National Oil Companies:
Petroleum Industries Implications 
The world demand for oil has been growing steadily for over 60 years, and industry analysts indicate that it will continue for the foreseeable future.  Demand growth in Asia and other developing countries is accelerating, and growth continues steadily in OECD countries.  This points to a continued strong market for sellers and a tight market for buyers.
A situation that has changed dramatically in recent decades is the type of company that now produces the largest volume of oil also now controls a large majority of world reserves.  Nine out of the ten top reserve holders are National Oil Companies (NOCs).  Amy Myers Jaffe, of the James A Baker III Institute for Public Policy at Rice University in Houston, TX pointed out during a conference in March, 2007 that, “NOCs control 77% of worldwide oil reserves as of 2005, partially or fully privatized Russian oil companies control 6% of reserves and Western International Oil Companies (IOCs) now control only 10% of oil reserves.”
By 2030, 90% of total world primary energy production is expected to be produced by developing and transitioning economies.
The unasked question by the large ‘elephant in the room’ is will NOCs be able to physically meet the vast and quickly increasing energy needs of the world going forward?  Will they see it in their own interests to meet these needs and be motivated to do so?
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Source: Ann Myers Jaffee, James A Baker III Institute for Public Policy
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Wall Street Views of National Oil Companies – Goldman Sachs
Robert Hormats, Vice Chairman of Goldman Sachs recently raised the following issues:
· The inherent nature, style of management, strategic goals and motivations of NOCs has many industry experts, world economists, consultants, universities and geopolitical entities concerned about the ability and desire of NOCs to meet the future hydrocarbon needs of the fast growing and interdependent world economy.
· Spare capacity of oil production is either too tight or nonexistent today.  The question is, can NOCs, IOCs, host countries and foreign importing countries work together to increase the supply of oil and create more spare capacity.
· NOCs are generally more inefficient than private for profit companies, so in order to get the same output, they have to utilize significantly larger quantities of capital.  This raises especially troubling issues when the International Energy Agency (IEA) already projects that over the next 30 years, $2.2 trillion in new investment will be needed in the global oil sector to meet rising world demand for oil.
· Another concern is how often NOCs will be used as instruments of political power and project that power to influence other countries.
· Complicating the ability to meet future world hydrocarbon demand is the inability of IOCs and foreign governments to have much influence with NOCs whose operations are under sanction, are located within war zones or are generally hostile to western governments.
· Supply issues are compounded by countries that use or may use oil as a political weapon or where social unrest makes exploration and production unstable.
From the point of view of many western governments and IOCs, a major concern and frustration is that many NOC governments continue to intervene in energy markets in a manner that is slowing or even discouraging needed investment, resulting in many large underdeveloped oil fields throughout the Persian Gulf, Latin America, Africa and Russia.
IOCs generally believe that they are in the best position to raise the capital required to make major risky and long term investments, but they have been denied access to many regions with the most potential.  Under these conditions, they question the ability and motivation of NOCs to develop the vast resources required for the fast growing world economy.
Wall Street Views of National Oil Companies - Morgan Stanley

Thomas Langford, Global Co-head, Energy Group and Managing Director at Morgan Stanley raised the following issues which are more sympathetic to NOCs:
· “If the super majors were the winners of the past, will they still be the winners going forward?”  Are they the superstars they once were?

· Price-Earnings Ratios of IOCs are significantly down compared to those of NOCs.

· Investors are much more positive in investing in emerging markets, and this is reflecting positively on NOCs.

· IOCs now have increased single project risk and have lots of overcapacity in exploration with limited likelihood of strong profitability.

· IOCs now compete with a group of much more sophisticated NOCs (and their governments), and this trend will continue into the future.
· We may end up with a few super NOCs who may eventually replace the major IOCs.
A Consultant View of NOCs and IOCs from Accenture
Accenture Senior Manager Claire Lawrie recently shared her perspective on how IOCs can respond to the increasing global reach and competition from NOCs.

She pointed to specific conversations that indicated it was clear that IOCs and NOCs have very different perceptions of one another.  “There was a significant disconnect in how IOCs thought they were doing in accessing reserves and building relationships and how they were actually doing.”

She emphasized that IOCs must get more involved in core development issues in NOC countries, specifically involving themselves in non-traditional issues of economic and social development in the NOC host country.

NOCs have changed significantly.  They compete more internationally, and they look to the future with a more assertive level of confidence.  At the same time, their home countries have higher expectations of them, especially in terms of continued development of their economies.

Lawrie noticed several factors that are positioning NOCs to compete more effectively:
· NOCs have raised their technical abilities.  While IOCs have underinvested, NOCs are more confident in contracting with oil service companies such as Halliburton and Bechtel.  This is especially true of Petrobras and Statoil.
· NOCs are moving outside their domestic borders into the international arena.  Even Sonatrach, a relative newcomer to international operations, announced this year that by 2015 it wants 30% of revenues to come from foreign activities.

· A newer strategy that may become more common is NOCs making successful deals globally due to their desire to invest downstream as a trade off to allow consuming economies access to assets upstream.

· In recent years, sustained oil prices have enabled the ability of NOCs to finance their own deals.  Many NOCs are semi-privatized, listed on key stock exchanges and adhere to many of the same financial controls as IOCs.  Some are now able to self-fund some of their own operations.

· Many NOCs have strengthened their own governance and independent decision making.

Accenture found that IOCs are facing more and more NOCs as strong commercial competitors as well as customers, partners and/or custodians of host country resources.  By themselves, technology and capital are no longer sustainable differentiators for IOCs.

Accenture believes that the most important step is to invest the time to truly understand NOCs better.  IOCs need to understand the priorities of individual NOCs as they are different and have different objectives, governance structures and styles.

Many NOCs are focusing on meeting the high demand of their domestic markets and opening up downstream operations.  They are pursuing suitable assets abroad in return for upstream access at home.  NOCs are adopting a project based mindset requiring a complicated transactional approach in working with IOCs.

Most importantly, Lawrie emphasized, “NOCs told us that they want to play more across the value chain.  There is evidence that they are interested in becoming fully integrated international oil companies.  Many NOCs are translating their need for supply security into a hunt for those assets which can drive future growth and capabilities for their companies across the whole value chain.”

An interesting note about Saudi Aramco is an ongoing and major upstream proactive expansion to develop spare capacity at a time of conflict and instability in the Persian Gulf.  It is viewed as important for the kingdom to be able to replace Iranian oil exports should an international conflict with Tehran develop.

Notwithstanding that effort, The US Department of Energy predicts that Saudi Arabia will have to produce 17.1 million b/d by 2030, almost a 100% increase from today’s level of about 9 million b/d to meet rising world oil demand.  The important questions are can they and will they reach those lofty goals?

A National Oil Company Perspective – KPC of Kuwait
NOCs see things differently.  They believe that the issues are more complicated and less simplistic than the typical IOC and western government viewpoint.  Mr Bader Al-Khashti, Chairman and Managing Director of Kuwait Foreign Petroleum Exploration Company (KPC) made the following points this past March:
· KPC sees itself as a source of long term profitability and a vehicle of diversity for the country of Kuwait.
· KPC is required to be a competitive and commercial success.
· An important company goal is to access and implement world class technologies and management practices in upstream businesses.
· KPC also sees its petroleum resources as a great tool for establishing synergies between upstream and downstream petroleum businesses in both the Middle East and around the world.  This includes acquiring assets and businesses in distant locations such as Pakistan and Indonesia.
An International Oil Company Perspective – ConocoPhillips

James J Mulva, Chairman, President and CEO of CononcoPhillips made the following important points at the Baker Institute Energy Forum in Houston, TX this past March:
· IOCs and NOCs must work closely together now and in the future, or the growing energy requirements will not be met in the future; collaboration is critical.

· IOCs must address NOCs individually as they are very different and have different cultures.  One size does not fit all.  IOCs must be sensitive to local realities.

· Providing technical expertise remains important, but in addition, IOCs must provide access at the end of the value chain and investment dollars.  IOCs must also provide downstream opportunities that will include NOCs.

· IOCs must recognize that NOCs have knowledgeable and competent technical staff.
· IOCs must share the cost of joint financing, spread the risk and help find the most effective technical solutions.

· A supporting government role is vital, and it must include more opportunities for foreign investment for NOCs in importing countries like the USA.
· USA energy policies are badly out of sync with world oil markets and NOCs.  A double standard exists.  We expect US IOCs to be able to invest in China, but would not allow CNOOC to buy a US oil company.

· The US needs to balance national security requirements with a sound energy policy that allows foreign investment both ways.

Joe Barnes of the Baker Institute added, “As we go abroad preaching to the world about the need to increase efficiencies of NOCs, it might useful (for the USA) to have a legitimate energy policy of our own.”

A Broad Outlook

Baker Institute moderator and participant Amy Myers Jaffee summarized the ‘key findings’ she discovered, “The challenge is to meet rising global oil demand in the face of other pressing domestic priorities prompting many NOCs to reevaluate and adjust business strategies.  Their choices will have significant consequences for the international oil and gas market.”
She continues, “NOCs have important national goals that go beyond the maximization of return on capital to shareholders.”  These include:

· Redistribution of oil wealth to society at large.

· Wealth creation for the nation – raise per capita income.

· Promote industrialization and economic development.

· Implement energy security, including assurance of domestic fuel supply and security of demand for producing nations.

· Influence foreign and strategic policy and build alliances.

· Participate in national level politics.

At the same time, NOCs national priorities sometimes interfere with the firm’s ability to maximize the value of oil resources, replace reserves, expand production and perform in a technically efficient manner.

NOCs that are fully government owned and sell petroleum products (at home) are only about 35% as technically efficient as a comparable firm that is privately held.  Therefore, NOCs may have more difficulty replacing reserves and expanding oil production than the IOCs who produced 40% of the increase in worldwide oil production capacity in the past 30 years.

Continuing, Jaffee says that, “A new trend among NOCs is to balance the needs of social welfare and revenue maximization by adopting some institutional elements of private sector firms to enhance NOC’s performance.”

Those institutional elements include the following.

· Promoting competition at home including competition in international exploration and refining.

· Strict monitoring of accounting and financial reporting practices.

· Offering publicly traded shares, IPO shares or commercial bonds in major international markets.

· Creating autonomous directors and professional management.

· Minimizing the pursuit of non-commercial social welfare and economic development objectives.
· Focusing on core business activities, and reducing corruption and wasteful spending.

“Vertical integration strategies have multiple benefits for NOCs.  By entering the downstream market, NOCs are able to capture the value added from production and sale of finished products.  It also enhances security of demand by providing market access, especially if it is able to invest in downstream assets in key consuming regions.  Vertical integration also helps NOC diversification and reduces risk.”  A promising area for IOC/NOC partnerships and collaborations are upstream/downstream asset swaps.

In summary, Jaffee concludes that, “The growing role of the NOCs in global oil markets has important policy implications for oil importing nations.”
· If a larger share of global oil investment in production capability is impeded by NOCs non-commercial socio-economic priorities, then importing nations need to adjust their national energy strategies to reduce vulnerability to changes or instability in NOC reinvestment.

· Consuming nations will also have to debate the benefits and challenges of allowing NOCs the security of demand and other benefits of vertical integration by allowing them to position themselves in downstream markets through purchase of assets in major consuming markets.

Analysis and Conclusions
The purpose of this study is to draw attention to important problems and issues, not propose and recommend solutions.  Getting the world to understand that there really are serious long term problems in obtaining vastly increasing quantities of energy is the first step in a long and difficult process.

Questions:

· International Oil Companies are no longer the leaders in the hydrocarbon industry.  But will the IOCs gradually disappear during the next decades?  With profits over $130 billion in 2006, can we even imagine a world without Exxon-Mobil, Royal Dutch Shell, British Petroleum, ConocoPhillips and Chevron?
· American politicians continue to preach and the American public continue to believe that the US must become energy independent.  As of today, the US has 1.7% of proven world oil reserves and 3.3% of world natural gas reserves.  Energy independence for America is very unlikely now or in the future.  Do the US government and the energy consuming public have a realistic grasp of what is happening in the energy industry?
· An important new trend is NOCs trading access to upstream oil reserves and refining supplies for asset ownership of downstream distribution channels and retail operations in consuming countries.  Have Americans been conditioned to even consider those possibilities?

· And lastly, do NOCs, IOCs, and energy consuming nations have enough common interests in working together to meet future world needs?  Or is it time for more concentrated and meaningful efforts to develop alternative fuels and get serious about energy conservation?
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