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Abstract
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Chair of the Supervisory Committee:
Charles R. Nelson Professor Judith Thornton
Department of Economics

Following the recession of 2008-2009, Gazprom hasd declining demand and rising
competition on the European gas market. In additioeycompany has encountered rising
competition on the domestic gas market and annatee buyer of the Central Asian gas.
Cheaply priced supply of the Central Asian gas éetlihe exporting Russian gas giant to
maximize its profits, while meeting its supply d@dtions in Europe. This paper analyzes the
aforementioned changes and the response of theazgnip those changes; namely, acquiring
joint ventures with monopolistic power, as welldastribution channels in Europe; building new
pipelines, especially South Stream pipeline; aeaiting a positive self-image through different
media outlets. All of Gazprom’s decisions represengfforts to retain its market share and thus

the ability to extract partial monopoly profits inacthe European market.
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Abbreviations
BCM - billion cubic meters
CIS — Commonwealth of Independent States
FSU — Former Soviet Union
LNG - Liquefied Natural Gas
NGPs — non-Gazprom Russian gas Producers
TANAP — Trans-Anatolia pipeline
UGSS - Unified Gas Supply System

USSR - Union of the Soviet Socialist Republics



Introduction

Gazprom is the biggest natural gas company in Ruisgjas exploration and deliveries,
it owns all of the pipelines and pumping statiamn&ussia, and it is given an exclusive right to
use pipelines for the export of natural gas abrdae. European energy market is by far the most
important for Gazprom, because it brings the bigga#g of revenue to the exporting giant. As
the sole exporter of natural gas abroad, Gazprorarisimportant for the overall wellbeing of
the Russian economy, contributing a considerategooof Russian GDP, as well as the largest
chunk of the Russian state budget.

Unfortunately for Gazprom, the situation on thedpean gas market has changed
substantially since the recession of 2008-2009.ddmeand for gas in Europe has substantially
fallen due to the recession. As a result, therebleas over-supply of natural gas on the European
gas market. The over-supply of the gas on the mankts turn caused a separation of gas
prices: the high-price gas was linked to oil priaedl was sold on long-term contracts; while the
lower-price gas was not linked to oil prices andwald on the gas-to-gas markets, so called
hubs.

As a result of the price difference between thdioked gas and the hub gas on the
European market, a form of new trade has emerdsallohg-term contracts did not provide
much flexibility for the gas buyers with the amowhigas that they bought, restricting their off-
take even with the varying demand. Some of thebggsrs that needed more flexibility in the
supply reserved to using the gas hubs as tradimgetsa buying gas from hubs when they
needed it, and selling gas to hubs when they dicheed it.

Consequently, the price formation method for the that was linked to the price of oil

became unmanageable for many of Gazprom’s consuifteey demanded renegotiation of the



contracts with the Russian gas supplier, includimeggcontracts for the gas sold in previous years.
Gazprom was forced to renegotiate, losing a subataart of its profits and lowering gas
revenues for the Russian government as a resudt.Wés not the only bad news for the gas
giant.

As Gazprom’s gas prices kept rising, it faced grgpgsompetition on the European
market from alternative suppliers. The competigoew not only abroad, but on the domestic
market as well, bringing marginal changes to theditan gas sector with it. These marginal
changes include non-Gazprom Russian Gas Prodid&Ry) expanding their supply on the
domestic market and some even selling gas abrbisdsituation poses potential competition for
Gazprom outside of the domestic market and bringgpossibility for Gazprom to lose its export
monopoly rights in the future. As if things did nobk bad enough already; the Central Asian
states that Gazprom grew dependent upon to sugptystomers in the west started developing
infrastructure to export their gas east to Chineguntry with the ability and the willingness to
purchase gas in large quantities. This meant nigttbat the Central Asian states were taking
away Gazprom’s potential sales to the Asian markatso meant higher prices for the gas
purchases from Turkmenistan, Uzbekistan and Kazakhand likely competition on the
European market in the future.

Turning our attention back to the European markieigls us to yet another issue: Europe
guestioning Gazprom’s ability to fulfill its contrual obligations for the following reasons.
First, Russian domestic demand is on the riseamGazprom keeps relying on purchases from
NGPs to fulfill its domestic commitments, theraipossible scenario that the company might
shift some of its European gas deliveries towammekiic consumers. Second, as Central Asian

states find a new customer eastwards with a ridargand for natural gas; Gazprom is losing its



monopsony power over these states. With the dependenceeogath supplied by the Central
Asian states, the exporting giant faces lower dtiastof gas available for its customers to the
west, plus the quantities that remain availablenftbose states have to be purchased at a higher
price. The third reason is the decline in the pobdidn of the current fields and insufficient
development of new fields by Gazprom. To implentbetLiquefied Natural Gas (LNG)

projects and to develop new fields, Gazprom neeffsfhom foreign partners in funding
investment and providing state-of-the-art techniglegBut, because of government favoritism
towards state-owned companies in Russia, it is toaattract that needed cooperation with
foreign partners. Thus, the development of nevdéieemains stagnant.

In fact, ever since the 1980s, Gazprom has beeatuglig losing its market share on the
European market. The dependence on Russian gasaspnoblem for Europe as a whole
anymore, but it still remains a problem for soméhaf Eastern and Central European states, as
they are landlocked and lack LNG capacity to imgait from alternative suppliers. Europe as a
whole faces another problem, however, — Gazpromimglsignificant market power in Europe.
After the collapse of the USSR, during the 1990s,Russian government was extremely
unhappy with the existing balance of power and eetermined to shift it closer towards
Moscow. Thus, through the means of Gazprom, Modtas\been able to set up joint ventures
with monopolistic power in several Eastern and €@ariuropean states in order to import
natural gas. Furthermore, it has been able to eetauposition on the distribution channels in
several European countries.

Additionally, the Kremlin has gone through substdrgfforts to prevent Europe from

diversifying its energy suppliers. It has been a@blprevent construction of the Norway-Poland

! Monopsony is similar with monopoly in the way tlitatreates imperfect competition on the marketegx that
unlike monopoly, there are multiple sellers andyankingle buyer, dictating the price for the goodervice.
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pipeline, as well as the Nabucco pipeline; morepwéras been able to deter the construction of
the Trans-Caspian pipeline so far; and | argudisgaper that the South Stream pipeline is the
company’s further effort to prevent Nabucco’s adtgive — TANAP — from being constructed as
well. Even with the construction of South Streaartstd, TANAP is likely to be built due to
having one major investor that is willing to coviee bulk of the pipeline’s costs regardless of
having contracts signed in Europe for the future fgam its fields in Azerbaijan — Shah Deniz.

| argue that by building new pipelines, especidiily South Stream pipeline, Gazprom is
trying not only to prevent alternative gas supgligom entering the European gas market, but it
is also trying to create an image for itself asleable supplier. While bypassing the delivery of
gas through the transit states of the Former Salnéin (FSU) to deliver gas directly to the
high-paying customers in Europe, the company isvelgits dedication to serve gas without
interruptions, and thus a long-term commitment tioopean customers.

Chapter | of this paper is concentrated on a bsaage of issues revolving around the
latest changes on the European market and theaeadtGazprom to those changes. Chapter II,
however, focuses on a very specific topic — creabiba positive self-image by Gazprom and
promotion of it not only domestically, but interiwatally as well. To accomplish that task, the
company is trying to appeal to a different audieticeugh different media outlets.

First audience that Gazprom appeals to is the Raggneral public. It is important for
the company to present itself in a positive lightthe first audience, because it wants the
general Russian public to support certain privigeti@t the company holds, such as gas export
monopoly and certain tax breaks. The second auelidgrat Gazprom appeals to is the European
consumer; the company is trying to convince itd@uers in Europe that natural gas is the best

choice of an energy source and that Gazprom ibeékechoice among the world suppliers. The



company is appealing to the third audience — foraigestors — in order to obtain cooperation
needed for expensive projects, such as the develoipof the new fields and the development of
the new LNG projects.

In Chapter I, | analyze three different mediumletstthat Gazprom uses to appeal to the
audience mentioned above. The first media outlelyzed is the company’s website; it is
different from the other two, because it is tanggtll of the aforementioned audiences at the
same time. The company is trying to appeal to thesRn general public, European customers
and foreign investors on its website by fosterirggl-image of a beneficent, socially conscious
partner, who cares about the environment and en@iasfor the Russian economy. The second
media outlet analyzed is the interview conducteahelstically by the state news agency “Vesti”
with Alexei Miller, Gazprom’s Deputy Chairman ofetlBoard of Directors; it is targeting the
Russian general public. To appeal to this audietheecompany presents itself as the dominating
power on the European market. Third media outlet tins paper analyses is an interview
conducted by the European independent source “dlaBas Europe” with Sergey Komlev, the
Head of the Contract Structuring and Pricing Diveate at Gazprom Export; it is targeting
European customers specifically. In order to appe#ie European consumers, company is
trying to portray itself as a politically neutraltéy, operated purely by the rules of the market.

It is not surprising to see such a difference leetwthe image of the company presented
in the second and the third media outlet, becausef them target completely different
audience. Gazprom succeeds in achieving a posiigge in the first media outlet, since it is the
one intended for all audiences; the company susceeakchieving a positive image in the other

two medium outlets as well, as long as they areeteonly by the intended audiences.



To summarize, this paper evaluates both “hard”“ant” actions undertaken by
Gazprom to secure its share on the European miatl@wving the recession of 2008-2009. The
first chapter will show the “hard” actions carriedt by the company to secure its market share
in Europe and to prevent alternative gas supplrera entering the European gas market.
Among the “hard” actions are the following: settung joint ventures with monopolistic power in
several Eastern and Central European states, sgdtgriposition on the distribution channels in
several European countries and starting the cartgiruof new pipelines, South Stream in
particular. The second chapter will show the “satfttions that the company is currently taking
on. By fostering a positive image for itself, Gaapris trying to persuade Russian general
public, European customers and foreign investomutdheir trust in the company and therefore

to continue supporting its operations and to car®ipurchasing gas from Gazprom.



Chapter I. Changes on the European Gas Market: Imptations for
Gazprom

1. Background Information
a. Importance of Natural Gas in Europe
Natural gas has been growing in its importanceferEuropean market since the mid-
sixties up until the recession of 2008, accountargoughly 24% of its energy source in 2008 —

the second most important energy
Figure 1: 1960s-2000s - The Gasification of Europe (Noél, 2012, p. 5)

source for Europe after oil, which
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25% accounted for 43% during the same
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2 International Energy Agency (IEA) member countiie§urope: Austria, Belgium, Czech Republic, Derima
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Slovakia, Spain, Sweden, Switzerland, Turkey andddrKingdom.
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in the power sector of Europe will also grow fro8%4. to 21% within the same timeframe,
surpassing nuclear and coal and taking second pféarerenewables.

There are several reasons timateased the importance of natural gas on theean
market: it is the cleanest burning hydrocarborelectric power generation and one of the least
polluting fuel sources for combustion engine vetscit “produces 70 percent less carbon
monoxide, 89 percent less non-methane organicagas87 percent less nitrogen oxides than
gasoline and diesel powered vehicles.” Additionatlgtural gas is one of the cheapest energy
sources for the European consumer and electriemtygigtion; it is comparable in production cost
with nuclear power, at an average production cb8tdeuro-cents per kwWh, while coal fueled
power generation cost is about 3.7 euro-cents T &nd is much more polluting. Electricity
produced by renewable sources such as solar, wth@@othermal is far more expensive: the
average cost of producing one kWh by a wind turlsreout 8 euro-cents (as cited in
Anderson, 2008, p. 6).

b. Russia’s Reserves and Production on the World Arena

Russia is the owner of largest natural gas resenvie® world, its proved reserves

accounted for 21.4% of world’s share in 2011, aswshin Table 1. In terms of proved reserves,

Russia is followed by Iran
Table 1: Proved natural gas reserves (trillion cubeéters)

Share of (15.9%), Qatar (12%) and
total R/P
1991| 2001| 2010| 2011| (2011) | ratio Turkmenistan (11.7%).
Algeria 3.6 4.5 4.5 45| 2.20% 57.7
Netherlands 1.8 1.5 1.1 11| 050%| 17.2| Russia’s production
Norway 1.3 2.2 2 21| 1.00% 20.4
Qatar 64| 25.8| 25| 25| 129|>100 | @ccounted for 18.5% of
Russian Federation | n/a 42.4| 444 44.6]| 21.40% 73.5 , .
Total World 131.2| 168.5| 196.1| 208.4 100% 63.6 world's share in 2011,
Source: BP Statistical review of world energy (20June. a). second onlyo the United




States (20.0%). Table 2 shows natural gas produatimmpared to the world’s total production

At the current rate of reserves to production ratatural gas is estimated to last Russia for 73.5

years.
Table 2: Natural Gas production (billion cubic mesje
Share
of
total
2001| 2002 | 2003| 2004 | 2005| 2006| 2007 | 2008| 2009| 2010| 2011 | (2011)
Algeria 78.2| 80.4| 82.8 82| 88.2| 845| 84.8| 85.8| 79.6| 80.4 78| 2.4%
Netherlands| 62.4| 60.3| 58.1| 68.5| 62.5| 61.6| 60.5| 66.6| 62.7| 70.5| 64.2| 2.0%
Norway 53.9| 65.5| 73.1| 785 85| 87.6| 89.7| 99.3| 103.7| 106.4| 101.4| 3.1%
Qatar 27| 29.5| 31.4| 39.2| 458| 50.7| 63.2 77| 89.3| 116.7| 146.8| 4.5%
Russian
Federation | 526.2| 538.8| 561.5| 573.3| 580.1| 595.2| 592 | 601.7| 527.7| 588.9| 607 | 18.5%
Total
World 2477| 2519 2617| 2689| 2770| 2869| 2939| 3047| 2956| 3178| 3276| 100%
Source: BP Statistical review of world energy (20June. a).

c. Gazprom

Gazprom is the biggest natural gas company in Ruisgjas exploration and deliveries.
Its share of Russia’s gas reserves and producti@d1l accounted for 72% and 77%
respectively, which is 18% and 15% of world’s geserves and production respectively (OAO
Gazprom, 2012). Gazprom owns all of the pipeline$ umping stations in Russia, and it is
given the exclusive right to use pipelines for éx@ort of natural gas abroad (Anderson, 2008).
Russia is the biggest natural gas supplier to tirefiean market, as may be seen in Table 3.
According to OAO Gazprom (2012) itself, natural gaports from Russia accounted for 27% of
all imported natural gas to the European gas mamk&®11. Table 4 and 5 provide some figures
on the dependence of some European countries agiaRugas in 2011, some figures vary

slightly between the two tables, possibly becadsbeoway gas imports are calculated: the

% For the convenience of the reader, both Tabled12ashow only five largest natural gas supplierth&EU.

10



bigger figures might include the Central Asian dakvered through Russian pipes as part of the
Russian gas, while smaller figures might countsiéu@me Central Asian gas as being delivered by

a separate supplier.

Table 3: Natural gas imports to IEA Europe by ari(Billion cubic meters)

Origin

Algeria 56.9 57.4 54.4 60.4 57.9 53 54.4 51.3 53.9 48.8
Netherlands 41.7 41.4 48.1 45 51.6 53.8 51.9 47.5 47.7 44.7
Norway 66.9 69.5 70.1 78.2 83.8 91.1 99.8 1039 101.2 93.2
Qatar 2.2 2 4 4.9 5.8 6.9 7.9 18.2 34.6 40.9
Russian 118.7 1273 129.2 137.6 139 136.7 144.6 129.3 120.6 128.3
Federation

Total Imports 331.2 351.6 367.9 399.7 420.6 4212 447.6 4413 463.2 4529
(Trade)

Source: IEA (2011 b).

Table 4

Dependence of some EU countries on Russian gas in 2011. . ' .

Sources: Gazprom, Annual Report 2011, Moscow; BP Energy Statistical Review, Table 5 Gazprom S gaS market Share in 2011

i Country %
Countries Volume Bcm Gazpr‘om's market share Germany ily

(/gas imports), % -
i . " Austria 63
Cermany 34.1 36.7
Austria 5.4 51.0 Bu|garia 98
Bulgaria 25 100.0 .
Estonia 0.7 100.0 Finland 100
Finland 42 100.0 ,-
France 8.5 18.2 Greece 53
Greece 29 78.9
Italy 171 246 Hungary 65
Latvia 12 100.0
Lithuania 32 100.0 Poland 63
Hungary 63 85.0 f D
Potan d i3 1 Czech Republic 72
Czech Rep 82 57.5 H
Romania 32 100.0 Slovakla 98
UK 129 266 Slovenia 56
Outside EU: Turkey 26.0 56.2
Overall EU 26
(as cited in Boussena & Locatelli, 2012, p. 3) Source: Congressional Research Service
(Ericson, 2012).

The European energy market is by far the most itapofor Gazprom because prices of
gas in Europe are roughly four times the pricegasf on the domestic market, and with respect
to volume, accounting roughly for one third complai® Russian domestic consumption at about

140bcm per year, bringing the biggest part of rereglior the exporting giant (Pirani, 2013).
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Natural resources altogether are very importanttferoverall wellbeing of Russia; they
comprise a large share of Russian GDP and the &ustite budget. In 2004 export revenues of
oil and gas amounted to about 25% of GDP and ad@tt of the Russian state budget; in 2011,
those figures amounted to 10.4% and 50% respegftiizeicson, 2012). So the success of
Gazprom is not only important for the companysiaiso very important for the Russian
economy.

It is not surprising therefore that the compangdatrolled by the Russian government.
In 2005, the purchase of 10.74% of Gazprom’s sHayeRosneftegdzmade the Russian
government the majority owner of the company. VBithout of eleven seats on the company’s
board of directors reserved for members of the Roggpovernment and 50% ownership, the
government has a deciding voice on all of Gazpraorporate matters. Thus, Gazprom has
been used by the state to achieve its politicalemmhomic agenda (Anderson, 2008).

2. Recent Changes on the European Market

* Another oil and gas company, its majority is owibgcthe Russian state.

12



In the last three years, the situation has chafmge@azprom on the European energy
market. First, the demand for gas in Europe hastanbally fallen due to the recession. As can
be seen in Figure®and Figure 4, the demand in Europe has dropped 2008 to the levels of
2002-03; it started to grow again in 2010, butadias reached only the levels of 2004. Second,
there has been over-supply of natural gas on thegean market due to decrease in demand of

natural gas. Because of that over-supply, therdobas gas on the market with two separate

Figure 3: Gazprom's total sales Figure 4: Gas imports to IEA
Europe from Russian Federation
400
" ,, 150000
— —
D300 st 3 145000 A
S = 135000
0 200 ©
Q H—I—I*._. 5 130000 »
3 5 125000
(] (@]
c 100 — = 120000 —of- A4
2 = 115000
z O S 110000
200320042005200620072008200920102011 N M S MmO N QO o
. O O O O O O O © «wW
Total Domestic == Total Europe 292839882 82¢%8¢8
=¢=Total FSU
Source: Gazprom (n.d. a), Gazprom (n.d. b), Gazgruth c). Source: IEA (2012 b).

Figure 5: EU average gas prices Figure 6: Gazprom’s averagegas
_14.00 o sales price to the European Market
&12.00 A £ 350
_510.00 M E 300
g 8.00 /—/ —o—Euro!aea -(l;) 250
E 6.00 - n'Unlon S 200 +
o 4.00 cif ¥ 8 150 -
£ 200 T 100
S 0.00 ————— g o
%] &+

6 A PO O N
5 LS L PN £ . ; . . . . .
AT AT AT AT AT DT A 5 0
- 2005 2006 2007 2008 2009 2010 2011
Tt Source: Heren Energy LtBR statistical2012 b).
Note: Btu = British thermal units; cif = cost + imance + freight. Source: Gazprom (n.d. a).

® Total Europe figure includes amounts of gas soldustria, Bosnia and Herzegovina, Bulgaria, Cenafizech
Republic, Denmark, Finland, France, Germany, Gredoegary, Italy, Macedonia, Netherlands, PolanainBnia,
Serbia, Slovakia, Slovenia, Switzerland, Turkey &itd Total FSU figure includes amounts of gas doldrmenia,
Azerbaijan, Belarus, Estonia, Georgia, Kazakhdtatyia, Lithuania, Moldova and Ukraine, as presdrnin
Gazprom’s web site.
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prices: the high-price gas linked to oil prices anttl on long-term contracts; and the lower-
price gas not linked to oil prices, and sold ondghs-to-gas markets (Pirani, 2013). The
difference in prices after 2008 can be seen omvtbedollowing graphs. Figure 5 shows EU
average gas prices and Figure 6 shows averageigas gold by Gazprom to the European
Market. Both prices follow the same pattern upll2@D8, but then after 2008, average EU gas
price falls to the levels of 2007 in 2010 and rigésr that, but does not quite reach the level of
2008. However, the average gas price supplied lxpGan to Europe drops only slightly in
2009 and starts rising after that, and by the neiddli2010 already surpasses the price level of
2008.

The sales on the gas-to-gas market have beertdgamxliby the rise of the number of hubs
in Europe, which has been growing for the past/gars. Patrick Heather (2012) identifies three
types of gas hubs on the North Western Europeamgaset: first, trading hubs — those hubs
that are open to trade with a variety of particigaand that proved to be reliable markets. Second

- tranSit hUbS1 those hUbS that are Figure 7: European gas hubs and gas exchanges (Heather, 2012, p. 4).

actual transit gas locations, but
that are also used for trading
purposes among market
participants. And the third one —
transitioning hubs, those hubs tha

are also used for trading purpose:

like trading hubs, but that have nc

been proven to be reliable market

.Natural gas hub B Natural gas Exchange

yet. The author specifies that
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transition hubs might never develop sufficientlystvice participants beyond the national
markets. In Figure 7, Heather presents the bidggdss in North Western Europe, trading hubs
are pictured in red and transit hubs are pictunedbrk gray.
3. Implications for Gazprom

As a result of the price difference between thdioked gas and the hub gas on the
European market, a form of new trade has emerdsalldhg-term contracts did not provide
much flexibility for the gas buyers with the amownhigas that they bought, restricting their off-
take even with the varying demand. Some of thebggsrs that needed more flexibility in the
supply reserved to using the gas hubs as tradimgeatsa buying gas from hubs when they
needed it, and selling gas to hubs when they dicheed it (Stern & Rogers, 2011).

Consequently, the price formation method for the that was linked to the price of oil
became unmanageable for many of Gazprom’s consuifteesprice at which they were forced
to sell gas to their final consumers was 20-30% than the oil-linked prices under which they
purchased gas from Gazprom (Stern & Rogers, 2@&{in, this situation arose because these
companies were committed to the purchase of gasngaterm contracts, but were faced with
competitors selling gas for cheaper prices at #selhybs. Facing non-payments from its
European customers and constant pressure to cliamgecing of its gas, Gazprom had to
renegotiate the contracts with many European pserisaof most Russian gas sold to Europe,
including the contracts for the gas sold in presigaars (Pirani, 2013).

Stern and Rogers (2013) argue that the pricingatfral gas in Europe will inevitably
move from oil-linked pricing to the hub-based pngri According to the estimation of Thierry
Bros, in 2012 around 45% of all the gas sold indperwas based on hub prices, and in 2013 this

number should rise over 50% and continue to risedi®rth (Stern & Rogers, 2013).
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Indeed, even Gazprom is transitionieghub-based prices of natural gas. During
negotiations with European purchasers Gazprom ddgoeenplement the following changes to
the pricing of its gas. First, it agreed to chatigeprice indexatichof 15% of its gas, imported
for three previous yedarsThe agreement specified that the indexation wbeldelated to hub
prices, instead of oil prices. In addition, new traats specified that Gazprom would allow a
rollover of take-or-pay volumes that were not usgatonsumers to following years. Second,
Gazprom settled with numerous European customeegitace the levels of long-term contracts
to 60% of its previous volumes; and to reduce Ipases by 7-10% of its previous prices. And
third, by early 2012, it agreed to implement hylpittes for all of its gas — prices that are partly
linked to gas hubs and partly to oil (Pirani, 20Mhat these changes led to is lower profits for
Gazprom and lower gas revenues for the Russiamgoant. Gazprom stated that its price
adjustment to the European customers during teeHalf of 2012 has reached 133.19 billion
rubles. (Vedomosti, 2012 November 2).

As Gazprom’s gas prices kept rising, Europe treediversify its natural gas suppliers.
As a direct result, the Russian export monopolgs$atsing competition from alternative
suppliers. The LNG imports alone to Europe havevgrby more than 50 bcm per year between
2008 and 2011; which corresponds to more than 1f0%ta EU consumption in the times when
European demand declined by more than 10% andnpetris stayed approximately the same
(Nogl, 2013 April, p. 6).

To see the rise in competition for the RussianayaEuropean Market, it is useful to look

first at the biggest European natural gas consuaretst the biggest natural gas suppliers to

® The price indexation for natural gas is based basket of fuel prices, mostly oil products (St&rRogers, 2011).
" The change in the price indexation began in Oct@b69.

® The base price for natural gas is derived fronpifiges of the competing fuels (Stern & Rogers,1301

° At a rate of $0.03US per ruble this figure woudighly amount to 4 billion $US.
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Europe, as summarized in Table 6 and Table 3 r@spbc Second, it is useful to take a look at

the correlation between the amount of gas supplye@azprom and amounts of gas supplied by

the biggest alternative suppliers to the IEA Eurggeshown in Figures 8 and 9. After 2008, the

fall in the amount of natural gas supplied from &ass correlated with the rise of gas supplied

from Norway and Qatar. After 2010, as the Norwegiad Algerian gas supply falls, the Russian

gas supply rises.

Table 6: Natural gas (billion cubic meters) inlarmhsumption (observed)

Country
39.8 41.7 42.2 44.4 45.5 47.2 45.4 44.4 46.1 44.6 49.1 41.2
France
87.7 91.7 91.2 101.3 100 98.2 99.9 96.8 98.1 93.5 90.1 77.6
Germany
70.7 70.9 70.5 77.7 80.6 86.3 84.5 84.9 84.9 78 83.1 77.9
Italy
Netherlan 489 501 50 50.2 51.3 493 479 465 485 49 548 479
ds
13.3 13.6 13.4 14.7 155 16.2 16.2 16.2 16.3 16 17.2 17.2
Poland
17.6 18.9 21.7 24.5 28.5 33.6 36.1 36.8 40.3 36 35.8 33.6
Spain
14.8 15.9 17.6 21.2 22.4 27.4 31.2 36.6 36.6 35.1 38.1 447
Turkey
United 101.8 101.3 100 100.5 102.3 99.6 94.8 95.9 99.1 90.8 98.9 82.6
Kingdom
IEA 1357 1339 1374 1393 1412 1412 1409 1474 1489 1444 1521 1515
Total
Source: IEA (2011 a).
Figure 8: Natural Gas imports to Figure 9: Natural Gas imports to
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Figure 10: Nat. gas imports tc
France by origin
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Figure 11: Nat. gas imports tc
France by origin
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Figure 12: Nat. gas imports tc
Germany by origin
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Figure 13: Nat. gas imports tc
Germany by origin
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Figure 14: Nat. gas imports tc
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Figure 15: Nat. gas imports to Italy by
origin
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Figure 18: Nat. gas imports to Polanc
by origin

Figure 19: Nat. gas imports tc
Poland by origin
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Individual examples afhebiggestgas consumers in the IEA Europe give us sin

results: in France, 2005 through 2007, as Norweg&msupply goes up, while Algerian &

Dutch gas stay at the same level, Russian supgy down, as shown in Figure There is also

a correlation between the fall of gas supplied fileussia and the rise of gas from alterna

suppliers, as shown in Figure 11. In Germany, @du2d0(-2002, 20032004, 200-2006, 2008-

2009 as the quantiyf gas supplied from alternati'suppliers goes up, tlguantity of Russia
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gas supplied goes down; and during 2002-2003 thesite picture, as shown in Figure 13. In
Italy, there is a direct correlation during the nge2009-2010 between the rise in the quantities of
gas supplied from Algeria and Qatar and the fathefquantities of gas supplied from Russia (as
well as from Netherlands and Norway) and vise-vés#he years of 2010-2011.

Individual examples of Turkey and Poland give utedent results: there is no significant
correlation between the fall of quantities of gap@ied by Russia and the rise of quantities of
gas supplied by alternative suppliers, simply beedBazprom supplies most of their gas and
there is merely no gas supplied by the alternaumpliers relative to the Russian gas. Poland
and Turkey are not the only states heavily depenaleRussian gas; other Eastern and Southern
European states find themselves in the same pradida As | mention in Section 7 of this
chapter, this Russian gas dependence arises fraimghao access to the gas hubs, as well as
from having no access to the liquefied natural(@&&5), since the area is mostly landlocked.

As we will see in the following section, Gazproneda growing competition not only on
the European gas market, but on the domestic gdsetras well, bringing marginal changes to
the Russian gas sector. These marginal changeg aitmother factors discussed later in this
chapter leave the possibility open for Gazpronoselits export monopoly rights sometime in
the future.

4. Growing Competition on the Russian Domestic Gas M&et

In the beginning of 2012, Gazprom’s regulated psiggassed that of Novatek for the
first time. (Henderson, 2013). Gas price incredse® finally introduced some form of
competition on the Russian domestic gas marketn Bvaeugh, the gas sold to residential
consumers is still sold at the regulated prices pitice for the industrial sector is no longeryiull

regulated. Industrial consumers, as well as thetredgpower generating sector, can buy gas in
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excess of their quotas from the “free” market, viahecmostly supplied by the independent gas
producers and Russian oil companies at a non-reglpaice. Gazprom also sells gas on the free
market for industrial customers, but the volumex thsells are relatively small. (Boussena &
Locatelli, 2012).

In 2012, there were numerous contracts signed leetwen-Gazprom Russian gas
Producers (NGPs) and the Russian industrial anc&epoansumers. Novatek, the largest
independent gas producer in Russia, signed costvattt companies such as MMK, Mechel,
Uralchem, Severstal, Fortum and E.On Russia, tyregplacing Gazprom as the main supplier.
Even Mosenergo, a Gazprom subsidiary, signed aainwith Novatek for gas delivery in the
period 2013-15 to supply 27 billion cubic metersni) annually, roughly a third of its needs.
This is a good example of the industrial compame?Russia, even the ones owned by Gazprom,
looking for the best deals in the gas supply irdst&esimply relying on Gazprom. (Henderson,
2013).

The change in the Russian gas sector, somethihgadabeen out of debates two or three
years ago, is being discussed in Russia at the mioiRassian NGPs are even starting to sell
their gas to customers outside of Russia. Novaggied a contract with ENBW, a German
company, to deliver 2bcm annually from 2012 to 2022 good example of this. LUKOIL
signing a contract with China to deliver gas frasmUzbek fields in the amount of 19bcm
annually over the next few years is another exanilese “small” contracts are enhancing the
bargaining power of foreign consumers in relatioiGazprom, especially in the case of China.
(Henderson, 2013).

In Novatek’s example it is not fully clear how thas is going to be delivered to the

German consumer. What is clear is that such areagret certainly required approval from the
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Russian government. Although these “small” deatsrat a direct threat to Gazprom’s export
monopoly yet, they are opening a discussion fonagazess to the Russian export pipelines.
(Henderson, 2013).

Even in the face of new opportunities for the NGRe,Russian gas market remains only
partially competitive. The Russian natural gas gramains in control of the Unified Gas Supply
System (UGSS) and allows only restricted acces#®NGPs, amid the Third Party Access
regulation, controlling levels of NGP productiordasteliveries for its own benefit. (Henderson,
2013).

Restricting NGPs contracts to access the UGSSrtaxamum of three years raises the
cost of transportation for them and drives awagptigl consumers. Without the long-term
security of the supply, NGPs face limited optiokigny of them choose to sell their natural gas
directly to Gazprom. As a result, Gazprom has becdapendent on the NGPs’ gas for resale, in
order to meet its supply obligations on the dongemtid European gas markets within the past
couple of years (Henderson, 2013). To speculatbduon this topic, as competition keeps
growing on the domestic market and independenpgaducers gain wider access to the Russian
consumer; the possibility arises for the NGPs foaexl their supply even further and to meet
part of Gazprom’s demand on the European gas masketll. European customers would
welcome that possibility; it would lower the marlpetwer of the Russian gas gighin Europe,
but that would only happen if the Russian governmegikes some major changes to the
domestic gas sector.

5. Losing Central Asian Gas. Potential Competition fran Central Asian States

and Azerbaijan

1 Even though, this situation would lower the mans@iver of Gazprom in Europe, it would not reducephice of
Russian gas, according to Tarr (2010), becauseltdibe in Russian government’s interest to comtiextract
monopoly profits on its gas exports to Europe tgtoaxport taxes.
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Russia has been the biggest net supplier, as wétleakey transit provider of nearly all
of the natural gas produced in the Former SoviebtJ(FSU) for exports. Gazprom holds the
control over all of the transit pipelines in Rus&acept for the local transportation networks; it
is also granted a legal monopoly by the Russiargouent to import Central Asian gas to
Russia and to export Russian gas to Europe. Up20@D, Gazprom was the only purchaser of
Central Asian gas, aside from minor amounts soldaio and Turkey. Using its monopsony
power™, Gazprom purchased Central Asian gas for excegitiolow prices and distributed it for
consumption on the domestic market, as well asdasumption on the markets of the FSU
countries to the west. That way, FSU consumersdoceniloy relatively cheap Central Asian gas,
while more of the Russian gas could be exportdeutope, where it earned much more netback
returns from the European consumers. Hence, Gazpasrable to maintain a significant and
stable source of revenue that played an importdetin Russia’s economy and state budget. The
Russian government has been dedicated to mainga@@zprom’s position and countering any
entity or its actions that would compete for Gamprevenues (Ericson, 2012).

The monopsony of Gazprom in the imports of Cerisahn gas was finally broken in
December 2009, when Central Asian states startddwelop new outlets to consumers other
than Russia; China being a particularly importdigraative customer. That is when Gazprom

offered a higher price to its Central Asian impstéericson, 2012).

™ Monopsony is similar with monopoly in the way tlitatreates imperfect competition on the marketegt that
unlike monopoly, there are multiple sellers andyankingle buyer, dictating the price for the goodervice.
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There have been long negotiations with high-pagugtomers from Europe to develop a
trans-Caspian southern route through Turkey thatidvoconnect Uzbek, Kazakh and Turkmen
gas to Europe. But these negotiations have not beeciusive: the construction of the pipeline
has not been arrang@dStill, Central Asian suppliers were able to fmdecisive customer to
the East — China. The Trans-Asia Pipeline was Jmslishown in Figure 18, financed by the
Chinese,
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Figure 18. Route of the Turkmenistan-China pipeline (solid line} and northern portion of proposed
CapaCity of 30bcm  TAPI (Turkmenistan-Afghanistan-Pakistan-India) pipeline (dashed line). (Ericson, 2012, p. 627).

pipeline with a

per year began gas transmission in December 20D@apacity is expected to be reached in
2013. The original contract between China and Tarkistan has been renegotiated twice;
during the second negotiation in 2011, both sidgsed to increase its annual deliveries to
65bcm by building a third line in 2015. Kazakhsgana Uzbekistan have also reached an
agreement for access to the pipeline going thrdhgin territory in order to export their own
reserves of natural gas to China. Furthermoregdditianal Kazakhstan-China pipeline was built
in a mutual project between Kazakhstan and Chimal @hina is proposing to diversify the

transit route from Turkmenistan by building anotpgreline through northern Afghanistan and

12 Nevertheless, Turkmenistan started building a B0pipeline in preparation from its interior to tBaspian
shore. Further development has met opposition ft@aRussian government (Ericson, 2012).
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Turkmenistan with a capacity of 30bcm per yeard&on, 2012). Ericson (2012) adds that, even
though China can potentially buy off all the gasdarced by Central Asian states, there might be
additional demand for that gas from the south +aln@akistan and other potential customers
east and west, accessing Central Asian gas throaighk- the closest neighbor to Turkmenistan
with the access to the sea.

Farther west, Turkmenistan’s neighbor across trepida Sea — Azerbaijan — anticipates
a total production of 50-55bcm of gas per year ®3=2 it is looking for a way to reach European
consumer, while avoiding delivery of its gas thrbugazprom. According to Ericson (2012), its
first original alternative to Gazprom’s pipelinesasvto deliver its gas west through the Nabucco
pipeline, but the construction of the pipeline basn frozen in its initial stage for a decade.
Thus, Azerbaijan signed a series of agreementswitkey in 2011-2012 to build a new Trans-
Anatolia pipeline (TANAP) that would deliver ga®ifin the Georgian to the European border,
essentially replacing previously planned NabucaerAgovernment is willing to cover the bulk
of the pipeline’s costs regardless of whether & &iay contracts signed in Europe for the future
gas from its fields in Azerbaijan — Shah Deniz ¢goin, 2012).

The construction of TANAP is financed and ownedmhd? by the Azeri State Oil Co.,
Socar, and it is scheduled to be finished by 2@abk, 2013 February 5). The South Caucasus
pipeline that currently runs from Shah Deniz ga&ifin Azerbaijan to Ceyhan, Turkey is being
expanded in support of TANAP from 8 to 23bcm. Thparxity of the TANAP pipeline itself is
planned to increase to 60bcm, if Turkmen gas bes@wailable across the Caspian Sea
(Ericson, 2012). The Trans-Caspian pipeline is psed to connect Turkmenbasy, Turkmenistan

with the Sangachal Terminal in Baku, Azerbaijanemttie Caspian Sea. But both Russia and

13 Socar holds 80% of Tanap.
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Iran have opposed the project on environmentalrgisustating that approval of all five
countries bordering the Caspian Sea is required,(2810).

The changes mentioned above are very signifiearGazprom: since Gazprom is
dependent on gas imports from the Central Asiaesté might have difficult time fulfilling its
supplier obligations to its customers both in th& @nd in the EU as part of Central Asian gas
goes somewhere else. Long-term contracts sign@gebatChina on one side and Turkmenistan,
Uzbekistan and Kazakhstan on the other side predeatdy forgone quantities of gas for the
years to come. If Gazprom wants to secure at fEasof the Central Asian gas, it is going to
have to offer even higher prices for it. In theeca$ Azerbaijan, Gazprom has already attempted
to buy all of the Azeri gas that its massive Shami® field is planning to produce starting in
2018; but president Aliyev has refused the propasahmitting to the Trans-Anatolia project
instead (Cook, 2013, February 5).

6. Questioning Gazprom’s Supply

The contractual relations between Russia and thev&td relatively stable during the
1970s and 1980s, but started to deteriorate imidel990s. The EU is striving to insure that it
has a natural gas supply for the future that ik Beture and reasonably priced (Boussena &
Locatelli, 2012). Currently, Russia is perceivedly EU as a risky supplier for the following
reasons: first, steeply rising domestic demandy&s that might reallocate some of the gas
exported to the EU for the domestic market, andeddpnce of Gazprom on the gas produced by
the NGPs, as discussed in Section 4. Second, depeadn gas supplied by the Central Asian
states and the gradual shift of this gas to alteraanarkets, as discussed in Section 5. And the
third reason is insufficient development of newdseby Gazprom to cover for the decline in the

production of the current fields.
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Gazprom'’s investment into the development of n&ldé was not sufficient to cover for
the decline in the Urengoi, Yamburg and Medvezakel$. Given the steeply rising domestic
demand, there is doubt whether Gazprom can mefettitse contractual commitments
(Boussena & Locatelli, 2012). In 2011, Gazprom picedl 515bcm of gas on its own, its plan
was to produce 529bcm in 2012; but according toddeson (2013), its production for 2012 was
calculated to be 40bcm behind schedule. Hendersaitcslations showed that Gazprom'’s
production was going remain low in 2013 as welbpilng below 500bcm once again.

Gazprom already purchases a substantial part nattgal gas exports to Europe from
both domestic producers and Central Asian state®011, Russia imported 30 bcm of natural
gas altogether from Azerbaijan, Kazakhstan, andtmenistan (Ericson, 2012), it purchased 42
bcm for re-sale from the NGPs in the same year ddeson, 2013), while supplying roughly 140
bcm to Europe.

To cover the decline in its biggest gas fields,Z@am plans to be producing 95 bcm
additional natural gas from Shtokman, 335 bcm fiéamal, 135 bcm from new fields in
Nadym-Pur-Taz West Siberian region, and 100 bcmm fiEast Siberia and the Far East" by 2030
(Ericson, 2012). However, the development of Shimkmand Yamal have been much slower
than initially planned for two major reasons: efgeaf the demand shocks from the 2008-2009
economic world crisis; and Russia's refusal tovalloreign energy companies to form full
production partnerships with Gazprom on those ptsjéEricson, 2012). According to RT (2012
August 31), Shtokman has been put completely od imo2012 due to the high financing costs,
“the shale gas revolution in the United States Wwinad been viewed as a primary export market
for Shtokman” and disagreements among the partie¢he project (par. 4). The partners of the

project are: Norway-based company Statoil, whicm®®4% of the project; French-based
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company Total, which holds 25% and Gazprom, holdegmajority of the project of 51%. It is
not clear when the project will resume, if it ewall. Although Total claimed that the project has
not been postponed indefinitely, Gazprom'’s failoreomment signifies uncertainty in the future
of the project.

In order to diversify the market for its domestasgto meet its export obligations and
compete with Middle Eastern suppliers to the Euaopmarket, Russia has demonstrated a
growing interest in new Liquefied Natural Gas (LN@®jects. There has been agreement on
forming joint LNG projects on the Yamal Peninsuteldhe Gydan Peninsula between Gazprom
and Novatek (Karda 2013 January 16). According to Ka§d@013 January 16), the Russian
government currently supports joint projects, aad stepped up to encourage them in different
ways: by exempting the Yamal LNG project from tgxgsto 250bmc, on the extraction of the
natural gas and fossil fuels (NDPI) that is proedssto LNG; and by exempting the project
from export dutie¥.

Still, the progress in getting the LNG projectsning has not been very significant. To
implement some of the LNG projects, the help offtreign partners in funding investment and
providing state-of-the-art technologies is needd, because of government favoritism toward
state-owned companies in Russia, such as Gazpreard to attract cooperation with foreign
partners in the expensive LNG production projekerdas, 2013 January 16). The direct access
to the Russian gas fields for non-Russian compdrasseen denied; exploration licenses are
only granted to those companies that establish jointiuwes with Russian counterparts amdy
under certain rules that secure the control oveRtissian energy resources in the hands of the

Russian companies (Orban, 2008).

4 To read more about the amendments to the Rusgtn-earbon legislature, please, refer to (Hines &
Marchenko, 2013 June 3).
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7. Improving Security of the Gas Supply to the EU

Noél (2013 April) argues that dependence on Russiamgght be still a problem for
some European states, but it is not a problemh®EU as a whole since the EU has actually
diversified its imported gas continuously over gast thirty years; if Russian gas contributed to
80% of all EU gas imports in 1980, today it congés only 35%. But even though the supply of
natural gas to Western Europe has diversified anlistly, Central and Eastern Europe remain
heavily dependent on Russian gas (p. 2).

Following the gas supply crisis of January 2008r¢thave been improvements in the
security of the gas supply to the EU. First, Gamptaunched development of new pipelines to
its European customers while bypassing Ukraineteanait state: Nord Stream and South
Stream. The first line of Nord Stream, which lagsoas the Baltic Sea connecting Russia and
Germany directly, came online in 2011; as soomasécond line becomes operational, the
pipeline will have a capacity of 55bcm per yearjchihis about one third of all Russian exports
to Europe and almost 15% of total European gasurned (N&l, 2013 April). The construction
of another pipeline — South Stream — has begu12 2inking Russian gas across the Black
Sea with Romania, Bulgaria, Greece, Hungary, Se8javenia, Greece, Italy, Croatia and
Austria. At the time the construction of the lamdtson of the pipeline was inaugurated in
Bulgaria, Gazprom has agreed to comply with Bulgataw; not only during the construction
stage, but also throughout the time that pipelimerates. That would mean that the Russian
government is agreeing to the fact that the pipelll be covered by EU legislation,

specifically the principle of third-party accéSsBut according to Kardeand Dyborowski (2013

15 For more information on the third energy packauge the third-party access principle refer to Yafm#2013
April).
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November 6), current prospects show that it iskehyi for the third-party access principle to be
upheld.

Once finished, South Stream should reach a capaic8$ bcm per year. Nb(2013
April) argues that by 2015 or 2017 Gazprom angatgners will have enough transit capacity to
completely bypass Ukraifie reducing the risk of gas supply disruptions for EU.

The second improvement in securing the gas supglyet EU has been in the attempt to
transform the European gas market through underigrces of integration, commoditization
and globalization. North-Western Europe has accngdl the greatest degree of integration,
while Eastern and Central Europe has lagged. $tefaand Central Europe, the rise of
competition to the Russian gas supplier is onlygimal. The majority of the Eastern and South-
Eastern EU does not have any gas hubs; neitheritdogge LNG importing capacity, since the
area is mostly landlocked. This fact makes thisoregrincipally vulnerable to the dangers of
supply security and consequently market abusél(12613 April). Thus, Gazprom has been able
to uphold its substantial market power in Eastewh @entral Europe, holding partial or full
ownership of the domestic and transit pipelinesyal$ as maintaining access to the direct
distribution channels to consumers in the regidns paper evaluates more on the issue in the
next section.

Possible means for Eastern Europe to shift away ftependence on Russian gas is to
deliver gas from the hubs in the west. There isodlpm with that however: certain Eastern and
Central European countries, Poland and Romanianpdkie largest gas markets in the region,
maintain the price of gas below the imported phgealculating an average price between

imported and local gas. Since local gas is softtiaes that are close to its cost, it maintains the

16 Assuming that Europe continues to import from Ruasound 150 bcm per year.
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imported gas subsidized, destroying the incentivesport non-Russian gas from Western
Europe, as Né (2013 April) suggests.

According to N@él (2013 April), importing spot-priced gas from Wesst to Eastern
Europe would put significant pressure on oil-indexentracts in Eastern Europe and would
eventually cause a transformation of the gas ma8cetar, the only market that has great
pressure on the oil-indexed contracts from the-ppioed gas in this region is the Czech
Republic, a country lying between Germany, Ausdnd Slovakia on the same pipeline system.
But N2l articulates that current legal arrangements @iizprom prevent Western European
importers from reselling Russian gas to the Cerindl Eastern European countries. Therefore,
the large economies of East-Central Europe wiltiome to rely on coal, as they do now —
Poland and the Czech Republic for instance — ugjassupply security improvés

8. Gazprom’s Market Power in Europe

During the 1990s, after the collapse of the USSiRtha subsequent NATO expansion,
Russia’s influence in Central and Eastern Europengel to erode; and according to Anita Orban
(2008), the sign of its erosion became more appavban the United States pushed on to
establish its missile defense system on PolishGzeth territory. The Russian government was
extremely unhappy with the existing balance of poarel was determined to shift it closer
towards Moscow. It pursued a strategy of regaicmggrol of key energy assets in the former
Soviet Bloc to reach both its foreign policy argleconomic goals; initially, it made attempts to
gain control of the distribution systems in Belaru&raine, the Baltic States, Poland, Slovakia

and Hungary. Extending its influence through Raissiil and gas companies, the Russian

" The transformation of the European gas market nighve to be possible once the third energy packagnes
into effect on the territory of the EU. For moréammation on the third energy package refer to Mafia (2013).
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government tried to privatize strategic energy @sskthese countries and to gain control of
their key sections of energy infrastructure.

According to Boussena and Locatelli (2012), gairsagstantial market power on the
market would enable Gazprom to change the structuitee European gas market, to manipulate
the volumes of gas, and therefore the prices; wduld allow Gazprom to influence the
competition policies in the gas directives. Additdly, this would raise downstream rivals’ costs
and reduce rivals’ access to suppliers, and petgnaliminate those rivals. From the
information gathered in this paper, it is cleatt tGazprom has already secured substantial
market power in Europe — not only in Eastern andt@éEurope, but also parts of Western
Europe — it has been able to manipulate the volwhgas, as well as the prices, and it has been
successful in influencing the competition polidcieshe gas directives.

In its initial attempts to expand, Moscow set upfeentures with monopolistic power in
several Eastern and Central European states tatimaiural gas, using its powerful tool, the
Russian natural gas export monopoly — Gazprom. N&xxprom pushed to acquire 50 or more
percent shares in key transmission systems, amoultd not settle for a minority stake, unless it
came with management rights; “as we saw, the Rugsimpany does not like to be a financial
investor” (Orban, 2008).

According to Orban (2008), when Moscow saw a caafpgy environment in each
individual state, it showed its intentions operdyf, when it predicted difficulties in cooperation,
it concealed its goals. Gazprom promised the sameflis for the governments that it foresaw
cooperating — usually lower gas prices, howevas, tiard to tell, whether it has delivered its
promises: the contracts signed were secret and camtlbe analyzed or compared. Moscow also

promised preferred access to Russian marketslfof tie governments that Gazprom signed
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contracts with in order to lower their bilaterade deficits. The Russian government could
easily use the threat of lowering imports from thesuntries, if these particular states tried to
shift the balance in gas contract negotiations.i##atthlly, because of the secret nature of the
contracts, the Kremlin could easily set up comgetiountries against each other in their pursuit
for better gas prices and for the rights to tragag west through their territory.

When the Russian government foresaw difficultiesanvincing any particular state to
give in their key energy assets, it created nosparent circumstances for that particular state to

give in those assets.

The gas contract of 1993 created nontransparentrostances when it came to Europol Gas,
the Russian-Polish joint venture, which later pbaelrojan horse for Moscow to gain a foothold in
Poland. Moscow tried to gain control of the Pokglttion of Yamal through the joint venture, relyomg
the original contract and financial and legal measult pushed Europol Gas to take a loan from
Gazprombank to construct compressor stations araltsansit fee that would ensure the company’s
failure to pay back its loan. It exploited everypoptunity to hinder the company’s daily operatign b

postponing the appointment of a chairman to itestipory body (Orban, 2008, p. 174).

Gazprom has also been trying to seize control ofi@sy channels of distribution of gas
in Europe as possible through equity acquisitioth @merating agreements. Thus, gas imported
from Russia is sold by the companies that aregiror fully owned by Gazprom. With
ownership of final distribution, Gazprom can setkdtly to the final consumers, and negotiate
the contracts on both sides. That way it earnstpristbm both: gas sales to the channels of
distribution and sales from channels of distribatio the final consumer. This strategy has been
met with substantial opposition in Europe, butdlpgosition has not achieved much success. On
September 4, 2012, the European Commission stantedhti-trust investigation against
Gazprom. The Russian government responded by tékematter in its own hands: to protect

Gazprom’s income flow, it prohibited any facilitati by Gazprom officials to the foreign
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investigation. Instead, the investigation is beiegplved by governmental officials themselves
(Ericson, 2012).

So far, the EU has been unsuccessful in its ateipeparate the ownership of
distribution and supply of natural gas in Europecdvding to Ericson (2012), with the means of
Gazprom, Russia has been able to secure its posiiohe distribution channels in Austria,
Italy, Netherlands, Germany, Great Britain, sousth&airope, as well as in Armenia and
Moldova. Gazprom has also secured control ovetr#msit pipelines in Armenia, Moldova,
Poland and Belarus in return for contractual paaecessions. It is similarly trying to convince
Bulgaria and Ukraine to cede control of its trapgielines for the favoring price agreements.
Additionally, according to the Financial Times, @eam has shares of domestic pipelines in
Belarus, Bulgaria, Germany, Serbia and Turkey; elé as shares of transit pipelines in
Germany, Hungary and Serbia; and it is able togasldirectly to some of the consumers in
Bulgaria, Estonia, France, Hungary, Latvia, Lithaaand Ukraine (as cited in Goldman, 2008,
p. 153).

In addition to the Kremlin’s strategy establishitgmonopoly supplier position and
acquiring key assets in Europe, Moscow has gomeigiir substantial efforts to prevent Europe
from diversification of its energy suppliers. Alilgh, the Russian government has been
unsuccessful in preventing Europe from establishiNG importing capacity and from
acquiring cheaper gas from hdfhss we saw in Section 2; its attempts to prevest t
construction of alternative pipelines, such as NprRoland pipeline and Nabucco pipeline,
proved to be fruitful. According to Orban (2008)pstow renegotiated the gas contract with
Poland through Gazprom for an additional 20 yeaeking the Norway-Poland pipeline

impracticable.

18 That does not apply to Eastern and Central Europtses, as discussed in Section 7.
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To successfully deter the construction of the U& Bb supported Nabucco pipeline,
Gazprom has built its own Blue Stream pipeline kater started the construction of another —
South Stream pipeline. As a result, the constranatiothe Nabucco pipeline has been aborted
(Weiss, 2013 July 13); nevertheless, its alterealixNAP might see a better future, as it has a
major investor — Azeri State Oil Co., Socar — fr@ived to be resistant to Moscow’s pressure. It
is nevertheless important to underline that théscothe Blue Stream and the South Stream are
several times as much as the cost of the compefipelines’, yet, Gazprom has been able to
convince Eastern and Central European governmeitsiid them instead of the competing
ones (Orban, 2008). This success can be easilywaétd to the leverage exercised by Gazprom’s
market power in the region.

Furthermore, building new pipelines can be seem stgategic move by Gazprom to
ensurgwo additional outcomegesides the one just described, that is, detetin@gonstruction
of competing pipelines. The first additional outei bypassing the CIS states that hold the
transit pipelines on their territory, thus ensurprgmpt gas delivery to the high-paying European
consumers. As soon as both South Stream and tlit@adtibranches of the Nord Stream are
fully complete, Gazprom (arttie Russian government) will be able to undercat'tiold-up
power” of those CIS transit states, and therefbneieate their power to negotiate gas prices.
Additionally, as Ericson (2012) suggests, Russiahwei able to selectively “punish” transit states
without jeopardizing its deliveries to the Europeansumers. "Thus the Baltic States, Belarus,
Moldova, Ukraine, and Georgia have faced cutofferadrgy supplies as Russia tries to make a
point about their domestic policies or internatiostance, as well as gas pricing and pipeline

control" (p. 633).

¥ The higher costs may be attributed to reasonsméiption; however, this topic falls outside of $mope of this
paper.
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The second additional outcome originates directynfthe first one; as Nord Stream and
South Stream improve the security of gas delivatiesctly to the Western European consumers,
they make sure that the image of the company ingzréw credible and reliaife From the
words of Igor Shuvalov, the first deputy prime rster in Dmitry Medvedev's cabinet as well as
the first deputy prime minister in Vladimir Putirsgcond cabinet, it is very clear that the
company is trying to establish an image of a rédianpplier: “we are the most reliable supplier,
in any circumstances, for the European market.riibst reliable. Like it or not, even if people
guestion it. Europe will never have a more reliaghlpplier of energy than Russia.” (as cited in
Goldman, 2008, p. 163). Even President Putin hintsed emphasized reliability of Russian
supply during a press conference on the first diri@ry, 2007: “The Russian Federation has
always abided by all of its obligations fully anahepletely, and it will continue to do so.” (as
cited in Goldman, 2008, p. 164).

9. Summary of Findings

Having faced falling demand in Europe following tieeession of 2008-2009, as well as
the pressure to renegotiate contracts with itsocnsts; Gazprom keeps facing continuous
pressure to lower its gas prices by re-indexing the hub-based price. Being reluctant to fully
switch to the hub-based gas prices, Gazprom hasfheed with rising competition on the
European market. As a result, its quantities ofsgdg in Europe have been falling. Counter-
intuitively to the logic, the company is buildindditional pipelines to deliver gas in large
guantities to European consumers. While buildindjtazhal pipelines to sell gas at prices higher
than the market price in Europe might seem irratiohargue that this strategy is justified by the
long-term goals of the company. Despite the faat building new pipelines can be motivated by

the corruptive practices, those practices canndhéesole purpose of these major projects. And

20 Chapter Il of this paper is devoted entirely te image of Gazprom.
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so, | argue that the new pipelines — Nord Streathspecifically South Stream — are Gazprom’s
sign of the long-term commitment to European custem

As | mentioned earlier, natural gas is one of flearmest and cheapest energy sources
available in Europe; if BP’s predictions are trthes demand for gas will grow substantially in
the following two decades, replacing some of thealed for oil and coal; increasing the share of
gas in the power sector as well. If Europe commoitgdjust its infrastructure accordingly, it will
need additional quantities of gas in the futuree irhportant question is: should Europe commit
to increase its reliance on gas, including Rusgas) in the following years? Although previous
literature shows that Europe has been concernédRussian dominance on the European
energy market; findings collected in this paparsttate that situation has changed: dependence
on Russian gas is not a problem for the EU as dendroymore. Gazprom has already faced
rising competition from alternative suppliers inr&pe; there is the possibility for the additional
gas to come to Europe from Central Asian statesrl#gjan and possibly other alternative
sources, perhaps even the United States. Thusp&asba whole would have a perfectly natural
tendency to commit to heavier dependence on nagasalin that case, Russia would not want to
lose the share it currently holds of that market.

The Russian government has been supportive of Gagpoperations on the world
arena, it benefited greatly from Gazprom’s contitruto the Russian GDP and state budget and
it has used Gazprom as a tool to reach its owndegetowever, competition on the domestic
market and new forms of competition from NGPs abirezggests that the Russian gas sector is
changing. As far as we know, NGPs might get acttei®e UGSS to export gas to Europe in the
near future, hence breaking Gazprom’s export molyopargue that Gazprom is trying to

secure its share of the European market beforduather changes occur. The company already
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has joint ventures with monopolistic power setmgeveral Eastern and Central European states
in order to import natural gas; additionally, itsh@een able to secure its position on the
distribution channels in several European countttas currently building new pipelines to
bypass CIS transit states altogether to delivedgastly to high-paying European customers.
Thus, Gazprom is trying to appear to the Europemstomers as a reliable supplier, hence
showing its dedication to serve gas without intetians. The company’s image of reliability
combined with its substantial investments intodbestruction of new pipelines is a sign of the
long-term commitment to European customers.

From the findings | gathered so far in this papeigence seems to suggest that Gazprom
understands that further changes on the Europesamgeket are inevitable; it is going to have to
adjust its prices to the hub-based prices at saymg.pAnd indeed, it has already done so — it
changed the price indexation of 15% of its’Jal is only a matter of time until Gazprom adjusts
its price indexation even further. It is clear tlatzprom would rather do that as a price
concession during contract renegotiations, or éngtocess of striking a deal over the new shares
acquisition, whatever it be. It would be hard faeaearcher to see that price change however,
since the contracts signed are usually kept secret.

In any case, following this logic, the strategytlué Russian export monopoly to build
new pipelines to Europe (South Stream especialligile still selling gas at prices above the
market price, might be reasonable; taking into antthe fact that Gazprom understands the
inevitable need to change the current pricingogdas. For the time being, while fixed costs of
building South Stream pipeline have not been fodyered, Gazprom will continue charging
European customers prices substantially above #drkanprice. However, when these fixed

costs are fully covered, Gazprom can lower itsgxifor European customers. Although Russian

21 As | mentioned in Section 3.
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gas prices are not very likely to fall as low as tharket price, since Gazprom holds roughly a
third of the European market share and thereforiapenonopoly power; Russian average gas
price will have to adjust over time to a level savhere between the market price and the
average price currently charged by Gazprom in Eejrapleast in real terms.

Thus, the construction of the South Stream pipeineasonable; it demonstrates
Gazprom'’s efforts to secure its current Europearketahare in two ways: first, by showing its
commitment to the European customers and, secgrikterring other potential competitors
from developing an infrastructure to deliver its ga Europe. Forestalling the construction of the
Norway-Poland and Nabucco pipelines is one exanaplkerting the development of the LNG
importing capacity in Eastern and Central Europenisther example. While the construction of
competing TANAP pipeline from the Azeri to the EOrber is very likely to be completed, it is
not likely to take too big of a share away from @am, at least not in the short run. The
information gathered in this paper suggests, howelat competition to the Russian gas giant
will continue to grow in the long run. Growing costpion together with expanding European
demand will cause Gazprom’s market share to shunless it develops new fields and
establishes different strategy to attract new gusts. Therefore company’s monopoly power
will shrink and with it the ability to charge pre@bove its long-run marginal costs.

Consequently, further questions arise: amid thegisompetition on the European
market, how to convince the European consumermtirace purchasing gas from Gazprom?
How to make sure the Russian general public supgaizprom’s monopoly over the use of the
UGSS to export natural gas abroad? Amid the dedatitiee production of current fields, how to

attract foreign investors in order to develop neidts and to implement new LNG projects? In

2 Even if Russian government decides to give NGBsatitess to the export pipelines, it would not cedhe
average price of Russian gas on the European makatarr (2010) illustrates; because it wouldrbRussian
government’s interest to continue extract monopobfits on its gas exports to Europe through extads.
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this paper, | argue that Gazprom uses both “HamdelPoand “Soft Power” to reach its go&ls
While Chapter | provides examples of the “Hard Pwsed by both Gazprom and the Russian
government to reach their goals, Chapter Il wilhoentrate mostly on Gazprom using “Soft
Power” to reach its agenda. Thus, | will attempamswer questions posed above in the

following chapter.

% As Cooper (2004, January 01) describes it: “Handgr is coercive force. Soft power (it seems) caujust about
anything else” (p. 2).
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Chapter II. Gazprom: Creating a Positive Self-Image

Gazprom, one of the largest natural gas producet&aporters in the world, uses many
media outlets to create and promote a positive @riagitself both on the domestic and
international arena. This chapter analyses threle siedia outlets, namely: the company’s
website; an interview conducted domestically bydtate news agency “Vesti” with Alexei
Miller, Gazprom’s Deputy Chairman of the Board afdators; and an interview conducted by
the European independent source “Natural Gas Euwitle Sergey Komlev, the Head of
Contract Structuring and Pricing Directorate at am Export.

The first media outlet, Gazprom’s website, is thsiest one to analyze, since it is a pure
self-portrayal by the company without outside imétion. This outlet is different, because
unlike the other two media outlets, it is targetthfjerent audiences at the same time. Let’s take
a look at what kind of audience might the compamget and why.

1. Targeted Audience

Natural resources altogether are very importanttferoverall wellbeing of Russia; they
comprise a large share of Russian GDP and the &ustite budget. In 2004 export revenues of
oil and gas amounted to about 25% of GDP and ad@tt of the Russian state budget; in 2011,
those figures amounted to 10.4% and 50% respegtiizeicson, 2012). So the success of
Gazprom is not only important for the companysiaiso very important for the Russian
economy. Consequently, it might be important f@ ¢heators of the web-site to appeatie
Russian general publiand to show the importance of the company’s oferafor the national
economy; so that the public would support certaivilpges that the company may hold, such as
a gas export monopoly and certain tax breaks,¥amgle, customs duty (ECD) and mineral

extraction tax (MET) breaks (Hines & Marchenko, 2TLine 3).
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Gazprom is the biggest natural gas company in Ruisgjas exploration and deliveries.
In addition, Gazprom owns all of the pipelines @oehping stations in Russia, and it is given the
exclusive right to use pipelines for the exporhafural gas abroad (Anderson, 2008). The
European energy market is by far the most impoftanGazprom, because the prices of gas in
Europe are roughly four times the prices of gagherdomestic market, and with respect to
volume, equaling roughly one third of Russian damensumption, bringing the biggest part
of revenue for the exporting giant (Pirani, 20I3)us, it is natural for the company to appeal to
the European consumer the European general public, industry sectoredeckricity-generation
sector — in order to convince them that, firstunaltgas is the best choice of preference as an
energy source; and, second, that Gazprom shoutlieligest choice of world suppliers. So as a
consequence, European consumers would continugr¢base Russian gas from Gazprom.

Another fact worth mentioning is that the curreas dields of Gazprom are being
gradually depleted and there is the need for tingpamy to develop new fields along with the
new Liquefied Natural Gas (LNG) projettsTo implement some of the LNG projects and to
develop new fields, the Russian export giant néeel$ielp of foreign partners in technologies
and in funding those projects (Kakgd2013 January 16). That is why Gazprom is vergijiko
appeal taheforeign investor®n its web-site. It is hard to obtain cooperatiath foreign
partners in these expensive projects however, Iseddussia is perceived as a risky place in
which to invest. This perception exists due toaheendments made to the Russian hydrocarbon

legislatiorf®, which create favorable conditions for state-owgasg companies, such as

% New LNG projects are important for Gazprom to stagnpetitive on certain natural gas markets, esfigan
Asian and European Markets.

% To read more about the amendments to the Rusgin-sarbon legislature, please, refer to (Hines &
Marchenko, 2013 June 3).
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Gazprom® (Boussena & Locatelli, 2012). Thus, the creatdihe Gazprom web-site have
incentives to exaggerate the company’s value amgaa mentioning the risk associated with
investment in the company, while appealing to fgmenvestors.
2. First Media Outlet Analysis: Gazprom’s Website
Before this section of the paper goes into compreive analysis, it is important to
mention that Gazprom’s website has an option teiéeed in three different languages with

three different web addresses: in Russidnttat//www.gazprom.ry/in English at

http://www.gazprom.com@nd German dittp://www.gazprom.deM/hile Russian and English

web pages have almost the same outline, imagergament, except for only few minor
differences; German page has somewhat differefihewdand very different imagery and
content. A visitor to these three web pages canlrseeontrast between the imagery and content
right away. While Russian and English web pagegslalysgreen landscape with pink flowers in
the forefront and blue skies and mountains in #ekground, notifying the visitor that the South
Stream project has been started in Bulgaria; then&e web page portrays the Berlin
Brandenburg gate with “Energie” written acrosdditionally, instead of the information on
the stock prices and the news feed right belowrttage, as in the Russian and English versions
of the page; German version displays the fact@atprom has been on the German market for
forty years. To the left of that message, thewrevgleo outlining the significance of Gazprom on
the German market. Further down the page an imbtyeogplayers from German football team
“FC Schalke 04” is displayed with a message natiytihe visitor that the team has been
sponsored by Gazprom since 2007 (Gazprom, 2013. b).

Farther differences are seen, if a visitor dectdesompare “Geschichte” and “History”

links of German and English web pages found inisest‘Gazprom im Uberblick” and “About

% please, refer to Section 6 of Chapter | for mafermation.
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Gazprom” respectively. While English (as well as Russian) version shows the detailed
history of the company since its “birth”, that estructuring from the USSR Gas Industry
Ministry in 1989; the German version shows the ¢veglevant mostly to the Russian-German
cooperation in gas industry, starting in 1969 -obefGazprom was even formed. Germany is the
largest export market for the company, thus itassurprising to see Gazprom designating an
entirely separate page for German consumers impa twimprove and strengthen this
partnership even further in the following yearst diesen Jahren sind wir zu weit aus mehr als
nur zu zuverlassigen Geschaftspartnern gewordensiil gute Freunde geworden. Und diese
Freundschaft wird mit den Jahren nur noch starkéin these years, we have become far more
than just reliable business partners. We have begwud friends. And this friendship only gets
stronger with the years.”) (Gazprom, 2013. d, gar.

Although, German web page is designed to targetljn@&rman customers; both
English and Russian web pages target a wide vasfedydience. That could be due to the fact
that regular German citizen would be less likelatoess the Russian or the English web pages
instead of the German one; while foreign investmrduding German, would be more likely to
visit either Russian or English web pages, sincesikn is the native language of the company
and its employees, and English is an internatitamajuage well suited for business purposes.
Because this paper is looking at company’s gasrexpm the whole Europe and because an
averageEuropean customear foreign investoiis more likely to access the English page; this
paper analyzes English version of the company’s siteb Besides, even thoutte Russian
general publiovould be more likely to visit the Russian web pages very similar to the

English version; and so English version fits well dur purposes.
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The overall layout of the main page is done in 1§ ypeofessional manner; it upholds the
image of the company as a credible institution \&ithanswer to any question, to any visitor — be
it the Russian general publiEuropean consumeoy foreign investorThe page is user-friendly,
since it is very easy to find any topic of interesteractive and “positive”, with the picture of
Alexey Miller, the head of the company, smilingtbe side of the page. There are several
aspects of positive image that the company isgryancreate on its website. First, an image of
the environmental stewardshgb the company, commitment to production thatésie and safe
for the environment. This commitment is shown bditlectly and indirectly. Most pictures taken
in Russia or abroad have one piece or anothertafenan it, showing environmental
commitment indirectly: blooming trees, green graak mountains, clear shiny water, white
snow or clear blue skies; refer to Figure 19 foeaample. Gazprom represents its commitment
to environmental stewardship directly on a sepgratee named “Environment”. That separate
page highlights water, land, atmosphere prote@mhwaste reduction.

The second positive
image that Gazprom is trying
to create on its web site is
social consciousnes$he
site’s news feeds announce

support of various sports,

social projects, cultural events
and education developments in Russia. Creatorsapp®m’s website demonstrate directly its

commitment to the community on the page called f&dResponsibility”. This page is meant to
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show that Gazprom helps not only the Russian ecgrasa whole, but also individual
communities and its people.

The third positive image that is shown on the wa@episprogress This image is
represented in the establishment of important matgonal connections, development of new
technologies and cooperation with the Russian gowent. Even though the Russian
government holds most of the company’s shares (Aote 2008), news articles treat the
relationships between the two entities as cooparatather than hierarchy. The editors of the
article “Russian President Vladimir Putin entruSeszprom with getting back to Yamal-Europe-
2 and gas branch to Kaliningrad Region project’Z@am, 2013. a) use the woedtrustsrather
thancommand®r orders symbolizing not only cooperation, but also mutuast If the Russian
president has trust in the company, Russian pestyleld too.

The page “About Gazprom” is the company’s self-aeatibn, treating itself as a person
in this short narrativé. The first sentence can be viewed as an abstazprom pursues the
strategic objective of establishing itself as allzaamong global energy companies” (Gazprom,
2013. ¢, par. 1). It offers an evaluation for thstrof the narrative: Gazprom wants to be a leader
among global energy companies. In this section¢timpany is trying to appeal to tkeropean
customersandforeign investors

The subsequent two paragraphs define what kinompany Gazprom is, that is, what it
does, and what its mission is. The picture onghge signals environmental stewardship as a
part of its mission through the portrayal of thez@@m headquarters in Moscow on the
background of blue sky with white clouds and a gree tree in front of it (Refer to Figure 19

above), similar to other images described earlier.

2" The evaluation of a narrative is adopted from Eif#i993). Linde specifies four distinctive struetyparts of a
narrative in a life story: abstract, the orientafione or more narrative clauses, and the coda.

46



The entity is using such adjectivesrabable, efficient,andbalancedto describe its
supply. Gazprom says that it views its missioreimable supply, it does not specifically state
that its supply is reliable; so it acknowledged thenight not have been as reliable in the past, a
with the supply disruptions in 2009 during the praonflict with Ukraine, but that its priority is
to make it reliable — that is why it is building MioStream and South Stream. Gazprom also
acknowledges that its supply might not have bef@nientor balanced but that its mission is to
make it such through introduction of new technadsgand through the start of new LNG
projects respectfully; but to do that the compaegds new investors. Gazprom also emphasizes

the wordglobal to appeal to foreign readers and investors:

Gazprom is a global energy company. Its major lassidines are geological exploration,
production, transportation, storage, processingsates of gas, gas condensate and oil, as well as
generation and marketing of heat and electric power

Gazprom views its mission in reliable, efficiendaralanced supply of natural gas, other energy

resources and their derivatives to consumers (Gazp2013. ¢, par. 2).

In the next four following paragraphs Gazpronabkshes itself as a national, as well as

a world leader of natural gas in production andagpion; it also establishes itself as the
wealthiest natural gas reserves holder. Then thty goes on to define itself again asefiable
supplier of gas to both Russia and abroad. Neggfihes itself athe onlyproducer and
exporter of LNG in Russia; it omits to say thatdesselopment of new LNG projects has been
dramatically slowed down, especially in Shtokmaue tb the lack of foreign investments
(Ericson, 2012).

Next, Gazprom acknowledges that it is not firsthi@ country in oil production, but it still
defines itself as being in the top five — stilliggiamong the leaders. Gazprom also mentions that

it is the biggest owner of the power generating®ss Russia. This time the number is different
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— 17% of total installed capacity of the Russiaargg system, compared to 70% of Russian gas
reserves or 78% of Russian gas output. What caeamebetween the lines here, and what is not
explicitly stated in the text, is that Gazprom fmetrong domestic competition in the power
generating area with the strong possibility of otthemestic firms surpassing Gazprom in power
generating in the near future (Gazprom, 2013. c).

The narrative is concluded with the coda by sumnragieverything that was said
previously: “Gazprom pursues the strategic objectiVestablishing itself as a leader among
global energy companies by entering new marketgrsiifying its activities and ensuring
reliable supplies” (Gazprom, 2013. c, par. 7).

On its website, Gazprom is trying to appeal toRlssian general public; it is also trying
to attract foreign investors and European custoitieosigh its portrayal as a reliable supplier
and a leader in the production of natural gas, la%@ oil. Certain content in the text on the
web-site is omitted as to slightly exaggerate seHge and signal to the European, as well as
domestic customers that Gazprom should be indeedupplier of their choice. The company is
also trying to appeal to both the European and dtimpublic as a beneficent, socially
conscious partner, who cares about the environarahts essential for the Russian economy.

3. Second Media Outlet Analysis: Interview with AlexeiMiller 28

The Moscow-based “Vesti” news report that featameterview with the head of
Gazprom, Alexei Miller, starts off with an introdwan. In the introduction, the reporter informs
the viewers about the topic of the interview: nalgas being transported to Ukraine not as
traditionally expected — westwards from RussiadgloGazprom, but instead — eastwards from
the gas hubs in Europe (Vesti, 2013, March 30).fireething that attracts attention in this

introduction is the way the news reporter namesdpe for the interview: Ukrainian

% The analysis of this and the following sectionsdaducted using the techniques outlined by Ge#1(20
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illness/scab Yxkpaunckas 6orsuxa) in the Russian-European oil-gas relations”. Tlaeeetwo
important implications of this report’s nicknamérsk it assumes familiarity of the viewer with
the previous issues in the oil-gas relations betvRegssia and Ukraine. And second, because
that nickname is presented to viewers within th& ten seconds of the report, it sets up the
attitude towards the rest of the news report — lokraeing a sore place on the Russian-
European oil-gas relations that needs to be cured.

Overall, it sounds like the interview has been slglajo cover two main points: first,
whether Ukraine is on its way towards independdraa Russian natural gas; and second,
whether alternative gas suppliers to Europe posaige competition to Gazprom. Although the
interview has been shaped to cover these two megstmpns, the interview has not been staged.
Both Alexey Miller and the interviewer seem to haveatural conversation float rather than
reading previously written speeches; this can b&ned by rephrasing, numerous pauses and a
couple of overlaps. But at the same time, it issgws to tell that the interviewer has certain
guidelines to follow. Firstly, there are no conteosial questions: the Chair of Gazprom has all
of the answers for the interviewer’s questions #ettw the company in a very positive and
powerful way. Secondly, Alexei Miller seems to il the topic of the discussion without any
deviations. The fact that Mr. Miller does not avaitswering any of the interviewer’s questions
symbolizes his sincerity and openness, which ipss@d to create trust between himself and the
viewer. And since he is the head of Gazprom andkspef the company and for the company,
using such pronouns as: (we), nac (Us), raw (our), nam (to ug, his openness is also supposed
to create trust between the viewer and the comparwell.

At the same time, it is possible to tell that theerview has been edited and some of the

contents of the interview have been removed. Sdmenwoved parts could have been irrelevant

49



to the topic, or the company simply did not like ¢bntent. For example, when Alexei Miller is
talking about the fraudulent scheme set up on tkraibian border to make it seem like the gas
is coming from the west, and after he suggeststtieae is a need to deal with such scheme, the
footage is cut to the next question of the intemde A.B. Miller could have evaluated more on
the ways to deal with such schemes, or brought madence of such schemes to the picture, it
does not really matter what was said. What maisettsat the message of “dealing” with those
schemes became more powerful, as it became thedads of his thought after the editing.

Even though there are no controversial questioridid towards the head of the
company, the interviewer tries to create an illosid such questions, when he proposesttle
conspiracy theory(* nebonvuryro meopuro 3azosopa”) (Vesti, 2013, March 30). And that
“conspiracy theory”, instead of uncovering or rdirgpa negative part of the company turns out
to do the complete opposite — show Gazprom in #dipedight. The question that the
interviewer asks is wheth&azprom/Miller(addressed as:) has persuaded Qatar to redirect its
gas exports from Europe to Asiaytiere the gas prices are highi€poe yenvr sviuie) (Vesti,

2013, March 30). What this question does, evenghauposes as a controversial question, it
allows the audience to assume that Gazprom indedd persuade Qatari gas exporters to
redirect their exports from Europe just becauseiit the Russian interests. Alexei Miller
answers that the company did no persuasion and ieatither pure market logic behavibr
(wucmo pvinounas nocuxa noseoenus) (Vesti, 2013, March 30). What this answer doesaig that
there is no need for Gazprom/Miller to do such pasgon, because it is already in Qatari gas

exporters’ interest to redirect its gas exportspty because it yields higher returns. What can be
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inferred between the lines here is that Gazprons doé act as a dictafSr but plays by the rules
of the “invisible hand of the market to achieve efficient outcome.

Another interesting thing about the interview iattthe interviewer seems inferior to the
head of Gazprom, even though the interviewer iotieleading the discussion. Instead, he asks
A. Miller just the basic noncontroversial questiohs lets Miller talk the most and interrupts
him only once to clarify what he means. By the ehthe interview he gives Alexei Miller a
compliment: Mumo eac ne npoiioéun, noxoxce”, which meansone cannot go past you
unnoticed, or so it seenfgesti, 2013, March 30). At large, the intervievggitches his role to
be both the interviewer and the spectator in ordeelate more to thRussian general public
and therefore to make the conversation with thel leé&azprom closer to the public. That is
why the interviewer’'s name is never mentioned tghmut the whole interview. Perhaps for the
same reason, the interviewer uses the colloquiadl woxoxcusamscst, which meanso shrink
in relation to the gas supply to Ukraine from thestv to relate more to the general public, and
to transfer its attitude toward Ukraine to the $p&xs.

Now that the stage is set, the message can bezadalyirst, the question of whether
Ukraine is on its way towards independence fromskRumsnatural gas. The very first thing that
the interviewer asks is not whether the news ofélverse supply isue, instead he asks,
whether the talk about it realistic. By realistic, the interviewer does not mean the actual
possibility that there is talk about it, but thespibility that the talk is true. Thus, the intemwar

does not ask whether the news is true, but instéedher the news could be true. The message

# Gazprom is commonly accused of charging a priaeithabove the long run marginal cost, which psaperty of
a monopoly, rather than a firm in a competitive kear

% The concept of the “invisible hand” originatedrfrd\dam Smith’s writing about the self-regulatinchbeior in

the marketplace. The main idea of the “invisibdadi’ was that the market brings the most efficarttome to the
society if it is unregulated, guided by the invisifiorces of the supply and demand.

31 The word has a root @boica —skin, and is often used with relation to skin, or dtestoccasions to a scab that is
ready to fall off. That perfectly connects to th@ening introduction and the idea of Ukraine beirsgabin the
Russian-European oil-gas relations that might Sabmoff.
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of the question is straight to the point — thene lsa no discussion about the existence of the
reverse supply from the west. And so, even thoulgixéi Miller does not have the facts to prove
his theory, the viewer is predisposed to take Mgdlanswer as a legitimate fact following the
interviewer’s question. Furthermore, Miller reféosthe possibility of the reverse supply as to
the “fraudulent schemég«mowennuueckue cxemor») and he adds thatitere is a need ... to deal
with themi («c humu naoo ... pazoupamecs») (Vesti, 2013, March 30). This message predispose
the viewer to the idea of the legitimacy of the@t$ undertaken towards Ukraine in the past,
such as shutting off the gas supply to Ukrainesarmsequently to the rest of Europe in 2009;
and it legitimizes Gazprom'’s plan to build new pipes to avoid Ukraine altogether, while
supplying gas to Europe

The second question discussed in the interviewhistiner alternative gas suppliers to
Europe pose genuine competition to Gazprom. Th®is question directly asked by the
interviewer, but the issue that directly relateth®whole video. The actual question asks
whether the American shale gas revolution affe@spBom’s strategy of supply to Europe,
whether the United States brings additional contipatio the company on the European Market.
Miller's answer is “no”. He says that he is vergpkical about the United States being able to
export its gas, because the country uses morengag extracts. He further argues that the US is
not a competitor to Gazprom, because all of thamds bring negative rents. That fact is not
reasonable, because US firms would not operaterunadmtive profits, unless they were
subsidized by the government. Then A. Miller stdbed Russia has the same technology and is
already using it to extract gas from coal in Kuzb&ssen if Gazprom did have that technology,

what would make it profitable for Gazprom to usatttechnology, while it was non-profitable

32 As described in Section 8 of Chapter |.
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for the US firms? And if it wasn’t profitable, wiwould Gazprom use it, let alone invest to
develop that technology?

On the whole, the interviewer and Alexei Miller cliss only two rival suppliers to the
European market throughout the interview. The brst is the United States, whose quantities
supplied to the European market so far have beeginad and Qatar, whose gas deliveries have
been redirected towards Asia, according to Miliendelf. The head of Gazprom avoids
mentioning other gas competitors; thus, by distireglthe only two mentioned competitors on
the European Market, Qatar and USA, he createlbusion that Gazprom controls the market.
Hence, talking about the United States as a cotopetvhile its exports to Europe are marginal,
is the strategy to take attention away from thrdeiomajor competitors and create a positive
image for the company — that is iamage of dominance on the European market

Gazprom seems to have the interview planned, hakimgterviewer follow specific
guidelines, but it tries to make it seem naturdahatsame time in order to appeal to the Russian
general public that views it. The interview is sbdpn a way that makes the viewer believe what
the head of Gazprom says. That includes creatimgpative image for Ukraine and a good
image for itself — that is an image of a dominasgipon on the European Market. That way, the
company is able to manipulate public opinion angpsut its operations and strategies, such as
building new pipelines to Europe that deliver gadependently from Ukraine and having
exclusive access to the pipelines to export gasaabr

The Russian general public is not the only audi¢ghaeGazprom is trying to reach
through media outlets. In an interview with Natu&ss Europe, the head of the contract
structuring and pricing directorate at Gazprom Ek@e@rgey Komlev is addressing a different

audience — namel§uropean consumerslis message is the opposite of Miller's message,
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stating Gazprom'’s political non-involvement andrgeoperated purely by the rules of the
market, rather than being a dominant dictating pawethe European Market. We turn to that
interview to examine the message.
4. Third Media Outlet Analysis: Interview with Sergey Komlev

The interview with Sergey Komlev differs dramatlgdtom the other two media outlets
discussed earlier, outlets that shape and promptsidive image for Gazprom. First of all, the
purpose of the interview is different: it was conthd by an independent European source in
advance of the European Gas Conference in Vienpeefmare Gazprom and other participating
companies for the conference. Unsurprisingly, titended audience for the interview is
different, educated and informed on the detailhefissue — GazpromBuropean customets
Naturally, the questions asked during the intervég@pear to be more critical, and have the
power to harm the image of the company, unlikeginestions asked during the interview with
Alexei Miller. Hence, the answers seem to be chagey carefully, in advance of the interview.
Part of Gazprom'’s strategy, while targeting the pany’s customers in Europe, waptesent
itself as a politically neutral entityoperated purely by the rules of the market —satpe image
of the company in that region, as compared tortrege of a politically-led company that is
trying to dominate the market. This idea of poéitineutrality is emphasized twice by Sergey

Komlev throughout the interview. The first timejgtin response to the interviewer’s question:

Gazprom has been raising concerns over the evolofithe internal gas market in Europe for some
time now but Brussels seems to be paying littlerditbn. How do you explain this, knowing that yoe a
Europe's first external supplier? Furthermore, ldowou explain the European phobia against Russian

gas? [...] (Sahraoui, 2013 January 31, par. 6).

3 Even though the European general public mighfinatto this category, it still has the accesshe interview.
The language that the interview was conducted Eniglish.
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Note that the interviewer is referring to Russias,ghot Gazprom'’s gas — asking the
guestion concerning the whole country rather th@hcompany itself presents a political
guestion; it can be inferred that the companytmo&in Russia’s hands to deliver gas to Europe.
Furthermore, the interviewer’s question also seemsiply that Gazprom’s influence on the
market is deteriorating — Gazprom, as the firseewdl supplier in Europe, has been raising
concerns for some time, but the European Commig&i@) has not been paying attention.

Komlev replies with a twofold answer:

Brussels is focused on geopolitics. Our compantigiates in various discussions held with the
EU, but unfortunately, our arguments are often anth®r unwanted. Namely, we haven't yet heard a
clear explanation why such a big emphasis is puhByEC on lowering the dependence on Russian gas.
On the contrary, our approach is commercial-basedyant to sell as much gas as possible, at prices
that provide for balance of interests of both bugma seller and support investment cycle; we aim at
harmonious development of European gas markestirathterest of everyone involved in it. (Sahraoui

2013 January 31, par. 8).

S. Komlev agrees that the EU pays little attentamthe arguments brought up by
Gazprom, but he turns the table on the Europeann@ssion by reasoning that it is Brussels that
is focused on politics, not Gazprom. Then he gogbér to say that, on the contrary, the
company’s approach is commercial-based, and ostlisestrategy in support of his argument.

The way the interviewer forms the questions migleins sympathetic towards Gazprom,
but it is deceiving, taking into account the ungieid assumptions and implications of the
guestions. The interviewer asks the questionsanhwiay to soften their content, in order not to
appear antagonistic, but rather neutral on theestibAnd so, when Komlev is asked about the

anti-trust investigation started against Gazprdma,interviewer does not specify who the
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investigation was started by — she leaves the BamEZommissioti out of the question to make
it look like an observer, rather than the initiatd/hat would you like to say about the anti-trust
investigation launched in September against Gazpi¢8ahraoui, 2013 January 31, par. 14).

Answering this provocative questibnKomlev turns the table back on the European
Commission once again, asserting that the EC istieevho is trying to achieve a political
agenda — to decrease the gas prices for sever@rE&3iropean countries. His argument does
not seem that convincing this time, because hedavoentioning the Russian government
involvement in the matter. He goes further to refilie accusations against Gazprom of being
“monopolistic”, using the word as some sort of ekneme, rather than a fact. Gazprom is the
biggest natural gas supplier to the European Madket its market share gives it substantial
power to raise the price of gas above the longamarginal cosf (Tarr, 2010), which by
definition makes the company a partial monopolthis case. This statement defeats the
following argument of Komlev and makes him sountédsive, rather than reasonable. It does
not mean that his further argument is false, bdoés bring a negative image to his overall
delivery.

The second time the head of Gazprom Exports bupgse idea of the company’s

political neutrality is following the concluding gstion of the interviewer:

While Russian gas is being "ill-treated" by the @agan Commission, very little is said about
Algerian gas. Is there a real difference in treaitPéf so, why? Generally speaking, how do youl&rp

the increasing energy relation tensions betweekthérussia? (Sahraoui, 2013 January 31, par. 16).

% Refer to (Ericson, 2012) for more information be anti-trust investigation.

% The question is provocative, because followingl#hmmch of the anti-trust investigation by the BGesponse
came from Russian government. It prohibited Gazpoffivials to facilitate the foreign investigatiam any way, so
the matter was being resolved by governmentaliafidnstead of the heads of the company (Eric2ot2).

% In case of perfect competition, the price of gasildt be equal to the long-run marginal cost, beedlis
company’s profit would equal zero.
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Sergey Komlev responds with the comment that ‘thgeeAan suppliers are not “patted
on the back™ either, implying that there are tems not just between the EC and Gazprom, but
also between the EC and any other gas supplibet&tiropean Market. He agrees that Brussels
comments the most on Russian gas, but that is norakang into account that Gazprom is the
biggest gas supplier to the European Market. Korotacludes the interview with the echoing
statement that the EC is focusing on the politia)er than economics; and since Gazprom is a
politically neutral company, he, as the represergaif the company, prefers not to comment on
the political issues (Sahraoui, 2013 January 34,133. It is a statement that is dogmatic rather
than realistic, taking into account the fact thet Russian government holds the majority of the
shares of the company and is able to have a deaisice on any decision of Gazprom’s
corporate matters (Anderson, 2008). But that idrttege that the company is trying to depict for
itself to this particular audience — the Europeasta@mers. This image of non-political
involvement of the company and it being “non-morggdie” is particularly fascinating in
comparison to the image created during the intervigh Alexei Miller — an image of Gazprom
being a dominant supplier, having no real compegtigmd therefore having the European Market
under Gazprom’s control. It is not surprising te sech a difference in the message of the
company, because both interviews — the outlets¢tate and promote the company’s positive
image, as they are named in this paper — are ddeattdifferent audiences through different
channels. Either one of the interviews is unlikielyoe viewed by the audience other than the one
it is intended for.

5. Summary of Findings
The Russian natural gas export giant Gazprom usey media outlets to create and

promote a positive image for itself both on the dstit and international arena. This paper
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analyzes three such outlets. The first one, thepemyis website in English, is the easiest to look
at, since it is a self-portrayal by the companytsubject to any criticism or comments directly
on the website. This media outlet is different frthra other two, because it is intended for
several different audiences at the same time: tiesiBn general public, European consumers
and foreign investors. Gazprom appeals to the BRaggeneral public through the direct and
indirect portrayal of environmental stewardshigiabconsciousness and progress as its core
values. The company justifies natural gas on itgsite as the best choice of fossil-fuel on the
energy market, and signals that Gazprom shoultdsupplier of the European consumer’s
choice, because its supply is reliable, efficiend balanced. To appeal to foreign investors, the
company presents itself as “leader among globaiggrmempanies” (Gazprom, 2013 b, par. 1) —
the best there could be to invest in.

The second media outlet analyzed in this papédresriterview conducted domestically
by the “Vesti” news agency with Alexei Miller. Thgarticular outlet targets the Russian general
public; it is relatively easy for the company teate a positive self-image, since the news
agency conducting the interview is state run. i help of the interviewer, Alexei Miller
achieves two goals with the interview: creatingegative image for Ukraine and creating a good
image for Gazprom — that is an image of a domipamter on the European market. That way,
the company is able to manipulate public opiniod smpport its operations and strategies, such
as building new pipelines to Europe that delives gaependently from Ukraine and having
exclusive access to the pipelines to export gasaabr

The last media outlet used to create and promptesiive self-image of Gazprom that
this paper examined is the interview conductedhiey‘Natural Gas Europe” with Sergey

Komlev. Unlike in the interview with A. Miller, Xomlev is interviewed by an independent
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European source, so it is harder for the compamyaimtain a good image. The questions asked
by the interviewer are more critical and have tbe/gr to harm the image of Gazprom. The
interview is intended for Gazprom’s European cugtmnand the image for the company that
Komlev strives to produce is the opposite fromdhe shaped by Miller — the image of a
politically neutral entity, operated purely by thies of the market. It is not surprising to see
such a difference in the message of the compange shese two interviews are directed at two
different audiences. Gazprom succeeds in achievipgsitive image in the first media outlet,
since it is the one intended for all audiences;thedcompany succeeds in achieving a positive
image in the other two medium outlets as well oaglas they are viewed only by the intended

audiences.
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Conclusion

Following the recession of 2008-2009, Gazprom haed falling demand for gas in
Europe and consequently continuous pressure tgoéiage contracts with its customers. The
company has been reluctant to adjust its gas pindely, which led to the increased
competition on the European market from alternagivepliers. With time however, Gazprom
has yielded to the pressure and renegotiated thteambs with the European customers, changing
indexation of 15% of its gas in addition to othencessions. Evidence from the findings that |
gathered in this paper seems to suggest that Gazpnderstands inevitability of change on the
European market and so the need to adjust itsgeieen further. Since the company still holds
partial monopoly power on the market, it will conte charging prices above the long-run
marginal cost and therefore above the market pmdi it loses a share of the European market
substantial enough to lose its partial monopoly @ovs Gazprom continues to lose some of its
market share, it will continue adjusting pricestsfgas in Europe.

European gas market is important for Gazprom, lagngs significant part of company’s
profits. Moreover, Gazprom contributes greatlyite Russian GDP and state budget and the
Russian government continues to use the compaaya to reach its own agenda on the world
arena, especially to exercise leverage on FSUsstalris, both Gazprom and the Russian
government have been trying to prevent the log&suobpean market share using various tactics.
Utilizing help from the Russian government, Gazpitwas been able to establish joint ventures
with monopolistic power in several Eastern and €@ariuropean states; it also has been able to
secure its position on the distribution channelsaweral European countries. In addition, the
Russian export giant has built two branches oh#he Nord Stream pipeline; it is working on

two additional branches of the Nord Stream an@sgt lregun the construction of another pipeline
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— South Stream. Both pipelines bypass CIS tratetiés altogether to deliver gas directly to
high-paying European customers and both are desbitgngrevent European states from
diversifying its gas suppliers any further.

Natural gas is one of the cheapest and cleanesiyeseurces available in Europe. If
BP’s predictions are correct, the demand for gdsurope will grow significantly in the
following two decades, replacing some of the denfandil and coal; increasing the share of
gas in the power sector as well. Given the likaththat Gazprom retains its current demand for
gas in Europe, the Russian gas exporter will adstddse some of the European market share,
assuming the rising demand; unless it developsfreégvand implements new LNG projects. To
develop new field and LNG projects, Gazprom neeadg from foreign partners funding
investments and providing state-of-the-art techgiel® However, because of government
favoritism toward stat-owned companies in Russidad been hard to attract cooperation with
any foreign partners. Hence, the evidence sugtfest$sazprom will continue losing European
market share; unless the price of gas goes up,nmakivorthwhile for the foreign partners to
come in and fund the new projects amid the risks@ated with these investments.

Moreover, Gazprom is perceived by the Europearoousts as a risky supplier, not
simply for the reason of company’s inability to é&p new fields to cover for the decline in the
production of the current fields, but also for tadditional reasons. First, steeply rising domestic
demand for gas that might reallocate some of tiseegported to Europe for the domestic
market, and current dependence on gas producdtey&Ps. And second, dependence on gas
supplied by the Central Asian states and the gitesdhif of this gas to alternative markets.

Thus, constructing highly expensive South Stregmlpie might seem irrational, when it

appears that Gazprom might not even be able til ftdfcontractual obligations; especially
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considering the fact that the company already @sapgices that are above the market price — an
obvious deterrent for the European consumer toh@se Russian gas. Construction of the South
Stream pipeline makes sense nevertheless from @azppoint of view; it demonstrates
Gazprom'’s efforts to secure its current Europearketahare in two ways: first, by showing its
commitment to the European customers and, secgrikterring other potential competitors
from developing an infrastructure to deliver its ga Europe. Even though the prices of Russian
gas are significantly higher than the market pmcEurope, they will inevitably fall in relative
terms, not only because the market share of Gazpitiraontinue to fall; but also because the
fixed costs of the new pipelines will be fully cogd at one point and thus will not be part of the
calculated gas price for the European customeosn fine perspective of Gazprom, it is
reasonable to build South Stream pipeline to ddternative suppliers sooner than later, while
company’s market share is still high enough tolide & charge prices high enough to cover for
the cost of the new pipeline.

At the same time, following the price conflicts Wween the Russian and the Ukrainian
governments; the construction of the South Streealipe is important for Gazprom in order to
appear to the European customers as a reliabldéiaypp show its commitment and dedication
to serve gas without interruptions. Consequenthyiding the new pipeline is one of the
strategies of the exporting gas giant to achievagenda. The other strategy is to use media
outlets to convince the same European consumetithatatural gas is the best choice of
preference as an energy source and that Gazpramddb®the best choice of world suppliers.
Furthermore, using media outlets helps the compasiow the Russian general public the
importance of the company’s operations for theamati economy and overall wellbeing to gain

the public support for certain privileges that teenpany may hold, especially the gas export
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monopoly and certain tax breaks. In Addition to EBweopean consumer and the Russian general
public, Gazprom uses media outlets to convincadarmvestors to cooperate with the company
in the development of new fields along with new LNf&jects in order to expand its operations

and gain bigger share in the growing European gakeh
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