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Executive Summary
There are two contradictory trends unfolding in the European gas market; the process of
unbundling and market liberalization towards harmonized competitive pricing against the
countercurrent of decreasing local production and greater import dependency. The share of
imports in EU natural gas consumption has been increasing steadily to what is now over 60%,
and some 80% of the imports are concentrated between four suppliers; Algeria, Norway, Russia
and Qatar. IEA 2013 estimates that the EU will be 77% dependent by 2025, while it anticipates
only a conservative increase in demand to 554 bcm by 2035 (down from its 2012 forecast of 618
bcm). Practically speaking, the promulgation of short term hub trading and spot pricing in a
highly concentrated upstream market without ‘deep’ buyers and sellers carries a considerable
risk of distortion. Gazprom is of particular concern given its privileged pipeline access, growing
downstream infrastructure and hub presence across Europe and firm 30% market share.
This leaves the future of natural gas pricing somewhat uncertain. Price deregulation and vertical
unbundling introduced in the early 2000s has largely succeeded, but progress of further post2009 liberalization will be more challenging. The transition away from long term oil indexed
take-or-pay (TOP) contracts by way of internal liberalization is certainly bearing results in the
UK and NW Europe, but Eastern countries remain isolated – oil accounts for 30% of price
formation in the UK and 95% in CEE. This is reflective of contrasting political and commercial
interests within the gas industry that cannot be neatly or easily fitted into a new regulatory
system. Producers are divided on the issue with Sonatrach and RasGas being most resistant to a
break from oil-indexation, but Gazprom’s recent contractual concession with ENI indicates it is
perhaps realizing it will have to defend its market share to a greater degree in integrated Western
European markets. If this recent move creates a domino effect then the landscape could change
relatively quickly, but it is difficult to gauge how far Gazprom will go given its longstanding
support for oil-indexation, a policy reiterated only months ago, and the true lack of competition
remaining across certain segments Europe.
However the Europeans should be extremely cautious about how Gazprom positions itself given
its vast resources and partnerships with European companies. The continued progression to spot
indexation, particularly in immature markets lacking depth, gives Gazprom the ability to sell
more attractively priced volumes within the upper bound of supplier contracts and possibly seize
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a greater market share. It also provides the company an opportunity to sell directly into this
market to manipulate price without otherwise disrupting the relationship with its large customers.
In other words, departure from oil linkage can open a new set of problems and work against the
legitimacy of price signals based on supply and demand in non-integrated, low liquidity markets.
Ultimately the geology, geography and geopolitics that shape Europe’s energy reality can be
mitigated but not changed. As a whole the continent will be import dependent, making import
diversification indispensable for competition to emerge. Unfortunately, there are not many
supply options and the prevailing oligopolistic structure of exporters will make liberalization
more an abstract achievement than a practical realization of tangible benefits. The Commission is
taking steps to exert influence where it can, by creating conditions for a competitively open,
harmonized market spaces that prevent price segmentation. There is certainly value in reducing
the leverage of a dominant supplier like Gazprom and limiting its ability to procure noncompetitive long-term price and volume commitments, but goals need to be realistic. The
following sections assesses the viability of this effort and projects the position of the EU market
vis-à-vis external producers up to 2020 and beyond.
This paper identifies and assesses inherent challenges to the goals of diversification and
competition in Europe and their potential effect on price formation.
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Background
The recession pummeled the status quo that existed prior to 2008, seemingly expediting the
incremental evolution of the Third Energy Package by putting incredible pressure on producers
and wholesalers under contract. These contracts were a result of anticipated demand growth and
the desire of large incumbent wholesalers to maintain market dominance, but the recession
denied and reversed this trajectory.
With stagnant demand gas was oversupplied and underpriced, and this was exacerbated by a
wave of redirected LNG that had been intended for US markets but was re-exported due to the
shale revolution. In a true market a low price signal would preclude additional supply, but in the
EU preexisting long term TOP contracts force the purchaser to meet minimum offtake
requirements at an oil linked price regardless of demand. In the case of wholesalers, their excess
gas also had to be sold to end-consumers at an above market price - which smaller competitors
could undercut - or dumped at a loss on saturated trading hubs. Large European utilities were
able to survive because of significant retroactive volume and price adjustments reached in
arbitration and settlement between 2009 and 2013, reflective of the extreme circumstances
threatening the solvency of these large incumbents. Producers like Gazprom and Sonatrach did
what was necessary to keep their customers solvent and maintain market share, and still LTCs
have survived because they remain fundamentally intact. Rather the drop in demand for gas has
in a sense suspended the Third Package by indefinitely weakening the appetite for new sources
of additional supply, outside of contractual volumes, which are needed to foster competition with
incumbent producers.
As demand recovers and indigenous output declines, the hope is that Russian pipelined gas will
have to compete with LNG and the Southern Corridor on price, yet Russia is the lowest cost
supplier and all three sources depend on a variation of long term TOP contracts infused with
significant oil indexation. Price competition or concession has become synonymous with price
formula adjustment, which translates to reduction of oil-indexation. Of course, this does not
guarantee anything about price level resulting from the market or oil/oil products which are both
fluid and difficult to forecast. But if it follows that demand in Europe will not return to pre-crisis
levels before the end of the decade as many analysts conclude, spot indexation will continue to
be a quid pro quo for discounted price relative to contracted price. Then the question becomes
5

which producer can afford to offer more of this discount through formulaic adjustments on a cost
or revenue basis, and for the time being it pipe gas from Gazprom.1
While gas-to-gas competition has been steadily growing and Europe’s gas consumption is said to
now be split evenly between long-term and hub traded gas, the swing supplier with a steady 30%
market share will have the greatest influence over the pace of the transition away from the oilindexed model of TOP LTCs that characterize the bulk of its volumes well into the next decade.
Gazprom remains in a strong position and its core market share will not be threatened until
beyond 2020 when contracts are up for renegotiation. Thus continued spot price proliferation
depends on the ability of the EU Commission to strengthen market integration and integrity
according to the Third Package, and the subsequent calculations and actions of Gazprom in
determining its optimal strategy given this environment.
For now, the hybrid system of LTCs and gas-to-gas competition is likely to remain in the
medium-term. As hubs enabling short-term and spot trade continue to grow they will influence
new contracts, which will have to embody shorter time horizons and exposure to spot prices, but
not eliminate them. Long-term contracts still serve a vital purpose for incumbent producers and
retailers that exercise significant power over the market, and without the introduction of
competition they will continue to maximize profits.

1

This is presuming that Algeria, Liberia, Iraq, and East Mediterranean are at best long term possibilities
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The Single Energy Market Vision and Reality
Internal Vision
Since 1998 the EU Commission has been working to establish an integrated single energy market
that will lay the ground work for the networking off natural gas trading hubs and ultimately the
realization of a single market of transparent gas-to-gas pricing across the continent,2 an endgame
that is not compatible with long-term TOP contracts. In NW Europe, markets have developed
and continue to increase liquidity along with diversification and for the most part gas is bought
and sold across competitive hubs.
Transposition of the Third Energy Package into national legislation by Member States is a
precondition for the successful implementation of the Gas Target Model. The deadline for the
completion of the internal energy market was meant to be 2014, but it will be delayed. In
February of 2013, 16 Member States implemented Third Package provisions while only 4 of 12
pan-European Network Codes will be finalized by 2014. The Network Codes are of particular
importance because they will regulate the cross-border trade of natural gas. Nonetheless,
progress is being made steadily and the course seems to be set.
Competitive pricing for many Eastern EU countries will hinge on leverage in future contract
negotiations with Gazprom, which will be influenced most by the Commission’s enforcement of
competition law and Member State’s ability to access alternative natural gas. Diversification in
Europe comes at a high cost, including investment in major infrastructure projects and
potentially costlier LNG, Caspian and unconventional supply. Ideally for the Commission,
additional volumes outside LTC TOP commitments can be met competitively between these
sources across a harmonized market and pressure Gazprom with the threat of continuous
minimum offtake until current contracts expire.
The North-South Corridor is one powerful vision for the CEE region that would espouse the
Visegrad 4 community as a regional market within the context of the Third Package. It would
link disparate national distribution infrastructures from Poland’s Swinoujscie LNG terminal (set
to come online in early 2015) and Lithuania’s Klaipeda, with the proposed Croatian terminal in
Kirsk (still facing investment uncertainty) taking advantage of LNG supply, Austria’s
Council of European Energy Regulators (CEER) (2011), “CEER Vision for a European Gas Target
Model, Conclusions Paper,” Brussels
2
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Baumgarten hub and Hungary’s distribution and storage network. This would create more
liquidity in the CEGH and offer real leverage against Russian gas in future contracts. Such a
linkage would also facilitate the movement of unconventional gas from Poland if production
reaches high enough levels. The 5 bcm bi-directional SK-HU interconnector is scheduled to be
operational in 2014, while the major missing links are CZ-AT and PL-CZ interconnectors. An
eastern branch would require an additional PL-SK line as well. The completion of this system is
necessary for the requisite competition to add true depth to the CEGH and surrounding national
markets, but it is certainly not imminent in the current economic climate.

Current Circumstances continue leave CEE isolated
The past crises have certainly raised energy security issues to the forefront of EU-wide and
national agendas, particularly in CEE, prompting the construction of interconnectors, reverse
flow capabilities and storage facilities. However, collective EU external energy policy has thus
far failed to move beyond empty rhetoric which should come as no surprise. Just as the 2006 and
2009 crises failed to catalyze this process, it is unlikely that the unfolding 2014 version, led by
Prime Minister Tusk of Poland, will gain traction amongst EU Member States. Successful
initiatives require unity between Member States with a common goal in mind, but this is
something that has never happened in practice. Ultimately nations are self-interested and those
that comprise the EU are no different. Powerful Western Member States do not want to disrupt
their commercial ties with Gazprom while more vulnerable countries in CEE are mostly careful
to aggravate their single source of supply. Because of this, EU institutions have been influential
in the internal market but thus far unable to achieve a binding agreement regarding external
energy relations.
This leaves essentially ‘two Europes’, one with growing spot markets and diversity of supply and
one without. Eastern European natural gas markets remain disconnected from the more dynamic
hubs of Western Europe and continue to depend on directional Soviet era pipelines and the
Russian gas that flows through them; there is also far less pipeline density in the East than the
West to facilitate free movement. In the next 5-10 years the Southern Corridor and LNG imports
will continue to facilitate trade in the Northwest and Iberian Peninsula, with only modest impacts
in CEE and SEE. TAP offshoots to Albania and Bulgaria and new LNG facilities serving Poland
and Lithuania will initially only meet domestic demand, with the latter having potential to spread
8

throughout the Baltic States but not beyond. Although interconnectivity and physical reverse
flow capacity from West to East is gradually improving with the completion of new
infrastructure projects, there is not sufficient liquidity to support a reliable price signal in Eastern
European markets– thus prices are taken as largely exogenous. Until prioritized projects of
common interest (PCI) receive final investment decisions there is simply not an alternative to
Gazprom and its LTCs. In the meantime the gas major will continue to segment European
markets accordingly and charge above market prices using heterogeneous oil indexed pricing
mechanisms. The Commission’s anti-competition suit against Gazprom could force the company
to harmonize its Western and Eastern price formulas, but it is a politically motivated process
between Brussels and Moscow and the CEE countries are not necessarily the primary
considerations in the outcome.

EU: Liberal governmentalism trumps Supranational Cooperation
The Commission will continue to monitor and enforce the new EU regulatory framework under
the Third Package while exercising its broad anti-competition powers on a case by case basis.
The pending case against Gazprom which was filed in 2011 will have far-reaching implications,
and includes three broad accusations; restricting interstate trade, limiting diversification, and
predatory pricing. The Commission has successfully challenged and reversed destination clauses
in LTCs in the past, but it remains to be seen how far Brussels can push Moscow to force
changes across Gazprom’s business practices in such a politically charges environment.3
Beyond ensuring that internal laws and regulations are followed, its role in the EU’s external
energy policy is much less defined. As early as 2000 the Commission viewed Europe’s rising
energy dependence on natural gas as justification for developing a common external approach to
energy. In September 2007 an EU Parliament resolution for a common European foreign policy
on energy was issued and assessed by the Commission. Paragraph 27 reflects this view:
“The Commission welcomes the call in the Resolution for Member States “to keep each
other and the Commission informed of, and moreover to consult each other and the
Commission on, strategic decisions concerning major bilateral agreements with third
countries on energy projects which could affect the interests of other Member States and
the EU as a whole”. Such communications are an important prerequisite for achieving
the objective of speaking with one voice on external energy issues and to ensure
solidarity vis-à-vis third countries. In any event, Member states are under the obligation
3

established in the landmark agreement between ENI and Gazprom in 2003
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to co-operate under Article 10 of the EC Treaty and to abstain from measures that could
jeopardise the attainment of Community objectives.”4
In 2010 the Commission again emphasized the importance of formalizing this principle, whereby
Member States act in the benefit to the Union as a whole in bilateral energy relations, but nothing
was ultimately achieved or signed.
For smaller CEE Member States, collectivized, supranational participation in negotiation over
energy contracts would improve their bargaining position vis-à-vis Russia, ultimately leading to
better terms for pricing. Yet the more powerful core EU countries tend to enjoy well-functioning
business ties with Russia and have been hesitant to follow through with widespread cooperative
agreements that would jeopardize the status quo. Following the 2006 and 2009 crises the
principle of EU diversification for energy security was agreed upon in principle but divisions
arose when it came to taking action. In fact, when faced with a decision most Member States
strengthened their energy ties with Gazprom rather than embark on a more politically and
financially riskier path of turning to Caspian gas (e.g. supporting Nabucco and Nabucco West).
Thus, Member States have interfered with and undermined the vertical cohesion favored by the
Commission and the Parliament concerning suppliers and transit routes in pursuit of bilateral
relations that optimize their individual energy mix. Countries such as France, Germany, the UK
and the Netherlands perceive their market size and level of interconnectedness as sufficient and
have no need or desire to surrender any sovereignty to the EU in this area. CEE countries that
continue to advocate the ‘Europeanization’ of external policy, perhaps in recognition of the
futility, have also resorted to bilateral deals with Gazprom. The 2009 Lisbon Treaty was
ambitious in its aim to create a legal basis for collective external energy policy, but so far the EU
has not been able to make any significant progress and the lack of coherence is evident.
Beyond the internal market, it remains to be seen how effective EU institutions can be in
garnering unified support for a common external policy. The Commission will continue to
attempt to safeguard against non-competitive practices at the Member State level by using its
expansive supranational powers, but its authority in third-country relations will be limited by EU
members that ultimately value stable commercial relations with Gazprom and Moscow.

4

EP adoption September 2007, Committee on Foreign Affairs (AFET)
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Contracts and Pricing Mechanisms
The trend in European pricing mechanisms toward spot pricing at trading hubs over the past
decade has meant that TOP long-term contracts no longer represent the status quo. Data is
difficult to compile given the sensitivity of the information and the methodology employed5, but
in less than 10 years the share of gas traded on spot markets in NW Europe has risen from an
estimated 28% in 2005 to 72% in 2012.6 It is said that in 2012 half of the gas consumed in
Europe was traded across hubs, up from 20% in 2005. New types of contractual formulas are
evolving in many cases, with shorter timeframes and greater spot indexation. Between the three
major pipeline producers, the majority of the new, non-traditional contracts are offered by Statoil
while Gazprom and Sonatrach still aim to protect the traditional practices that ensure more
predictable future revenue streams.
Oil-indexed LTCs are clearly preferable to producers and had been profitable for large European
utilities as well before 2008, under then normal market conditions. While oil indexation is no
longer a rational price barometer for natural gas because oil is not the substitute it was in the
past, its value remains in the form of reduced volatility and predictability. For producers making
significant mid and upstream investments, the TOP minimum annual offtake7 is critical for
reducing risk and ensuring a stable return on investment over an extended period of time. This is
particularly true for an exporter like Gazprom whose production fields are quite distant from city
gate meters, and whose gas must traverse a long network of pipelines before delivery. The TOP
provision offers security to both sides, guaranteeing producers a market and wholesalers the
dependable volumes to meet sales and marketing obligations. The big suppliers like EON, Eni,
and GDF Suez can manage their massive portfolios between the band of the ACQ (+/- 15%) and
the spot markets depending on spot prices. However, these contracts are burdensome for smaller
downstream industrial users and power generators that are more directly exposed to the ebbs and
flows of economic growth and electricity demand. Power generators in particular operate in gas
and electricity markets that are increasingly divergent. Generators that commit to predetermined
volumes at non-market gas prices are unable to adjust to fluctuating demand patterns of the more
liberalized electricity markets. This is why there are more CCGT plants in NW Europe with

5

There is an issue of double counting, if LTC offtake cannot be sold to customers and is offloaded into the market.
European Parliament Directorate-General for Internal Policies, February 2014
7
This can be adjusted monthly and to balance annual obligations
6
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access to liberalized gas markets than CEE. With respect to large wholesalers, producers can
argue that adequate price review mechanisms are built into the contracts as demonstrated by their
survival during the crisis.
According to Andrey Konoplyanik of Gazprombank, “infrastructure and major production
investment decisions are very difficult to justify against sales into a market in transition to a
liberalized and widely liquid state.8” He contends that switching from long-term gas export
contracts (LTGECs) to a more volatile market would pose a future threat to the security of
supply in CEE since it would not provide clear signals to investors for new upstream projects. By
this logic, as long as major producers are being asked to book capacity and build additional
infrastructure they will continue to request LTGECs for sales of gas and seek certain thresholds
for gas prices separate and irrespective of a market. A formula tied to oil provides a baseline for
price expectations which is compromised by the inclusion of spot volatility in the pricing
formula. Ultimately downstream end-users are dissuaded from investing in gas consuming
projects precisely because commitments to LTCs no longer reflect the market. Even though
LTCs could be classified as a ‘license to renegotiate’ - in other words feigning the ability to
reflect market circumstances - proceedings can take years and outcomes are uncertain,
particularly for a weak country with little leverage. More flexible short term deals and spot
purchases are much more amenable to end-consumers that do not have the clout of an E.ON or
GDF Suez that are essentially too big to fail, that have the resources to follow through with
arbitration and other legal proceedings.
Preexisting LTCs between suppliers and producers also obstruct market development by limiting
the amount of ‘free’ gas that would otherwise be purchased from additional competing sources.
Prior to the crisis in 2006, delivery contracts between Gazprom and major suppliers, including
E.ON, ENI, OMV, and GDF Suez were extended to a period between 2027 and 2036.9 The ACQ
typically has a built-in flexibility band of +/-15%, but this was reduced to 70% as a result of the
financial crisis. With this metric, European buyers are committed to buying at a minimum 115
bcm of gas from Gazprom in 2020 and approximately 65 bcm in 2030.10 This does not take into

Konoplyanik, Andrey, “Evolution of Gas Pricing in Continental Europe: Modernization of Indexation Formulas Versus Gas to Gas
Competition,” Centre for Energy, Petroleum & Mineral Law & Policy, January 2010
9
Hungary 2017, Poland 2022, Slovakia 2029, Czech Republic 2035
10
Dickel, Ralf, et. al., “Reducing European Dependence on Russian Gas: distinguishing natural gas security from geopolitics,” Oxford Institute
for Energy Studies, October 2014
8
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account the take-or-pay volumes paid for and rolled over to future consumption, which has also
extended the life of expiring contracts in negotiations (e.g. Hungary). After prepayment, this
‘make-up gas’ can be received anytime the buyer needs it within the next five years.11
Spot prices are volatile and sensitive to regional supply and demand balances, tracking somewhat
predictable seasonal patterns but sensitive to bottlenecks and disruption. Traditional LTC border
prices are designed to be smoother, tracking a 6-9 month average oil price with a 3 month lag. As
a fully liquid globally traded commodity this pricing mechanism is also less prone to sudden
shocks. Increased oil production in the coming years (US, Iraq, Libya, Algeria) along with an
expected decline in the Chinese rate of oil consumption could translate to downward pressure on
these contracted gas prices, and consequently the Economics Intelligence Unit projects
decreasing oil prices over the next four years.12 This is already underway as Brent crude has
fallen to the mid-$80s range per barrel, undercutting the price of not only major denominations
of piped Gazprom gas to Europe but also the LNG market with its focal point in Japanese
offtake. Thus the disequilibrium that coincided between European gas surplus and tight global oil
over the past five years will likely revert back to historic norms which can bring some relief to
large utilities. This alludes to the fact that oil linked prices, which oscillated near the benchmark
German border price for most of the last decade, are not always necessarily higher than spot
prices but they are largely detached from market developments.
Spot prices are beneficial to consumers and investors because they send clear market-based
signals and encourage competition towards the most efficient, lowest price. Furthermore they are
flexible and encourage interconnection between countries and regions which supports liquidity.
Ideally, they also provide a platform for competition which reduces concentrated market power –
and this is one of the more attractive characteristics from the EU’s perspective. At the same time
this free market can be heavily influenced by a dominant player like Gazprom where the number
of producers is inherently limited. Conversely, the advantage of oil indexation is immunity
against potential price manipulation, something Moscow has consistently reminded its European
counterparts in Brussels. It is also logical in the absence of a viable market where tradability of
gas is restricted by inadequate transportation and storage, in the midst of lower traded volumes

11
12

Komlev, Sergei, “Europe’s Oversupplied Gas Market,” Blue Fuel, November 2014
http://gfs.eiu.com/Article.aspx?articleType=cf&articleId=811732065&secId=8
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and limited buyers and sellers. Jonathan Stern of OIES makes this point in his assessment of the
European market, noting concern over CEE hubs which are insufficient in trading volumes and
liquidity thereby posing a direct risk of exposure to price rigging by dominant players.

Trading Hubs and Regional Disparity
Trading hubs in Continental Europe are still mostly unable to support dynamic spot prices and
futures markets, although they are showing signs of gradual growth. The NBP is the most liquid
and exhibits by far the highest churn rate in all of Europe, while TTF and Zeebrugge lag
relatively far behind.
Continental trading hubs are yet underdeveloped and incapable of offering a liquid exchange,
forward curves, and a futures market for the bulk of gas consumption, but they are trending up.
ACER is moving to ensure a standard of transparency among the burgeoning exchanges that will
require published data available to the public.
Yet there remain implicit barriers to open competition in these markets. For example, the
Austrian hub in Baumgarten (CEGH) is half owned by Gazprom and currently only trades long
term contracted Russian gas. The Commission will not be able to push hard for gas-to-gas
competition in immature trading zones unable to offer reliable price information and a full range
of services. This reality will continue to favor the inertia of guaranteed long term contracts, at
least until viable alternatives can begin to mimic a more vibrant marketplace.

The Financial Crisis: Ex-post Adjustments in LTC Pricing Mechanisms
Up until 2008, the European LTC and spot spread followed a seasonal and somewhat predictable
cyclical path whereby large spreads were brief (summertime) and followed by reversion (winter).
This pattern was severed with the onset of the 2008 financial crisis and ensuing economic
recession, which significantly curtailed European demand for natural gas and sent spot prices
tumbling while contracted prices held firm, persisting even as TTF prices recovered from 20102011. As can be seen in Figure 1, BAFA and TTF prices did converge briefly in 2011 due to
contractual concessions (see Chart 1), but the spread reemerged and persisted with the exception
of another brief period of convergence in late 2013 during a cold winter.

Figure 1: European gas prices and Brent
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Below in Figure 2 the trend line depicts the downward progression of natural gas consumption in
the EU over the time period - which recovered some in 2010 and then declined precipitously
through 2013 – against the backdrop of fluctuating but steadily rising monthly natural gas prices.
The fact that the decline in demand from 2010 coincides with higher and rising natural gas prices
– both contracted and spot – is somewhat counterintuitive. A partial explanation is due to the
interconnectivity of global markets by the international price signal of LNG. The steady rise in
European prices (47% TTF from 2009 to 2011) corresponded to peaking LNG demand in Japan
which buoyed the high spot price threshold in Asia and kept cargoes away or re-delivered from
the EU, limiting available volumes in the market.
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It can also be attributed to the idea that a large portion of the ‘free’ gas sold in markets across
Europe were unloaded from oil-indexed or only partially spot (TTF)-indexed origins, and thus
the rising oil prices during this period had a much greater effect on price, even on the TTF.
While causation would goes beyond the scope of this paper, as illustrated in Figure 3 there is
clear correlation between rising prices of Brent crude, BAFA, JCC and TTF during the postcrisis recessionary period from 2009 to 2013.
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The high oil prices buoyed wholesale prices paid by large incumbent utility suppliers under
contract which they struggled to unload in the reeling market. These European utilities were
forced to continue purchasing higher priced gas under Take or Pay (TOP) provisions while
cheaper spot-gas was available for emerging second-tier competitors to sell to consumers,
causing them mounting losses in sales. By 2010, European wholesalers were reaching a tipping
point unable to bear the TOP burdens and desperate for relief. With the industry still back
pedaling from the recession, spot LNG cargoes from Qatar that had been designated for the US
market were redirected to the already oversupplied European market as a consequence of the
shale revolution that precluded the need for additional US imports. For a short period spot gas
was so much cheaper that for some suppliers it was more profitable to buy and sell from the spot
market while absorbing the TOP penalty for falling below minimum offtake requirements. The
2011 Fukushima disaster introduced another shock to the LNG market, with the subsequent
shutdown of all nuclear reactors in Japan creating an enormous demand for spot LNG that
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pushed spot prices to record highs. This arguably contributed to the steady rise in EU hub gas
prices in corresponding years as displayed in the above figures.
Producers started to bail out their large customers with price and volume concessions, either
through resolution following a bilateral review or by way of arbitration. Throughout the crisis
producers were in a position to either protect volumes by offering greater price concessions or to
protect the pricing structure within the contracts and accept reductions in volumes, e.g a loss in
market share.
Statoil was the first to offer price relief following the financial crisis in 2009-2010 and
subsequently saw its market share rise year-to-year until 2013 when Gazprom’s price
adjustments came into effect. Consequently, in 2012 Statoil briefly overtook Gazprom as
Europe’s top exporter before Gazprom regained the position in 2013. Typically the price
reductions shifted 10-15% of the contractual price formula to spot indexation and included
retroactive payments on this price basis, providing spread-based discounts. The ACQ became
another matter of negotiation as even the -15% floor could not be offloaded by utilities.
Circumstances forced negotiations whereby E.ON and other large utilities were able to negotiate
2 year roll-over periods for paid for, unused gas that could be subsequently added to offtake (but
only at above ACQ levels). This was not enough to withstand the crisis, however, and most
companies were also granted a flat 10% reduction from their minimum offtake.
In order to reduce the spread during the crisis, the initial strategy of say Gazrpom was to limit the
amount of spot indexation and use other means to relieve customers in order to preserve the
preferred oil linked pricing mechanism. This meant an initial offer of one-time base price
changes, volume reduction and a re-opener clause rather than a permanent change to the
indexation formula. Due to weak infrastructure and gas supply dependence CEE suppliers did
not have much leverage and mostly accepted what was offered. Even large incumbent EU
suppliers arguably settled for less than they could have received collectively because of the
tremendous market pressure they were under in NW Europe. Absent a common EU external
energy position, each supplier was dealt with on a case-to-case basis creating a domino effect of
patterned post-crisis LTC reform. Beginning with EON, subsequently GDF Suez, ENI and others
demanded and accepted nearly identical terms. The following timeline outlines the notable
events:
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Chart 1: Post-crisis renegotiation timeline

2009

•Statoil allows 25% spot indexation in majority of contracts for three years

2010

•Gazprom price review mechanism used for retroactive price discounts with EON, ENI and GDF Suez
good for three years

2011

•PGNiG threatens to take Gazprom to arbitration
•Statoil agrees to 10 year contract with Centrica (UK) 100% spot indexed

2012

2013

•RWE Transgas (Czech) wins dispute with Gazprom, includes discount on future supplies and carry back
price changes
•PGNiG reaches agreement with Gazprom setting prices equal to German border with 15% spot
•EON/GDF and Gazprom settle retroactive dispute cutting price by 7-10% (no increase in spot)
•Statoil reaches new contractual price agreement with EON and RWE
•Statoil agrees to new 10 year contract with Wintershall (DE) 100% spot indexed
•Gazprom renegotiates with ENI on volume and price
•ENI takes Statoil to arbitration seeking 10 billion euros in compensation for oil indexed prices dating to
1997
•Arbitral tribune grants RWEs revision of purchase price with Gazprom to reflect market conditions
dating back to 2010

2014 •Statoil and ENI finalize pricing agreement

•Gazprom and ENI reach agreement to index all LTC volumes to PSV starting from 2014

Source: author’s sources

To date, Statoil has renegotiated over half of its contracts and analysts estimate that about 50%
of volumes are currently sold on a spot market basis whereas the figure is somewhere near 20%
for Gazprom.13 Gazprom has provided discounts to almost all of its major European customers,
beginning with negotiations with three of its largest in 2010 - EON, ENI and GDF Suez – under
the built-in price review mechanism for the forthcoming three year period. At the time Gazprom
was anticipating that the market would be ‘back on track’ by 2012, but the recession persisted
and additional emergency renegotiations were required.14
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In 2012 Gazprom’s retroactive payments to consumers including ENI and GDF Suez reached $3
billion, and in June 2013 an international arbitration court ordered the company to include spot
indexation in the RWE pricing formula payable under the LTC dating back to May of 2010,
rumored to be 15%. All told Gazprom lowered its average European border price in 2013 to the
$370-380 range compared to $402 in 2012.15 But this was the best worst-case option for
Gazprom, and it allowed for the survival of all other features of the LTC, most importantly the
TOP clause and high degree of continued oil linkage. For a producer are most important in
lowering price volatility and risk over a long time horizon.

Uncertain Demand
As noted EU natural gas consumption has been falling steadily, losing 13% from 2010 to 2013,
and is not expected to recover to pre-crisis levels until 2030. This estimation is based on
systematic considerations apart from the crisis, reflecting the new energy landscape shaped by
EU regulatory policy and emissions targets that for the time being makes coal and renewables
more competitive.
The intersection of poor macroeconomic performance, the collapse of the ETS, cheap coal and
RES subsidies has brought into question the ‘gas renaissance’ proclaimed in the middle of the
past decade. Lack of economic growth has reduced overall electricity demand while policies
favoring renewable penetration toward the EU 20-20-20 targets have enabled the fast paced
growth of solar and wind power. It is not only that renewables are displacing gas in power
generation but the natural timing of the current which elevates during lucrative peak hours of the
day when marginal prices are highest. Peak prices are a crucial component of return on
investment for natural gas TPPs, and without this specific revenue stream natural gas TPPs are
uneconomical. In Europe, producing electricity with natural gas has become unsustainable for
utilities in the current environment. This has been reflected by the suspension and low utilization
rates of existing gas powered generators and the mothballing of even the most efficient, highest
performing CCGTs on the market - as of January 2014, 60 preapproved projects in Western
Europe have been shelved. A far reaching example of this is Germany, where overcapacity from

Shiryaevskaya, Anna, “Gazprom Cuts 2013 Gas Export Price Forecast Amid Contract Talks,” Bloomberg, June 4 2013,
<http://www.bloomberg.com/news/2013-06-04/gazprom-cuts-2013-gas-export-price-forecast-amid-contract-talks.html>
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coal and renewables have led to a flood of exported electricity across the region, directly leading
to the closure of CCGT projects in the Netherlands.
At the same time the oversupplied ETS market has produced an artificially low carbon price
which has made coal more economically viable than natural gas as a base-load generation input.
Beyond the use of domestically produced coal, there is increasingly available cheap imported
coal from the gas abundant US, ultimately leading to a temporary resurgence of coal fired
generation in Europe.

Primary Supply Sources
In 2011, Norway, Russia, Algeria and Qatar accounted for 82% of EU imports. The steady
decline of North Sea production and the uncertainty surrounding unconventional extraction
assure that dependency will intensify towards the end of the decade and beyond. Norway,
Russia, and Algeria form a supply oligopoly while they sell to segmented markets in which their
shares are increasingly concentrated. Gazprom’s CEE markets are the most isolated and thus it is
able to behave most like a monopolist. Norway sells to the most liberal markets in Europe while
Algerian gas competes with global LNG price in the energy mixes of the Iberian Peninsula. This
helps to explain why Statoil has been most willing to accommodate increasing spot indexation
into its contracts while Sonatrach and Gazprom have been reactionary and hesitant. Despite the
fact that Statoil seems to be gradually moving away from oil linkage in their gas contracts,
Russia, Qatar and Algeria – which comprise 54% of EU gas imports and the potential capacity to
add to that – are more reluctant to do so.
Statoil will remain an important supplier both in sheer volumes and in its progressive attitude
toward contracting, but its market share will plateau in the coming years as production and
exports sharply decline after 2020. Meanwhile, North African supply led by Algeria remains the
most logical marginal supplier due to low costs of production and expansive pipeline capacity
but the region is plagued by security and regulatory shortcomings that deters foreign investment
and undermines long term dependency. As Sonatrach remains the most adversarial when it
comes to any change in its pricing scheme, its European exports have halved over the past
decade, now comprising only a 13% share of EU imports in 2013.
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The emergence of off-shore Caspian gas via the opening of the Southern Corridor has been
heralded as a major achievement for diversification in Europe but in reality the gas is expensive
and limited. There were early rumors that Caspian gas would be tied to 100% spot indexed LTCs
but negotiations have reportedly arrived at a compromise of closer to 50%. The selection of
Nabucco West would have been grounds for legitimate optimism for CEE integration and
diversification but the selection of TAP is somewhat inconsequential, largely bypassing the
region and reaching the Italian market as its entry point. The pipeline itself has been granted a
TPA exemption, meaning that the Azeri gas that flows through will not compete with other
sources. While linkages to Albania and Bulgaria will be of great individual importance,
collectively its scope is limited in bringing CEE anything new.
Comparing suppliers on a cost basis in Figure 4, Algerian gas production is the cheapest on
average followed by Russia. Caspian gas from Shah Deniz II is the most expensive pipelined
source because it is off-shore while green-field Australian and Canadian LNG require the highest
per unit cost due to the need for investment in the liquefaction facility itself along with grid
interconnection.
Figure 4
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LNG will likely become the focal point of EU diversification efforts because of its flexibility and
the nearly 200 bcm of existing gasification capacity. LNG already constitutes a majority of base
supply in Spain, France and Portugal while it is growing as a component of energy mixes in NW
Europe, particularly the UK and France. While the contracts are still long-term and oil-indexed,
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cargoes can be redirected according to global arbitrage opportunities when European market
prices are low.
Based on current infrastructure and availability, LNG is the only viable option for Europe’s
proposed diversification in the short-term even though such volumes are and will likely remain
more expensive than piped gas. The price of diversification in Poland includes a $645 million
LNG terminal accompanied by a 20 year QatariGas LNG contract using a nearly identical
pricing mechanism to that of Gazprom. In fact, the gas is expected to be priced equal to or above
that of Russian imports, by some estimates up to 30% more. Meanwhile the newly commissioned
floating LNG terminal Independence at the Lithuanian port of Klaipeda has a 4 bcm capacity of
which only 3 bcm is required domestically. While the terminal has obvious security of supply
benefits for Lithuania and potential for the region, so far only Lithuania is paying the premium
for dependence from Gazprom – after four years no other company has booked capacity besides
state-owned Litgas. The price formula imbedded within the current five year contract with Statoil
includes an undisclosed premium to the NBP that, while not public, officials say will make the
gas 10% more expensive than Gazprom’s price next year, adding that LNG set the ceiling for
pipeline gas.16 Probably in the long run this will help to open and liberalize the markets of the
Baltic States, but the question remains at what cost.
Not only is the gas fundamentally more expensive because of the associated liquefaction,
transportation and regasification costs that must be ultimately recovered, but the new
infrastructure built in Europe since 2009 allowing this gas to flow from west to east and patching
together the single market is almost exclusively for the introduction of LNG as an alternative
source. Ironically, it is mostly Russian gas that will continue to be a dominant fixture in NW
European gas portfolios that will be used to book these reverse capacities when there is
disruption or crisis.
Nonetheless the Cournot non-cooperative game has been used to model imperfect competition
amongst European producers, and according to the Hobbs/Chyong base scenario model from
2010 to 2030 the share of Russian gas increases modestly (26-32%) while import requirements
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are increasingly met by LNG which grows to 26-34%.17 They expect continued competition
between Russian volumes and LNG on the margins with the evolution of cost advantage
determining relative market shares. Assuming this is the case and economically prudent
decisions are made, Gazprom will have a major advantage in maintaining if not growing its
market share versus LNG.
Looking ahead to 2020, the Southern Corridor (expected deliveries late 2019/ early 2020) and
LNG are the only dependable options for alternative supplies but they come at a price that will
be close to or above that of Russian gas based on similar indexation formulae and the need to
recover high investment costs. Thus enhancing security of supply, which is nominally a matter of
inducing competition and building market depth, increasingly becomes a question of willingness
to finance new infrastructure and pay above market prices. Ultimately this requires the
endorsement and financial backing of EU institutions alongside a willingness by Member States
to support major projects with regulatory ease and public funding.

Statoil
Owing to its close proximity to maturing markets in NW Europe, Statoil has embraced the use of
spot indexation throughout its portfolio of contracts. Its share of natural gas sale’s contracts
linked to spot prices are expected to rise to 75% by 2015. In 2011 Statoil agreed to a 10-year deal
with UK’s Centrica that is 100% spot indexed, and in a 2012 an agreement with Germany’s
Wintershall contained the same terms for what amounts to 6% of Germany’s total gas
consumption.
The company has also shown a propensity to address the systemic challenges facing the natural
gas power sector as exemplified in its most flexible contract to date with Poweo, an independent
power producer in France. This 20-year sales agreement uses a combination of gas, electricity,
and carbon market prices under a profit and risk-sharing mechanism which could be a template
for future contracts to facilitate a resurgence of gas TPPs.18
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Gazprom
EU-Russia Energy Partnership
Despite political posturing over alternative sources and markets, natural gas trade between EU
and Russia is the cornerstone of a mutually beneficial economic relationship that is unlikely to
change dramatically anytime soon; Gazprom provides 30% of Europe’s natural gas and
European exports account for about half of Gazprom’s revenue. Despite escalating rhetoric for
diversification away from Russia amidst the Ukraine crisis, Gazprom remains a reliable supplier
(Ukraine transit notwithstanding, but this is another issue) with excess transport capacity and
volumes to meet Europe’s future natural gas demand. Gazprom’s initial intransigence over
retaining traditional TOP contracts has been antithetical to Europe’s energy market evolution and
suboptimal for major suppliers in particular, but under predictable market conditions prior to the
recession it proved to be manageable. Whatever the balance between spot and oil-indexed prices
that surfaces between Gazprom and its customers, it should not be expected to alter its dominant
position.
In reality, there is not much the EU can or should try to do to mitigate the position of Gazprom in
the short to medium-term. Projects of common interest (PCIs) are poised to integrate the CEE
region and provide access and exposure to western hubs and pipeline systems in order to
improve bargaining positions of these state-owned companies during the next round of contract
negotiations with Gazprom. While there are unlikely to be enough volumes to truly challenge the
Russian market position (unless Polish shale emerges in an optimistic high production scenario
down the road in 2030), any ability to leverage price negotiation cannot be discounted.
Either way Gazprom appears to have survived the crisis period with its LTCs intact - albeit
slightly altered - although its anti-market image and actions in Ukraine have encouraged
European policymakers to accelerate diversification efforts to ‘replace’ Russian gas. While
Europe has made considerable advancements toward a single market more resilient to supply
shock, the notion of replacement is mostly empty rhetoric reflecting longstanding and
understandable sentiments. True diversification that actually mitigates Russian market share is
only remotely feasible in the long-run,
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Strategic outlook
Gazprom is the most important supplier to Europe, and in this position it has defended the long
term TOP contract even as the Third Energy Package and the financial crisis converged to wreak
havoc on traditional LTCs. For Gazprom, the concessions made through arbitration and
renegotiation appeared to represent nothing more than an acknowledgement of extreme market
conditions to say nothing about a core change toward hub based pricing in Europe. The
company’s position in 2012 reads accordingly:
“Laying the basis for reliable and sustained gas supply, only long-term contracts with oil
pegged prices based on the take-or-pay commitment may guarantee that producers and
exporters will get returns on multibillion investments in major gas export projects and
importers will enjoy secure and uninterrupted gas supply in the long run. In the
environment of a varying supply and demand balance in the European market and
a sharp decline in spot prices versus those pegged to oil prices, Gazprom is ready to meet
Russian gas consumers' interests with the consideration of temporarily lowering the takeor-pay level during the period of the gas demand slump and excess supply. However, this
lowering will be compensated for by additional liabilities of the offtake partners during
subsequent periods, once the financial and economic situation settles down and the gas
demand level recovers. Moreover, a considerable change in the market conditions
justifies prices revision in accordance with long-term contracts.”19
Beyond this, Gazprom has outlined an explicit export strategy of preserving oil indexation and
upholding price at the expense of volumes. Due to this path of price maximization, the company
only in 2013 restored its pre-crisis market share with lower prices after managing to stabilize
export revenues with high prices during even the beginning of the recession. The assumption is
that when market prices recover – and the spread has begun to narrow in early 2014 - oil indexed
prices will become competitive again and volumes will further recover.
Dr. Stern of the Oxford Institute has written at length on this issue and raised questions about
Gazprom’s strategy from a business standpoint, arguing that the price over volume strategy is
rational in certain contexts but becomes questionable for Gazprom in light if its significant
infrastructure investments. In purely economic terms, increasing export capacity that is currently
underutilized is a questionable strategy if flows are ultimately limited by oil-linked prices
persistently higher than market prices.20 Yet the value in this from a Gazprom perspective is the
overhead that provides future volume flexibility which can be utilized according to market
19
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signals, eventually giving Russia even more power as the dominant market player within the
increasingly liberalized pan-European market. The relatively low utilization rate of Nord Stream
since its inception can be attributed to Europe’s stagnant economic growth and Statoil’s
continued presence in NW markets, but standard price concessions and NW Europe’s production
decline will likely raise levels in the near future. Owing to the implementation of contract
adjustments in 2012 that lowered its prices in line with those of Statoil, Gazprom’s 2013 share of
the EU market climbed to 30% and reversed the downward trend in sales since the onset of the
2008 economic crisis.
Despite the uniformity of public statements throughout the crisis, the company is said to be
internally divided over whether resisting the price evolution in Europe and defending oil-indexed
prices is the best strategy. Recently Gazprom made a significant move, seemingly disregarding
its long-range principles, by granting ENI 100% spot indexation to Italy’s Punto di Scambio
Virtule (PSV) hub beginning in 2014. This is a landmark concession that signals a shift in
Gazprom’s strategic outlook as it reconsiders individual markets that it sells to. It ensures that
ENI will increase its offtake within the bounds of the ACQ, since any volumes it cannot sell
directly to end-consumers can be sold through the market at an identical price. The virtual PSV
is not a fully liquid hub but its price is closely correlated with NBP and TTF - over the past few
years, all of the European trading hubs have demonstrated spot and forward price convergence.
The decision could be in anticipation of Caspian gas that is set to land in the Italian market via
TAP in 2019. For now this certainly gives Russian gas a price advantage which will likely put
the Azeri gas at a premium when it enters the Italian market.
Even without the landmark ENI agreement and other price concessions, the prospect of
additional competition in Europe is limited over the next decade. Gazprom executives were
rightfully unnerved in 2010 and 2011 prior to the Fukushima disaster at the height of the spread
between German border and spot prices, but the combination of Japan’s absorption of global
LNG and matching EU-wide producer concessions have led to gradual price convergence and
renewed confidence in Gazprom’s grasp of the European market. Even the third Ukraine crisis is
not giving Gazprom pause because of the understanding that even under this duress EU Member
States will not take decisive collective action. This is perhaps best demonstrated by Gazprom’s
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agreement with OMV at the end of April 2014, which locked in Vienna’s support for the
Austrian segment of South Stream that will connect to Baumgarten during the peak of the crisis.
Displaced LNG from an anticipated soft market over the next 2-3 years could conceivably
challenge the mid and upper bounds of Gazprom’s TOPs (in place over the next 15-20 years)
toward the end of the decade, but for marginal supply it essentially represents a price floor that
Gazprom can use as a benchmark for its market share targets.21 Accounting for projected
increasing production costs, this still could present a challenge. The majority of Gazprom’s
production in the next decade will come from new fields that must be developed further from the
market and in more demanding geological conditions, with estimated breakeven costs for the
Bovanenko field nearly double what Gazprom pays for existing production.22 Infrastructure costs
will raise the minimum price threshold for return on investment and put pressure on sales
volumes. Gazprom’s rising production and infrastructure costs will certainly make it more
dependent on higher export prices and less capable of accepting lower prices in its expected
revenue.
According to Dr. Stern’s estimations the increasingly competitive European market and rising
cost of Gazprom’s supply portfolio will force the company to make a more difficult choice
between price and volume optimization, something it has never historically had to seriously
consider with guaranteed TOP ACQ offtake guarantee and price risk mitigated by relatively
steady global oil prices. Still in the short and medium term it does not appear that Gazprom will
need to make such a choice due to lack of competition and existing contract horizons well into
the 2020s.
When adequate interconnection and supply eventually allow for competitive pricing across
Europe, conditions could introduce a different challenge for the EU emanating from Gazprom’s
dominant ‘swing’ position in such a pricing environment:
“As discussed by Rogers (2012), in this new situation Gazprom could find itself with
significant market power, but would also have a difficult balancing act to maintain, in
particular because it would involve not just Europe and Russia but also, in an
increasingly globalised gas market, the impact of changing conditions in the Asian and
North American markets. At one extreme it could flood the European market with gas in
21
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order to maximise the use of its export infrastructure but risk a collapse in the European
spot price, or alternatively it could restrict supply in order to push prices to more
profitable levels but risk losing market share and leaving its export pipeline underutilised.”23
Gazprom will certainly have choices and thus a modicum of control which would be likely used
to create a sustainable middle-ground optimizing its revenue stream. If threatened by additional
volumes from North Africa, shale, Caspian or LNG, Gazprom could increase volumes through
its underutilized pipelines directly to the market and undermine their price competitiveness, of
course depending on limitations of the new field cost equations.
As a sufficiently high, formulated price associated with specified offtake commitments becomes
more crucial to new higher cost production, Gazprom might face difficulties when competition
enters Europe in greater volumes, even if it is not for some years. Gazprom will continue to
pressure the Kremlin into allowing domestic prices to gradually rise toward EU netback parity in
order to offset potentially lower European netback prices and ensure the economics of new field
developments. The goal of domestic parity with European netback pricing is unrealistic in the
current environment, but non-household prices have been on the rise since Putin made the
announcement to chase European prices in 2006 and this will continue at a nuanced pace.
Market Player
Over the course of negotiations for export contract extensions with its large European buyers
(Wintershall, Eon, Eni, OMV and Gaz de France) just prior to the onset of the financial crisis in
the mid-2000s, Gazprom stipulated that it must be given a degree of access to the end consumer
markets in those company’s domestic markets. It was reported that of the 85 bcm/yr agreed to
with the five aforementioned companies, about 16 bcm would be sold directly by Gazprom to the
end consumer markets. Gazprom Export has already established offices at these trading
platforms and is closely tracking market developments, a clear indication that it is preparing for
the eventuality of selling more volumes outside of the LTC framework directly into spot
markets.
Thus if the trend continues towards hub facilitated spot trading and Gazprom is unable to sell
desired volumes through LTCs, it will nonetheless be in a strong market position relative to other
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producers. With the largest share of European imports Gazprom also enjoys privileged access in
most of its European pipeline system, in some cases from TPA exemptions granted by the EU
and in others simply due to lack of competition where there are no alternative capacity bookings.
The current pipeline export capacity to Europe totals 244 bcm, which is significantly more than it
currently supplies and allows for plenty of flexibility for demand responsiveness and more direct
market influence (e.g. Nord Stream has averaged 42% utilization).24
With greater use of short-term contracts and spot markets, Gazprom would have more freedom
to manipulate markets by anticipating developments and diverting volumes from one region to
another until Europe has improved its system of interconnectors. As the marginal supplier it
could influence shortages and surpluses, either by creating them or responding to them. In this
manner Gazprom would exercise greater market power than it does using oil-indexed contracts
by adjusting the flow of its volumes to impact prices.25
The GASTALE business-as-usual model assumes that Gazprom is willing to exercise market
power on 25% of its export potential with the remaining 75% tied to LTCs.26 This infers that
Gazprom would be willing to sell up to 25% at competitive prices in order to defend its overall
market share in the EU. Whatever the ratio that Gazprom settles on, it is likely to seek to
maintain a certain balance that mitigates some of the price risk since the netback price of gas
sold via pipeline directly on an exchange would no longer be a predictable formulaic outcome.

LNG
LNG has been a small but growing part of Europe’s import portfolio over the past decade until
reaching a high water mark in 2010 and then falling precipitously in 2011 following the
Fukushima disaster. The anticipated growth in global supply over the next few years combined
with Japan’s reactivation of its dormant nuclear facilities mean that LNG should demonstrate
growth as a percentage of imports. The EU currently has some 180 bcm regasification capacity
with projects planned and under construction that could raise the total to over 300 bcm by 2019
as seen in Figures 5.
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Figure 5
EU REGASIFICATION CAPACITY (2014)
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Up until now the position of LNG in EU markets has been undermined by high Asian prices in a
tight global market owing to increasing demand in East Asia and Latin America, although the
spreads have narrowed from their peak in 2011. While some European countries are more
dependent on contracted LNG offtake than others, the absorption of spot LNG on the continent
has been minimal given the prevailing conditions. More recently, European suppliers with a
significant LNG mid-term portfolio have been forced to re-export due to fledgling demand and
the promise of higher East Asian and Latin American netback prices. In 2013 Belgium, France,
Portugal and Spain all resold to higher priced markets and overall utilization rates in Europe
were down significantly as can be seen in Figure 6.
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Figure 6

Source: International Gas Union

The spot LNG market is largely a product of global arbitrage opportunities which have remained
a consistent feature of trading in recent years. In 2013 spot or non-long-term contracted gas
comprised some 33% of traded LNG, nearly identical to 2012. This figure has risen from
approximately 20% in 2010 (see Figure 7) for a number of reasons; growth in LNG contracts
with destination flexibility from Qatar, an aggregate increase in the number of exporters and
importers, the complete lack of pipeline imports for Japan, Taiwan and Korea, a surge in global
regasification capacity, continued regional price disparity affording arbitrage opportunities and
the decline in competitiveness of LNG in the US (shale) and Europe (cheap coal). Not only have
European LNG contracts been downsized significantly, but Europe is no attracting only 1% of
global LNG spot cargoes according to Gazprom Export.27
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Figure 7
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Regional markets are connected by spot cargo movements, but the core of LNG trade will remain
long-term and oil indexed due to the high field development costs which include rising CAPEX
for liquefaction facilities and pipelines to reach transmission systems. Of Qatar’s current volume
obligations from 2014-2021, 84% are under a long-term sales purchase agreement. For the most
part LNG offers destination but not volume flexibility; in this regard it is tied to LTCs like
traditional pipeline sources. Thus Europe will continue to be a peripheral market until demand
and price recover to the point that it is competitive with Asia and the baseline Japan crude
cocktail (JCC).
While almost all of the new volumes over the next 2-3 years are from the US and Australia (see
Figure 8) and contracted to non-European customers, a soft global market will displace some
Asian bound cargoes from the Middle East to Europe, this will be accelerated by European price
recovery, saturation of East Asian markets, and/or the continued approval of nuclear start-ups in
Japan.

32

Figure 8
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Somewhat counterintuitively, this ‘third wave’ of LNG is reflective of rising costs that are by
some estimates double the CAPEX of earlier LNG projects. For the most part, like long-distance
pipelined gas, LNG is oil-indexed and contracted to sustain high costs imbedded in the
production chain. Therefore LNG should not be expected to arrive at much of a discount to
pipelined gas tied to LTCs, particularly pertinent when considering the viability of US LNG tied
to low Henry Hub prices. Transatlantic transportation costs are estimated at $6 mmbtu, meaning
the NPB price would need to be somewhere in the $10-$12 mmbtu range to attract US LNG.
Even if this condition is met Gazprom will have the chance to respond and meet the floor by
either adjusting prices in its contracts or undermining the NBP price with direct sales on the
market.
US companies are facing longer lead times in completing lengthy environmental impact
assessments for FERC requests while Australian LNG projects are up against commercial
challenges due to high costs and market uncertainty. With escalating up-front costs, long lead
times in the face of both regulatory and market uncertainty, there is no guarantee that all of the
currently proposed projects will be receive final investment decisions.
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Implications of the China-Russia pipeline
Russia’s May 2014 energy agreement with China after years of negotiation will have
ramifications for the global gas market but less so for Europe in the short-run. The geography of
the Russian fields tend to dictate their commercially viable markets, placing existing and future
supplies from western Siberia and the Yamal peninsula in the European periphery and the
development of East Siberia squarely aimed for an eastern route to East Asian markets. Thus
even a second pipeline to China tapping into Far East developments would not threaten core
volumes to Europe which will remain stable particularly as indigenous European production
declines. In the long-term, having access to a new market with rapid growth potential is certainly
helpful to Gazprom’s position vis-à-vis Europe if only to lessen its financial dependence on a
single export market.
The residual effect, however, will be transmitted in the global LNG market where it will have
immediate ramifications on investment decisions. It is still not clear how the expensive 38 bcm
pipeline will be financed or when first deliveries will be realized, but when it is completed it will
displace over 20% of China’s current consumption that would otherwise be met by LNG at a
very favorable price baseline which the Chinese can use to leverage against future LNG prices
for its growing demand. The reported price is between $350-$380 mcm, very close to what
European utilities are paying after renegotiations in the last two years with Gazprom and Statoil,
which is crucially below the cost of imported LNG in Asia. The deal at this particular price
threatens the viability of planned liquefaction projects over the coming years that require a
higher base price for required rate of return – particularly for high cost Australia and Canada
exporters – and thus could significantly alter expectations for the coming surplus of LNG
volumes.
While a lower price benchmark would otherwise be beneficial for purchasers in Asia and
Europe, if it dissuades future investment and precludes additional volumes the market will
become tighter and prices may increase. This second-order effect could reduce spot volumes
available to Europe which would otherwise be of great value to ongoing diversification efforts.

Conclusion
While Henderson and Stern of the OIES are quite convinced of the logic and inevitable transition
to hub based pricing, it is nonetheless an uneven path with sizable obstacles if not outright
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limitations. The 2008 financial crisis marked a breaking point in the pattern of a manageable
correlation between LTCs and hub prices, resulting in a disruptive price disparity and renewed
calls for hub based pricing by the EU governing bodies and industry, reinforcing the impetus of
the Third Energy Package. Yet in order to facilitate this across segmented CEE markets, PCIs,
capacity allocation mechanisms and market coupling must continue to be carried out. Thus,
while liberalization and weak demand have challenged the primacy of oil indexation in
continental Europe the short and medium-term market characteristics are perhaps not sufficient
to fully abandon this mechanism.
While significant price concessions - mostly in the form growing spot indexation - were
introduced within pricing formulae of existing LTCs, the length and TOP provisions remain
intact. Despite Gazprom’s surprising renegotiation with ENI, it has been vocally opposed to any
type of core shift away from oil-indexed TOP LTCs which still constitute the entirety of its
European exports. The company’s core belief that the nature of the industry itself - massive long
term investments for field development and infrastructure - will always require a degree of
marketing certainty bound within a long-term contract, is unshaken. Perhaps executives have
conceded that some adjustment in the current climate was necessary, particularly with respect to
the Eni deal that is somewhat unique with TAP set to compete in the Italian market. But with
rising costs it is difficult to imagine the company choosing to accept more price uncertainty in
existing contracts until competition forces such action.
Transposition of Third Package legislation will equip CEE governments and retailers with more
leverage as demand recovers, reverse flows are completed, and alternative supply becomes
available. As this transition toward gas-to-gas competition unfolds, the potential for integration
and diversification should pressure adherents of traditional pricing structures to continue to make
preemptive adjustments in order to remain competitive and defend market share. But the postrecession pricing environment will continue to rely upon long-term agreements well into the next
decade until trading hubs are more integrated and robust. Thus the rapid spot price transition
witnessed over the past decade should be expected to slow, with the compromise of imbedded,
partial spot indexation persisting in the medium-term.
Even as Statoil continues to set new innovative standards with flexible contractual terms and
pricing mechanisms, this evolution is mostly a product of proximity to competitive integrated
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Northwestern markets which other producers are less dependent on. Furthermore, the incumbent
European retailers that wield incredible market power remain saddled with LTCs for some 10-20
years and appear satisfied with the outcome of recent renegotiations. As long as their committed
offtake volumes remain competitive with spot exposure, they will be able to secure their
downstream markets from further encroachment of smaller market entrants.
In the end the crisis disrupted the status quo and highlighted the importance of spot markets but
was not a ‘game-changing’ event. The market evolution will continue under the guidance of the
European Commission, but as spot and oil-indexed prices revert to a more compatible long-run
equilibrium the ability of continental Europe to dramatically shift price structuring in LTCs will
depend on the collective progress toward market deepening and competition, which currently are
far from being realized.
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