Speech by Franz B. Ehrhardt, President & Managing Director, Conoco EurAsia Inc.; Caspian Sea Conference, Tehran, Iran.

Slide 1: Introduction 

Mr. Chairman, Your Excellencies, Ladies and Gentlemen, 

I am very honored to have been asked to serve as a speaker 
on such a distinguished panel at this important conference on the regional development of the Caspian Sea Region. I am also very excited to be here in Tehran, my first visit to a country whose people, culture, and history I have always highly respected. 

Slide 2: Conoco EurAsia Inc. Opening

As president of a relatively new unit within Conoco, I do want to inform you that we have opened our new Conoco Eurasia office in Istanbul in May of this year.  The establishment of this office, in addition to our Middle East office in Dubai, demonstrates Conoco's belief that the Caspian and Black Sea region offers tremendous energy and investment opportunities.  As this audience is aware, this area truly faces both unique significant opportunities, as well as considerable challenges. Many of the speakers at this conference are addressing these issues.

Slide 3: Defining the Opportunities
I like to begin with highlighting the enormous potential of the energy-driven development in the region.  The oil and gas producing potential of the Caspian Sea, without question, is world-class.  Within the industry, it is often compared in size to the hydrocarbon reserves of the North Sea.  Analysts predict that by the year 2010, the new exportable oil from the Caspian and Central Asia might represent some 3 to 4 % of the world oil supply.  This is roughly equivalent to exportable oil of 3 to 4 million barrels per day.  Some experts even say that this figure is too conservative and believe the region could comfortably produce close to 6 million barrels per day.   In any case, the Caspian Sea nations are poised to become major exporters in the next century.  There are, however, emerging voices that predict a considerable lower level of potential production. Whatever the actual amount, this will undoubtedly have a significant positive impact on the economies of the Black and Caspian Seas.

The countries adjacent to the two seas are actually a greater ONE because they are linked to the Caspian Energy by two fundamental facts.  First, they will serve as transportation corridors for the hydrocarbon exports into the Western European and other markets, second, they are key consuming market for oil and gas.  The growth of both regional sections will be interwoven. There is an excellent opportunity for developing the area’s rich natural resources in a way that positively promotes economic development and national sovereignty.

Slide 4: Challenges

Yet there are numerous challenges that the countries of the Black and Caspian Seas must also contend with in order to realize the promise of the region’s resource riches.  These obstacles find their origins in a variety of sources, most notably, political, economic, environmental, and geographic concerns.  

Politically, there is the issue of boundary disputes and the inability to use the most cost-efficient energy transport routes.

Geographically, the landlocked nature of many states is a critical problem. 

We also must take into account the very real environmental challenges that this Region faces, including the limited traffic through the Bosphorus, as well as the soil, air, and ground water protection. 

Economically, this region’s energy exports must compete against the low-cost producers, especially in the Middle East and North Africa.   I believe that this last issue – economic competitiveness on world energy markets must be a major focus. If sustainable price competitiveness can not be established, the possibilities of bringing the region’s energy to market will be severely restricted. When observing many developments, however, I believe that we all may have lost that critical focus – and replaced it with the perceived short-term obsession on one-single issue:  – pipelines.

Slide 5: Current Focus

It seems that this matter of gas and crude oil pipelines has taken on a life of its own.  Governments, conferences, consultants, even the popular news media are all telling us how important pipelines are to this region.  They have even become the focus of intensive political maneuvering. We can't escape seeing constantly the catchy headlines in the news.  I'm sure you have read the invariable comparisons of the battle over pipeline routes as a 20th-century example of the Great Game.  Yes, I'll agree, pipelines are crucial to developing the vast energy resources of the Caspian and Black Seas, but pipelines are not the magical cure-all for the region, especially not when the prevailing political motivation attempts to overpower long term commercial viability.

In this pipeline frenzy, I believe that we are losing sight of the forest for the trees.   What is really needed, is not the pipeline solution itself - but what the logistic concept can do to support the earlier mentioned all-important cost competitiveness.  Basically, a pipeline is just a type of energy-toll road.  Pipelines are a part of exporting energy resources from the producer to the consumer.  They are vital in this role - but they are only ONE factor of overall competitiveness.   Even without a "Grand Pipeline" concept we are and will continue to see incremental solutions being developed.  Instead of focusing our attention solely on new pipelines - we need to look at the underlying issue of the product and price competitiveness of Caspian energy.  This is especially important in this period of softened oil prices, which are likely to be with us for a while. Some of things we need to examine are 

1.) innovative and low cost de-bottlenecking of existing pipeline systems; 

2.) efficiency improvements in loading, shipping, and handling facilities;

3.) low investment links of pipeline grids, 

4.) mutually beneficial crude oil swaps; 

5.) value adding upgrade processing inside the region; 

6.) and any other visionary cross-boundary cooperative initiatives that provide commercial enhancement while limiting political restrictions.

Slide 6: Overall Economic Competitiveness

As said before, the over-riding issue is what this region needs to be competitive on the international energy markets on a sustainable basis.  What we have to realize is that politics, the environment, finding costs at the source, oil & gas transportation, tariffs and taxation, and geography all will affect how competitive Caspian energy will be, and, even more important, as a consequence, the extent to which such energy will drive economic development in the entire region. 

Slides 7&8: How competitive is the Caspian?

With Caspian crude surrounded by 50% of the world’s energy supply that can be produced with attractive finding costs of between $2 and $3 per barrel and low transport expenses, competitiveness must be a real concern.  Keep in mind that the total cost for a Mid-East producer for a barrel of oil exported into the Mediterranean market is around $3 to $4 per barrel.  Thus, despite the good quality of the Caspian oil, the Middle East and the North African crude is a major contender in the same potential markets as Caspian energy. Even if the finding and development costs in the Caspian region match those in the Middle East or North Africa, one still has the incremental transportation cost of $2 to $3.50 dollars per barrel before the oil is loaded on tankers. In addition to the cost of the pipeline itself, we have to look at the expenses of the multi-lateral tariff structure as well.  The potential desire of high tariffs can easily make Caspian crude even more expensive – and thus, even less competitive in the export market.  Ultimately, the desire to receive larger tariffs in the short-run may cost the long-term market share of Caspian energy and slow economic growth in the region.  

Because of time restriction, I can not adequately address the gas supply. In short, however, the addressed issues all apply to gas as well, especially if Caspian gas attempts to compete with gas in Europe.

Slide for sanctions section

There is, of course, another issue that one has to contend with.  Political instability and economic sanctions have also played a role in potentially increasing the transportation costs of Caspian energy to the markets.   One must remember that there is certainly a premium for not using the most direct and economically routes – this premium is estimated to probably add a further $1.00  to the transportation costs of Caspian crude.  This is not only caused by border disputes, but also by the policies of the US government to isolate Iran.  At this point, I would like to reiterate my company’s position on unilateral sanctions. We have been an industry leader and a vocal advocate to end unilateral sanctions in the Middle East. We have not hesitated to publicly put our corporate reputation and sponsorship behind actions aimed at constructive and rational change. Unilateral sanctions simply do not work and have not worked in the past  – instead they create significant market distortions and more often than not adversely affect those who are least able to protect themselves. In the case of Iran, we, Conoco, believe that the U.S. needs to articulate a new, viable long-term strategy to improve relations between the two countries. At a minimum, we believe the U.S. should embark on a policy of incremental engagement, as opposed to unilateral sanctions.  For example, Conoco’s CEO, Archie Dunham, has asked that President Clinton allow U.S. companies to invest up to $ 20 million per year in Iran, which is the trigger level for the Iran-Libya Sanctions Act. 

Slide 10: Fulfilling the region's promise…

Thus to wrap things up, key decisions are being made today by both, companies and Country Governments that will affect the long-term competitiveness of Caspian energy and ultimately the economic development of both the Caspian and Black Seas as well.  I see three factors as essential in promoting the long-term competitiveness of this region’s resources. 

First, we need greater regional cooperation, particularly on the issue of the most economic transportation solutions.   Regional cooperation is a challenge but it is not insurmountable.  

Second, we need a climate that is conducive to foreign direct investment by international energy companies.  This includes that the attempts by the US government to hinder investment in Iran must be changed.  Last, a more coordinated, consolidated, and cooperative approach by all participants is essential to reduce the costs of Caspian energy exports to the world markets to ensure its competitive position.  This region has enormous promise – let us jointly fulfill it.
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