has half the money in
the world and is allied with Venezuela”?” After CDB agreed to
provide an additional $20 billion in loans to Caracas, Chavez
also gushed about the latest oil export revenue backed loan
brokered with the Chinese on state television, declaring: “we
agreed on a huge, long-term financing plan. This is a larger
scope, super heavy fund. China, the world’s second-biggest
oil user, needs energy security and we're here to provide them
with all the oil they need”**

The bilateral energy accords signed on April 17, 2010 include
not only the framework agreement for the latest EBL but also
another MOU between PDVSA and CNPC for the creation
of a joint venture company to develop the Junin-4 block in
the Orinoco Belt, which the two companies finalized on De-
cember 1, 2010.*° PDVSA and CNPC plan to develop the

5 BP Statistical Review of World Energy, June 2010, p. 6, www.bp.com.

¢ Sira, “Venezuelas Extra Heavy Oil Bidding Round”

»7 Steven Bodzin, “Venezuela, China May Sign New Loan-for-Oil Accord,” July 3,
2009, http://bloomberg.com/apps/news?pid=20670001&sid=ab3S0C0OX1Rdk.

8 “China lends Venezuela $20b, secures oil supply,” China Daily (Online), April 19,
2010, http://www.chinadaily.com.cn/business/2010-04/19/content 9748799.htm.

9 Juliette Kerr, “Venezuela Seals New Oil Deals with Chinese Companies,” IHS
Global Insight Daily Analysis, December 6, 2010; and “PDVSA and CNPC form
a joint venture to produce and improve 400 MBD of crude oil,” April 19, 2010,

www.pdvsa.com.
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block over a twenty-five year period. Production is expected
to begin at 50,000 b/d in 2012 and reach the design capacity of
400,000 b/d in 2016, although industry experts have expressed
some skepticism that those deadlines will be met.**® The in-
vestment required is estimated at $16.23 billion.*" CNPC will
also pay a $900 million bonus in eight disbursements.*** The
development of the Junin-4 block is part of an integrated proj-
ect, under discussion for several years, which encompasses the
production of extra-heavy oil and the construction of an “up-
grader” in Venezuela to process it into a lighter crude blend,
which would then be shipped to a 400,000 b/d joint venture
refinery to be built in Chinas Guangdong Province.”* The
December accords also included agreements for Sinopec and
PDVSA to develop the Junin-1 and Junin-8 blocks in the Ori-
noco belt, each of which has a projected production capacity
of 200,000 b/d, and for CNOOC to invest in the Mariscal Su-
cre natural gas fields.”*

Brazil

Sinopec may get a stake in two deepwater blocks off the north-
east coast of Brazil as a result of CDB’s $10 billion loan to Petro-
bras. On April 15, 2010, Sinopec, CDB and Petrobras signed
a strategic cooperation agreement aimed at assessing areas
of cooperation that developed out of the MOU that Sinopec
and Petrobas signed on May 19, 2009. According to the press
release on the agreement issued by Petrobras, cooperation in
exploration and development includes “the intention of the
parties to assess future partnerships, including the possibility

260 “Factbox— Venezuela development plan for Orinoco oil belt;,” Reuters, October 11,
2010; and Lisa Viscidi, “Venezuela: Friendlier Mood,” Energy Compass, November
26, 2010.

1 Kerr, “Venezuela Seals New Oil Deals,” IHS Global Insight Daily Analysis.

2 “Pactbox— Venezuelan development plan”

263 Vandana Hari, “China, Venezuela agree two new oil deals; CNPC, PDVSA to de-
velop Orinoco crude, build big refinery in Guangdong Province,” Platts Oilgram
News, May 13, 2008.

264 “China will pump 40 billion dollars in Venezuela energy,” AFP, December 3, 2010.
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of selling part of Petobras’ interest in blocks BM-PAMA-3 and
BM-PAMA-8, located in the Para-Maranhao Basin’>%

China’s NOCs have also expressed interest in playing a role
in the development of Brazil’s vast oil resources, especially
the pre-salt deposits in the ultra-deep waters off the country’s
southeastern coast that CDB’s line of credit is helping to fund.
The pre-salt deposits, discovered by Petrobras in 2007, are
one of the world’s largest oil finds in recent years. The Tupi,
Iara and Guara oil fields alone could double Brazil’s reserves
from 12.6 to more than 25 billion barrels.*® This newfound
oil wealth is not the only reason China’s NOCs are seeking a
foothold in the Brazilian upstream. China’s oil majors are also
eager to partner with Petrobras because it is a world leader in
deepwater drilling, a capacity that Chinas oil companies are
eager to develop. Although Petrobras signed an MOU with
Sinopec to explore upstream cooperation opportunities in
conjunction with the Brazilian company’s loan negotiations
with CDB, neither agreement guarantees Sinopec or its do-
mestic peers a role in tapping Brazil’s pre-salt deposits.’” Their
discovery has prompted Brasilia to adopt a more nationalist
oil policy for the development of the crown jewels of Brazil’s
oil industry.>®

COORDINATION IS NOT SyNoNYMOUS WITH ToP-DOWN
DECISION-MAKING

The mix of national and corporate interests advanced by the
EBLs and CDB’s status as a state-owned bank with a mission

265 <,

Cooperation Agreement with China,” April 15, 2010, Securities and Exchange
Commission, http://www.edgar-online.com.

266 Email from TJ] Conway, PFC Energy, November 4, 2009.

27 Petrobras, “Contracting of a Credit Line Worth $10 billion from the China Devel-
opment Bank (CDB),” May 19, 2009, Securities and Exchange Commission http://
www.edgar-online.com.

268 “Brazil Industry: State-led oil policy sidelines private sector,” EIU Viewswire
Select, September 8, 2009.
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to advance the State Council’s policy agenda raises the ques-
tion: who's in the driver’s seat? Although CDB has consider-
able autonomy;, it is not an entirely independent actor. All of
CDBss international projects require the approval of the State
Council. However, not all projects supported by the State
Council originate with the State Council. The deals with Brazil
and Russia indicate that the relationship between CDB and the
central government in developing cross-border energy deals
that are also high priority projects for the State Council varies
from case to case. The EBL extended to Petrobras is an ex-
ample of a project that originated with CDB and rose to the
attention of the central government, while the EBLs to Ros-
neft and Transneft an example of a project in which the central
government was involved from the start.

Chen Yuan is especially proud of CDB’s deal with Petrobras
because it grew out of the bank’s efforts to develop business
abroad.*® CDB dispatched a work team to Brazil in the mid-
2000s to search for financing opportunities, especially in nat-
ural resources, infrastructure and agriculture.”’’ Chen Yuan
visited the country in 2006. CDB made its first loan to Petro-
bras in 2007, providing it with a $750 million line of credit to
finance the construction of the third leg of the Gasene natural
gas pipeline by Sinopec.”! In October 2008, as the global fi-
nancial crisis deepened and falling oil prices threatened Petro-
bras’ plans to quickly develop its high-cost pre-salt oil resourc-
es, CDB approached Petrobras about providing the company
with a substantial line of credit in return for a doubling or even

9 Rui, “Chen Yuan: Recommending Chinese enterprises make acquisitions,” Eco-
nomic Observer; and “BEIFFAT ALK HEIR pIisfE—HLRITH” (“The
successful operation of CDB’s ‘exchange of loans for resources’ yields a batch of
big projects”), A (People’s Daily Online), September 7, 2009, http:/finance.
people.com.cn/GB/9998603.html.

20 China Development Bank, “[E ZX FF & HRATEEAF I/ 447 (“An Introduction to
China Development Bank”), PowerPoint presentation, August 2008, p. 21.

271 Petrobras, Form 6-K filed with the Securities and Exchange Com-
mission, December 27, 2007, http://www.sec.gov/Archives/edgar/

data/1119639/000129281407003654/pbra20071227 6k.htm.
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a quadrupling of the company’s oil exports to China.?”? Less
than a month later, while Petrobras’ CEO José Sergio Gabrielli
was in Beijing to attend a biannual summit for national oil
company executives hosted by China’s three major NOCs, he
met with CDB and Sinopec executives.”’”> Chen Yuan recalled
that “even though he only brought 2-3 people with him, I felt
he wanted to cooperate because he brought them”**

CDBss plans to extend a large loan to Petrobras gained the sup-
port of the Chinese government when it realized that the deal
would make a good diplomatic deliverable for Chinese Vice
President Xi Jinping’s trip to Brasilia in February 2009 and Bra-
zilian President Luiz Inacio Lula da Silva’s visit to Beijing in
May 2009. The coincidence of the negotiations between CDB
and Petrobras with the preparation for the two sets of meeting
between Chinese and Brazilian leaders prompted the Chinese
government to embrace the deal as a symbol of the growing eco-
nomic ties between China and Brazil. According to Chen Yuan,
“once the Ministry of Foreign Affairs, the Ministry of Com-
merce, the National Development and Reform Commission
and the State Council realized this coincidence, they provided
their active support. As a result, this project became a national
project”?”> CDB, Petrobras and Sinopec signed memoranda of
understanding in Brasilia on February 19, and Gabrielli an-
nounced both sides’ intention to finalize the agreements by the
time of Lula’s visit to Beijing three months later.”’¢ On May 19,

72 “Phoenix TV’s Exclusive Interview with Chen Yuan;” and “7F “7EHI 237 e K
J& 5 AR — B AT I R B A Rk 4540 52 [ BRI (International Business
Daily), March 12, 2010, as re-posted at http://www.cdb.com.cn/Web/NewsInfo.
asp?NewsId=3300.

7, [EITAT S G4l & RS R (“The front row and
behind the scenes story of the negotiations between Sinopec, China Development
Bank and Petrobras”), 5 W 4 H#t (China Business News), May 22, 2009, as
re-posted at http://ccnews.people.com.cn/GB/9346336.html; “Update 1—Petro-
bras in talks with Sinopec for refinery stake,” Reuters, November 7, 2008, http://
www.reuters.com/assets/print?aid=USSP20706220081107; and Takeo Kumagai,
“Petrobras, CNOOC to discuss cooperation during Beijing visit,” Platts Oilgram
News, October 29, 2008.

774 “Phoenix TV’s Exclusive Interview with Chen Yuan.”

75 Ibid.

276 “Update 2 — Brazil sells oil to China, expects $10 bn loan,” Reuters, February 19, 2009.
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they concluded the deal at a signing ceremony attended by Hu
Jintao and Luiz Indcio Lula da Silva. The two presidents in-
dicated their support for the implementation of the EBL in
their Joint Communiqué Between the People’s Republic of China
and The Federative Republic of Brazil on Further Strengthening
China-Brazil Strategic Partnership.*”’

In contrast, the Chinese government and, to a lesser extent,
CNPC drove the two EBLs to the Russian energy companies,
and CDB played a supporting role. The Chinese and the Rus-
sians have revealed little information about the development
of first deal because of its connection to the controversial sell-
off of Yuganksneftegaz. Press reports, however, indicate that
discussions about this loan probably originated between Ros-
neft and CNPC in December 2004 at the Yuganskneftegaz auc-
tion.””® The terms of the agreement were most likely finalized
in January 2005, when Rosneft president Sergei Bogdanchikov
and Russia’s Minister of Industry and Energy, Viktor Khristen-
ko, made a secret trip to Beijing.””” Chinese and Russian lead-
ers were involved in the development of the second EBL, which
was negotiated in a series of intergovernmental meetings in
2008 and 2009. For example, the broad parameters of the deal
included in the Memorandum of Understanding on Oil Co-
operation signed on October 28, 2008 were hammered out in
several rounds of bilateral talks led by Wang Qishan and Igor
Sechin—in which Chinese and Russian energy companies and
banks participated—before Chinese Premier Wen Jiabao’s visit
to Moscow at the end of October. A bilateral working group led
by Zhang Guobao, then the director of China’s National Energy

7 Hu Jintao and Luiz Indcio Lula da Silva, Joint Communiqué Between the People’s
Republic of China and The Federative Republic of Brazil on Further Strengthening
China-Brazil Strategic Partnership, May 19, 2009, http://www.fmprc.gov.cn/eng/
wjdt/2649/t566945.htm.

78 “China’s CNPC may help Rosneft pay for Yuganskneftegaz—report,” Xinhua
Financial Network News, January 19, 2005.

279 “Platt's—Russia’s Rosneft inks 5-year crude supply deal with China - report,”
Platts Commodity News, January 23, 2005; and “China’s CNPC may help Rosneft
pay for Yuganskneftegaz—report,” Xinhua Financial Network News, January 19,
2005.
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Administration and Sergei Shmatko, Russia’s Minister of In-
dustry and Energy spearheaded the negotiations over the spe-
cific terms of the agreements that comprise the EBL.

Several factors explain the different roles that the CDB and the
Chinese government played in the EBLs extended to Petro-
bras and Rosneft and Transneft. First, senior Chinese lead-
ers, including Wen Jiabao and Wang Qishan, were intimately
involved in the deal with the Russia because, unlike the deal
with Brazil, it involves a project perceived to enhance China’s
national security. The ESPO spur is prized in Beijing not only
for diversifying China’s oil imports away from the Persian Gulf
but also for diversifying China’s oil import routes away from
the sea lines of communication, where they could be interdict-
ed by various modern navies. This pipeline also has national
security implications for Russia. Not only does the Kremlin
regard export pipelines as sources of geopolitical leverage but
Russian deliberations about the ESPO spur have been col-
ored by anxieties about becoming a “resource appendage” to
China. Consequently, decisions about the construction of a
cross-border oil pipeline have been made at the apex of the
Chinese and Russian political systems ever since Boris Yelt-
sin first proposed the idea to Jiang Zemin in 1994. Indeed,
Zhang Guobao described the decision to build the ESPO spur
as a far-sighted strategic decision made by politicians in both
countries from a political perspective and for preserving good
neighborly relations.” In contrast, one of the reasons CDB
was able to drive the deal with Petrobras was because it does
not involve a cross-border infrastructure project with national
security implications.

Second, energy cooperation is more deeply intertwined with
politics in China’s intergovernmental relationship with Rus-
sia. This reflects both the strategic importance that Beijing

20 RS PRI SRR AU LA AL (“Zhang Guobao: China-
Russia regional cooperation befits the common interests of both sides”), A
J&AM (Phoenix Online), February 3, 2010, http://news.ifeng.com/main-
1land/201002/0203 17 1536315.shtml.
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and Moscow attach to bilateral energy cooperation and the
difficulties both countries have encountered in forging closer
energy ties. In 1999, China and Russia established the min-
isterial-level China-Russia Sub-Commission on Energy Co-
operation, led by Ma Kai, the minister in charge of China’s
National Development and Reform Commission and Viktor
Khristenko, Russia’s Minister of Industry and Energy.”® This
body served as a forum for bilateral energy consultations until
May 2008, when Premier Wen Jiabao proposed to Igor Sechin
that China and Russia establish a vice premier level energy ne-
gotiation mechanism.?*?> Wen’s initiative reflected both the re-
peated setbacks the Chinese government and CNPC suffered
in their efforts to strengthen the bilateral energy relation-
ship—including the lack of progress on the construction of a
cross-border oil pipeline, Russia’s insistence on renegotiating
the terms of the first deal and the reluctance of Russian energy
companies and politicians to allow China’s oil companies to
invest in exploration and production projects in Russia—and
the inability of the Sino-Russian Sub-Commission on Energy
Cooperation to make substantial progress on these issues.
The Sub-commission’s ministerial-level status limited its role
in the intergovernmental relationship to a discussion forum
because decisions about major projects were made at the high-
est levels of the Chinese and Russian governments. Moreover,
the participants from the Chinese side were all ministerial-
level institutions, which made coordination extremely diffi-
cult because no single institution had the authority to tell any
other institution what to do.” The vice premier level energy

B0 A AT B R A g A P S IE A A /R (‘CNPC General
Manager Ma Fucai discusses China-Russia and China-Central Asia Oil Coopera-
tion”), H E A7 (“China Petroleum Daily”), February 12, 2003, http://news.
sina.com.cn/c/2003-02-19/1108913908.html.

282 TR R Bl R 2R REUR B HLET (“China and Russia launch a vice-premier
level energy negotiation mechanism”), H[E 7 4F4¢ (China Youth Daily), July
29, 2008, as re-posted at http://news.xinhuanet.com/world/2008-07/30/con-
tent 8845863.htm.

2 1i Zhonghai 2= “Hh R BB G 1F: AL F K ST AFESE” (“China-Russia
Energy Cooperation: from multiple difficulties to gradual improvement;” 41 52
X (Friend of Leaders), No. 1 (2009), http://euroasia.cass.cn/news/140630.htm.

JouN L. THornNTON CHINA CENTER AT BROOKINGS
INsiDE CHINA, INC: China Development Bank's Cross-Border Energy Deals

84


http://news.sina.com.cn/c/2003-02-19/1108913908.html
http://news.sina.com.cn/c/2003-02-19/1108913908.html
http://news.xinhuanet.com/world/2008-07/30/content_8845863.htm
http://news.xinhuanet.com/world/2008-07/30/content_8845863.htm
http://euroasia.cass.cn/news/140630.htm

negotiation mechanism, by definition, involved more senior
officials in negotiations on bilateral energy projects such as the
EBLs extended to Rosneft and Transneft.

In contrast, energy cooperation is not as deeply intertwined
with politics in the bilateral relationship between China and
Brazil. To be sure, the NDRC and Brazil’s Ministry of Mines
and Energy established the ministerial-level Sub-commission
on Energy and Mining of the China-Brazil High-Level Coor-
dination and Cooperation Commission in 2006. But CDB’s
loan to Petrobras did not originate from this body. In fact, it
was precisely the lack of close energy ties between China and
Brazil at both the government and firm levels that created an
opportunity for CDB to play a pioneering role in strengthen-
ing China’s energy ties to Brazil.

Finally, Chinese government officials were much more in-
volved in the brokering the deal with Russia than the one
with Brazil because Rosneft is much more intertwined with
the Russian government than Petrobras is with the Brazilian
government. Igor Sechin is both deputy prime minister of the
Russian Federation and chairman of the board of Rosneft, a
position to which he was appointed by Vladimir Putin, who
remains the ultimate arbiter on which export pipelines will be
built. As a result, when CDB and CNPC officials interact with
Sechin, they are dealing not only with a national oil company
executive but also a senior Russian official whose authority
over bilateral energy projects exceeds their own. In contrast,
when CDB and Sinopec officials meet with Sergei José Gabri-
elli, they are only engaging with the president of a national oil
company.
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CHapTER 4

IMPLICATIONS FOR THE UNITED STATES

he emergence of state-owned Chinese companies as in-

creasingly active players in international mergers and

acquisitions has generated some suspicion in the United
States that their business activities may be inimical to Amer-
ican interests because they may be motivated, at least in part,
by the strategic objectives of the Chinese government. These
anxieties have been most acute in cases where Chinese com-
panies have sought to invest in the United States but they
also apply to the expansion of Chinese firms in other parts
of the world, including Africa and Latin America. CDB’s
EBLs, however, demonstrate that cross-border deals by state-
owned Chinese firms driven, in part, by the policy priorities
of the Chinese leadership have both positive and negative
implications for the United States. On the one hand, CDB’s
loans promote some US goals in Central Asia, indicate that
Chinese lenders are likely to become more concerned about
good economic policymaking in recipient countries as their
international business expands, and are not reducing the
amount of oil available to the United States and other con-
sumers. On the other hand, CDB’s loans are empowering an-
ti-American regimes in Latin America and may increasingly
provide Chinese companies with a competitive advantage
over private sector firms that do not have access to financial
support from state-owned banks.
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CDB’s lending supports some American interests in Central
Asia

CDB’s loan to Turkmenistan is aligned with some American
interests in Central Asia. First, CDB’sloan supports the US goal
of bringing incremental energy supplies to the world market.
The loan is earmarked for the development of the South Yolo-
tan natural gas field, and some gas from this field will probably
flow through the Central Asian Natural Gas Pipeline to China.

Second, CDB’s loan—and the broader trend of Chinese eco-
nomic expansion in Central Asia of which it is a part—ad-
vances the US goal of supporting the independence of Central
Asian states by providing them with multiple energy export
options. One of the most interesting developments in Cen-
tral Asian geopolitics over the past decade has been China’s
economic expansion, notably in the energy sector, which has
often come at Russia’s expense. As Evan Feigenbaum has ob-
served, Central Asia’s principal strategic problem is geogra-
phy.?** Until China arrived in the region, Central Asian energy
producers were highly dependent on Russian markets and ex-
port routes, which gave Moscow enormous economic and po-
litical influence over them. However, China has championed
the construction of oil and natural gas pipelines from Central
Asia to China, providing them with both non-Russian outlets
for their oil and natural gas and greater autonomy from Mos-
cow. The increasing competition between China and Russia
for greater influence in Central Asia is arguably most acute
in the case of Turkmenistan. The Central Asian Natural Gas
Pipeline, which was financed in part by CDB, has broken Rus-
sia’s near-monopsony on Turkmen natural gas exports and
increased Ashgabat’s bargaining power with Moscow.*® As a

4 Evan A. Feigenbaum, “China’s Big Play in Central Asia,” January 5, 2010, http://
blogs.cfr.org/asia/2010/01/05/chinas-big-play-in-central-asia/.

25 “Russia: Losing Central Asia to China?” Economist Intelligence Unit—Executive
Briefing, January 5, 2010; and Alexander Monro and Dana Denis Smith, “China
taps into the heart of Turkmenistan’s gas fields,” Financial Times, December 17,
2009.
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result, Turkmenistan will likely be able to leverage the project
to extract a higher price from Gazprom for its natural gas ex-
ports to Russia.”®® China is likely to become a more important
bargaining chip as the volumes of natural gas flowing to China
increase; China may become Turkmenistan’s largest buyer of
natural gas as early as 2011.%%

CDB’s $4 billion loan to Turkmengaz is another manifestation
of Chinas emergence as a counterweight to Russia in Central
Asia.*® Ashgabat turned to Beijing for financial assistance after
an explosion on the pipeline that delivered the majority of Turk-
menistans natural gas exports to Russia in April 2009 during a
protracted pricing dispute with Turkmengaz. Although Turk-
men technicians were able to repair the pipeline within a few
days, deliveries did not resume until more than eight months lat-
er.”® Not only did the request for the loan indicate that Ashgabat
viewed Beijing as an alternative economic partner to Moscow,
but the loan itself is binding Turkmenistan more closely to Chi-
na. Bilateral ties will undoubtedly become even tighter if CDB
grants Ashgabat the second $4.1 billion loan Turkmen officials
have requested for the development of the South Yolotan field.

CDB is concerned about good economic decision-making
in recipient countries

China’s emergence as a source of finance for developing
countries has raised concerns in the United States and other

¢ Julia Nanay, testimony before the U.S.-China Economic and Security Review
Commission, hearing on “The Impact of China’s Economic and Security
Interests in Continental Asia on the United States,” panel on “Continental
Asia in China’s Global Energy Strategy,” May 20, 2009, http://www.uscc.gov/
hearings/2009hearings/written_testimonies/09 05 20 wrts/09 05 20 nanay

statement.pdf.
%7 John Roberts, “Defining year for Caspian gas,” Platts Energy in East Europe, Janu-

ary 15, 2010.

28 For more on CDB’s loan and Chinese influence in Central Asia, see Feigenbaum,
“China’s Big Play in Central Asia;” and “Riches in the Near Abroad,” The Econo-
mist, January 28, 2010.

29 Roberts, “Defining year for Caspian gas;” and Andrew Neff and Tom Grieder,
“Chinese, Central Asian Leaders Celebrate Historic Launch of Gas Pipeline;” IHS
Global Insight Daily Analysis, December 14, 2009.
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countries because the practices of Chinese lenders diverge
from those of established multilateral donors, including the
International Monetary Fund (IMF) and the World Bank, and
members of the Organization for Economic Cooperation and
Development (OECD).*" Chinese banks generally have not
emphasized combating corruption, fostering transparency or
raising environmental and social standards to the extent that
Western donors do. Moreover, many Chinese loans are tied
to purchases from China or investment from Chinese firms,
a practice that OECD member countries frown upon because
it often prevents the recipient countries from receiving good
value for money for goods and services.”!

CDB’s loans to Venezuela, however, indicate that the bank,
like the established multilateral donors and OECD member
countries, aims to promote good economic decision-making
in borrowing countries. In May 2010, while the Chinese and
Venezuelans were negotiating the terms of the $20.6 billion
dual credit facility, a team of more than 30 Chinese consultants
led by Liu Kegu, a former vice governor of and current advisor
to CDB, and Zheng Xinli, a permanent vice chairman of the
China Center for International Economic Exchanges, a think
tank where Chen Yuan serves as an executive vice chairman,
spent eighteen days in Venezuela.”* The visit had two related

0 For an overview of these concerns, see Deborah Brautigam, “China’s African Aid:
Transatlantic Challenges,” German Marshall Fund of the United States, Washing-

ton, DC, 2008, http://209.200.80.89/doc/Brautigam0410aFINAL.pdf.
#! Organisation for Economic Co-operation and Development, “Unty-

ing Aid: The right to choose,” http://www.oecd.org/document/50/0,3343,
en 2649 33721 46345330 1 1 1 1,00.html.

»2 Xu Yisheng #% L1 J}, Chen Xiaochen [¥:l% /= and Li Donchao Z=7</#, “3& i
27 SRR “ NP (“The ‘going out’ strategy should enlarge
the ‘Venezuela model™), 25— % H4R (China Business News), August 16,
2010, http://money.jrj.com.cn/2010/08/1601567950217.shtml; “ 57 37.:
WL ARE S HAs 8% KA R " (“Zheng Xinli: Regulations
should aim at stabilizing housing prices and avoiding a large drop”), Xl
M (Phoenix Online), July 20, 2010, http://finance.ifeng.com/news/special/
CCIEE13/20100720/2426212.shtml; and Cheng Li, “China’s New Think Tanks:
Where Officials, Entrepreneurs and Scholars Interact,” China Leadership Monitor,

No. 29 (Summer 2009), p. 8, http://media.hoover.org/sites/default/files/docu-
ments/CLM29CL.pdf.
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goals. First, the Chinese delegation, which included represen-
tatives from Chinese energy and mining companies, assessed
Venezuela’s ability to secure the proposed loans with natural
resources.”® Second, the Chinese drafted plans for Caracas
to reform and grow its economy.”* They provided roadmaps
for Caracas to achieve price stability within three years and
to improve the climate for foreign investment and economic
development within six years. The Chinese also recommended
that the Venezuelans focus on developing four pillar indus-
tries—agriculture, mining, real estate and consumer goods—
into engines of economic growth. According to Zheng Xinli,
“if Venezuela is able to execute this plan, within the next ten to
twenty years, it will be no problem for Venezuela to maintain
an 8 percent economic growth rate like China”** This goal,
however, is likely to be very difficult for Venezuela to reach
because of its low level of administrative competence.”*

The Chinese efforts to help Venezuela reform and grow its
economy indicates that as CDB and other Chinese banks
continue to provide large loans to foreign countries, they will
probably become more involved in trying to shape economic
decision-making in borrowing countries to ensure repayment
of their loans and to protect investments made by Chinese
companies in conjunction with the loans. CDB, in particular,
may continue to dispense advice to borrowing countries on
how to achieve economic growth and stability because of its
strong culture of managing risks and growing profits.

23 Xu, Chen and Li, “The ‘going out’ strategy”’

4 Ibid.; For a more colorful account of the advice provided by the Chinese, see
Roger F. Noriega, “Chavez and China: Challenging U.S. Interests,” Latin American
Outlook, No. 3 (August 2010), pp. 3-4, http://www.aei.org/docLib/03-LAO-
2010-g.pdf.

2% Xu, Chen and Li, “The ‘going out’ strategy”’

2% I thank Kevin Casas-Zamora for this point. See also, Javier Corrales and Michael
Penfold, Dragon in the Tropics: Hugo Chdvez and the Political Economy of Revolu-
tion in Venezuela (Brookings Institution Press, 2011), chapter 3, especially pp. 59
and 69.
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CDB’s EBLs are not reducing the amount of oil available to
other customers

CDB’s EBLs are not removing oil from the world market and
reducing the amount available to other consumers because the
oil market is global. Although many media reports describe
the deals as “locking up” oil for China, the supply contracts
securing CDB’s loans are not shrinking the pool of tradable
oil because the oil market is global.®” Any additional oil that
China imports from Russia, Ecuador, Brazil or Venezuela as
a result of these deals merely replaces oil that China would
import from other countries.

Even the increase in PDVSA’ oil deliveries to Chinaoil as part
of CDB’s latest “loans-for-oil” deal with Venezuela are unlikely
to undermine the security of American oil supplies despite
Chavez’s goal of diversifying Venezuela’s oil exports away
from the United States, its largest customer, to other markets,
notably China.*®® An extra 300,000 b/d of crude oil flowing
to China means that China would have to purchase 300,000
b/d less on the world market, freeing up supply for the United
States.” Although some industry analysts have noted that
substitute oil supplies would be more costly if they came from
producers further away from the United States than Venezu-
ela, the United States has new sources of supply in the Western

»7 See, for example, Ariana Eunjung Cha, “China Gains Key Assets in Spate of
Purchases; Oil, Minerals Are Among Acquisitions Worldwide,” Washington
Post, March 17, 2009, http://www.washingtonpost.com/wp-dyn/content/ar-
ticle/2009/03/16/AR2009031603293.html; David Winning, Shai Oster and Alex
Wilson, “China, Russia Strike $25 Billion Qil Pact; In Third Deal in a Week,
Beijing Moves to Lock Up Natural Resources at Bargain Prices to Fuel Growth,”
Wall Street Journal, February 18, 2009; and Michael Lelyveld, “China Splurges
on Foreign Oil,” Radio Free Asia, March 9, 2009, http://www.rfa.org/english/en-
ergy watch/china-oil-03092009143452.html.

8 See, for example, Juan Forero, “Venezuela Cautions U.S. It May Curtail Oil Ex-
ports,” New York Times, February 27, 2006, http://www.nytimes.com/2006/02/27/
international/americas/27venez.html.

9 Grant Laten, “Venezuelan Oil Embargo Wouldn't Impact American En-
ergy Security, August 3, 2010, http://csis.org/blog/venezuelan-oil-embargo-
wouldn%E2%80%99t-impact-american-energy-security.
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hemisphere from Brazil and Canada, where production is pro-
jected to grow over the next 25 years.*®

Moreover, it is unlikely that Venezuela will quickly export
large volumes of crude to China at the expense of the United
States because of refining and transportation issues. The Unit-
ed States, which has substantial capacity to refine heavy, sour
Venezuelan crudes, is only a five-day tanker trip from Venezu-
ela, whereas China, which currently does not have the refining
capacity to process large volumes of Venezuelan oil, is a 30-
day tanker trip.**' Consequently, Chinaoil might opt to sell the
oil the oil it receives from PDVSA to the United States. Indeed,
China’s NOCs have already established a trading presence in
the Americas by buying refineries and storage facilities in the
region.’” A comparison of Venezuelan and Chinese oil trade
data indicates that some of the oil PDVSA sells to Chinaoil
to secure CDB’s contributions to the China-Venezuela Joint
Investment Fund may be sold locally. While PDVSA reports
that it exported 275,000 b/d of petroleum products to China
in 2009, Chinese customs data indicates that China only im-
ported 85,000 b/d of petroleum products (all fuel oil) from
Venezuela.*”

CDB’s loans are supporting anti-American regimes in Latin
America

CDB’sloans are bolstering the administrations of Hugo Chavez
in Venezuela and Rafael Correa in Ecuador, two regimes un-
friendly towards the United States. Empowering these govern-
ments is not CDB’s objective. Nonetheless, CDB is supporting

% International Energy Agency, World Energy Outlook 2010, p. 128.

! Forero, “Venezuela Cautions U.S”

392 Lisa Viscidi, “Venezuelan Oil Production and Exports,” presentation at the Center
for International and Strategic Studies, Washington, DC, July 22, 2010, http://csis.
org/files/attachments/100722 Venezuela CSIS energy intl.pdf.

% PDVSA, Informe de Gestion Annual 2009 (2009 Annual Management Report), p.
127, http://www.pdvsa.com/interface.sp/database/fichero/free/5889/1049.pdf;
and “Oil Data: Tables of China December Oil Imports,” Dow Jones Energy Service,
January 21, 2010.
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Chavez and Correa by serving as a “lender of last resort” to
their governments, whose difficulties accessing international
financial markets because of risk perception and hostility to-
ward the IMF have left them with few, if any alternatives, to
Chinese banks for external sources of capital. Both adminis-
trations are using money from CDB to address key political
vulnerabilities that are negatively impacting their popularity.

CDB’s largesse has made the bank one of Venezuela’s lenders
of last resort. Borrowing from the IMF, which is able to pro-
vide Caracas with the substantial amount of capital it needs to
keep the economy afloat is politically infeasible for Chavez, in
large part because the conditionalities imposed by the insti-
tution would likely cause his government to fall.*** Regional
multilateral institutions, such as the Inter-American Develop-
ment Bank and the Andean Development Corporation, do not
have the financial resources to provide Caracas with loans of
the size CDB has offered.*® As a result, Caracas has opted to
raise funds by brokering oil and gold export-backed deals with
foreign governmental institutions, of which the loans from
CDB are the largest by far.’*

The credit provided by CDB through its contributions to the
JIF has helped cushion Venezuela’s public finances, which
have been decimated by gross economic mismanagement
and the plunge in oil prices in the wake of the global financial
crisis. President Hugo Chavez took advantage of the surge in
world oil prices during most of the 2000s to engage in rampant
public spending aimed at fostering a “socialist revolution” and
keeping himself in power. The lower oil price environment in
2009 and 2010 threatened both of these objectives because oil
provides more than half of government income. The decline

304 Telephone interview with an expert on the Venezuelan economy, May 14, 2010.
%% Email from an expert on Venezuelan politics and economics, May 13, 2010.
3% Steven Bodzin and Shigeru Sato, “Japan May End $1.5 Billion Venezuela Loan on

Seizures (Updates),” Bloomberg, June 23, 2009, http://www.bloomberg.com/apps/
news?pid=newsarchive&sid=aHfRkWQcvgeQ.
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in windfall oil profits prompted Chavez to turn to CDB for
additional financial assistance to combat Venezuela’s mount-
ing economic woes and shore up political support.

The $20.6 billion loan that CDB has extended to Caracas is
helping to finance Chavez’s bid to win a third consecutive
six-year term as president in 2012. Chavez’s popularity has
declined amid a deep recession, steep inflation, water and
electricity shortages, and rising crime. A survey conducted in
the summer of 2010 by the Caracas-based polling firm Con-
sultores 21 indicated that Chavez’s popularity had dropped 12
percentage points over the past year and only 36 percent of
Venezuelans approve of his performance.’” Against this back-
drop, Chavez suffered a blow in the legislative elections held
on September 26, 2010. His party, the United Socialist Party
of Venezuela (PSUV), lost the popular vote and only retained
majority control because of gerrymandering.’”® These results
suggest that Chavez may face more competition for the presi-
dency in 2012.

Statements by Chavez and other government officials indi-
cate that the new $20.6 billion line of credit from CDB will be
used to tackle some of the economic problems that have hurt
Chavez’s popularity, notably the shortages of electricity and
housing. First, $5.5 billion has been earmarked for the addition
of at least 2,750 megawatts of capacity to the national power
grid by the end of 2012.** This new spending in the electric-
ity sector is part of Caracas’ efforts to prevent the recurrence
of the widespread blackouts that plagued Venezuela in late
2009 and early 2010 due to a severe drought, underinvestment,

%7 Fabiola Sanchez, “Chévez popularity at 7-year low as campaigning starts for Ven-
ezuela vote, pollster says,” Associated Press, August 25, 2010.

% Mery Mogollon and Chris Kraul, “Discretionary Powers for Chavez; The Venezu-
elan Congress allows him to govern by decree for the next eighteen months,” Los
Angeles Times, December 18, 2010, p. A4.

3 Dan Molinski, “Venezuela to Spend Half of $20 Bln China Loan Within 3 Years,”
Dow Jones News Service, September 1, 2010.
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rising demand and low tariffs.’’* Second, Chavez announced
on September 21, 2010—less than a week before the legislative
elections—that $1 billion from CDB’s loan would be used to
finance the construction of 25,000 houses for people living in
the slums of Caracas, traditional Chavez strongholds where
the president’s popularity has been waning.’"! Indeed, one of
the Chévez administration’s vulnerabilities has been its failure
to address the country’s housing deficit. The country’s housing
shortage has increased every year since Chavez assumed office
in 1999, and the Venezuelan Construction Chamber estimates
at least 200,000 houses per year need to be built to begin to
solve the problem.*'?

CDB’s loan to the Ecuadorean government is part of broader
trend of Chinese firms helping President Rafael Correa cope
with fiscal hardships largely of his own making. First, in De-
cember 2008, Correa willingly defaulted on global bonds
worth $3.2 billion, which has severely curtailed Ecuador’s
access to external financing.’® Second, Correa’s efforts to in-
crease state control over the oil industry since he took office
in 2007 have discouraged investment from foreign oil compa-
nies, which has contributed to a decline in Ecuador’s oil output
from a high of 545,000 b/d in 2006 to 495,000 b/d in 2009.*"*

319 For more information on Venezuela’s electricity crisis and its negative impact on
Chaévez’s popularity, see “Chavez declares ‘electricity emergency’ in Venezuela,”
Reuters, February 8, 2010; “Venezuela economy: Short on energy,” Economist In-
telligence Unit, November 19, 2009; and Benedict Mahler, “Chavez fails to deliver
power to the people,” Financial Times, October 31, 2009.

3 Diego Moya Ocampos, “Venezuela to Build 25,000 Houses with Chinese Funds,”
IHS Global Insight, September 30, 2010; and Fabiola Sanchez, “Chavez’s support
eroding in slum strongholds as hard times return and an election looms,” Associ-
ated Press, September 6, 2010.

312 Ocampos, “Venezuela to Build 25,000 Houses;” and “The revolution checked;
Venezuela’s legislative election,” The Economist, October 2, 2010.

33 “Ecuador: Short of investment finance,” Business Latin America Select, May 3,
2010; and Anthony Faiola, “Calling Foreign Debt Immoral’: Leader Allows Ec-
uador to Default,” Washington Post, December 13, 2008, http://www.washington-
post.com/wp-dyn/content/article/2008/12/12/AR2008121204105.html.

*!* “Cash Crunch Forces Ecuador to Get Creative,” EI Finance, February 17, 2009;
and BP Statistical Review of World Energy, June 2010, p. 8.
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The lower production volumes and the lower oil price environ-
ment have resulted in lower oil revenues, which historically
have provided at least thirty percent of government income.’"
Together, the isolation from international capital markets and
the decline in oil revenue have made it difficult for Correa to
continue the robust social spending necessary to maintain his
popularity. Indeed, Ecuador’s Minister of Finance, Patricio Ri-
vera put Ecuador’s budget deficit at more than $4 billion when
Ecuador signed the loan agreement with CDB.*'¢

Over the past two years, Correa has repeatedly turned to
China for funds to cover Ecuador’s budget deficit and to fi-
nance badly needed infrastructure, including a hydroelectric
plant needed to ease electric power shortages. Although Ec-
uador has pursued other non-traditional sources of financing,
including Iran, Russia and Venezuela, none has delivered as
much as China. In 2009, PetroChina provided PetroEcuador
with $1 billion in exchange for crude oil deliveries of 96,000
b/d for two years. In 2010, China Eximbank agreed to lend
Quito $1.68 billion for the construction of the Coca Codo Sin-
clair hydroelectric project and CDB extended a $1 billion line
of credit to the Ministry of Finance.

Quito’s acceptance of the terms imposed by PetroChina, Chi-
na Eximbank and CDB, which many Ecuadoreans consider to
be stringent, indicate that China may have become Ecuador’s
lender of last resort. For example, PetroChina took advantage
of Quitos cash crunch to negotiate a 25-28 percent discount
on the market price of oil over the duration of the contract,
equivalent to a 7.25 percent interest rate on the loan.*"” Sim-
ilarly, China Eximbank’s loan has a higher interest rate (6.9
percent) and a shorter term (fifteen years, with a grace period
of five and one half years) than those extended by multilateral

315 Fargo, “Ecuador: Turning to China”

316 Jason Fargo, “New Chinese Loan Helps Beijing Extend Influence in Ecuador,”
International Oil Daily, September 2, 2010.

317 Fargo, “Ecuador: Turning to China”
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institutions.””® The Ecuadorean government also suspended
negotiations with CDB for several months in 2009 because of
CDB’s conditions, including the requirement that the funds be
placed in a third party account before disbursement to Ecua-
dor, probably to protect CDB’s interest as a secured lender by
limiting the exposure to Ecuadorean political risk.*"* Although
Minister of Economic Policy Diego Borja declared that “Ec-
uador won't accept the impositions from China nor from the
International Monetary Fund, nor from anyone,” Quito did
agree to terms that have proven controversial in Ecuador.’®
For example, CDB insisted, quite reasonably given the risks
involved in lending to Quito, on binding third-party arbitra-
tion of any disputes in London, which some critics complain
violates Ecuador’s sovereignty.**'

CDB’s loans may give China’s NOCs a competitive advan-
tage over international oil companies.

The international expansion of Chinas NOCs has raised
concerns that China’s oil majors have important advantages
over international oil companies (IOCs) in the global com-
petition for exploration and production assets. Chief among
these advantages is the provision of direct and indirect fi-
nancial support by Chinese state-owned entities. The most
high-profile example of direct financial support is the loan
package CNOOC assembled to finance its $18.4 billion bid
for Unocal in 2005. The fact that the terms of at least some of
these loans were not available to any western publicly traded
company prompted Peter Robertson, the vice-chairman of

318 “Ecuador: China funds hydro expansion, but worries remain,” Business Latin
America Select, July 5, 2010.

319 “Ecuador: Borja outlines economic policies, opinions and forecasts,” translation of
article from EI Comercio, provided by Esmerk, September 2, 2009.

320 Mercedes Alvaro, “Update: Ecuador: Talks With China on $1.0 Bln Loan Sus-
pended,” Dow Jones News Service, November 12, 2009.

321 Redaccion Negocios, “El Gobierno defiende cldusula de arbitraje de crédito con
China” (“The government defends credit arbitration clause with China”), El
Comercio, October 6, 2010, http://www4.elcomercio.com/Generales/Solo-Texto.
aspx?gn3articlelD=273332.
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Chevron at the time, whose offer of $16.4 billion had already
been accepted by Unocal at the time of CNOOC:s bid, to cry
foul: “Were not competing with this company; we're compet-
ing with the Chinese government—I think it's wrong”*** The
most high profile examples of indirect financial support are
the multibillion dollar loans that the China Eximbank ex-
tended to the government of Angola in the mid-2000s, which
helped Sinopec establish a presence in the Angolan upstream.
It seems unlikely that Sonangol, the Angolan NOC, would
have rejected the deal struck between Shell and India’s Oil
and Natural Gas Corporation Ltd. (ONGC) for the latter to
purchase Shell’s 50 percent stake in Block 18 (Greater Pluto-
nio fields) and instead sell it to Sinopec, had China Eximbank
not extended a $2 billion low-interest loan to Angola in 2004
to finance infrastructure projects involving Chinese compa-
nies.””

CDB’s emergence as an increasingly central player in China’s
cross-border energy deals raises the question of whether its
loans will give China’s NOCs a leg up on the competition in
the international upstream market. After all, CDB has a man-
date to help Chinese firms expand abroad. Moreover, some
NOCs, which control more than three quarters of the world’s
oil reserves, may prefer to negotiate with “China, Inc” instead
of multiple international oil companies and banks. As José
Sergei Gabrielli noted after Petrobras concluded its negotia-
tions with CDB, “The US has a problem. There isn’t someone
in the US government that we can sit down with and have the

2 James Politi, “CNOOC funding for Unocal scrutinized,” Financial Times, June 29,
2005.

323 For discussions of the link between Chinese aid to Angola and Sinopec’s acquisi-
tion of Shell’s 50 percent stake in block 18, see Xu Fei T & “A1il##f,
AL TR 7 (“Building a bridge to oil, the Angolan dance of Chinese
companies”), # X (Nanfengchuang Magazine), and No. 22 (2006); Margaret
McQuaile, “Africa is staging ground for push by China, India to control more
output,” Platts Oilgram News, October 26, 2004. For more on China’s financial
relationship with Angola, see Indira Campos and Alex Vines, “Angola and China:
A Pragmatic Partnership,” Center for Strategic and International Studies, June 4,

2008, http://csis.org/files/media/csis/pubs/080306_angolachina.pdf, pp. 3-7.
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kinds of discussions were having with the Chinese”*** Simi-
larly, Richard Morningstar, the U.S. Special Envoy for Eur-
asian Energy, told the Senate Foreign Relations Committee
that CDB’s loan to Turkmengaz made it difficult for American
companies to compete with China’s NOCs in Turkmenistan:
“It’s easy for Turkmenistan to make a deal with China, when
China comes in and says, ‘hey, we're going to write a check for
X amount of money, we're going to build a pipeline. That’s not
a hard deal to accept, and we (the United States) can’t compete
in that way.?*

CDB’s EBLs indicate that its efforts to leverage its financial as-
sets to help China’s NOCs secure exploration and production
assets abroad have yielded mixed results. The bank’s loan to
Turkmenistan secured the biggest prize in terms of upstream
assets—a role for CNPC in the development of the South Yo-
lotan natural gas field. The biggest disappointment was prob-
ably the bank’s deal with the Russian companies which did not
include any upstream assets for China’s NOCs despite the Chi-
nese negotiators’ request that access to the Russian upstream
for China’s NOCs be part of the deal.’?® The loan to Petrobras
yielded a memorandum of understanding between Petrobras
and Sinopec to look for opportunities to cooperate in explora-
tion and production, but the two blocks Sinopec may acquire
as a result are not located in the pre-salt deposits. CDB’s loans
undoubtedly increased the already considerable enthusiasm of
Hugo Chavez for Chinese investment in the Venezuelan up-
stream. The fact that negotiations over the $20.6 billion dual
loan facility coincided with negotiations between CNPC and
PDVSA to finalize an agreement for the joint development of

*** John Lyons, “Brazil Turns to China to Help Finance Oil Projects,” Wall Street
Journal, May 18, 2009, p. A6.

325 “China ups energy clout in Central Asia — US envoy,” Reuters, July 17, 2009. http://
in.reuters.com/article/2009/07/16/energy-usa-china-idINN1642081320090716.

36 Wang Xiaoming “EHE W, “sP B — 4 WA FHE 3 PEHAr e AR B B
(“China and Russia Restart a New Round of Negotiations; the loans for oil talks
enter the closing stage”), 211412 55 34 (219 Century Business Herald), No-
vember 25, 2008. http://www1.21cbh.com/HTML/2008-11-25/HTML BWO2L-
ROMLOWD.html.
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Junin-4 block in the Orinoco Belt indicates that there may be
a link between the loans and the upstream investment.

The upstream asset associated with a loan from CDB most
attractive to the IOCs is probably Turkmenistans South Yo-
lotan natural gas field, which ranks among the five largest in
the world. CNPC did not directly compete against the IOCs
for its role in the development of South Yolotan because the
Turkmens did not hold an auction. However, the decision of
Ashgabat to award a development phase to CNPC after CDB
agreed to loan $4 billion to Turkmengaz is an example of how
financial support from Chinese state-owned entities can give
China’s NOCs an advantage over the IOCs in the competition
for exploration and production projects.

CDBss loans to energy companies and governments are worth
watching because Chinas NOCs are likely to increasingly
compete head-to-head with the IOCs for upstream assets. The
struggle between CNOOC and Exxon Mobil in 2009 and 2010
to acquire the Ghanaian assets of Kosmos Energy, including
a 23.49 percent stake in the Jubilee oil field, is a case in point.
Neither company prevailed because Kosmos Energy ultimate-
ly decided not to sell.*”” CDB’s extension of a $3 billion line of
credit to the government of Ghana, however, was undoubtedly
aimed in part at giving CNOOC a competitive advantage by
winning the support of Accra.’?®

*7 For more information on Exxon Mobil and CNOOC:s interest in Kosmos En-
ergy’s stake, see “CNOOC, GNPC ‘Bid’ Raises Doubts,” International Oil Daily,
October 25, 2010; Tom Grieder and Marné Beukes, “CNOOC Reportedly Makes
US$5-Bil. Bid with GNPC for Jubilee Stake,” IHS Global Insight Daily Analysis,
October 22, 2010; “The Politics of No,” All Africa, September 8, 2010; and Jeffrey
McCracken, Russell Gold and Will Connors, “CNOOC, Exxon Vying for Stake in
Ghana Field,” Wall Street Journal, October 13, 2009.

38 For more information on CDB’s loan to Accra, see “Statement by the Honourable
Hanna S. Tetteh, Minister for Trade & Industry, on Behalf of Government at a
Press Conference on the outcome of the Official Visit of President J.E.A. Mills to

China,” October 26, 2010, http //www.ghana.gov.gh/index.php?option=com_co
icle&id : h ble-h -s-

hma&catld 58:press-releases&Itemid=207.
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CONCLUSION

DB’s EBLs highlight its emergence as an increasingly cen-

tral actor in China’s cross-border energy deals. Since the

mid-2000s, the bank has sought to leverage its financial
resources to secure the energy China needs to fuel its contin-
ued economic rise. The global financial crisis provided CDB
with an opportunity to substantially expand its portfolio of
cross-border energy deals. Not only had China’s top leaders
apparently decided that Chinese financial institutions should
abandon investing in western financial institutions in favor
of natural resources, but the crunch and the collapse in the
price of oil left many oil and natural gas producers desper-
ate for capital. Moreover, China emerged from the financial
crisis relatively unscathed in comparison to the dominant
outside powers in the two regions of the world that received
EBLs from CDB—Russia in Central Asia and the United States
in Latin America. A perception that China’s relative strength
vis-a-vis Russia and the United States may have emboldened
CDB, China’s NOCs, and the Chinese government to broker
deals that will almost certainly enhance China’s economic and
political clout in countries where Russia and the United States
have warily watched China’s expansion and where Beijing has
sought to reassure Moscow and Washington that its growing
presence is not a threat to their interests.

The EBLs were the outcome of coordination between CDB, the
NOCs and the Chinese government with CDB functioning as
the main point of coordination. The bank’s loans provided a link
between the policy priorities of the State Council and the com-
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mercial activities of China’s oil majors. Indeed, CDB itself em-
bodies the intertwining of government and commercial objec-
tives in its efforts to profitably support China’s national interests.

One reason CDB was able to successfully and quickly coordi-
nate the EBLs is because these transactions served the strategic
priorities of each of the key participants. For CDB, the deals not
only helped to fulfill its overlapping mandates to support the
“going out” strategy and to ease China’s energy bottlenecks but
also furthered its interest in making money, growing its inter-
national business, and demonstrating its continued relevance as
a policy bank. For the State Council, the loans aligned with its
objectives of enhancing China’s oil supply security and diversi-
tying China’s foreign exchange reserves. For the NOCs, CDB’s
lines of credit bolstered their efforts to build their international
upstream portfolios. In short, the EBLs provided a vehicle for
CDB, the NOCs and the State Council to jointly take advantage
of the global financial crisis to pursue their respective interests.

The EBLs also demonstrate that well-coordinated cross-border
deals, even ones that are considered “national projects” (guojia
xiangmu), do not always originate from the top down. CDB’s
loan to Petrobras is a case in point. This transaction grew out
of CDBs efforts to develop business opportunities in Brazil.
Indeed, CDB’s bureaucratic reorganization in the mid-2000s
for international expansion facilitated CDB’s rise as a driver
of China’s “going out” strategy. The fact that each of the bank’s
domestic branch offices are responsible for different parts of
the world and that CDB has dispatched work teams to more
than 140 countries indicates that at least some of the bank’s
overseas projects are driven from the bottom up.

CDB’s emergence as a key financier of Chinas “going out”
strategy makes it part of the proliferation of actors on the
margins of the official Chinese foreign policy establishment
that are influencing China’s diplomacy.*?® Although CDB has
a mission to bolster China’s foreign policy, the growth in the
bank’s overseas lending indicates that CDB’s cross-border

JouN L. THornNTON CHINA CENTER AT BROOKINGS
INsiDE CHINA, INC: China Development Bank's Cross-Border Energy Deals

102



deals may not only serve but also shape China’s diplomacy.
One foreign policy challenge that CDB’s deals may create for
Beijing is dealing with borrowers who default on their loans.
For example, both the governments of Ecuador and Venezuela
are very risky borrowers. Ecuador defaulted on foreign debt in
1999 and 2008, while Venezuela is considered by some ana-
lysts to be the most risky sovereign borrower in the world.**
Although CDB hired top tier international law firms to struc-
ture the deals to provide additional assurances that their loans
will be repaid, these assurances may not be enough.* If either
Quito or Venezuela defaults, working out a resolution will ul-
timately become a political problem for Beijing.

In addition, the EBLs illustrate that cross-border deals influ-
enced by the political priorities of the Chinese government
impact American interests in a variety of ways. The positive
and negative implications of CDB’s loans to Brazil, Ecuador,
Russia, Turkmenistan and Venezuela for the United States un-
derscores the importance of recognizing that deals motivated
in part by Beijing’s foreign policy objectives are not categori-
cally harmful—or helpful—to the United States. As CDB con-
tinues to build its international portfolio, it is likely to increase
its global influence, and that of the Chinese government, es-
pecially in countries like Venezuela where CDB is the larg-
est, or one of the largest, sources of external finance. Whether
and to what extent CDB’s and Beijing’s use of this influence
aligns with or runs counter to American interests is something
Washington should track carefully.**!

38 Linda Jakobson and Dean Knox, “New Foreign Policy Actors in China,” Stock-
holm International Peace Research Institute Policy Paper No. 26 (September
2010), pp. 24-46. http://books.sipri.org/files/PP/SIPRIPP26.pdf.

39 Anousha Sakoui, “Venezuela head debt default risk list,” Financial Times, April
8, 2010; Faiola, “Calling Foreign Debt Tmmoral” and Ana Maria Echeverria,
“Ecuador defaults on debt as creditors demand payment;” Agence France Presse,
October 1, 1999.

30 Clifford Chance advised China Development Bank on its loans to Rosneft, Trans-
neft, Petrobras and Turkmenistan. White & Case advised China Development
Bank on its two loans valued at $20.6 billion to Venezuela’s Bank of Economic and
Social Development.

1T thank Kevin Gallagher for this point.
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