Gazprom

Gazprom
An Energy Giant and Its Challenges
in Europe
Edited by

Andrey Vavilov
Institute for Financial Studies, Russia

© Editorial matter, introduction and selection © Andrey Vavilov 2015
Individual chapters © Respective authors 2015
Softcover reprint of the hardcover 1st edition 2015 978-1-137-46109-4
All rights reserved. No reproduction, copy or transmission of this
publication may be made without written permission.
No portion of this publication may be reproduced, copied or transmitted
save with written permission or in accordance with the provisions of the
Copyright, Designs and Patents Act 1988, or under the terms of any licence
permitting limited copying issued by the Copyright Licensing Agency,
Saffron House, 6–10 Kirby Street, London EC1N 8TS.
Any person who does any unauthorized act in relation to this publication
may be liable to criminal prosecution and civil claims for damages.
The authors have asserted their rights to be identified as the authors of this
work in accordance with the Copyright, Designs and Patents Act 1988.
First published 2015 by
PALGRAVE MACMILLAN
Palgrave Macmillan in the UK is an imprint of Macmillan Publishers Limited,
registered in England, company number 785998, of Houndmills, Basingstoke,
Hampshire RG21 6XS.
Palgrave Macmillan in the US is a division of St Martin’s Press LLC,
175 Fifth Avenue, New York, NY 10010.
Palgrave Macmillan is the global academic imprint of the above companies
and has companies and representatives throughout the world.
Palgrave® and Macmillan® are registered trademarks in the United States,
the United Kingdom, Europe and other countries.

ISBN 978-1-349-68999-6
ISBN 978-1-137-46110-0 (eBook)
DOI 10.1057/9781137461100
A catalogue record for this book is available from the British Library.
A catalog record for this book is available from the Library of Congress.

Transferred to Digital Printing in 2014

To my wife, Mariana, my daughter, Goya,
and my son, Dante
A.V.

Contents

List of Illustrations

ix

Preface and Acknowledgments

xii

Contributors

xv

Introduction
Andrey Vavilov

1

1 Overview of the Russian Natural Gas Industry
Ivan Nazarov

15

2 Value and Performance: Gazprom from the Corporate
Governance and Finance Perspective
Vladimir Kreyndel

48

3 A Phantom Energy Empire: The Failure of Gazprom’s
Downstream Integration
Andrey Vavilov and Georgy Troﬁmov

72

4 The Struggle for Pipelines: Gazprom’s Attempts at Strategic
Expansion in the “Near Abroad”
Andrey Vavilov and Georgy Troﬁmov
5 European Challenges: Competitive Pressure, Gas-Market
Liberalization, and the Crisis of Long-Term
Contracting
Andrey Vavilov and Georgy Troﬁmov
6 The New Export Routes and Gazprom’s Strategic
Opportunities in Europe
Andrey Vavilov, Galina Kovalishina, and Georgy Troﬁmov
7 The Evolution of the Russian Gas Market
Ivan Nazarov

vii

105

139

180

218

viii Contents

Appendix A: Oil Producers and Regional Distributors Are Also
Independent Gas Producers
Ivan Nazarov

251

Appendix B: Uniﬁed Gas Supply System: Maintenance
and Expansion of Pipelines and Gas Storage
Ivan Nazarov

255

Index

263

Illustrations
Figures
1.1 Distribution of Gazprom’s gas and oil reserves over
Russian federal districts (Okrugs)
1.2 Gas ﬁelds in Yamalo-Nenets
1.3 Russia’s trunk pipelines
1.4 Injections into and withdrawals from the UGSS,
2010 and 2011, by quarter
1.5 Russia’s primary energy consumption, 1990–2011
1.6 Primary energy inputs into Russia’s power generation
1.7 Gazprom’s market share in Europe, 1980–2012
1.8 Comparison of Gazprom’s annual gas export
revenues from the European, FSC, and Russian
markets
1.9 Comparison of Gazprom prices in the European,
FSC, and home markets, 2005–12
2.1 Shareholder structure of Gazprom
2.2 Total debt as percentage of EBITDA (left axis) and of
capital (right axis), 2003–10
2.3 Actual corporate debt ratio, 2002–10
2.4 Comparison of performance of Gazprom,
ExxonMobil, ConocoPhilips, and PetroChina,
2001–12
2.5 Gazprom share price in US dollars, 2006–13
3.1 Gas consumption and production by the Western
European countries, 1970–2010
3.2 Wingas infrastructure in Germany as of 2012
3.3 The Trans-Balkan and Blue Stream pipelines
3.4 The Interconnector and the BBL pipelines
4.1 Gas consumption in Russia and Belarus, Kazakhstan,
Turkmenistan, Ukraine, and Uzbekistan
5.1 Gas supply by the Netherlands and the United
Kingdom, 1990–2010
5.2 Norway’s and Algeria’s gas production and Russia’s
exports to the EU

ix

20
21
22
30
33
34
38

40
40
52
59
59

61
62
76
78
79
97
110
143
144

x

List of Illustrations

5.3 The source of the EU gas supply, as percentage of
total supply, 2011
5.4 Eastern European gas consumption and imports
from Russia
5.5 Annual gas prices at the benchmark market hubs,
1993–2010 (in dollars)
5.6 Gazprom’s exports to the EU plus Turkey compared
to the EU plus Turkey’s total gas consumption, 2011
5.7 Comparison of Gazprom contract price for Germany
and NBP spot prices for the United Kingdom and
Europe, 2007–12
5.8 German contract price and NBP spot prices of
natural gas (linked to crude oil price), January
2007–January 2012, in thermal units
5.9 Gazprom’s spot-to-contract-price ratio, 2007–12
6.1 Gazprom’s old and new export routes to Europe
6.2 South Stream
6.3 Gazprom’s operational and planned UGS storage
facilities in Europe
6.4 Gazprom’s gas ﬁelds in Western Siberia and the
Yamal Peninsula
AppB.1 Comparison of age distribution of UGSS trunk
pipelines in Russia, 2006 and 2012 (as percentage of
total pipeline length)
AppB.2 Gazprom’s operational and planned UGS facilities in
Russia

147
149
158
167

169

170
173
184
186
195
197

256
260

Tables
1.1 Gazprom exports to Western and Eastern European
countries, 2012
1.2 Gazprom exports to the FSCs, 2012
1.3 Gazprom’s European production and exports and
exports as percentage of production, 1975–2012
2.1 Ratio of enterprise value of the company to reserves
4.1 Proven natural gas reserves and annual production,
Russia and FSCs, 2009
4.2a Volume of Gazprom gas sales, by market, 2005 and
2009
4.2b Average wholesale prices of Gazprom gas sales, by
market, 2005 and 2009

36
37
38
63
107
108
109

List of Illustrations xi

4.3 FSCs’ total gas consumption, Russian imports, and
dependence of FSCs on Russian imports, 2009
4.4 Length and capacity of large-diameter pipeline in
gas-transiting and gas-producing FSCs
4.5 Comparison of gas price increases in gas-transit FSCs
and the EU, 2004–10, US$/tcm
4.6 Gazprom’s equity in FSCs’ national gas companies,
2012
5.1 Market shares of the biggest gas exporters to the EU
5.2 Comparison of average annual growth rates of gas
production by Russia and four new LNG suppliers to
Europe, 2001–11
5.3a Russian gas imports’ share of EU countries’ and
Turkey’s gas consumption, 1990 and 2010 (percent)
5.3b Russian gas imports as a percentage of new EU
member states’ gas consumption, 1990 and 2010
5.4 Russian gas as percentage of the primary energy mix
and in power generation in ﬁve new EC member
states, 2008
5.5 Performance of Gazprom’s exports to the European
market, 2007–11
6.1 Energy sources’ changing share in German energy
mix, 2010 and 2011
AppB.1 Gazprom’s underground gas-storage facilities in
Russia

109
111
115
134
144

147
152
152

154
166
199
259

Boxes
2.1 Comparing Gazprom’s and other national oil companies’
social value
4.1 Oil-price links in contract gas pricing
6.1 The Nord Stream pipeline: background
6.2 The South Stream pipeline: background

50
113
182
186

Preface and Acknowledgments
It is no exaggeration to say that the Russian gas monopoly, Gazprom, is
one of the symbols of Russia as a nation with huge energy resources.
Unfortunately, this company has become world famous largely as a
result of a steady ﬂow of critical articles and commentaries in the mass
media on its activities. In the early years of this century, journalists often
portrayed Gazprom as an energy monster stretching out its long tentacles to energy assets and markets in European countries. Now they write
about “the wounded giant,” but the general attitude toward Gazprom
has not improved. This attitude reﬂects traditionally negative views in
the West of Russian foreign policy, for which Gazprom has often served
as an instrument. Increasingly, such negative images are symptomatic
of serious problems in national energy policies, in energy trade, and in
international energy security. These problems have become especially
acute in the case of gas trade between Europe and Russia. The parties
often comport themselves like ﬁerce opponents in hot energy disputes
rather than as rational participants in a sensible and necessary energy
dialogue. Gazprom has often been a lightning rod for these disputes.
The goal of this book is to shed light on the nature of conﬂicting interests in Europe’s and Russia’s energy relations; to explain the motivation
behind Gazprom’s policies, strategies, and tactics; and to examine the
challenges the company has been facing in the European gas markets
and at home. Understanding the interests and motives of the parties is a
precondition for resolving conﬂicts and improving international energy
relations. Here readers will learn how Gazprom has to adapt to rapidly
changing market structures and to the new regulatory environment
emerging from the ongoing gas market reforms in Europe. A sure grasp
of these issues is needed by those who seek a path to reform the Russian
gas giant so as to ensure its survival in the competitive market and its
evolution from a state monopoly to an efﬁcient, market-oriented commercial entity well suited to process and distribute Russia’s gas riches
domestically and internationally.
A benevolent political will is crucial for choosing such a path. This volume emphasizes the role of politics in Russia’s gas trade and in strategic
and investment decision-making in Russian gas production. We base our
analysis on a broad view that goes beyond the scope of a textbook on
energy economics that typically merely covers efﬁcient extraction paths
xii
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and regimes of rational usage of energy resources. One has to admit that
this area of research—international energy relations—if it has any practical meaning, cannot be isolated from the study of political issues that
often play a decisive role in the energy sector’s development.
The idea of publishing a comprehensive work on Gazprom originated
many years ago, with my personal experience of dealing and working
with this company. First, as the ﬁrst deputy ﬁnance minister of Russia
in the 1990s, I had to deal with the company in the course of Russia’s
market transition. Gazprom was (and still is) the main revenue source
for Russia’s budget, and the centrality of its ﬁscal contributions sometimes led to hard negotiations with its top ofﬁcials. Later, for a short
period soon after the Russian public debt default in 1998, I worked
as a top manager in Gazprom. In this role, I was engaged in ﬁnancial
engineering to arrange management of Gazprom’s assets and liabilities,
something the company badly needed in the situation of overall ﬁnancial collapse. In fulﬁlling that charge, I obtained additional evidence of
bureaucratic routines, non-transparency, and rigidity that are typical of
the management of a giant state-owned company. The persistence of
Soviet bureaucratic traditions in Gazprom’s corporate governance was
at that time the main obstacle to its reformation. Surprising to me was
the way the company’s activities combined managerial inefﬁciency with
a strong push toward expansion.
The research on Gazprom presented in this book was stimulated by
my collaboration with the Economics Department of Pennsylvania State
University as a visiting professor, lecturing on energy economics. I also
had the opportunity to collaborate with American colleagues at the Center for Research in Financial and Energy Security (CRIFES) established by
Penn State’s Economics Department together with the Moscow Institute
for Financial Studies in 2008. Our joint research proﬁted greatly from
fruitful workshops and seminars where we discussed ﬁnancial mechanisms for managing risk in the context of investing in the energy sector.
Initially these studies were based on formal theoretical models—which,
however, ignored important practical aspects intrinsic to this sector. For
instance, the models could not capture the anomalies in managerial
practices and political factors, which are essential factors in the case of
Gazprom. That is why I suggested conducting a case study of Gazprom.
It resulted in the material presented in this volume.
My colleagues and I share a ﬁrm belief in the practical relevance
of this study. Previous studies of Gazprom include basically analytical and working papers, and also numerous newspaper articles and
commentaries. An earlier, fundamental contribution to this research was
provided by Jonathan Stern’s 2005 monograph, The Future of Russian
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Gas and Gazprom, which offered a comprehensive picture of the Russian
gas industry and detailed analysis of many important technical issues.
Gazprom: An Energy Giant and Its Challenges in Europe devotes more attention to political and historical background. History comes into play for
a subject of research with a dynamic nature. Changes in the gas industry occur very rapidly, and even a couple of years after the publication
of a monograph on this subject may be quite a long time period. There
is a risk that any volume on Gazprom will become obsolete very soon
after its publication. This is just an unavoidable risk that comes with the
territory.
This volume is primarily intended for specialists in the ﬁelds of international energy relations and energy economics, political science, and
the economic history of Russia, the former Soviet countries, and the
European Union. It may also be of value to a wide audience interested in
the activities of Gazprom and other state-owned companies, in perspectives on the development of the Russian energy sector, and in the issues
of energy security, gas-market reforms, and energy policies in Russia, the
EU, Ukraine, Turkey, and other related countries. For students of economics and political science at the undergraduate level, the book will
augment and complement the core materials in their courses on energy
economics and geopolitics.
It is a pleasure for me and my coauthors, who are the researchers associated with the Institute for Financial Studies in Moscow, to thank the
many individuals who have helped us in our work on this book. We are
very grateful to Barry Ickes, the director of CRIFES, for providing good
ideas on Gazprom as well as for providing organizational support, and
to Clifford Gaddy, a CRIFES scientiﬁc advisor and senior fellow at the
Brookings Institution, for helpful ideas and advice. We greatly appreciate
the many fruitful discussions with Alexey Pomansky and his assistance
in the effective organization of our work. We also thank Mikhail Alexeev,
Richard Ericson, and Anastasia Shcherbakova for careful reading of the
ﬁrst draft and for the many critical comments and suggestions. We are
glad to thank the participants of the workshop on Gazprom, held at
Penn State in May 2012, where we presented the ﬁrst version of the
manuscript. Special thanks to Katherine Scott for thorough and highly
professional editing of the manuscript that resulted in great improvement of the English and contributed to the clarity and readability of the
text. We are sincerely grateful to Katherine for her numerous remarks
and queries on substantive issues, which stimulated our intensive work
in the manuscript’s ﬁnal stages.
Andrey Vavilov
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