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Preface

Energy policy has become a hot topic with President Bush's proposal of a“long-
term, comprehensive’” energy policy, Cdifornia srolling blackouts, and increasing prices
at the gas pump. Vice Presdent Cheney’s National Energy Policy report proposes ways
of increaaing efficiency and diversifying supply, naming energy security a*“priority of
U.S. trade and foreign policy.” Announcing his new policy, President Bush said, “ Over-
dependence on any one source of energy, especidly aforeign source, leaves us
vulnerable to price shocks, supply interruptions, and in the worst case, blackmail.”

Harvard' s Caspian Studies Program conducts an ongoing study of energy policy
and the development of Caspian basin energy resources, the largest untapped source of
oil and gas reserves discovered since the North Sea. The Bush Adminigtration, likeits
predecessor, has recognized the importance of Caspian energy and engaged in diplomatic
efforts to develop export routes. The National Energy Policy advocates continuing and
expanding these efforts, specificadly recommending that the Adminigtration “support the
Baku-Thilis-Ceyhan ail pipdine asit demondrates its commercid viability,” “establish
the commercid conditions that will alow oil companies operating in Kazakhstan the
option of exporting their oil viathe BTC pipeline,” pursue other policiesto develop gas
trangport systems, and create a stable business climate in the region. Recent changesin
the U.S. Senate make prospects for increasing production by drilling ingdethe U.S. less
likely, forcing greater atention on regions outsde the U.S. such as the Caspian. Caspian
resource development could aso advance other goas of U.S. policy, promoting economic
growth, independence, and stability in Central Asia and the Caucasus.

Drawing on the Program’ s ongoing research, my colleague Emily Van Buskirk
and | prepared a case on U.S. policy on Caspian energy development and exports for a
Kennedy School course | teach with Ambassador Robert Blackwill. Using the case, our
Sixty students examined centrd questionsincluding: What is the most effective way to
promote the development of Caspian energy resources? What is the proper role of
government in large-scale capital projects? Where does the Caspian Basin rank in the
hierarchy of U.S. nationd interests?

Our course attempts to introduce students to a dozen central issues on the
American foreign policy agenda. Each week we enter a topic through the window of an
operationa assgnment astudent could actualy have if she were working at the Nationa
Security Council. A mini-case like the one attached requires students to write a strategic
options memo for the president identifying dternatives, pros and cons, and making a
recommendation. Students' responses are then the subject of one class, followed by a
second class where we widen the lens to the broader topic, in this case U.S. energy policy
and the Caspian.

This case provoked a lively debate. Moreover, one week after their presentations,
students had the opportunity to discuss the case and current U.S. Caspian policy with
Ambassador Elizabeth Jones, Senior Advisor for Caspian Basin Energy Diplomacy
(recently nominated to become Assistant Secretary of State for European Affairs) while
the Ambassador was visiting the Kennedy School for a day of Caspian Studies Program
events. A summary of her presentation at the School, “U.S. Caspian Energy Diplomacy:
What Has Changed?’ is available on our web ste, www.ksg.harvard.edu/besia/sdi.




Ambassador Jones took great interest in the case, caling it both “redigtic” and
“difficult.”

With hopes that you will find it both useful and enjoyable, we atach this case. It
gtarts with the real world today, accelerates developments to afork in the road, and
requires students to analyze and recommend. Specificdly, in this hypotheticd, theall
companies have completed their detailed engineering study of the Baku-Thilis-Ceyhan
pipeline route, and concluded that the price for construction will be $3 billion. Pledges
from the companies and investors raise $2.5 billion, leaving the project $500 million
short on the financing. Given U.S. government affirmations about the Baku- Thilis-
Ceyhan pipelineasa U.S. priority, the companies seek assstance from the U.S.
government. The quegtion is: what to do?

If you know the answer, send us anote. For purposes of comparison you may be
interested in the students answers, aswell as our illudrative paradigm. For Caspian related
gudies, let me refer you again to our web site.

Y ours Sincerdly,
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Graham T. Allison
Chair, Caspian Studies Program
Director, Bdfer Center for Science and Internationd Affairs
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| SP 202: Central Issues of American Foreign Palicy

Case #6: U.S. Palicy on Caspian Energy Development and Exports
Distributed: March 19, 2001
Due: April 2, 2001

By Graham Allison and Emily Van Buskirk ™

Thedateis uly 1, 2001. Red world history and trends occurred as they did through
March 19, 2001—except for the hypothetical departures specified in the case below.
Events after March 19 that are not specified in this case are assumed to be Sraight-line
projections of events as they stand on March 19. Assume, for example, that sporadic
violence continues in the Middle East at the current level of intengty; Britain and the

U.S. are nearing the end of their review of UN sanctions againgt Irag, and will soon make
recommendations on refocusing the sanctions to make them “ smarter”; as expected,
Mohammad Khatami was redected as Presdent of Iran on June 8 with a mandate for
continued reform; the price of oil is $25/barrdl; eventsin Chechnya and Ukraine, and
negotiations over Nagorno-Karabagh will continue as before; etc.

1. Backdrop. Support for the congtruction of anew oil pipeine running from Baku,
Azerbaijan through Thilis, Georgia, to the port of Ceyhan, Turkey, has been the
centerpiece of U.S. policy towards the Caspian Region since 1997. “B-T-C (Baku-
Thilig-Ceyhan) asthe MEP (Main Export Pipeline)” has been the bumper sticker. As
Bill Richardson, former Energy Secretary under Clinton, said: “Thisis not just
another pipeline. It is a drategic framework that advances America s national security
interests. It isa strategic vison for the future of the Caspian Region.” Indeed, experts
agree that Cagpian ail (thusfar out of OPEC’ s reach) can enhance U.S. energy
security by adding vauable, diverse margind supply. Proven Caspian reserves are
estimated at 25 billion barrels, comparable to those in the North Sea (17 billion
barrels).

At the pipdine sgning ceremony in Istanbul in November 1999, President
Clinton remarked to the Presidents of Azerbaijan, Georgia, Kazakhstan, Turkey, and
Turkmenigtan, “ These agreements which were just Sgned are truly higtoric. They will
advance the prosperity and security of aregion critica to the future of the entire
world ... we will continue to support your efforts and our energy companies as they
work with you. Our diplomats and energy expertswill help to facilitate solutions that
meet the needs of al the Caspian states and Turkey.” Secretary Richardson asserted
that the Baku-Ceyhan pipeline would be commercidly viable, and as an indication of
this, “U.S. government and trade agencies, Ex-Im Bank and OPIC, stand ready to
provide the necessary financing and insurance—on a commercid basis, of course—to
help bring these projectsto fruition.” At a press conference in Istanbul following the

! Graham Allison is Douglas Dillon Professor of Government at the K ennedy School, Director of the Belfer
Center for Science and International Affairs, and Chair of the Caspian Studies Program at Harvard. Emily
Van Buskirk is a Research Assistant at the Caspian Studies Program and Strengthening Democratic

I nstitutions Project.
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sgning of agreements, Ambassador John Wolf, Specid Advisor to the President and
Secretary of State for Caspian Basin Energy Diplomacy, drew atimeline in the sand:
“ail through the Baku- Ceyhan pipdline by the first quarter of 2004.”

This envisoned geopoalitica pipeline serves anumber of policy goas, specificaly
support for Turkey (aU.S. dly in the region and a member of NATO), whose Ceyhan
port has suffered since 1991 as aresult of the Gulf War and subsequent sanctions on
Iragi exports through Ceyhan; the pipdine would aso serve Turkey’sinterest in
decreasing tanker traffic through the Bosporus. Other states in the region (notably
Azerbaijan) are attracted to the idea that the pipeine will help reestablish the old Silk
Road for East-West trade and will guarantee their independence from Russia
Azerbaijani and Georgian officias and press have reacted strongly againgt occasiona
suggestions that the new Adminigtration might abandon this policy, pointing out that
their own pro- American stances have growing costs vis-avis Russa Russia, which
has al aong opposed the East-West corridor, has increased its activity and influence
in the Caspian under President Putin. Currently, the mgority of operationd pipelines
in the Caspian Region go through Russa In June, the Caspian Pipdline Consortium
pipdinethat runs from an ail fied in Tengiz, Kazakhstan to the Black Sea Port of
Novorossysk, Russa came on stream.

2. During the dection campaign, Bush and Cheney on many occasions criticized what
they charged was the failure of the Clinton adminigtration to “ develop an energy
policy.” During the vice-presidential debate Cheney argued, “My assessment is that
there is no comprehensive energy policy today. That as anation we arein trouble
because the administration has not addressed these issues.”

3. AsCEO of the ail sarvices company Halliburton (which has operationsin the
Caspian), Cheney understood well the importance of Caspian energy suppliesin
generd and of Azerbaijan in particular. Ddlivering an address at a U.S.-Azerbajan
Chamber of Commerce conference, Cheney stated, “ Azerbaijan is of great
sgnificance nat only to the future of the region, but to the future of a diversified and
balanced globa oil market ... But the redlization of this potentia depends not only on
commercia consderations, but also on palitics, as the struggle to get these resources
to market involves various countries with competing interests.”

4. On January 29, in the aftermath of the California energy criss, Presdent Bush
gppointed Vice President Cheney the head of his cabinet-leve task force assigned, in
Bush' swords, to devise ways to reduce America' s “reliance upon foreign oil” and to
“encourage the development of pipelines and power-generaing capacity in the
country.” Bills concurrently circulating in Congress call for policiesto bring U.S.
dependence on foreign il down from 56% to 50% (introduced by Alaskan Senator
and Chair of the Energy and Natural Resources Committee Frank Murkowski) by
opening up the Arctic Nationa Wildlife Refuge (which contains about 3.2 billion
barrels of economically recoverable ail).

5. In November 2000, the Center for Strategic and Internationd Studies (CS1S), a
Washington think tank, released the report of the Strategic Energy Initiative task
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force, chaired by Sam Nunn and Jm Schlesinger. The report criticized “ complacency
among policymakers and the public about the need to incorporate long-term globd
energy concerns into near-term foreign policy decisons.” The report highlighted the
importance of Caspian ail, faulting U.S. policy: “A policy approach that ties exports
primarily to one pipeline route—with the god of avoiding Iran and Russia as transit
states—before the political and economic viahility of the route is known may

undercut the pace of energy development in the region, to the dismay of both
producing states and potentid trangt states.”

In order to be financidly viable, industry experts have caculated that the Baku
Thilig-Ceyhan pipeline must carry close to 100% of its 1 million barrels per day
capacity (between 300-350 million barrels per year). Azerbaijan done will not be
producing these volumes within the next decade. President Nazarbayev of
Kazakhgtan has waffled on whether his country will commit the needed volumesto
the pipeline; however, his most recent position (as hetold it to Ambassador Elizabeth
Jones, currently Senior Advisor for Caspian Basin Energy Diplomacy) seemsto
commit the firgt oil extracted from Kashagan (in the Western Caspian Seg, off
Kazakhstan' s coast) to export through Baku-Thilis- Ceyhan.

A respected industry journd, the Oil & Gas Journal, reported that absence of assured
routes is the centra risk factor limiting production in the Caspian, “ The redity isthat
the Azeri-Chirag-Guneshli project® will continue to dip dl the time that the MEP
[Baku-Thilis-Ceyhan] remains on hold, unless an dternative trangportation route is
found. ACG isonly one of many projects that will face smilar ddays in the future.”

In aletter to Presdent Nazarbayev in early March, Presdent Bush urged his Kazakh
counterpart to support the oil pipeline between Azerbaijan and Turkey, writing that

the U.S. looks forward to increased cooperation with Kazakhstan in the economic and
energy spheres (aswell asin the fight againgt terrorism, wegpons proliferation and
drug smuggling). Meanwhile, Ambassador Beth Jones met with Nazarbayev to
convince him to more firmly commit to transport the first oil from Kashagan dong

the Baku-Ceyhan route.

An intelligence report contained an interesting anecdote from a recent dinner: a
sophigticated, well-informed U.S. government officid expressed the view that Baku-
Thilis-Ceyhan will go ahead now and become operational by the end of 2004,
because as he explained, “al of thisis linked to successful resolution of the conflict
over Nagorno-Karabagh.” Asthisofficid sad, “If the cost of resolving this bloody
conflict is an extra $1 billion for the pipeline, thet will not be an insurmountable
obstacle for the companies” Thisindividud aso indgsted that the Baku-Thilis-
Ceyhan pipdineis and will be “commercidly vidble”

2 These are the three Caspian Sea fields involved in a 30-year, $8 billion project signed by the Azerbaijan
International Oil Consortiumin 1994. The Azerbaijan International Operating Company (A1OC), an 11-
member consortium, includes: BP (UK), Unocal (US), SOCAR (Azerbaijan), LUKOIL (Russia),
ExxonMohil (US), Statoil (Norway), TPAO (Turkey), Pennzoil (US), ITOCHU (Japan) and Delta Hess
(US/Saudi Arabia).
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A representative of amajor oil company who was at the same dinner table
responded sharply: after using an expletive, she explained why from an oil company’s
perspective it was not only inconceivable, but so irresponsible to use shareholders
money to subsidize American foreign policy. The conversation ended with the sides
agreeing to disagree.

10. A group of eight oil companies, known as the Group of Sponsors;® has just completed
a$110 million Detailed Engineering study of the Baku- Thilis- Ceyhan pipdine
route.* The study and associated work concluded that construction of the pipeline
would cost &t least $3 hillion. Everything is now in place except the financing:
government-to-government agreements, operating agreements, rights of way, and
tariffs have dready been findized. After hard bargaining with both the oil companies
that will ship ail through the pipdine and the many invesment bankers involved, it
has become clear that thereis at least a $500 million shortfall between the cost of the
endeavor and the funds that companies and investors are prepared to commit now.

11. The head of the pipdine consortium met last week in Baku with U.S. Ambassador to
Azerbaijan Ross Wilson and Ambassador Beth Jones to inform them of these facts.
His message: unlessthe U.S. government can find the remaining $500 million, the
project will not happen now. He indicated that some members of the Sponsors
Group actually prefer that the decision be postponed for at least another year, though
he persondly strongly favors going ahead.

12. U.S. policy in the Caspian region has been on the medium priority list for a drategic
review by the Bush Adminigration. Geographicaly, the Caspian abuts the Middle
East on the one hand and Russia on the other, but it has become a separate topic as
the “Caspian,” given previous administration policy and the creetion of a Specid
Advisor to the Presdent and Secretary of State for Caspian Energy Issuesin August
of 1998. A multitude of problems—including regiond conflicts, ahistory of U.S-
Russanrivdry in the region, and the Iran sanctions issue—complicate energy export
decisons. Russid s new assartivenessin the arealis a cause for concern; for example,
in December, it temporarily cut off gas suppliesto Georgia (where Moscow ill
maintains four military bases). Despite the fact that the new U.S. teamisnot fully in
place, and the palicy review is not completed, the administration will have to make a
decision about the pipdine issue now, or let it pass.

13. A New York Times editorid published yesterday argued that if the U.S. does not help
to make Baku- Thilig-Ceyhan aredity, not only will it be percelved as afailure of
U.S. palicy, but the U.S. will dso “loseitsfriends and dliesin the region.”
Meanwhile, aWall Street Journal editoria put forth the opposite view, arguing that

3 Represented by the State Oil Company of Azerbaijan (SOCAR, charged with representing the interests of
the Azerbaijani government in the project), BP (UK), UNOCAL (US), Statail (Norway), TPAO (Turkey),
Itochu (Japan), Ramco (Scotland), and the Delta Hess alliance (US/Saudi Arabia)

% This hypothetical event represents a significant acceleration of real events. On the current timetable, the
final commitment to invest will probably not occur before the 2nd quarter of 2002.
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“subgdizing” the pipeline would demongrate a“ misunderstanding of the proper role
of government in energy markets.”

14. The President has caled a Nationa Security Council meeting to discuss the issues
and determine how the U.S. should respond. Y ou have been asked to prepare a
memorandum that will serve asthe basis for thismeeting. As your notes of the
assgnment given to you by Dr. Rice (Assgtant to the President for National Security
Affars) sate, the President wants you to provide a background memo addressing the
following:

What nationd interests of the United States are involved in thisissue? As Dr. Rice
noted, the President likes our approach of framing deliberations in terms of nationa
interests, but nonetheless he has asked that this memo not be overly abstract. Asshe
observed, he knows from our last memo (and the one before that) that America's
number one vitd interest isto avoid being attacked by Russian nuclear wegpons. But
the question is, what isthe hierarchy among U.S. interests and objectivesin the
Cagpian that are impacted by the issue a hand?

Specificaly, what are the short-term policy options for responding to this issue over
the next several weeks? What are the pros and cons of each? If thisinvolves U.S.
government money, from where, and why?

Which course of action do you recommend? Sketch a brief outline of how that course
of action would be implemented: who would do what?

As part of the context, she asks that you do a couple of paragraphs each on two
related issues: What are the key considerations for the companies involved as they
think about thisissue? What istheir checklit? Similarly, whet are the key
consderations for the countries that will be impacted (outline the considerations of at
least Azerbaijan, Turkey, Iran, and Russa)? What are their respective checklists?

In addition to the memo (or presentation or outline), if you want to attach an appendix of
no more than one haf page identifying questions of fact or andysis that you do not know
the answer to—but which you bdlieve the individud writing the memo in the redl world
would be able to answer—and these would, you suspect, have a decisive influence on
your andyss or recommendations, list such questions (with some indication of who or
how or where they would likely be answered).

Assume the President knows dl the facts of the case. Memos should be 3 pagesin
length. Group presentations are to be no longer than 15 minutesin length.
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| SP 202 Central | ssues of American Foreign Policy, Spring 2001
Graham Allison and Robert Blackwill
April 4, 2001

[llustrative Paradigm for Case #6. Caspian Energy Development and Exports
By Graham Allison and Emily Van Buskirk

l. Overview

| ssue: How to respond to the BTC Sponsor Group' s assertion that unlessthe U.S.
government finds the $500 million in the next severd weeks, the MEP (Main Export
Fipeine—running from Baku, Azerbaijan through Thilis, Georgia, on to the Turkish
port of Ceyhan—will not start construction now in order to be completed by the target
date of 2004.

Recommendation: 3M: MEP= Main; Multiple; and Market-based Export Pipelines.
Specificdly (1) Reaffirm MEP as Main (for Azerbaijan’'s“main” oil, as compared to the
smdler pipdines currently in usefor “early” oil) but morph to a Multiple pipdines
drategy and emphasize Market-based solutions; plus (2) make a serious effort to fill the
$500 million gap (and in the course of this to determine what the gap redlly amounts to),
and even more importantly to appear to the countries, especialy Turkey and Azerbaijan,
and the key companies to have made a best faith effort—but (3) make no U.S.
government appropriation. Reaffirm (reinterpret) commitment to emphasize
“commercid viability” and that “market forces dictate the timetable.”

If one judges the impact on Turkey and Azerbaijan too painful, and pent-up
pressure on oil produced in the Caspian to flow through Iran (using swaps) too great; and
if one judges any revison of U.S. policy towards Iran as unacceptable, then one would
make a very serious effort to raise the money—jpressing companies, countries
(particularly Azerbaijan and Turkey, recognizing that Turkey is dready committed to
provide cost overruns on the Turkish portion for up to $1.4 billion), and Internationa
Financid Inditutions (1F1s) to make thisfeasible.

Il. Background

Energy security: The danger that the U.S. will face a nation-wide energy crissin the
near future reflectsinsufficient supply, distortionsin distribution systems, and a
growing demand. It isin the nation’sinterest to increase and diversify the world
supply of oil in order to reduce dependence and vulnerability to disruption, especidly
Pergan Gulf disruption. Reducing demand through technology and efficiency
messures must also be part of a comprehensve nationd energy security policy.

The Caspian contribution: The Caspian region holds the largest untapped reserves
of oil to come on stream since the North Seal's 17 hillion barrdls, and it has much
greater upside potentid (proven ail reserves are estimated at 18-35 billion barres, but
unfolding discoveries could push the number much higher). The critica bottleneck



| LLUSTRATIVE PARADIGM: CASPIAN ENERGY DEVELOPMENT AND EXPORTS

has been how to get the oil (and gas) out of the landlocked region to internationa
markets at areasonable cost that is profitable for investors.

Support for the Baku-Tbilis-Ceyhan pipeline: U.S. support for the Baku-Thilis-
Ceyhan pipdine reflects acommitment to Turkey to compensate for Turkish losses
incurred since Desart Storm as the result of the boycott of Iragi oil exportsthrough
Ceyhan, and addresses Turkey’ s concerns about tanker traffic through the Bosporus.
The U.S. dso wants to encourage Azerbaijan, Kazakhstan, and Central Asagenerally
to become more independent of Russian-controlled pipelines. Moreover, Baku-
Thilis-Ceyhan would serve to relieve pressure on exports through Iran. (Qil
companies have complained that the Ceyhan pipdine requires “oil to run uphill,”

since codts greetly exceed the Iranian dterndive.)

Prior to 1997, the only mgor pipeline for Caspian oil went through Russa
(AtyraurSamara). Current oil from the Caspian Basin flows mostly through Russato
the port of Novorossiisk, with smaler amounts going through the Azerbaijan
International Operating Company (AIOC) pipeline to Georgia s Black Sea port of
Supsa. Oil from Novorossisk and Supsais shipped on tankers through the Bosporus
to internationd markets. The recently completed Caspian Pipdine Consortium (CPC)
pipdine® from Tengiz fidld (Kazekhstan)® to Novorossiisk will be amgjor routein the
future (with a peak capacity of 1.34 million barrels/day).

Oil companies pipeline concerns. Oil companies have become more enthusiagtic
about Baku-Thilis-Ceyhan as the discovery and production of ail in the Caspian has
grown. Further oil discoveries are expected and could be very large, most notably at
Kashagan, off Kazakhstan's western shore. Over the past year, the Sponsor’s Group
has spent $135 million on engineering studies ($25 million on the basic engineering,
$110 million on detailed engineering) to reach the point at which it is prepared to
move forward. After saverd months of fundraising from the companies and
internationd investors, the group asserts that it has only $2.5 billion of the projected
$3 hillion cost.

Oil companies reservations about moving forward on this schedule and investors
hesitancy reflect (1) worry that U.S. policy towards Iran might change to dlow
aufficient oil swaps or even exports (through an existing pipdine that if reversed and
retrofitted for less than $1 billion could trangport equivdent amounts of oil from
northern Iran to the Persian Gulf); (2) uncertainty about whether Baku- Thilis- Ceyhan
would have the necessary throughput by 2004 for the amounts of ail that will be
produced, since some of the increased production can be transported by existing
mechanisms or by expanding the current pipeline from Azerbaijan to Supsa (Georgia)
from which ships carry oil through the Bosporus (despite current crowding and

® CPC Partners hold the following percentages: Russian Federation (24%), Kazakhstan (19%), Oman (7%),

Chevron Caspian Pipeline Consortium Company (15%), LUKARCO BV (12.5%), Rosneft-Shell Caspian

Ventures Limited (7.5%), Mobil Caspian Pipeline Company (7.5%), Agip International (NA) NV (2%), BG

Overseas Holdings Limited (2%), Kazakhstan Pipeline Ventures LLC (1.75%), Oryx Caspian PipelineLLC
1.75%).

g The s)harehol dersin TengizChevrQil (TCO), which supplies Tengiz crude, are: Chevron (50%),

ExxonMobil (24%), Kazakail (20%), and LUKARCO (5%). Thefina isajoint venture between LUKoil

and ARCO (aU.S. company which is now owned by BP Amoco).
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Turkish concern about environmental consequences of spills); (3) worry about
U.S./globd dowdown/recesson impact on oil prices.

Turkey’s economic crisis: Turkey isin aserious financia/economic criss—at risk
of amgor default, politica ingtability, and in the extreme case even amilitary
takeover. [Note: thisisthe Stuation today. Per the hypothetical, a straight line
extrgpolation from the current situation would leave Turkey in deep criss—hy the
July date of the hypothetica, Turkey may have defaulted, may have found avigble
dternative, or may bein an even deegper crigs. In any case, thiswill be the dominant
face of the issue for the Turks and for the U.S. relationship with Turkey.]

Financing: Earlier commitments of maximum loans, loan guarantees and insurance
provided by OPIC, Ex-Im Bank and TDA (Trade and Development Agency) have
aready been figured into the financing package before the Sponsor Group’s pleafor
U.S. assistance of $500 million.

[1. Possible U.S. Interests Involved

Canonical’

Vital

Ensure the viability of global energy supplies;

Establish productive relations, consistent with American national interests, with Russia.
Extremely Important

Prevent the emergence of aregional hegemon in the Persian Gulf;
Prevent the regional proliferation of weapons of mass destruction and delivery systems: involves Iran;
Promote the well being of U.S. alies and friends: involves Turkey.

| mportant

Promote pluralism, freedom, and demaocracy in strategically important states as much asisfeasible
without destabilization;

If possible at low cost, end conflictsin strategically less significant geographic regions;
Promote international environmental policies consistent with long-term ecological requirements;
Increase and diversify supplies of oil from areas other than the Persian Gulf.

On the specific question asked about interests impacted by the threats and opportunities
in the choice before you:

Turkish security and well being asaU.S. NATO dly in its current
financid/economic criss and for whom the Ceyhan pipedline has grest symbolic
importance, as reflected by the commitment of two U.S. Presidents and their
adminigrations in repeated satements.

Azerbajan as anew dae defining its own identity in Centrd Asaindependent
of Russan domination by strengthening its rdaionship with the U.S,, including

" This“canonical” articulation of U.S. interestsis adapted from America’s National Interests, from the
Commission on America s National Interests, July 2000. Graham T. Allison and Robert Blackwill were

the lead authors of the report. Studentsin ISP 202 referred to the report for alist of national interestsand a
starting point for consideration of American foreign policy priorities.
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specificaly a pipeline independent of Russia running to Ceyhan, to which the
U.S. has made commitments.

Georgia, astruggling state (under increasing pressure from Russia) led by
Shevardnadze [not necessary to say so but someone known to the President’s
father and the former Secretary of State] through which Baku-Thilis (Georgia)—
Ceyhan pipeine will flow and which is depending upon the U.S. commitmertt.

Prevention of Iranian WMD ambitions and support of terrorism through policies
that currently include sanctions prohibiting American companies from exporting
oil through Iran—Ilimitations that will be increasingly violated or come under

pressure for reversa as ail isbeing produced in the Caspian with no other routes
to international markets.

Productive relations with Russia, which will suffer amodest negative hit if the
U.S. commits money, but which also present an opportunity to engage, and to
enlarge our role in amultiple pipdine sysem in which Russian companies can
have alarger (though till junior) role and where the web of internationa
contracts and dependence on income from oil and trangit revenues integrates
Russain U.S. led globd systems.

The U.S. reputation as leader of the Western aliance and a dependent dly and
friend whose commitments can be trusted.

V. Possible Options

Policy Menu (different combinations are possible):
1) USG money or tax incentives,
2) USG fundraisng from companies or countries,
3) If (2), who and which carrots and sticks;
4) Redffirmation/reinterpretation/rgection of prior commitment to
BTC.

Options:.

1 Rgect companies propostion and drop commitment to BTC in deferenceto
“market decides.”

Pros Cons

- AvoidsU.S. taxpayer subsidy of a - Violateswhat Turkey, Azerbaijan, and
commercially questionable project and Georgia have accepted as U.S. commitment.
precedent. - Underminestrust in U.S. leadership.
Can be spun as aconcession to Russia. - Increases pressure for violation and reversal
BTC islikely to still happen (60%), only of Iranian sanctions.
later. - Risksenvironmental consequencesin the

Bosporus.
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2 Reaffirm commitment and fund through USG appropriations and/or tax

incentives.
Pros Cons
Upholds commitment. - Money and precedent.
Allows BTC to provide export for Caspian - Struggle with Congress for authorization.
oil independent of Russia. - Aggravation of U.S.-Russian relations.

A step in national energy policy aimed at
diversifying and increasing supplies.

3 3M: MEP=Main; Multiple; and M arket-based Export Pipelines.
Spedificaly (1) Redfirm MEP as Main (for Azerbaijan’'s“main” oil, as
compared to the smaller pipelines currently in usefor “early” ail) but morphto a
Multiple pipdines srategy and emphasize Market-based solutions; plus (2) make
aserious effort to fill the $500 million gap (and in the course of this to determine
what the gap really amounts to), and even more importantly to be seen by the
countries, epecidly Turkey and Azerbaijan, and the key companies to have
made a best faith effort—but (3) make no U.S. government gppropriation.
Resffirm (reinterpret) commitment to emphasize “commercid viahility” and that
“market forces dictate the timetable.”

If one judges the impact on Turkey and Azerbaijan too painful, and pent-up
pressure on oil produced in the Caspian to flow through Iran (swaps) too grest,
and if one judges any revision of U.S. policy towards Iran unacceptable, then one
would make a very serious effort to raise the money—pressing companies,
countries (particularly Azerbaijan and Turkey, recognizing that Turkey is aready
committed to provide cost overruns on Turkish portion for up to $1.4 billion), and
IFIsto make thisfeasble. The person best able to assemble the widest array of
sticks and carrots and to deploy them persuasively isthe Vice President. The
question: How scarceis histime given the many other demands upon him? One
level down isthe Secretary of Energy; and a step below that isthe Senior Advisor

for Cagpian Basin Energy Diplomacy.
Pros: Cons:
Moves U.S. policy to asustainable basis. - Could delay the project.
Aligns U.S. Caspian policy with market forces. - Perceptionsin the region uncertain, depending
Mobilizes IFls and other funds. on the outcome.
Demonstrates seriousness of effortina - Caspian states might sense this as a shift away
campaign which engages actors with stakes. from strong support of their independence.

12
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V. Possble Condderations for Different Actors

Oil Companies:

ROI: invest only when ROI (return on investment) meets companies’ hurdle rate; for producers: to have
lowest cost and reliable transport for all the oil they can produce, but to “ship no oil beforeitstime”;
maintain faith and good relations with USG; maintain good relations with countries and lenders where they
have economic stakes. Note: detailed analysis identifies differences among companies’ interests.

Investors:
ROI. Recall: At what point does an investor commit money? \When greed overcomes fear.

Azerbaijan:

Incomefor oil a.s.a.p. following production (so hot to have capacity that can’t be shipped); route
independent of Russia; strengthen relationswith U.S.; repeal of Section 907; favorable resolution of
Nagorno-K arabagh.

Turkey:
Income from Ceyhan construction, transit fees and associated activity in Caspian; assistance from U.S. in
financial/economic crisis; limit risks of oil spill/environmental damage in Bosporus.

Iran:
Reverse U.S. sanctions beginning with restriction on transit of oil and exploration and devel opment of oil
and gas; strengthen role vis-avis neighbors; derail BTC.

Russia:
Increase influence in Caspian Region; improve opportunities for Russian oil companies; derive economic
benefits and political leverage from export of Caspian oil through Russia; derail BTC.

VI. Key FactorsQuestions/Assumptions to be Analyzed

- What isthe hierarchy of U.S. interestsimpacted by the dternatives between which
oneis choosing?
What are the dternative statements of operational objectives, dternative statements of
options, dterndtive Satements of Strategy, dternative tactics and implementation,
etc.?
Wheat are the proper roles of U.S. government and private companies, especidly in
large capital projects?
What will dday of BTC mean in terms of Caspian oil production and transport? If the
pipdineisfinished in 2005 or 2006, how big a problem? For whom? What isthe
politica, versus economic, impact of delay?
Will this affect the Nagorno- K arabagh peace process?

13
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I SP-202 U.S. Foreign Policy Samuel Arie
Policy on Caspian Energy Development and Exports (Memo)

July 1, 2001

(1) summary

Recent events have created pressure for a policy decision on energy development in the Caspian basin. An
industry consortium finding, that the Baku-Thilisi-Ceyhan (BTC) pipeline requires a $500m subsidy to be
commercially viable, begsthe question of if —and if so, how —the U.S. government will intervene to ensure
the pipeline goes ahead. At the same time, the domestic constituency is alarmed by continued power
outages in California and seeks reassurance that the administration has a sustainable, long-run energy

policy.

(2) U.S. National interests at stake

The Caucasus are important to the U.S. for 2 reasons: 1) The region has extensive, underdevel oped energy
resources, which if exploited could mean lower prices and more diversified supply for the U.S. in thelong
run; and 2) Russiais seeking to reassert its former power in thisregion, using various tactics to undermine
the autonomy of the newly independent states. Russia' s behavior has specific implications for U.S. energy
sector, as above, but also threatens the spread of democracy, U.S. values, and economic development in
general. U.S. interests therefore have two underlying dimensions that can be summarized asfollows:

Short and medium term

1. Ensure the viability and stability of energy suppliesto the U.S. (vital).

2. Ensure the survival and active cooperation of Central Asian and Caucasian states (vital, instrumental
to#1).

3. Prevent the re-emergence of Russia as a dominant, hostile power in the region (vital).

Longterm

4. Reduce and diversify U.S. dependence on the Middle East and on overseas energy exportersin
general (extremely important, instrumental to #1).

5. Establish cooperative and productive relations with Russia (vital).

To some extent these national interests overlap with the political interests of the current administration,
which needs to reassure the domestic audience that it has a comprehensive long-run energy policy. This
requires that at least some parts of the Murkowski bill be passed, allowing drilling in Alaska and possibly
also at other sitesin the U.S. (Note that to some it would be inconsistent to drill in Alaska while foregoing
the opportunity to export the larger reserves of the Caspian.)

See Appendix #1 for summary positions of the key regional actors.

(3) Short run policy options: the BTC pipeline

In the short run, the administration must make a decision about the BTC pipeline, and this decision will be
taken asasignal of long-run energy policy for the Caspian region. There are three positions which could be
taken, asfollows:

A. Continue support for BTC + offer U.S. Government subsidy

Pros Cons

- Ensures pipeline will go ahead (99% likely) and . Setsprecedent of govt. financein the lucrative
reduces Russian monopoly over export routes from the energy sector, taxpayers subsidize private sector
region - Expansionary budget move goes against ‘tax cuts
Secures access to proven + unproven Caspian reserves rhetoric
Makes good on commitmentsto Azerbaijan, Georgia - Russiawill see U.S. decision astit-for-tat response
and Turkey; increases their trade links with the West to their opening of the CPC pipeline to Novorossiisk
Decision will be well received by energy industry - Puts pressure on next step (Russiawill step up

effortsto open N-S route through Iran)
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B. Withdraw support for BTC asMain Export Pipeline

Under this scenario, the U.S. could either (i) announce explicitly that BTC is not supported any
more, or (ii) state that it will give equal consideration to all commercially viable proposalsto

facilitate energy exports from the region.

Pros
Taxpayers do not finance oil company shareholders
(Consistent with aim to reduce size of U.S. budget)
Oil companies must select aroute which is self-
financing
Reflects less antagonistic U.S. stance towards Russia
Allows possibility of future involvement of U.S.
companiesin an Iranian pipeline project
Marks a departure from Clinton—policy

Cons
BTC will not go ahead (99% chance)
BTC option may belost forever if not pursued now
— stakeholder states will strike other deals (e.g. with
Russia) to keep precarious public budgets afl oat
Oil companies may be left withno viable route for a
pipeline, at least as long as Iran remainsunder
sanctions; government stance may be labeled a
fantasy unlesslinked to sanctionsreform

C. Continue support for BTC + promote effortsto meet financing gap through multilateral

lending/subsidy

Under this option, the BTC pipeline project can move forward but without the (direct) use of
taxpayers money. The U.S. uses|everage at the World Bank (WB), the European Bank for
Reconstruction and Development (EBRD) and possibly also the Asian Development Bank (ADB)
to secure soft-termsfinancing for the pipeline project. (All three institutions have explicit
arrangementsin place through their * Private Sector Groups’ to provide very low interest loans to
commercial projectswith significant development impacts, but that wouldn’t be adequately

financed through private investment banks.)

Pros
- High chance pipeline will eventually go ahead (80%+)
Reduces Russian monopoly over regional exports and

secures access to proven + unproven Caspian reserves
Involves other national stakeholders (especially Britain,

France, Japan, possibly Germany)
Decision will be accepted by energy industry (some
analysts think cautious timetable appropriate anyway)

Cons
- Securing loans from I Fls takes time: pipeline work
unlikely to start for 12-18 months

Other important U.S. proposals at the WB/EBRD/
ADB may belost in the horse-trading
Non-supporting member countries (Russia, Iran,
Armenia) will now have avotein the process

WB has bad experience of pipeline projects (West
Africa& SE Asia) so may need inducementsto
support thisone

Recommendation for BTC: Option C (Multilateral Financefor BTC)

Option Ais possible, but not recommended — The U.S. should avoid the initiation of aregional “pipeline
race” that would have significant effects on political and diplomatic stability in the region. Note, however,
that the $500m price tag would be low considering the project’ s considerable security benefits, so the

option remains on the table.

Option B isrejected— It isinconsistent with domestic policy. The proposed policy of drilling in Alaska and
expanding exploration in U.S. territory (Murkowski bill) only makes senseif the administration is also
making every effort to expand and diversify the supply system abroad. Option B would aso have long run,
irreversible political costsinterms of lost good will amongst the stakeholder statesin the region.

Option C is recommended — It offers to secure U.S. interests and to preserve relationships with U.S. allies
in the region. This option also tiesin other national governments with a stake in the East-West trading axis,
and avoids the devel opment of an increasingly adversarial and polarized confrontation between the U.S.
and Russia. The main costs are delays (which the industry suggests would be tolerable), possible trading
between other projects under IFI consideration, and the forced marriage of interests between Russia and
Iran. (See Appendix #1.) Option C must therefore be complemented by policies which aimto normalize
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relations with Iran, and planners must anticipate that — in the medium to long term — there may be several
pipelines and multiple export routes from the region.

(3) Strategy and Program Design: How to Implement Option C

Operational Objectives

1. Energy development: Oil companies to begin construction of BTC pipeline within 18-24 months.

2a. Finance: Secure multilateral financing dealswith IFIswithin 12-18 months, ideally to cover the full
$500m shortfall.

[2b. Initiate financing discussionsin Washington, London and Manilawithin one month.]

3. Diplomecy: Begin process of lifting sanctions on Iran within 6-12 months.

Strategy

The oil companieswill almost definitely go ahead if financing is assured for the missing $500m shortfall. If
they need more persuasion, it may help to reassure them that the U.S. government gives this project full
political backing. If companiesstill drop out, the U.S. can suggest that it will back the efforts of other
industry playersto complete this project (Russian companies may even be an option).

Problems are morelikely to arise in securing financing through the IFIs. Here, there are five distinct types
of strategy. First, the U.S. can trade support for BTC against support for other proposals (within the IF
budgets), which other member countries favor. Second, the U.S. can offer — indirectly — to increase or
speed up its budgetary support for the banks, for example by creating a“U.S. Special Fund” for energy
development (anal ogous to the Japan Special Fund held by the Asian Development Bank (ADB). Third, if
effortsto create ajoint financing initiative fail, the U.S. could play the |Fls against each other, allowing the
Banksto compete for what might turn out to be a high profile and prestigious development investment.

Fourth, if Russian opposition is overwhelming inthe World Bank (WB) or EBRD, the ADB could provide
an easier channel. The Caucasus are on the margins of the ADB remit, though some money has goneto
Azerbaijan before. At any rate, the ADB can certainly channel money to the project via Central Asia, in
particular through the Kazakh government. The project Terms of Reference would need to be adjusted to
stress the importance of the pipeline for export-led growth in Kazakhstan, but the payoff isthat Russiais
relatively weak in the ADB. The lead voice is Japan, which sharesthe U.S. interest in developing
alternative routes for energy exports which bypass the Strait of Hormuz.

Finally, the U.S. might trade other concessions— from outside the IFI system — for cooperation on this
financial package. Thisismost relevant for Iran, which wants to see sanctions lifted as soon as possible.
Some sanctions were eased last year, and more could be released in exchange for cooperation on this deal.
Thiswould make it hard for Russia, whichisisolated in the IFI system, to block the deal (at the WB,
EBRD or ADB).

We estimate the odds would be 90% in favor of at least one of the three Banks supporting the deal .
However, if unsuccessful or if the Banks meet only part of the funding arrangements, we should investigate
the possibility of financing the difference through USAID — a compromise between Options A and C, as
described above.

Responsibilitiesfor Implementation

1 Elizabeth Jones, Sr. Advisor on Caspian Energy Diplomacy
First duty: To welcome the Memorandum of Understanding (MoU) from BTC states and to
affirm that the U.S. government continues to support this project — though it will not "bankroll
the private sector".
Ongoing responsibilities: To liaise with Natsios (USAID) and coordinate USG lobbying drive
for multilateral financing; to maintain close involvement of the BTC states and Kazakh
government; to synchronize with Cheney, Abraham & Powell over formulation of wider
energy policy
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2. Spencer Abraham, Energy Secretary
Rapidly completes comprehensive energy policy review and incorporates Caspian
development within that framework. Confirms publicly that BTC policy isin line with
domestic policy on exploration in Alaska and elsewhere, and that long run aim isto diversify
and broaden the energy resources on which the U.S. relies.

3. Colin Powell, Secretary of State
Initiates independent review of sanctions policy toward Iran.

4. President
No direct involvement. If asked, he confirms his support for BTC, his confidencein
broadening economic ties with the region and his hope that the IFIswill give the newly
independent states all the financial backing they need at thisimportant stage of their
development.

Appendix #1: The key regional playersand their interests

Russia has critical economic and political interests at stake. Economically, the BTC pipeline challenges the
commercial viability of the CPC route to Novorossiisk, and of a possible future project to carry oil to the
Persian Gulf through Iran. Politically, Russia resists the general development of an East-West trading and
diplomatic axis, linking Central Asia and the Caucasian states to Western Europe via Turkey. This axis
threatens to bypass Russian interests altogether and unsurprisingly Russia is working to develop an
aternative North-South route. This would bind the Caucasus to Russia and Central Asia, possibly also to
Iran in the south. Recent overtures to Khatami are part of this strategy, as is the new “strategic alliance”
between the two countries.

The Caucasian Stateshave mixed interests. All are keen to cement independence and avoid Russian
dominance (Russiais cash poor and will negotiate export prices/transfer fees downwardsif it hasa
monopoly over export routes). Georgia and Azerbaijan signed an MoU with Turkey and Kazakhstan in
March, giving support for BTC — they clearly want to go ahead. Turkey looks forward to economic benefits
and increased strategic importance possibly helping its bid for EU membership. Doesn’t want to be on the
border of anew Russian pseudo-protectorate in the Caucasus. The closer links between Turkey and
Azerbaijan will unsettle Armenia, and may push it in the direction of allegiance with Russia. Iran is already
pursuing good relations with Russia, partly under pressure from U.S. sanctions and partly because of
potential gainsfrom the alternative pipeline route to the Persian Gulf.

The oil companiessupport BTC, if subsidies can make it profitable. In general they anticipate major
discoveriesin the area and will support proposal s to facilitate exports from the region. Note that companies
do not share the viewpoints of their national governments. some Russian companies support the BTC, some
western companies would support an alternative pipeline through Iran. Their concerns are about costs, and
therefore also about risk. Some companies would recommend a deferred decision on BTC, while others
believe delays will have high costsin terms of lost opportunitiesto exploit Caspian reserves.

Table#1: Summary Interestsin the Region

Country  BTC?  Interests? Concerns?

Russia Against | N-Strading axis; re-establishment of E-W axislinksregion politically to U.S.,
influence in the region. reduces importance of CPC pipeline.

Iran Against | Would benefit from N-S pipeline to U.S. military sanctionsforce Iranians to pursue
Persian Gulf. relations with Russia. Iran has some other shared

interests with Russia, e.g. opposition to Taliban.

Turkey For Gain econ. benefits from trade, increase Emergence of N-S axis from Russiato Iran would
stakein oil trade, maximize strategic leave Turkey on the border with the new ‘ Russian
importance, which would make U.S. bloc'.
more likely to support EU entry.

17



STUDENT M EMORANDA FROM | SP-202

export routes (65% of oil now goes
through Straits of Hormuz). Could benefit
from Iranian pipeline, but unlikely if
Russia dominates.

Georgia For Autonomy (from Russian influence), Russian hostility: Moscow can apply pressure by
transit fees, improved diplomatic links cutting off current power supplies, imposing visa
with the West. restrictions, etc.

Azerbaijan | For Same as Georgia, plus links with Turkey As Georgia, but take note: Azerbaijan likely to
and Georgia help to ‘ outflank’ reap some benefit from any or all pipeline
Armenians. U.S. may support claims to schemes, due to centrality of Baku and drilling
Karabagh. rightsin Caspian Seaitself.

Armenia Could Long run interest in becoming a member Azerbaijan strengthens relations with Turkey and

be of the EU. Has powerful lobby in S0 pins Armenia down in the middle?

either, Washington, DC. Will have short run Armenia makes no profit from the pipeline, while
likely to | security concernsre. Azerbaijan, which trading with Russiain other goods becomes more
be might forceit to turn to Russiafor trade difficult.

neutral? | and security agreements.

Kazakhstan | For Reduce dependence on Russia and Pressure from BTC partners to provide steady
Russian pipeline, improve links to West. stream of oil, though thismay have political costs

vis-avis Russia

Qil For, Western oil companies expect big Set-up costs of BTC pipeline are too high.

companies | with businessin the region. E.g. Chevron has I's Kazakh promise to ship supplies through this

subsidy | 50% of Tengiz oilfield. Want to diversify route reliable?

What effect will falling oil prices have on
profitability projections?

Appendix #2: Extra Questions

BTC pipeline

- Isthereaprecedent for government financing of the energy sector overseas?
- If so, wasit asuccess? What was its reception on the stock market & amongst the media and
public?

Multilateral financing
- What voting power does Russiahavein EBRD, ADB and World Bank? What about Iran?

- How does thisimpact on what projects are chosen?

- What arethe other projectsthe U.S. is negotiating through the IFIs? How are its contributions
looking?Isit in astrong position to negotiate for this deal?

- What isthetiming of the proposal process at WB/EBRD/ADB?

Iranian pipeline

- If thisopens, isthe BTC + subsidy a profitable project?
- What arethe chances of U.S. involvement in this project, in the long run?
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TO: POTUS (President of the United States)

FROM: JammieL. Himd, National Security Council

RE: The Baku-Ceyhan Pipeline--U.S. Policy on Caspian Energy Development
DATE: 2 April 2001

Issue

After several years of planning and negotiations, the head of the Baku-Thilisi-Ceyhan pipeline consortium
has informed our Ambassadorsin the region that everything isin place for the project to go forward except
for a$500 million shortfall in funding. Unlessthe U.S. can provide the remaining funds, the project will

not go forward at thistime. The BTC pipeline has been the cornerstone of U.S. policy towards Caspian
energy development, asit advancesthe interests of Turkey, akey ally in theregion, and FSU states Georgia
and Azerbaijan, who see the success of the pipeline as a statement of independence from Russia. Despite
its strategic importance, there is much doubt as to whether or not the pipeline would be politically and
economically viable. While many parties within the Administration have an interest in seeing this project
go forward, the Administration must view this current issue in the context of abroader National Energy
Policy and avoid the temptation to commit public resources to the completion of a project with
guestionabl e prospects of long-term success.

U.S Interestsinvolved in the Current I ssue

Vital
Establish productive relations, consistent with American national interests, with Russia (medium-high
threat).
Ensure the viability and stability of global supplies of energy (medium threat).
Ensure the cooperation and survival of U.S. alliesin the Caspian, particularly Turkey (low threat).
Ensure that Russia not launch any nuclear weapons against the U.S. (low threat).

Important
Prevent the emergence of Russiaas aregiona hegemon in the Caspian region (medium threat).
Reduce the U.S. dependence on foreign oil supplies (low-medium threat).

Operational Objectives
- Ensure the successful completion of multiple commercially and politically viable pipelinesin the
Caspian region by 2005.
Avoid strategic competition with Russiain the region over control of pipeline routes.
Limit traffic through the Bosporus at current levels.
Avoid the use of U.S. federal funds to subsidize pipeline projectsin politically unstable countries.

Discussion

The development of Caspian energy reservesisacomplicated issue involving many parties with diverse
interests. “Baku-Thilis-Ceyhan asthe Main Export Pipeline” was the cornerstone of U.S. policy inthe
region during the Clinton Administration. While meeting the needs of some parties, namely Azerbaijan,
Georgia, and Turkey, this policy posture has directly challenged the interests of other parties, such as
Russiaand Iran. The current administration has an opportunity to reexamine the interests of all parties
involved and to potentially reshape U.S. policy in the region. In the next few weeks, U.S. actions regarding
the nearly complete BTC pipeline project should keep in mind the following interests of the various parties
involved.

[nterests of Oil Companies
Construction and operation of acommercially viable pipeline.
Commitments from oil suppliersto utilize the BTC pipeline, particularly the early shipments
from Kazakhstan.
Undisrupted flow of oil through the pipeline at near-100% capacity daily.
Appropriate cost-sharing (risk-sharing) among initial financiers.
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Interests of Azerbaijan
Ensure the development of oil export optionsto match the projected increase in domestic oil
production capability over the next decade.
Ensure the creation of an export route that does not pass through Russian territory.
Secure favorabl e resolution of the Nagorno-Karabagh conflict with Armenia.
Seek repeal of Section 907 of 1992 U.S. Freedom Support Act.

Interests of Turkey
Ensure the development of multiple non-Bosporus oil export routes through the region in
order to reduce navigational & environmental hazards of excessive tanker traffic.
Secure contract(s) for the construction of an export route through Ceyhan, in hopes of
recovering revenues lost due to sanctions on Iragi oil.

Interests of Iran

- Ensure the construction of multiple pipelines from the Caspian though Iran to the Persian
Gulf, asthe most attractive way to capitalize on the growing Asian demand for ail.
Secure as many pipeline routes as possible without regional entanglements.
Increase the confidence of foreign investorsin Iranian development projects, in hopes of
spurring foreign direct investment in domestic sectors other than energy.

[ nterests of Russia
Maintain adecisive security posture and (ideally) a strong military presence in the Caspian
region.
Ensure as many pipeline routes as possible through Russian territory, in order to capitalize on
desperately needed tax/tariff revenues.
Block U.S. attempts to exert influence in the region.
Prevent/suppress secessionist movements within the ethnically diverse areas of southern
Russia bordering the Caspian states.
Prevent Turkish attempts to restrict tanker traffic through the Bosporus.

The current political environment, as summarized in the above interests, suggests that a“single-pipeline’
postureisnotin U.S. interests, particularly when one considers the current low in U.S.-Russia relations and
the likely impacts strategic competition in the Balkans might have on thisrelationship. Asyour top two
national interestsin this situation are to ensure the viability of global energy supplies and to establish
production relations with Russia, the Administration must reshape the “single-pipeline” policy of the
Clinton Administration.

Poalicy Alternativesfor the Current Situation

Option 1. Provide $500 million to the BT C pipeline commission from U.S. Treasury
Because of the extensive work that has gone into crafting the BTC proposal, and because of the interests of
several domestic oil companies and our ally Turkey, there currently exists enough support to essentially
subsidize the project with U.S. public funds. In addition, because of the geopolitical importance of the
BTC route, failure of the project could be represented in the press as a broader failure of U.S. foreign
policy in theregion. The administration could go about accessing the fundsin one of two ways: (1) by
Congressional action, or (2) by direct release of funds from the U.S. Treasury. The second option is most
appropriate in the short term (within 2 weeks); however, this approach islikely to ruffle feathers within
Congress. Providing these fundsindirectly, for example, as aloan to one of the host governments to
directly giveto the BTC commission, would be wiser approach.
Pros:

Avoids perception of U.S. foreign policy failure.

Advances theinterests of key U.S. alliesand friendsin the region.

Advances theinterests of U.S. oil companiesinvested in the project.
Cons:

Substantially aggravates already strained U.S.-Russiarelations.
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Assumes that Fed will be willing to release necessary funds.
Failsto consider the questionable future commercial and political viability of the BTC route.

Option 2: Allow market for cesto deter mine pipeline routes—Do not provide U.S. loan
Resist the pressure to provide federal funding for the $500 million financing shortfall for the BTC project.
Encourage the investors to search for additional sources of private investment. If the commission manages
to gather the necessary funding, the Administration can avoid some Russian criticism because the project
will not utilize U.S. federal funds. Most likely, the commission will not be able to secure the additional
funding. The Administration can mitigate the frustration of the interested parties by swiftly shifting to a
policy, which supports multiple export routes through the region, including non-pipeline routes, such asrail
routes. Specifically, support for the many proposals to prevent tanker traffic on the Bosporus should be
highlighted (Croatia-Transneft project; Ukraine & Romania proposals; Ceyhan Rail proposal). At the same
time, the Administration should also pursue avenues to provide exemptions for several U.S. oil companies
interested in investing in export routes through Iran. Such exemptions could be supported in Congress as a
way to balance Russian hegemonic interestsin the region, aswell asto signal a potential normalization of
relations with the moderate government (this could have later payoffsin dealing with Irag). Finaly, the
BTC project should still be encouraged, but as part of a broader, multi-pipeline policy toward the region.
Pros:

Diffusesthe large potential for adirect clash with Russian interestsin the region.

Preventsthe use of U.S. federal funds to subsidize a questionabl e project.

Engages Iran in ameaningful, positive manner.

Promotes the development of multiple oil export routes in the Caspian.
Cons:

Risksthe perceived foreign policy failureif BTC does not go through.

Has potential to anger host states, particularly Turkey.

Assumes Congressional support for broadening relations with Iran.

Recommended Action/Option 2

While there are many cases in which government intervention in amarket is necessary to prevent market
failure or to provide public goods, thisis not such acase. The Administration needsto take arealistic view
of the BTC project—the fact that the project has not been able to attract enough private investment from oil
companies or from the host governments is an indicator of the high level of risk of the project. Coupled
with substantial estimates that the BTC pipeline will not be commercially viable, this should send a clear
signal to the Administration that the route would later be plagued with negative profits and potential supply
disruptions. The best course of action hereis for the Administration to shift to amultiple-pipeline policy
and allow market forces to determine the pipeline routes.
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Ely Kahn April 2, 2001
ChrissieHart 1SP-202
Ran Liu Caspian Sea Qil Policy

Full Text of Presentation Slides

U.S. Interests
Vital
1. Ensurethat inthe short term, U.S. supplies are reliable and not subject to serious interruptions
(low threat).

2. Ensurethat in the long term supplies will be adequate to meet U.S. energy needs (low threat).
3. Ensureviability and stability of major global systems, particularly supplies of energy (low to
medium threat).
Very Important
4. Maintain positive relationship with Turkey, an important U.S. ally (mediumhigh threat).
Important
5. Strengthen political and financial independence of CIS states against reemergence of Russia as
regional hegemon (medium threat).
6. Promote an environmental policy in the Caspian consistent with long-term ecological
reguirements (medium-high threat-- Bosporus).
7. Reduceregional and ethnic conflictsin the greater Caspian region (medium threat).

Opportunities

Strengthen political and economic sovereignty and independence of the new states in the Caspian
region, encouraging political and economic reform.

Mitigate regional conflicts by creating economic linkages between the new states.

Maximizing U.S. commercia opportunitiesin the Caspian region.

Diversity of energy supplies.

Other Players Interestsand Objectives

Azerbaijan
- Full development of country’s oil potential maximizing revenues.

MEP originating in Baku.

Generate economic and political tieswith U.S.; avoid Russian assertions of political domination.

Maintain good relationship with Turkey, an important ally.

Iran
Demarcation of Caspian in manner favorableto Iran—lake not sea, prior treaties binding.
Attract as much oil as possible through an Iranian route — perhaps through swaps.
Delay decision on MEP route.
Prevent U.S. economic hegemony in region.
No trans-Caspian pipeline, no Bosporus bypass.
Push economics (distance, markets, existing infrastructure) as driving force because it aids Iran.

Russia
- Demarcation of Caspian in manner favorable to Russia— lake not sea, prior treaties binding.

Prevent the develoment of Baku-Ceyhan pipeline as MEP.

MEP through Russia.

No trans-Caspian pipeline.

Get Turkey to back down on Bosporusissue.

Prevent U.S. economic hegemony in region.

Maintain/increase influence over CI S states.
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Kazakhstan
Full development of country’s oil potential maximizing revenues.
Ensure multiple and diverse outlets for country’ s hydrocarbon resources.
Protect CPC pipeline (but flexible towards Baku-Ceyhan).
Explore pipeline options to China.
Generate economic and political tieswith U.S.
Avoid Russian assertions of political domination but maintain stable relations with Russia.

Western Oil Producers
Maximize revenue generation from oil.
A pipeline that reflects market forces; least expensive route with minimal political risks.
Recognize need for compromise due to political realities.
Pursue cooperation with regional governments.

Turkey
Baku-Ceyhan pipeline ago.
No Bosporus bypass.
Reduce environmental threat to Bosporus.
Remain active player in pipeline negotiations.
Maintain good relations with U.S.
Hold U.S. to framework agreement.

Operational Objectives
That Baku-Ceyhan pipelineisthe MEP.
Prevent MEP through Russia or Iran.

No mgjor disruption of diplomatic relations with Turkey over pipeline issue.

Option 1— Push for $500 million to beraised now

Get Ex-Im and OPIC to finance the remaining $500 million, at request of U.S. companies which

are part of the AIOC.
Pros:
Operational Objectives 1 &2 met.
No perceived “failure” of U.S. policy — especially important to this Administration which has
made energy atop priority.
MEP gets underway giving the AIOC’ s Azeri-Chirag-Guneshli a boost.
Cons:

Economically viable? Isit asound investment for OPIC and Ex-Im to undertake now? Better to

wait until to supply makesit viable? Presumably done on a project finance basis so future cash
flows are source of repayment; so, if future cash flows are not there, not sound to finance it now.
Plus, by forcing the project sooner than is economically feasible, the cost of financing is more

expensive because of greater risk/delay of repayment.

Nagorno-Karabagh conflict might interfere; memory of expensive Chechen by-passto early oil

pipeline.
Reactions:
Turkey, Georgiaand Azerbaijan support.
Russiaand Iran do not support.
Possible negative U.S. public reaction to ‘ politicizing’ oil by supporting non-economically
feasible pipeline.

Qil producers may have mixed reactions: some are happy to wait another year while some want to

go ahead now.
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Option 2— Defer financing to Baku-Ceyhan, examine “incremental approach” to Baku-Ceyhan
pipelinewith Bospor us by-pass (Recommended)

The United States maintains that Baku-Ceyhan isthe “best” route (in terms of stahility, the
environment, and strategic issues). However, it would not be cost efficient to build this pipeline
before adequate oil production comes on-line. The U.S. and other parties must work with, and not
against, market forces. Early financing for the Baku-Ceyhan pipelineisthus deferred.
Instead, the pumping capacity of the Baku-Supsa pipeline would beincreased to handle outflow
until the construction of Baku-Ceyhan MEP iseconomically feasible. Financing (smaller
amounts) is redirected towards the expansion of this pipeline’ s capacities.
To assuage Turkey’s environmental concerns a Bosporus bypass pipeline would be constructed
(caling their bluff in asense).
When Caspian Seaoil production levels reaches a preset “ milestone production level,” the Baku-
Supsa pipeline will be extended to Ceyhan. At this production level the Baku-Ceyhan pipeline
becomes economically feasible (profitable).

Pro:
Maintains support for Baku-Ceyhan pipeline (as opposed to Russian or Iranian proposals).
Cost efficient and environmentally conscious sol ution.
Balances Turkish desires with realistic economic approach.

Con:
Turkey likely to beinitially upset regarding altered U.S. policy.
Must rework framework agreements.

Reactions:
Turkey: Initial frustrations but strong likelihood of eventual acquiescence. With Bosporus issue
addressed, Turkey is now playing arather weak hand.
Russia: Against because MEP not through Russia.
Iran: Against because M EP not through Iran.
Azerbaijan and Georgiawould support; Kazakhstan would probably support aswell.

Option 3— Back off from Baku-Ceyhan; L et market forcesdecide course entirely

Pros:
Avoidsthe criticism of U.S. government’ s over involvement in energy market.
Likely toyield the most profitable, cost-efficient pipeline solution.
Might be able to use this decision as a card with Russia on other U.S.-Russiaissues.
Cons:
U.S. —Turkey relationship will be damaged.
Azerbaijan and Georgiawill be upset aswell.
If the market force failed to construct a Baku-Ceyhan pipeline, it will be viewed as afailure of
U.S. diplomacy.
- May give Russiaand Iran a chance of further expanding their influence in the region.
- May becriticized as not enough effort for the pursuance of U.S. oil supply diversity
Reactions
- Turkey, Azerbaijan and Georgia against.
Qil companies may have mixed reaction; some want Baku-Ceyhan to go now, others may prefer
market forces to determine best route.
Russia and Iran would be happy about it.

Recommendation/l mplementation
Short-term action

Have Secretary Abraham begin dialogue with his counterpart in Turkey on revised plan
immediately; stressto Turkey that U.S. still supports Baku-Ceyhan as MEP, but has to respond to
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the financial realities; will get environmental and economic benefits from the Bosporus by-pass
both until MEP comes on-line and afterwards.

Have Ambassador Beth Jones discuss plan with Azerbaijan and Georgian governments within a
week.

Over next several weeks, Secretary Abraham should put together ateam to draft this proposal and
distribute it to Caspian Sea oil producing countries and interested oil companies.
Call ameeting among Framework Agreement participants to rework agreement.

Begin discussions with oil companies on building Bosporus bypass over next several months; note
limited U.S. role.

Longer termaction
Continue to support publicly Baku-Ceyhan as MEP when financially feasible.

Strategy

If Turkey gets angry, then point out 1) this plan still bring economic benefit to Turkey and 2) U.S.
is still supporting Baku-Ceyhan as MEP.

If oil companies refuse to sponsor Bosporus bypass, then Turkey could impose stricter regulations
and higher tariffs on Bosporus ail traffic.

If Caspian reserves prove unable to support ultimate Baku-Ceyhan MEP, then Turkey still has
income from Bosporus bypass (or Bosporus tariffs).

Longer Term InterestsOpportunities

Rework sanctionswith Iran (more targeted).
Rework U.S. energy policy (demand, efficiencies, and alternative energy sources).

Questions

What does the current financing package look like? Whereis $2.5 billion coming from — World
Bank Group (WB, IMF and Multilateral Investment Guarantee Agency); other countries’ Ex-Im
banks? Institutional investors?

Assuming thisis done on a project finance basis and so to get funds from other investors there

must be studies showing project feasibility, that is, that anticipated cash flows are sufficient to
repay investors, right?
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ISP 202 CASPIAN WEEK
READING LIST®

World Energy Supply and Demand

1. Maintaining Energy Security in a Global Context, A Report to the Trilateral
Commission, by William F. Martin, Ryukichi Imai, Helga Steeg. New York: The
Trilatera Commission, 1996. Pp 6-12.

1. BP Amoco Statistical Review of World Energy 2000 (oil rdated charts and figures
through 1999), pp 4-11, 14-15, 19 (www.bpamoco.com/worldenergy/ail).

2. International Energy Outlook 2000, Table D1, World Oil Production Capacity by
Region and Country. Energy Information Adminigtration (www.ela.doe.gov).

United States Energy Policy

1. Energy Security: How Valuable is Caspian Oil? by Lucian Pugliares. Cambridge:
Caspian Studies Program, January 2001.

2. Comprehensive National Energy Strategy, Nationd Energy Policy Plan, April 1998,
(Www..hr.doe.gov/nesp/cnes.html).

3. “Executive Summary,” The Geopolitics of Energy into the 21% Century, A Report of
the CS S Strategic Energy Initiative Washington: CSIS Press, November 2000.

4. “A Narow Energy Bill,” Editorid Desk, The New York Times, March 5, 2001.
5. “TheEnergy Equation,” Editorid, The Washington Post, February 5, 2001.
Cagpian Energy: Background Information, Environmental 1 ssues, Regional Conflict

1. Caspian Sea Region. United States Energy Information Adminigtration, June 2000
(including Caspian tables and map) (www.ela.doe.gov).

2. Caspian Sea Oil and Natural Gas Export Routes. United States Energy Information
Adminigtration, June 2000 (www.ela.doe.gov).

3. Caspian Regional Conflict. United States Energy Information Administration, June
2000 (www.eia.doe.gov).

8 Thisisthe reading list for the Caspian week in ISP 202, April 2-4. A packet of current press concerning
pipeline devel opments was handed out in class. One obvious addition that has been published since would
be President Bush’sNational Energy Policy, a Report of the National Energy Policy Development Group,
May 2001, particularly Chapter Eight “Global Alliances—Enhancing National Energy Security and Global
Relationships” (http://www.whitehouse.gov/energy/National-Energy-Policy.pdf).

26



READING LIST

4. Caspian—Bosporus/Black Sea Issues. United States Energy Information
Adminigtration, June 2000 (www.ela.doe.gov).

Industry Report
1. “Specid Report: Caspian Sea Activity,” by Hilary McCutcheon and Richard Osbon.
Oil & Gas Journal. PennWell Corp., August 2000, pp. 52-59.

U.S. Caspian Policy

1. Addressto CERA Conference, Ambassador Richard Morningstar, Specia Advisor to
the President and Secretary of State for Caspian Basin Energy Diplomacy. Foreign
Affairs Network, U.S. Department of State, December 7, 1998.

2. Sate of the Field Report: Energy and Politicsin Central Asia and the Caucasus,
Laurent Ruseckas. NBR Publications. Access AsaReview: Vol.1, No.2: Essay 2.

3. Testimony Of J. Robinson West, Chairman, The Petroleum Finance Company, On
Caspian Sea Infrastructure Projects Before The Senate Foreign Relations Committee.
Subcommittee On Internationa Economic Policy, Export And Trade Promotion,

April 12, 2000.

4. Remarks by Ambassador John S. Wolf, Baku, Azerbaijan. November 9, 2000.

5. “Problemsin the South: the Myth of ‘the Great Game,” An Agenda for Renewal: U.S-
Russian Relations. A Report by the Russian and Eurasian Program of the Carnegie
Endowment for International Peace, 2000.

6. The Great Game, Round 2: Washington’s Misguided Support for the Baku-Ceyhan
Oil Pipeline, by Stanley Kober, CATO Institute Report No. 63, October 31, 2000.

Optional Readings
World Energy “ Areas to Watch.” Energy Information Adminigtration, August 2000.

Non-OPEC Fact Sheet. Energy Information Administration, June 2000.
OPEC Revenues Fact Sheet. Energy Information Administration, October 2000.

Tables. Petroleum Imports, OECD Tota Net Imports, 1960-1999. Energy Information
Adminidration, Energy Overview, 1999,

Testimony of Daniel Yergin, Phil Sharp, and Jay Hakes, Oversight Hearing Nationa
Energy Policy: Ensuring Adequate Supply of Natural Gas and Crude Oil, Subcommittee
on Energy & Power, May 24, 2000.

EIA Country Pages. Azerbaijan, Iran, Kazakhstan, Russia, Turkey, Turkmenistan, Energy
Information Administration, www.eia.doe.gov.
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