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In my remarks to you this afternoon I will take a look at Saudi Arabia and as well growing publicity related to cresting the petroleum peak.  And I will also touch on U.S. strategic energy interests and the Russian oil sector. 

Let me begin by noting that the accepted growing U.S. dependence on foreign oil and the need to assure that this oil will be available in the volumes required has led to U.S. strategic energy interests being viewed quite differently outside the United States than we perhaps perceive them at home. 

The growing U.S. dependence on foreign oil is clearly no secret.  For example, in 1983 just 28.5% of the crude oil processed at our refineries was foreign in origin. Last year, the share of foreign crude had risen to 62.9%.

How can we assure ourselves that our economy will have the oil it needs? Do we expand domestic supply, as the Republicans advocate, or do we make better use of what we do consume, that is, the Democratic approach? Or, do we seek control over foreign supply, by whatever the means?

While our administration and politicians in Congress may worry about this dependency and seek to reduce it, what about the American public?  Do they lay awake at night because so much of the oil we consume comes from nations whose national interests may not, and often do not, coincide with ours?

Of course not.  The American consumer has just two concerns:  price and availability.  Where the oil comes from to make the gasoline or diesel fuel that he buys does not matter.  But price and availability do, and these two factors make up the consumer definition of security of supply. I suspect that consumers everywhere are no different.

The foreign view of U.S. strategic interests is one of using military force to lock up the oil we will need.  And this view also springs from a conviction, by some at least, that a peaking of world oil production is not far away, at least in relative terms, to be followed by a slow but steady decline.  

Let me cite several headlines I came across in recent readings:

“Plan now for a world without oil,” found in the January 5, 2004 issue of The Financial Times, and

“Bottom of the barrel:  the world is running out of oil so why do politicians refuse to talk about it,” in the Guardian of December 2, 2003.

If the headline admonishes us to plan for the day when oil production peaks, what can we do, given the importance of oil to the normal functioning of our economy, and given our dependence on foreign suppliers to meet our oil needs?  The Guardian  provided the answer:  Bush and Blair have been making plans for that day by seeking to secure the oil reserves of other nations, such as Iraq.   The Financial Times observes that the growing U.S. need for imported oil drives an integrated oil and military policy.  And the question not posed is:  who is next, after Iraq?  Iran, Syria?

The political newsletter Counterpunch went even further, when in a recent issue and drawing upon a just-released book Oil, Power and Empire, noted that “(c)ontrolling Persian Gulf oil and dominating world energy markets has been a prime U.S. strategic objective for over 60 years.” 

Yet, not all critical voices are foreign.  Professor Michael Klare, who teaches at several New England colleges, points out that the National Energy Policy, formulated by Vice President Cheney in 2001, assumes the U.S. dependence on foreign oil will continue to expand, and calls on the U.S. government to take whatever steps are necessary to promote enhanced U.S. access to foreign oil.  However, a minor point of order:  the Cheney report does not contain this recommendation.  

In remarks at a conference in Paris in May of last year, Professor Klare noted that the U.S. efforts to acquire more oil from the exporting countries will entail the increased presence of U.S. military forces in the area and periodic military intervention.  Indeed, he added, the requirement for increased military action in support of U.S. foreign energy policy is one of the driving factors behind the administration’s military buildup.

The release earlier this month of a letter, written in 1973 by the then-British ambassador to Washington and based on a conversation he had had with James Schlesinger, then U.S. Secretary of Defense, can only give additional sustenance to those who see a clear linkage between U.S. military and oil policies.  The letter in effect led British intelligence to believe that the United States was prepared to use force to seize the Middle East oil fields—read Saudi Arabia—in the wake of Yom Kippur war and oil embargo.

Should circumstances arise that again might jeopardize the timely and adequate flow of oil out of Saudi Arabia, undoubtedly there are individuals in Washington who would come to the same conclusion that Secretary of Defense Schlesinger did some 30 years ago.  

Been There Before

It is perhaps not too difficult to set aside those worries about oil peaking.  After all, we have been there before, haven’t we.

Some 26 years ago, the president of the United States, Jimmy Carter, addressed the nation, in what he defined as “an unpleasant talk…about a problem that is unprecedented in our history.”  I am sure some of you must remember that event. This was his famous, or perhaps infamous, speech where he called for the “moral equivalent of war” in response to the problems he laid out.  Unfortunately, the acronym of the “moral equivalent of war” is MEOW, which fell considerably short of a call to arms he was asking for.  

He made several points in his broadcast.  Let me repeat them for you.

“The oil and natural gas that we rely on for 75 percent of our energy are simply running out.

“Each new inventory of world oil reserves has been more disturbing that the last.  World oil production can probably keep going up for another 6 to 8 years.  But sometime in the 1980s, it can’t go up any more.  Demand will overtake production.  We have no choice about that.”

What stood behind this assessment?  What were his advisors looking at when this message was being put together? 

One document in particular stood out.  In the latter 1970s we had bought into the belief that the Soviet Union would soon be running out of oil.  That belief grew out of the CIA finding published in April 1977 that had concluded “that during the next decade, the USSR may well find itself not only unable to supply oil to Eastern Europe and the West on the present scale, but also having to compete for OPEC oil for its own use.”

But that document by itself would not have warranted a Presidential address to the nation.  

I poked around in my files the other day and found an interesting report on Saudi Arabia, dated April 1979, two years after President Carter’s broadcast, and prepared by the staff of the Subcommittee on International Economic Policy, Committee on Foreign Relations, the U.S. Senate.  In the summary, this statement was made:  “Based upon information collected by the Committee staff over the past year, it seems evident that the United States should not base its energy plans on the premise that Saudi Arabia, as residual supplier, will produce enough oil to supply the needs of the United Stats or the world economy over the next two decades at the anticipated rates of consumption.”

It is probable that the Senate staff had passed on to the White House at least their preliminary evaluation of the Saudi oil sector and that evaluation, combined with the CIA judgment on Soviet oil, helped convince President Carter to take to the air. In reality, though, it was a classified report put together by the CIA on problems at the Saudi oil fields that most likely was the deciding factor.

Yet, the passing of time proved the CIA to be wrong in its assessment of the Soviet Union oil capability, and the Senate Committee on Foreign Relations to be wrong in its assessment of Saudi Arabian oil.

It is difficult to believe that we will be any more successful in the future in our attempts to judge how oil supply scenarios will play out than we have been in the past.  

Russia

Where are we today with regard to the Soviet Union, or rather Russia, and Saudi Arabia?

We no longer ask ourselves, will Russia be running out of oil anytime soon?  Rather, we are now trying to judge for how long and to what extent Russian oil production and exports will continue to grow.  In other words, we have an opportunity to be wrong once again. Two possible paths emerge for Russian oil: one, the oil sector is successful in maintaining its growth trend; or two, problems arise that temper that growth trend.  

Russian oil production averaged a bit above 8.4 million b/d in 2003, a gain of more than 800,000 b/d over the 2002 level but still 3 million b/d below its peak hit in mid-1988.  With domestic needs placed at not much more than 2.2 million b/d, that provides an exportable surplus in excess of 6 million b/d.

The importance to the Russian economy of a continuing high oil price, in conjunction with steadily increasing exports, cannot be understated. Could the economy withstand a price decline?  Russian officials say yes, even a decline to $18 per barrel. 

Nor should we ignore the expanding use of trade in oil and natural gas to re-establish a dependency between most of the former Soviet republics and Russia, a dependency that contains future, if not current, political implications.

When the United States looks north we see Canada, our leading supplier of   oil and natural gas.  When China looks north it sees Russia as a source of oil and natural gas supplies to cover the growing gap between supply and demand. Should we foster that energy relationship, as a way of reducing the Chinese presence in the Gulf, and as a way of expanding world oil and gas supplies?

The tradeoff being, of course, that close political linkages likely will follow close energy interdependencies. Would that be in our interests?   

In the continuing U.S. search for oil supplies outside the Gulf, might some kind of arrangement be struck with Russia?  President Putin, playing to the security concerns of the United States, has said that Russia would like to secure 10% of the U.S. market. But we will not set aside that 10%.  Russia will have to earn it, through the workings of the world oil market.

Will last year’s absolute growth be repeated in 2004?  No it won’t, at least in the judgment of the Energy Ministry, which in early January was forecasting output averaging 8.68 million b/d for the year.  But, a note of caution.  The Ministry invariably has been on the low side when it comes to forecasting next year’s production and more recently was predicting a 6.6% growth in production for the first quarter of 2004.

There are constraints to consider:  export pipeline limitations, taxation levels, and the impact of the Khodorkovsky affair.  Nonetheless, I would judge that the growth anticipated for the first quarter could be extrapolated for the year as a whole, providing an increment of roughly 500,000 b/d, still very much worrisome for OPEC, in that most of these incremental barrels will be available for export. 

Pessimists at Work

As a pessimist, I can see a Russian oil industry with certain of the same characteristics today that caused the CIA to render its 1977 prediction of troubles ahead. 

Is the sector sufficiently transparent to provide us with what we really need to know, if we are to be able to make reasoned judgments?  Are the oilfields being pulled too hard to take advantage of high prices?  Is sufficient new investment being made?  Are the production gains just one-time gains deriving from the application of western technology and managerial know-how?  Where are the new discoveries needed both to offset declines at the older fields and to provide for continued growth?

Yukos, the leading Russian producer, points to benefits derived from horizontal drilling and water flooding, raising average well production rates across the board.  All well and good, but does this translate into faster depletion rates? Quite probably. 

The over-arching Yukos corporate strategy is that of maximizing income. 

The growth demonstrated by Yukos to date has been based largely on increasing efficiency in old fields.  Corporate strategy also indicates that exploration in new areas will probably not be a primary factor in the near term.  

Optimists at Work

Now, to balance our story, we should put to work the crystal ball set aside for optimists.  What do we find?  Are there answers to the questions, can the growth in oil production be sustained beyond the near term?  Could Russian oil be restored to its glory days of the 1980s?

·  The geologic potential is there, although much of this remaining potential is found in very inhospitable areas. 

· Ray Leonard, a Yukos official, and an American geologist with good international credentials, following considerable investigation, has placed Russian proven reserves at between 97 to 119 billion barrels, roughly double that level generally accepted and matching those of Iraq.

· The answer is yes, if Russian oil companies do not repeat the mistakes of their Soviet predecessors.

· The answer is yes, if Russia improves its investment climate, and that means “the rule of law” must be firmly in place.

· The answer is yes, if foreign oil investors respond, and that means the world oil market must be of sufficient attraction to offset the risks of doing business in Russia.

· Equally important, the state of relations between Russia and the United States will have much to say about the presence in Russia of foreign oil companies and in turn the acceptance by Russia of these investors.

Two Guidelines

There are two guidelines we can draw upon in our attempts to judge future Russian oil production and export levels.  

First, we can look to the recently approved national energy strategy that takes the country out to the year 2020.  Two scenarios have been set out, an optimistic case and a moderate case.  Looking at the optimistic case for 2010, we find that production hits about 9.8 million b/d, with exports coming in at under 5.6 million b/d.  The moderate case has production slightly exceeding 8.9 million b/d, and exports just under 5 million b/d.  Exports for both cases relate just to crude oil, and do not include petroleum products.

The optimistic case for the year 2020 shows minimal growth for both production and exports and does not return Russia to its peak of 11.4 million b/d in 1988.

The second guideline, and the one I prefer, comes from an internal study carried out by Yukos,  

Yukos, in its study, also projected production out to the year 2020, and found that:

· Oil production will peak by the year 2010, somewhat exceeding 10 million b/d.

· Holding at that level out to the year 2015,

· Then a very slow decline sets in, 

· Dropping production to just below 10 million b/d by the year 2020. 

The two leading oil producing regions—West Siberia and the Urals-Volga—will both peak in 2010, as will Timan-Pechora.

Given that, where will the growth come from?

· East Siberia, which produced just 40,000 b/d in 2001, is to expand to 1.34 million b/d by 2020.  Beyond 2010, all the growth is to be provided by undiscovered fields.

· The Russian Shelf, also having produced just 40,000 b/d in 2001, will also be producing in excess of 1.3 million b/d by 2020. All of the growth beyond 2015 is to be provided by undiscovered fields.

· Without these two regions, Russian oil production would be around 7 million b/d by 2020.

Crude oil exports likely will expand as production expands but, given that refining capacity likely will not be measurably enlarged, petroleum product exports could be expected to decline.  

Accepting either of these guidelines tells us that for Russia the current decade is a decade of growth, but the next decade is part constancy, part slow decline. Current production levels do not define the future; reserves in the ground do.  And where are the oil reserves concentrated today?  In the Gulf. OPEC need only be patient this decade, while realizing the next decade is theirs.

Saudi Arabia

For Saudi Arabia, it is very much back to the future. Questions are being raised again about Saudi oil production.  Are the major oil fields in decline?  Might we expect Saudi oil to peak anytime soon? 

This time, however, it is not an agency of the U.S. government or a Congressional Committee sounding the alarm.  Rather, it is a respected U.S. investment banker, Matt Simmons, who has concluded, after a detailed review of several hundred technical papers stored in the library of the Society of Petroleum Engineers—many of which papers had been authored by Aramco geologists and engineers—that Saudi Arabia has likely already peaked in its sustainable oil production.  Mr. Simmons recognizes that he is not a reservoir engineer and has requested a number of individuals experienced in the operation of oil fields around the world, but especially in Saudi Arabia, to review and comment on his draft report.  

I have not yet seen any of these reviews, but the judgment of Mr. Simmons is already finding its way into the media, for it makes for a headline-grabbing story.  

We need not dwell on the importance of Saudi oil, either to the United States or to the world oil market.  Saudi Arabia is the leading crude oil supplier to the U.S. market—and the United States is the leading buyer of Saudi oil-- and the Saudis very much want to keep it that way, although in terms of U.S. imports of both crude oil and petroleum products, Canada is number one supplier.  There is not an explicit dependency between Saudi Arabia and the United States, for the world oil market is open to both buyer and seller.  Yet, there is a commonality of interests to be served in maintaining what we have. 

The importance of Saudi oil is based as much on its spare producing capacity as it is on its position as an oil exporter.  Even more so in times of supply disruptions, such as the military intervention in Iraq that took Iraqi oil off the market.  Saudi Arabia told the United States that its spare capacity would be put to work, to offset the loss of Iraqi oil, and therefore the United States need not tap into its Strategic Petroleum Reserve.  

They did, and we didn’t.

Iraq

Who might ever rival Saudi Arabia, in terms of production, exports and most importantly, spare capacity? Not Russia, for it is unlikely ever to deliberately develop spare producing capacity.  

But Iraq could replace Saudi Arabia, at least in the minds of the Iraqis I have met with.  A broad and successful exploration and development program, plus raising the depletion rate, currently around 1%, to 4% to 5%, would do it, so they say, taking Iraqi oil to as much as 12 million b/d.

But when?  Certainly not this decade, and not without foreign investment.  

Iraq today is a mixture of successes and of promises unfulfilled.  Where does Iraq stand today? Crude oil production averaged 2.3 million b/d during December and exports, all from the south, averaged about 1.6 million b/d. In the north, some 200,000 b/d are being reinjected, largely because sabotage has taken much of the northern infrastructure is out of operation.  To the best of my information, not a single saboteur has yet been caught.  And when might the saboteur move south, where facilities reportedly are even more vulnerable than in the north? That would be disastrous.

Yet, on balance, the situation continues to improve, although performance to date has been far below predictions offered by the Bush administration immediately following the occupation of Iraq.  Vice President Cheney, among others, had been quoted as saying that by end of the year, Iraq would be exporting as much as 3 million b/d.   Reality soon set in.  Thamir al-Ghadban, in mid-June, thought that year-end output would be 2 million b/d, quite close to what was achieved.

Iraqi oil ministry officials now anticipate that prewar level production of 2.5 million b/d should be regained this Spring, perhaps as early as April, and then pause at that level for some time.

There seems to be a growing consensus that by the end of 2004 Iraq might be producing as much as 2.8 million b/d and exporting 2.3 to 2.4 million b/d, but only if sufficient export pipeline capacity is available.

Exports out of the south are approaching the system’s capacity. Does a return to prewar levels imply the line to Ceyhan will be returned to operation?  But saboteurs don’t blow up empty lines, do they. The export terminal at Khor-al-Amaya will add another 200,000 b/d of capacity, but beyond that, what?

I would guess that by the end of this decade we might anticipate Iraqi oil output on the order of 4 to 4.5 million b/d, below the 6 million b/d often mentioned as a goal for that year.  Nonetheless, even this lower effort would exceed by 1million b/d the previous country high of 3.5 million b/d, reached in 1979.   

The fixation on returning Iraqi oil production and exports to their pre-war levels may well turn to be a serious misstep. Unfortunately, the Iraqi oil ministry and the CPA have yet to take the decision to first, assess the health of the oil reservoirs and second, to introduce good reservoir management techniques.  Former oil minister Issam al-Chalabi and Bob McKee, then senior oil advisor to the CPA, have noted that maximizing oil production may damage the reservoirs and that present production levels cannot be maintained without reservoir maintenance.  Yet no funding has been provided in support of this effort.  The larger question then in all this is:  are production levels sustainable? 

Concluding Thought

Let me conclude with this thought. The worry about problems in the Saudi oil sector comes down to this. If these problems are real and, among other things, translate into the prospect of a loss of spare producing capacity, then the world vulnerability to supply interruptions is measurably enlarged.  There is no substitute for Saudi oil, not today, not tomorrow.   

To conclude, when Matt Simmons goes public with his story, and that will be quite soon, then U.S. military strategy and securing access to oil will become even more linked in the public mind.                   
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