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Abbreviations and Units of Measurement

Barrels

Billion cubic metres

Billion cubic metres per annum
Billion barrels

Barrels of oil equivalent per day
Barrels per day

Former Soviet Union
International Oil Company
Thousands of barrels of oil equivalent per day
Thousands of barrels per day
Kilometres

Million barrels
Thousands of cubic metres
Millions of barrels of oil equivalent per day
Millions of barrels per day
Million British thermal units
Millions of cubic metres
Millions of tonnes

Millions of tonnes per annum
Millions of tonnes

Proved and Probable

Trillion cubic metres

Equals

1 tonne oil 7.3 Dbarrels of oil equivalent
1 tonne condensate 8.0 barrels of oil equivalent

1 bcm gas 6.6 mm barrels of oil equivalent
1 bcm gas 35.3 hillion cubic feet of gas
1 bcm gas 0.9 mm tonnes of oil equivalent

Source: BP Statistical Review
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Introduction

The sale and purchase of Russian gas in the post-Soviet era has been dominated by the need for
Gazprom, the dominant player, to sell to consumers at a regulated price. Since 1998 other producers,
known in Russian legal terminology as the independents, have been able to sell gas at market prices,
but these prices have always been heavily influenced by the regulated price because of the dominance
of Gazpromébés vol umes. Initially independent producer ¢
fact that the regulated price was set at a low level to provide a boost to industry and a subsidy to
residential consumers, with the result that their sales volumes were limited and only went to customers
with a need for extra gas to cover surplus demand, even at premium prices. However, during the past
two decades regulated prices have risen significantly (see figure 2 below), largely due to pressure from
Gazprom which asserted its need for higher revenues to underpin investments in new fields. The
consequence has been that by 2012 independent producers were able to compete with Gazprom on
price and win customers who historically had wanted to only pay low, regulated prices. Indeed, since
2012 independents have won significant market share from Gazprom and now account for around half
of all gas sold on the domestic Russian market.

This increasing price competition has underlined that the regulated gas price has effectively reached
an equilibrium, at least partially reflecting the balance of supply and demand in Russia. However, the
search for a market mechanism to reflect this situation has continued, with almost all transactions to
date being bilateral deals between buyer and seller, largely on the basis of long-term contracts. Various
means to relate gas prices in Russia to market reality have been tried since 2000, with varying degrees
of success, but in 2014 the launch of a gas exchange in St Petersburg by SPIMEX, the St Petersburg
International Mercantile Exchange, has offered the latest, and most serious, opportunity for a true
market price to be established. This can have important consequences in Russia, where the SPIMEX
price could eventually provide a benchmark for the domestic wholesale gas price and could also provide
a foundation for further liberalisation of the gas market. Given the location of the exchange at one end
of the Nord Stream pipeline, it could also impact the trading of gas exports to Europe. This latter
opportunity remains some way from realisation, but nevertheless the development of more active gas
trading in St Petersburg is a growing reality and deserves the attention of the wider gas community
given its potential to connect two major gas markets and the possibility that it could play a role in easing
relations between Russia and its gas customers to the west.

Russiai aclassic debate between the economic efficiency and distribution
arguments

In considering the development of the gas pricing system in Russia over the past quarter of a century
and the potential development of an exchange-based methodology, it is perhaps first worth outlining
the general theory behind the pricing of commodities, and in particular the perceived peculiarities of
gas. It is noteworthy, for example, that gas tends to encourage more state intervention of pricing and
market regulation than either oil or coal, and also that the distribution of the benefits of gas production
tends to extend beyond the traditional sharing of rents with the state via taxation. The more local and
regional nature of gas markets, that is largely the result of the greater difficulty and higher cost of
transporting what is a less energy-dense fuel than other hydrocarbons, has led to greater concern over
domestic impacts from an economic and social perspective, while the most common form of
transportation, pipelines, has led to concerns over security of supply and the strategic nature of gas
infrastructure.



Before exploring these differences and their impact in more detail, though, it is worth asking the more

basic question: i What &Themdstccomgnansecopomic ansveer is teaf theg c t ? 0

should result from some form of balance between the forces of supply and demand, while also reflecting
the opportunity cost to society as a whole of the additional use of gas (including any relevant
externalities such as the cost of pollution). In this sense, the theory is one of economic optimisation and
can apply equally to a system of regulated prices established by a government bureaucracy and to a
market-based pricing system. Indeed, the basic theory of welfare economics states that a decentralised
competitive market system, under conditions of perfect competition and internalisation of all

externalities, wi | | produce the same price for

planfier . o

Of course, in reality there is no such thing as perfect market conditions or a perfect planner, and so the
key to finding an optimal system is to establish what the inefficiencies in each option are and by how
much they render any outcome sub-optimal, enabling a choice to be made between the alternatives or
a compromise solution to be found. The standard criticism of central planning is that it is unable to

all ocate societybébs resources (in this case gas)
knowledge of the decision-ma k er s . As Hayek described it, t he
unwarranted trus t i n human r eas on0-mbkerslack the fundamentaldirdocriatiom o n

concerning individual market choices that is provided by a price sys’[em.3 On the other hand, it must
also be acknowledged that a free market for gas has its own potential distortions, such as those that
can arise from monopoly behaviour, lack of liquidity or un-priced externalities (such as environmental
costs). As a result, it is clear that market-related pricing can have its own inefficiencies, and the key is
to establish where the trade-offs may lie. Indeed, regulators often argue that the compromise lies in
their role of correcting for market failures while retaining the incentives and benefits of market-pricing.

However, many economists would argue that in general free markets are good at discovering prices
because they have the ability to adapt to change and uncertainty, and are also less prone to
manipulation and bureaucratic distortion.* In a sense they can be described as more efficient, and
should ultimately reflect the marginal opportunity cost. In a domestic context, this implies that price
should equate to the long-run marginal cost of extracting and supplying additional gas, while for those
countries that export gas it will ultimately mean the price that can be obtained for selling an additional
molecule overseas. Clearly the balance of opportunity cost will depend upon the export strategy
adopted, and will also reflect the domestic policy adopted by the host government that owns the
resources.

This domestic policy tends to be focussed not only on the efficiency of the development of the resource
base but also on distribution issues, in other words the optimal way to share the rent among the society
that ultimately owns it. In an ideal theoretical world this would be done via the tax system and a well-
functioning social security system, but clearly politicians come under pressure to use other
methodologies to ensure a sharing of the benefits of gas production. Low prices to certain users, lower
taxes on some forms of consumption or a more general regulation of prices at below the opportunity
cost are clear examples of such methods, but these naturally lead to distortions of one kind or another.
Again, the key is to find a balance between the natural, and justified desire to allow a society to benefit
from its natural resources and the optimal outcome of producing these resources in an economically
efficient manner so that the benefit to all can be optimised. Clearly the complexities of this debate are

! For a detailed description of the economic theory of domestic and international gas prices, see Allsopp C. & Stern J. The
Future of Gas: What are the analytical issues relating to pricing? Ch. 1 in Stern J. (ed.) The Pricing of Internationally Traded
Gas (2012), Oxford University Press

2 Stiglitz, J.E. (1994) Whither Socialism? MIT Press

3 Machan, T.R. (1988) Beyond Hayek: A critique of central planning Foundation for Economic Education

4 Helm, D. (1989) The Economic Borders of the State in ed. Helm, D., The Economic Borders of the State Oxford University
Press, Oxford, pp.9-45



magnified when the country involved is a large exporter, and the government clearly wishes to maximise
overseas earnings while providing the greatest benefit for its citizens. One simple example of this
dilemma would be the issue of low domestic prices which encourage higher demand which then reduces
the availability of competitive hydrocarbons for the export market i a dilemma being faced by oil
exporters in the Middle East® as well as by gas exporters in North Africa.®

One interesting compromise that can be found in the interaction between domestic and export markets
concerns the state use of export or import taxes, which generate revenue for the domestic budget at
the expense of #Aforeignersodo who must pay an extra | ev
government can, in certain instances, use its bargaining power over importers to impose an extra fee
that must be charged by all its exporting companies, thus creating extra revenue without disturbing the
competition between its own domestic players. However, this system can function because there is a
natural affinity between the exporting companies and the exporting government, and they often work
together. As long as the export tax is not excessive, and does not make the exported gas uncompetitive
in the export market, then the companies and the government can both benefit. Meanwhile domestic
consumers are guaranteed to pay a | ower price than an

However, this does not apply in a domestic market, where companies and the state will generally have
different objectives, with the former seeking to maximise profits and rents while the latter will be aiming
to limit the exercise of market power either to encourage efficiency (through competition) or for
distributional or other reasons. In particular, governments are likely to intervene to disturb one element
of the gas industry that is particularly common i monopoly power. This can happen across the whole
supply chain as the high cost of infrastructure and the scale and specificity of the asset base naturally
leads to vertical integration and the potential for market power. Indeed gas transportation is often viewed
as a natural monopoly, with governments either owning or strictly regulating its operation. Furthermore,
geography can also play a significant role as transport costs can make up a much higher proportion of
the final cost of the consumer price than is the case for oil or coal. As a result, governments are tempted
to intervene, using their regulatory powers in order to ensure t h at the rents are dist
between the companies, consumers and the state.

Russia provides examples of all these complex issues

Over the quarter century of the post-Soviet era Russia, as a major gas exporter with a very large

domestic gas market, has been forced to address all the issues of the gas pricing debate outlined above.

The move from a command economy under the Soviet Union through the shock of a rapid application

of free market principles in the 1990s to an increasing reversion towards state control in the 2000s has

seen the argument between economic efficiency and optimal distribution of benefits played out against

various political and economic backdrops. Overall, though, the progression has been consistently,

although gradually, towards the adoption of an increasingly market-based model, albeit with a
continuation of significant government intervention at present. However, it may now be the case that

the devel opment of gl obal gas mar ket s ,ecomeadcatdiysts si ad s
for a final push towards a market-based pricing system.

It is valuable to chart the progression of gas pricing in Russia in order to provide the context for the
current debate. In the Soviet era, domestic fuel prices were calculated on the basis of production costs,
and were very often insufficient for producers t o gener at e a r Bihatherrwordsiheyii nvestr

® Fattouh, B. & El-Katiri, L. (2012) Energy Subsidies in the Arab World Arab Human Development Report Research Paper
Series, United Nations Development Programme

¢ Aissaoui, A, (2016) Algerian Gas: Troubling Trends, Troubled Policies Working Paper NG 108, Oxford Institute for Energy
Studies, Oxford



did not cover costs plus a profit margin. Indeed, the basic concept of Soviet-era pricing was to base
prices on an average industry cost, not the long-run marginal cost, based on the principle that each
industry was part of a large common enterprise 7 the national economy. The result was that domestic
fuel prices were a small fraction of the levels seen on the world market, providing a large implicit subsidy
to domestic industry and consumers.

As a result, once the Soviet period ended in 1991, gas prices started to rise from a very low base.
Initially, as market prices were freed, the price levels for all commodities started to rise very sharply,
especially for oil and coal, and the official government objective was that prices for gas should be based
on the cost-plus principle in order to allow gas producers to make a return on investment. However, it
soon became clear that a rapid rise to this level would cripple the domestic economy and could have
disastrous social consequences, and in 1993 a government resolution established an average industrial
price of 7,900rr/mcm plus a trader premium of 1,100rr/mcm, to be indexed on a monthly basis relative
to the industrial price index. In this way the price was capped and used as a means to curb inflation,
although it still clearly bore no relation to industry costs and profit. Indeed, in a further attempt to control
inflation prices were frozen from October 1995 until the end of 2000, with the only fluctuations being
due to changes in the rouble exchange rate.

Figure 1: Wholesale gas price for industrial customers in Russia (US$/mcm, 1991-2001)
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This approach to pricing could be justified, however, by the fact that the industry was dominated by one
player, Gazprom, which had inherited its entire asset base from the Soviet Ministry of Gas. Given that

Gazprom accounted for 90% of Russiabs gas output

distribution pipelines, but had made no direct investment in them, it made sense for the government to
ensure that the benefits of gas sales were spread across society. Essentially, in order to guarantee that
the distribution effects of gas supply were shared by the Russian population in a society where the post-
Soviet institutions remained very weak, undermining tax collection and social security measures, the
easiest answer was to keep gas prices low in order to provide cheap fuel for industries struggling with
the new economic realities and for residential consumers who needed sufficient energy to keep them
warm in a freezing Russian winter. In this early period, then, the distribution effects took priority over
the economic efficiency of a gas industry that had a large established asset base and could also survive
on the proceeds of export sales to Europe.

By the early 2000s this situation had started to change, as demand for Russian gas grew both
domestically and in export markets while supply options started to become more limited as Soviet-era



assets began to go into decline.” A two-stage 38% increase in gas prices in 2002 was intended to
incentivize new investment and curb demand growth, but then fears of economic destabilization and
high inflation led the government to introduce a cap which limited growth in natural monopoly tariffs to
20-23% per annum. This provided a clear example of the conflict between economic efficiency and
distribution benefits which the Russian government has constantly had to resolve, but the need to shift
the balance towards incentivizing new production was becoming clear. In addition, pressure was being
applied by the WTO and the EU to bring gas prices up to a level where they would at least cover all
costs, including funds for future investment.

As a result, in 2006 President Putin agreed to a government proposal to increase the domestic gas
price up to the level of the export netback price,® linking the two markets for the first time. The key
drivers of this move were to curb domestic demand by encouraging efficiency, to provide an incentive
for new investment in gas production and also to correct the significant distortions in the energy market
in Russia, where the prices of gas, oil and coal had diverged widely. The result had been that consumers
had switched where possible to cheap gas, leading to gas accounting for over half of total primary
energy demand. Given Gazprombébs commitment to
industrial customers which limited the availability of gas at regulated prices), the company was having
to limit its export ambitions at a time when gas demand in Europe was growing rapidly.

In May 2007, the Russian authorities introduced Resolution No.333 which enshrined the export netback
target into law, and mandated domestic gas price increases of 15-25% per annum until 2012. The
implication of this move was that at an oil price of $60/barrel at the time (with the oil price being the
main driver of gas prices in Europe) the implied domestic gas price in 2012 would be $120-130/mcm.
Unfortunately, this government-mandated approach to gas prices demonstrated the key flaw of state-
planning, namely a lack of flexibility to changing circumstances, as by 2012 the oil price had reached a
level of around $110-120/barrel. As a result, although the domestic gas price had risen it was still well
short of the export netback level. This led to a postponement of the target to 2014 and then to 2015-
2018, when it was also planned to switch from regulation of prices to regulation of transport tariffs only
(with the Federal Anti-Monopoly Service currently suggesting that this should happen by mid-2018).
However, it must be acknowledged that, in one sense at least, it was positive that during this period the
domestic and export prices were not physically connected, as the result would have been such a
dramatic rise in the domestic price that the economic impact would have been very severe with regards
to industrial competitiveness and inflation. Therefore, although the limits of state planning were
revealed, the need for government regulation of prices during an interim period was confirmed.

Russian government Resolution No. 1205, published in December 2010, underlined this transitional
phase, suggesting that domestic prices should rise towards the export netback level over a period of
years (initially 2011-2014) according to a formula managed by the Federal Tariff Service (FTS). The
stated objective of the new regul ation was fdel
natural gas compared to the prices of alternative fuels and the prices of materials, equipment and
services consumed by the gas industry. The adopted decision on increasing natural gas prices on the
domestic market will create necessary conditions for the growth of investments in gas production, will
help overcome the shortage of gas on the domestic market and will stimulate consumers into energy
saving and energy efficiency. 0

The FTS was mandated to apply a process of reducing multipliers in order to ensure that the gap
between domestic prices of gas and other fuels (for everyone other than residential consumers) closed
gradually. The first element of flexibility was also introduced allowing the regulated gas price to vary in

" Makarov A.A., Malakhov V.A., and Mitrova T.A. (2005) Natural gas effective prices in Russia Russian power generation in XXI
century ISEM, Irkutsk

8 The netback price is defined as the wholesale price at the European border less the gas export tax and less transportation
costs from Central Russia.
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a range of +3% to -3%, calculated on a quarterly basis. Furthermore, Resolution No. 1205 also
suggested that government regulation of prices would end once domestic prices had reached the export
netback level, with regulation then being focused on transportation. The implications of this remain
important today, as one of the most critical factors in establishing a market-based system for gas pricing
is to establish a transparent and unified transportation tariff within a system with full third-party access
rights.

Domestic competition and economic stagnation have changed the outlook
since 2014

By the end of 2013 the momentum towards export netback parity had somewhat stalled due to the
doubling of the oil price, which kept taking the target further away and led to a variety of extensions to
the target date. However, perhaps even more importantly, it had also become clear by then that the
domestic price had already reached something of an equilibrium level due to increasing levels of
competition from third party producers, who had begunto challengeGa z pr omés mar ket domi ne

During the 2000s Gazprom had been pushing the Russian government to increase domestic gas prices
in order to allow it to cover its costs and generate funds for new investment, in particular in the fields on
the Yamal peninsula. Indeed, a number of analysts believed that the initial export netback target of
$120-130/mmbtu was driven by the breakeven cost of the Bovanenkovo field.® Essentially Gazprom
argued for a price driven by economic efficiency and the long-run marginal cost of its new gas, but
perhaps miscalculated in failing to anticipate that other producers would also be incentivised by this
higher price and could potentially offer lower cost supply. The result was that by 2009 Gazprom
announced that it was breaking even in the domestic market, but by 2012 a number of third party
producers, led by Novatek and Rosneft, had started to sign significant contracts with domestic
customers at prices below the regulated price.10 Again the inconsistencies of government regulation

hadbeen reveal ed, in as much as Gazprombés regulated p
appeared to be too high, as there was clearly sufficient gas in Russia that could be priced below it and
still make money. The acltwhowese notbourd byeanyiptice tihetatiens,d e nt s o ,

clearly demonstrated the potential for a competitive market to exist, and also demonstrated that the
domestic price had reached a level which could be regarded as balancing supply and demand, even
though the constraintson Gazpromds pricing strategy made this a ¢

In 2014 a second important incentive to restrain domestic gas prices emerged, catalysed by the Ukraine
crisis, the subsequent sanctions imposed by the EU and US, and the consequent economic recession
in Russia, which was also driven by the halving of the oil price in 2015/16. These factors encouraged a
much more cautious government approach to domestic gas prices, with the result that, following a 15%
increase in the regulated price in July 2013, the price was frozen in 2014, increased by only 7.5% in
2015, was frozen again in 2016 and has increased by only 3.9% in July 2017. The current budget also
foresees increases of 3.4% in July 2018 and 3.1% in July 2019, below the anticipated rate of inflation.

Figure 2 shows the slowing of the growth in the rouble price of gas in Russia after 2013 (the prices are
annualised and reflect the fact that changes are implemented mid-year in July), but also shows the
dramatic impact of the devaluation of the rouble versus the dollar, with the Russian currency having
effectively halved in value since 2014. This has reduced the domestic gas price in US dollars to around

9 Henderson, J. (2011) Domestic Gas Prices in Russia: Towards export netback Working Paper NG57, Oxford Institute for
Energy Studies, Oxford

10 Henderson, J. (2015) Competition for Customers in the Evolving Russian Gas Market Europe-Asia Studies, Vol. 67, No. 3,
May 2015, pp.345-369

1 In Russian legal terminology non-Gazprom gas producers in Russia are officially known as independent gas producers



$70/mcm and provided a great boost to any gas consumers in Russia who produce goods for the export
market. As a result, one incentive to regulate the domestic gas price has been removed, as its
competitiveness relative to global prices has clearly been sharply improved.

Figure 2: Domestic gas prices in roubles and dollars (1997-2017)
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History of gas trading in Russia

Before examining the current state of gas trading in Russia it is useful to consider the historical

developments that have occurred over the past three decades. As mentioned above, Gazprom has

dominated gas sales in Russia throughout the post-Soviet era, but it has done this through its
Mezhregiongaz subsidiary, which was formed in 1996 in response to the major non-payments crisis

that was occurring atthe time.’?| ndeed in 1997 it was reported that onl
actually paid for at all, with only 12% being paid for in cash.13 As a result Mezhregiongaz set up a

network of 62 subsidiaries across the country in order to improve payment discipline and enhance the
companydés sales ability. This net worik20brfandrtheyareo n a | s ul
some of the most active traders on the St Petersburg gas exchange.

Another important event in the 1990s came with the passing of Russian government decree No. 865,

passed in July 1998, which gave independent producers the right to sell gas to Russian consumers at

free (i.e. unregulated) prices.* This had very limited impact at the time because of the very low level of

regulated prices (which were as low as $12/mcm following the devaluation of the rouble in 1998/99),

meaning that independent producers could only make a profit by offering gas at a significant premium

to Gazprom. As a result, they coul d onlrye ghuolpaet etdod sgeal sl
severely limiting their opportunities. However, over time the impact of the 1998 law would be felt as

regulated prices rose and the opportunity to generate profits while still competing with Gazprom started

to develop.

2 Gazprom Mezhregiongaz LLC. JSC Gazprom, URL: http://www.gazprom.ru/about/subsidiaries/list-items/mezhregiongaz/ (as

of 09/24/2017).

13 Stern (2005), p.50

4 On the introduction of amendments in Decree of the Government of the Russian Federation dated March 7, 1995 No. 239

AfOn measures to normalize state price (tariff shhicarDegmedntation, on o . El ect
URL: http://docs.cntd.ru/document/901714333 (as of 09/24/2017).



http://www.gazprom.ru/about/subsidiaries/list-items/mezhregiongaz/
http://docs.cntd.ru/document/901714333

The next phase in this development came in 2002, when the government granted Gazprom the right to
purchase gas from independent producers at market prices,!® thus facilitating the use of third party gas
in the domestic market. Until then independents had struggled not only to compete on price but also to
secure suitable access to the trunk pipeline system owned by Gazprom, and so the opportunity to sell
to Gazprom became an alternative form of gas monetisation strategy. In order to facilitate this purchase
and sale of third party gas, and in anticipation of possible further liberalisation, Gazprom set up the
Electronic Trading Platform (ETP), with the objective of establishing a benchmark price but also in the
hope of retaining full control of the gas trading process (which would remain a recurrent theme over the
next few years).

The ETP offered independent producer s t he opportunity to sell their ge
initially (between 2002 and 2004) they only sold to Gazprom, which in turn remained the only seller of

gas to around 20 regional gas companies and a number of large individual consumers. In essence this

was a trial period, with approximately 2.5bcm of gas traded over the three-year period and with the

principles of routeing, price and tax calculation being established and ultimately forming the basis for

direct contracts offered by the independents at a later date. The trial period ended in 2005, at which

point Gazprom formed a working group with all interested gas producers to prepare for the launch of

full gas trading at unregulated prices on the ETP under a new legal framework.16

In 2006 Mezhregiongaz then launched a second experimental version of the ETP, this time including
third party producers as active participants. At the same time two other trading platforms were launched,
but neither had the credibility of the Gazprom-managed system and the backing of a government decree
(No. 534).17 The parameters for the new exchange were that during the trading period from November
2006 to December 2007 the target sales should be 10bcm, evenly split between Gazprom and third
parties (indeed the system was known as the 5+5 experiment).’® Gazprom was to act as a facilitator,
agreeing to transport any gas sold to consumers by itself or by third parties, thus ensuring the security
of any trade. The trades themselves were for delivery in one of three time horizons i one day, ten days
and one month,® and trading was conducted in the form of a continuous double auction.?® As a result
both gas trading and transport trade were connected to the ETP, allowing independent producers to
access the transport system (known as the United Gas Supply System or UGSS) on a competitive
basis.?!

The experiment was generally regarded as a success, and for 2008 it was agreed that the volumes
should increase to 15bcm, again on a parity basis (in other words 7.5+7.5), with the proviso that at no
point should Gazpromés volumes excee@Thelotalraowegdar t y v o
volume only equated to just over 3% of domestic gas consumption,?® but nevertheless it marked another
important step towards establishing a true price benchmark. However, it is interesting to observe that,

15 Gas came to exchange. Interview with Alexander Petrov, Head of the gas market development department of

Mezhr egi ongaz, Securi ti es MaURk: attp:/wwe.cclara/ichi26807-02/8222/ (a3 @f 09)24/2007) 7 .
16 Gas came to exchange. Interview with Alexander Petrov, Head of the gas market development department of
Mezhregiongaz, Securi ti es MaURk: attp:/wwe.cckara/ichi2807-02/8222/ (a3 &f 09)24/2007) 7 .
17 On the experiment of the gas sale on ETP. Gas Market Development, ProfGas LLC, URL: http:/profgaz.com/razvitie-rynka-
gaza/ (as of 09/24/2017).

18 First year progress of the ETP Mezhregiongaz in the framework of "5+5" experiment. Energy Market magazine, No. 12, 2007.
URL: http://www.e-m.ru/er/2007-12/23365/ (as of 09/24/2017).

1% Mordushenko Olga. Gas for the Day Ahead. Exchange Trading is Proposed to be Conducted Daily. Kommersant dated
10/18/2007. p. 14 (Thursday). Cited by: App. E to the Lection 5. Series of lectures on Securities Market, Selisheva A. S.

20 Electronic Trading Platform JSC Gazprom: purpose for creation, functioning mechanism, effectiveness. Overview of e-
commerce, URL: http:/elcomrevue.ru/elektronnaya-torgovaya-ploshhadka-oao-g/ (as of 24.09.2017).

2 |bid.

22 The Ministry of Energy developed a draft resolution on gas trading using exchange technologies. Regnum, URL:
https://regnum.ru/news/economy/1145204.html (as of 09/24/2017).

= Free gas market in Russia: development institutions. Sokolova E.V. // Saint Petersburg University bulletin, Issue 8,
Management,2 0 1 4 , ~ A4http://tyRelleninka.ru/article/n/svobodnyy-rynok-gaza-v-rossii-instituty-razvitiya (as of
09/23/2017).
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as noted above, the Russian government was at the same time pursuing an alternative pricing strategy,
namely to increase the domestic price to netback parity with the European market, following a
pronouncement to this effect by President Putin. This would have implied a doubling of the domestic
price from around $65/mcm in 2007 to around $120-140/mcm in 2011, assuming that the oil price
remained in the $50-60/barrel range prevalent at the time, and would have led to the European spot
price becoming a key benchmark for Russian domestic gas prices, with the further implication that the
domestic ETP prices could also have been linked to the European market.

However, the combination of the two targets had an unfortunate consequence, as the price on the ETP
jumped to $100/mcm in December 2007,%* anticipating the advance towards netback parity more than
three years in advance and offering a price at a 40% premium to the prevailing regulated price. This
undermined the credibility of the exchange in the eyes of the government, who soon believed it was not
ready to act as a benchmark price setter, and also discouraged consumers from extensive trading i
only 6.1bcm changed hands in 2008, just 40% of the 15bcm target.?> Furthermore, by the end of 2008
the global economic crisis had led to a sharp fall in the oil price (from over $100 to $40/ barrel), not only
undermining the Russian economy but also bringing the export netback price down to a level at which
the government target of netback parity and the high price on the ETP became somewhat untenable.

As a result, the ETP experiment started to lose credibility, not helped by the fact that it was not really

regarded as an independent price-setting mechanism (becauseo f Gazpr omés heavy i nvol
did not really encourage significant competition between suppliers or between consumers. 26

Furthermore, the regional monopolisation of gas sales, with gas largely being sold close to its source

of production, meant that even amongst the independent producers there was a lack of real competition

because each tended to dominate consumers in its own local area, while in other non-producing regions

there tended to be a gas deficit, or at least less interest from gas suppliers to sell gas on the exchange

to consumers in that region.?’

Consequently, although the Ministry of Energy developed a draft resolution to extend gas trading into
2009 it was not approved by the Federal Antimonopoly Service, for the ostensible reason that it did not
allow a further development of the market to permit consumers to sell any surplus gas they had from
the long-term contracts with Gazprom. Indeed, Gazprom had actively lobbied against this new clause,
arguing that a gas surplus already existed because of the 2009 economic downturn and that any re-
sale of contracted gas would therefore cause a gas price collapse on the exchange.?® Perhaps not
surprisingly it was reluctant to allow the full force of the market to operate, even though of course for
consumers it would have provided a significant benefit.

The lack of relevant approvals meant that experimental trading on the ETP halted at the end of 2008,
as had been initially planned, and during the next three years the exchange was dormant as the Energy
Ministry proposed various directives to re-start activity which were debated in parliament and in the gas
sector but which were ultimately rejected.?® In March 2011, though, then President Dmitry Medvedev
rekindled the idea with an instruction that a functioning gas exchange should be a government priority,
as a result of which the Ministry of Energy was again tasked with formulating a proposal. This time it
offered two solutions, the re-start of the ETP and also trading on a commodity exchange in St

24 Gas exchange heads towards record highs. Kommersant, No. 235 (3811) dated 12/10/2007. URL:
https://www.kommersant.ru/doc/838188 (as of 09/24/2017).

% Russian Gas Market. PJSC Gazprom, URL: http://www.gazprom.ru/about/marketing/russia/ (as of 09/24/2017).

26 Gas came to the exchange. Interview with Alexander Petrov, Head of the gas market development department of
Mezhregiongaz, Securities Marketmaga z i ne, ~ 2 (UBL2 latp://wevdrob7u/rcb/2007-02/8122/ (as of 09/24/2017).

2" Gas exchange lost its relevance. Kommer s ant datel 06/02/2009 5UR|): https://www.kommersant.ru/doc/1180873
(as of 09/24/2017).

28 Gas exchange lost its relevance. Kommer s ant datel 06/02/2009 5UR|): https://www.kommersant.ru/doc/1180873
(as of 09/24/2017).

2 The Ministry of Energy developed a draft resolution on gas trading using exchange technologies. Regnum. URL:
https://regnum.ru/news/economy/1145204.html (as of 09/24/2017).
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Petersburg (now SPIMEX). Gazprom, not unexpectedly, objected to the idea of two trading platforms,

complaining that it would make transport logistics very difficult, but in April 2012 the Russian authorities

approved Directive No. 323 on gas trading via a commaodity exchange, opening the way for competition

to the ETP.3 The Ministry of Energy, supporting Gazprom, continued to lobby for a return of gas trading

to the ETP alone, attempting to remove the words ficon
themwithior gani sed tradingo, but by May 2014 this opposi
Minister Arkady Dvorkovich instructed both the FAS and the Ministry of Energy to ensure that gas

producers sold at least 5% of their output on an exchange.3! The result has been the formation of a gas

exchange on SPIMEX which now has significant support from government officials and the gas sector.

The SPIMEX Gas Exchange

SPIMEX was established in 2008 as a commodity exchange for the trading of oil and oil products, and

it now offers spot and derivatives trading across a b
understandable and transparent mechanism to set fair prices for basic commodities produced in the

Russi an Feder at i on 3aHRudhermoreS other ocanmtoditiese such.as wood and

construction materials are also now actively traded on the exchange. However, gas trading was only

started in October 2014, although it is interesting to note that the concept was based on a proposal from

the Presidential Energy Commission, implying that it has support at the highest levels of government.

Indeed, at the official ceremony to launch the gas exchange Igor Sechin, the secretary of the
Presidenti al Commi ssion and CEO of Rhat shere fsta,news t at e d
alternative [to regulated gas prices] and a #ranspar e

Trading on SPIMEX

The SPIMEX gas exchange initially provided the opportunity to trade gas at four trading locations, all
located at balancing points around compressor stations (CS) on the Russian trunk pipeline system.
These were Nadym CS, Vyngapurovskaya CS, Yuzhno-Balykskaya CS and Parabel CS. The first three
are all located close to gas producing regions, with the Naydm CS being at the heart of the core West
Siberian region. As a result it became the most important trading location, dominating volumes
throughout the 2015-2017 period. In consequence, SPIMEX took the decision in October 2017 to
combine two of the other three trading points (Vyngapurovskaya and Yuzhno-Balykskaya) into one
larger location, now known as Lokosovo. As can be seen in Figure 3 below, Nadym continues to
dominate, but Lokosovo also has reasonable volumes while Parabel, which is furthest from a production
area, has negligible trading.

Initially contracts were only offered for month-ahead trades with a lot size of 100,000m?, but in October
2015 a day-ahead contract was introduced in an attempt to expand the liquidity of the market. All prices
are quoted in RR/mcm, but importantly it should be noted that all trades are bilateral only, meaning that
there is no re-sale of gas on the SPIMEX Exchange. Essentially, only gas produced directly by a supplier
can be sold on the exchange, and it must then be taken by the purc haser f or consumpti on
gasoO wunder contracts from Gazpr osodto il thiddtpartg on ter oduc er

30 Russian Gas Society stands for exchange gas trading on the base of Interregional Oil and Gas Complex Exchange.
BigPower Electric. URL: http://www.bigpowernews.ru/news/document41217.phtml (as of 09/24/2017).

31 Gas exchange is looking for the sellers. Barsukov Y, Kommersant, 08/14/2014, Cited by: App. E to the Lection 5. Series of
lectures on Securities Market, Selisheva A. S.

32 For details see http://spimex.com/en/about/about/, accessed 23 Nov 2017

3% Gas trading was launched on SPIMEX, Oil & Gas Journal Russia. URL: http://ogjrussia.com/news/view/news-837/108 (as of
09/24/2017).
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exchange. In addition there are no risk management products available on the SPIMEX Gas Exchange,
as futures and other derivative products have not yet been introduced.

Figure 3: SPIMEX sales volumes in September and October 2017 by CS
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Once a trade has been completed, Gazprom Mezhregiongaz Delivery then provides agency services
for natural gas transportation, with access to the pipeline system guaranteed for all gas traded on the
exchange at a pre-agreed tariff. However, one important caveat is that pipeline access must be
negotiated in advance of a trade being completed, which has led to complaints that Gazprom has a
significant conflict of interest as it has prior knowledge of trading activity. In addition Gazprom has taken
on the official status of commodity delivery operator for gas on SPIMEX meaning that it is assuming the
role of balancer for gas sold out of the exchange onto the Russian gas market.

However, despite the high level support, there has also been some opposition to the new exchange.
Gazprom had been lobbying for some time prior to its formation for the right to sell some of its gas at a
discount to the regulated price, in order to compete with the independent producers who were doing
just this and were winning market share as a result. However, the Head of the Federal Antimonopoly
Service, Anatoly Golomolzin, saw the launch of the exchange as a riposte to this request, arguing that
Gazprom could now compete with the independents on the open market and would not need a change
to the regulated price rules.®* Ga z pr o md s to thiswatoeitedraw from trading on SPIMEX in
January 2015, only three months after the launch, ostensibly because of a concern over tax risks
involving difficulties in reclaiming VAT from its transport division. 35 In reality it seems that it was perhaps
seeking a pretext to set up an alternative exchange for gas export trading, but in any case after a
warning from the FAS, Gazprom returned to SPIMEX in March 2015.

Nevertheless, Gazprombés opposition to t luentedueced
control over the market, was clear. In another twist, in 2016 it announced that it had been offered the

34 Gas exchange lost its relevance. Kommer s ant datefl 06/02/2009 5URL.: https://www.kommersant.ru/doc/1180873
(as of 09/24/2017).

35 Gazprom quitted the gas exchange. Kommer sant ,datédD1227/20352 2R2:)
https://www.kommersant.ru/doc/2654559 (as of 09/24/2017).
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opportunity to trade gas on the Moscow Energy Exchange (Mosenex) and was planning to agree to do
so due to alleged problems with metering of SPIMEX traded gas,® with the Bank of Russia providing
its approval for the new exchange in June 2016. However, it now seems that this may have been
another negotiating tactic, as Mosenex gas trading has still not commenced and in July 2016 Gazprom
agreed with FAS to increase trading on SPIMEX to 35bcm in 2017, with Gazprom contributing half of
this volume. It was also agreed that the total monthly trading should not be less than 3bcm (including
all participants) and that Gazprom would not trade on any other platform until this target had been
reached. %7

Figure 4 shows the annual volumes traded on the SPIMEX gas exchange since 2015, and although
there is an obvious growth trend it seems to be clear that the 2017 target will not be met, principally
because independent producers do not have sufficient spare gas once they have fulfilled their long-
term contract sales. Despite this, volumes in the first nine months of 2017 have already reached the
level for the whole of 2016, suggesting that annual growth will be achieved overall, but it seems likely
that the total for 2017 will be in the range of 20-22bcm, around two thirds of the 35bcm objective. In
addition it is also very clear that Gazprom will dominate sales, as in the year to date it has accounted
for 86% of total volumes brought to the market, meaning that independent producers have fallen far
short of their 17.5bcm target. Indeed non-Gazprom supply to SPIMEX totalled only 2.25bcm for the first
nine months of 2017.

Figure 4: Annual volumes traded on SPIMEX Gas Exchange (2015-2017)
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Gazprom does not just feature on the sell side of the exchange, though, as the regional subsidiaries of
Mezhregiongaz also play a prominent role as buyers of gas. Figure 5 below shows an analysis of the
buyers on the SPIMEX Gas Exchange during 2017 and underlines that although there are normally
more than 60 buyers active in the market, the share of Gazprom subsidiaries can in some months be
as much as two thirds of total trading. The average for the first nine months of 2017 was a lower 41%,

¥l nterfax, 5 May 2016, AGazprom to | imit gas trading on SPI MEX duce
37 Gazprom and FAS agreed to double the exchange trading turnover, 07/08/2016. R dzls j tc W WBRL:f)
http://www.interfax.ru/business/517646 (as of 09/24/2017).
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but nevertheless it has caused some observers to question the true price-setting ability of SPIMEX
given the prevalence of one player on both sides of the market.

Figure 5: Analysis of buyers on SPIMEX Gas Exchange in 2017
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Source: SPIMEX Bulletin, Interfax

Other major purchasers of gas include power producers such as Enel Russia, industrial enterprises
such as EuroChem (which was the largest purchaser on the exchange in July 2017 for example) as
well as a number of traders and smaller commercial entities. In addition, existing producers such as
Rosneft and Novatek have also appeared as buyers as well as sellers, acquiring gas to meet the
demands of their long-term contract customers at times of highest consumption. Rosneft, for example,

was one of the largest purchasers of gas on the exchange in September 2017.38

On the supply side, Novatek and Rosneft are perhaps not surprisingly the most active participants
among the independent producers. Three other smaller players, Gas-Oil Trading (which represents
Lukoil), ETK®? and Yangpur, have also appeared on the list of sellers, but as can be seen from the
graph below only the three major players make any significant impact on the exchange. It is also clear
that Rosneft and Novatek do not contribute on a regular or even basis. To take Rosneft as an example,
it did not sell any gas at all in January, February, August or September, but was the largest non-

Gazprom seller in Mar ch, May and Jul y. Novat ek

company has sold some gas in every month except January. Overall, though, Gazprom has accounted
for 87% of total sales on the exchange in 2017, with Rosneft having a 7% share and Novatek making
up 5%, with the other three smaller companies accounting for the remaining 1%.

¥ nterfax, 1 Sept 2017, fARosneft begins buying gas on SPI MEX;

3% Evropeyskaya Treydingovaya Kompaniya
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Figure 6: Trading by Company on SPIMEX in 2017
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Seasonal impacts

One of the reasons for the variation in non-Gazprom contribution relates to a broader trend in trading
on the SPIMEX gas exchange, namely seasonal variations. As can be seen in Figure 7, which shows
monthly volumes at the various trading points, there is a significant swing between summer and winter
trading, with volumes increasing sharply in the warmer months. This is because during the colder winter
months demand under long-term contracts will be fully utilised, meaning that most producers have very
little spare gas to sell on the exchange. During the summer months, when demand is lower and
customers utilise the flexibility arrangements in their contracts to reduce purchases, suppliers will have
more gas to offer at SPIMEX, with the result that volumes increase. This is particularly the case for the
smaller producers such as Rosneft and Novatek, who have signed a significant amount of new contracts
since 2012 and have limited (at least relative to Gazprom) gas resources to fulfil them. Furthermore,
they also have no access to storage to provide for peak demand as Gazprom is the monopoly owner
of all the UGS facilities in Russia.

The issue of resources is highlighted even further by the fact that Rosneft in particular often becomes
a buyer when demand is highest, using its trading subsidiary SL-Trading. In February 2017, for
example, it was the largest individual buyer on the exchange, purchasing 0.29bcm of gas during the
month.*C It then became a seller for the months of March through to July, before halting sales in August
and becoming a buyer again in September, with SL-Trading purchasing 0.155bcm of gas and being the
largest non-Gazprom customer on the exchange.*! The ability of Rosneft, and other producers, to react
to seasonal swings in their individual gas balances, and the fact that overall the SPIMEX exchange
shows a seasonal swing in both volumes and prices (see Figure 8), suggests that market forces are
operating and that the gas exchange is starting to reflect the forces of supply and demand within the
Russian domestic market. However, there are a number of major obstacles which remain to be resolved
before SPIMEX and the Russian authorities can truly claim to have created a benchmark for prices
within the country.

“'nterfax, 1 March 2017, fARosneft biggest gas buyer on SPI MEX
‘Il nterfax, 2 Oct 2017, ALukoi l resumes selling gas on SPI MEX;
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Figure 7: Monthly trading at the SPIMEX gas trading points
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Figure 8: Monthly prices on the SPIMEX Gas Exchange (Nadym Balancing Point, RR/mcm)
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Key issues for the further development of the SPIMEX Gas Exchange

The Gas Exchange at SPIMEX has been in existence for just over three years at the time of writing of
this paper, and so it is clearly unreasonable to expect it to have developed into a fully liquid trading
platform. Development of the European market is still continuing and has taken the best part of two
decades to reach its current form (Heather, 2015). Nevertheless, it can still be useful to review progress
to date and also the comments of key market participants in order to assess the main remaining issues
and the further changes that need to be made. The authors have conducted a survey of approximately
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twenty actors who either use the SPIMEX Gas Exchange actively or act as regulators or commentators
(referred to hereafter as the Skolkovo survey), and below we use some of the direct responses (quoted
anonymously) to highlight some of the key issues that are relevant for the further development of the
exchange.

Perhaps not surprisingly, overall comments about the success of the Exchange to date show a mixture

of positive and negative responses. On the positive s
stable trend towards creating liquidity, increasing the number of participants and increasing the number

of regions involved in exchange trade, 0 while it wa:¢
Exchange is in fact a mar ket p* However,amorerancedvieg t o obj
of fered the thought t hgaats fetxrcehdainmgge vaaleu ngerso watn gt hag a s
more obtusely that fthe gas exchange is evolving but

and more uneven development trajectory.

This less encouraging viewpoint was reinforced by other respondents who questioned the definition of
the SPI MEX Gas Exchange, stating for example that #dth
to call it an exchange in the sense in which the ter
stage.6 Furt her mor e, it was asserted that @Athe exchange
and there are doubts as to whether it is performing the functions which are assigned to it in the ideal
scenario, 0 with an explahatédnasfiitthiiss sfidiurmlty odii bfei @

to do anything before overall institutional changes h
of these changes to date, the most negative ngesponden
is a foreign mass on the body of the Russian gas sect
for the Russian gas exchange. It rarely works when yoc
one particularly bleak respondent was asked about his views on the development of the gas exchange,

he replied fAit is already over. The emperor has no cl

Given this varied range of assessments, but bearing in mind in particular the criticisms about the nature
of the exchange at present and the lack of an adequate institutional structure, it is certainly worth asking
fundamental questions about the current state of competition on the SPIMEX Gas Exchange, the
liquidity of the products being offered, the availability of adequate infrastructure to facilitate trading and
the options for further development. The following section addresses some of the key issues in turn,
catalysed by further responses from our survey.

Dominance of Gazprom versus adequate volumes

A clear issue that is apparent from many of the graphs above is the dominance of Gazprom on the
SPIMEX Gas Exchange, especially on the supply side. This is an obvious consequence of the size of
Gazprom relative to the other market participants and its access to a huge reserve and production base.
If liquidity on the exchange is to be increased then Gazprom will have to contribute significant volumes.
The main problem, of course, is that a dominant player can influence prices by managing flows of gas
available for sale. This issue was highlighted in particular during the Skolkovo survey of exchange

participants. Al t hough some praised the exchange for
and for fAoffering flexibility thanks to daardupng tr adi ng
t hat fiin practice there is one supplier [ Gazpr om] ar
meaning that in practice fithere is no real competitioa

The Russian authorities have tried to address this issue by insisting that Gazprom meets minimum
targets while also trying to balance supply with third parties, which has resulted in the objective of equal
volumes that started with the 5+5 objective in 2006. However, while it might have been reasonable to
ask independent producers to sell 5bcm on the exchange in 2006, when they had significant associated

42 All quotes are taken from a confidential survey conducted by representatives of Skolkovo Energy Centre, Moscow, with all
respondents being guaranteed anonymity.
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gas available that might otherwise have been flared, requiring them to sell 17.5bcm in 2017, when they
have large long-term contract commitments and limited resources, has clearly been unachievable.

One solution to this problem would be to end the 50:50 split between Gazprom and the independent
producers, in order to allow Gazprom to sell a greater volume of gas on the exchange. Indeed, given
that the Ministry of Energy has proposed that the total volume sold on the exchange should increase
from 35bcm in 2017 to 50bcm in 2018 and potentially 100bcm in 2020, this may be the only way to
achieve greater liquidity in the gas market, because third party producers are likely to struggle to provide
25bcm in 2018, never mind 50bcm in 2020 given their current commitments. Both SPIMEX and FAS
have requested that the limits on Gazprom volumes be lifted, warning that without such a change there
could be a shortage of gas on the exchange leading to a sharp rise in prices. They argued that Gazprom
would most probably have reached its 17.5bcm limit by October/November 2017 (it had sold 16.6bcm
by the end of September, while third parties have actually reduced sales compared to 2016.
Furthermore, an audit of exchange activity by FAS in March 2017 confirmed that the main reason for a
lack of third party activity was the long-term contractual obligations that Rosneft and Novatek have
signed, meaning that there is not enough spare gas to meet the gas trading target.*3

Objections have been raised by the Ministry of Economic Development and by other market players,

who are not unnaturally concerned that Gazprom could increase its influence over the domestic market

if it takes a greater share of gas trading. One respondent to the Skolkovo survey summarised the issue

as follows: AGazprom will be able to expand its niche
producers, offering discounts. At first glance, this is good for the consumer, since the monopoly would

be willing to offer lower prices than the "progressive" independent companies. But later Gazprom could

displace the independent producers and start behaving in a non-market manner. When there is a

shortage of gas in the market, it could start inflating the prices... 6 One compr omi se sol uti
to suggest that if the limits on Gazprom sales are lifted then it should not be able to sell gas at a price

below the minimum regulated price in respective supply regions, in order to avoid price dumping and

unfair competition. In other words, it should not be able to undercut the regulated gas price in any

specific region. Although this has some logic, because Gazprom could certainly undermine competition

given its current excess of gas supply, any price restriction, especially related to regulated prices, would

clearly undermine the concept of an open gas market.

The re-sale of gas on the exchange

The issue of Gazpromds edstikut & alse highlghtsyanother thajdr mroblerh o r e

for gas trading at SPIMEX, namely that at present there is no ability to re-sell gas on the exchange. In

other words once a purchaser has bought gas from a supplier it must take physical delivery, without the

option to on-sell all or part of the gas to another third party. This not only creates risk for consumers,

because there is no option to re-sell gas that might not be required if demand is lower than expected,

but also prevents new suppliers and traders from entering the market. As summarised by a respondent

tothe Skolkkovos ur vey fiyou need to i mplement two ideas. First
arises during the monthly auction or in the course of daily trading on the exchange. Secondly, any

consumer should be allowed to resell any surplus arising underlong-t er m contracts. 0

Clearly, for the SPIMEX Gas Exchange to become representative of a true trading hub, actors should
be allowed to buy and sell gas on a continuous basis, thus increasing the churn ratio (discussed below).
However, the ability to re-sell gas would also be one way to increase competition in the domestic market
as it could allow, or even require, Gazprom to sell extra gas on the exchange to other producers such
as Rosneft and Novatek, or to traders, in order for them to then sell the gas onto new customers or just
to trade as a financial instrument. This happens in a very limited way at present, with Rosneft buying
extra gas to fulfil its long-term contractual commitments during periods of highest demand, but a more

4 FAS studied the exchange activity of the gas suppliers, Izvestia, 03/21/2017. URL: https://cdn.iz.ru/news/672272 (as of
09/24/2017).

17






























