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Overview

This paper investigates the incentives for major investments by Russia in the development of gas fields and infrastructure. Recent studies have shown the important role of geography, politics and technology for the evolution of gas market [3], and they are taken into account. The current situation includes: 

a) decline of Northern gas fields (Nadym-pur-Taz) calling for the necessity to have huge investments in new giant fields (Yamal, Shtockman); 

b) the necessity to fulfil long term contracts with Europe;

c) too low gas price after the crisis of 2008 that makes these investments risky;

d) the possibility to exploit the transit of cheaply produced gas from Central Asia [1], where Russia is losing its monopolistic position.

A stylized model is suggested for the trade-off between costly investment in the North and playing bargaining transit game in the South. The scenario of frozen investment, where projects are postponed, is investigated. The policy implications are derived. The impact of nuclear catastrophe in Japan on the obtained results is also discussed.
Methods

The models is derived on the basic of stylized facts regarding the investment costs in Northern fields [2] and bargaining game between Russia and Turkmenistan in the South [4]. We introduce a simple microeconomic model, where Russian profits from gas export to Europe come from expensive Northern fields and from bargaining share in reselling Caspian gas. If the bargaining power of Russia with Central Asia rises or if the cost of its gas extraction rises, it will produce less domestic gas, substituting it with re-export of gas from Central Asia. If the price of gas in Europe or the price of extraction in Central Asia rises, Russia will produce more domestic gas to export in Europe. These results of highly stylized models create certain incentives for Russia that can determine the middle term development of its natural gas production as well as the evolution of its gas relations with EU in the next decade.
Results

We know that is gas markets initial economically profitable plans are often postponed due to political and geopolitical reasons. Only in the case of mutual interests of potentially conflicting groups some plans are moved forward. in “freezing scenario” Gazprom will do little investments in the North (waiting for sustainable EU gas demand for its gas at reasonable prices by 2020), but will try to compensate its declining fields by increase (or just maintaining) of its bargaining position for Central Asian gas, with either direct or indirect investment in expansion of production there. At the same time, it will use shift to EU netback prices in domestic market for some reduction of domestic demand to compensate natural decline. Growing competition for Caspian gas with China and EU (Nabucco et al) will not allow for this strategy to become a long term policy, but will give some holidays to escape the necessity of rapid investment under less favorable conditions. Insufficient investment in Russia will not allow for rapid expansion of gas supply to Europe, and price can reach levels close to 2008. If the signs of oil peak will show up, oil-backed gas price will reach such levels that, on one hand, investment in Russia will become profitable, while on the other hand, Europe will get an incentive for further substitution of hydrocarbons by renewable energies.
Conclusions

At present, we observe two effects that worsen potentially beneficial cooperation between Russia and EU in natural gas. The first is related to incomplete recovery of gas demand after the financial crisis, that leads exceed LNG supply and low spot prices, pushing down the price of long term contracts too. The second factor is political disagreement between EU and Russia on future gas policy: EU pushes the arguments of diversification of supplies and flexibility of pricing forward as a tool for short term supply security, and this puts higher risk to Russian gas infrastructure projects. 

On a basis of simple microeconomic model, based on stylized analytical facts about gas markets, we demonstrate that current European policy towards Russia (driven by short term interests of EU energy security) can corner Russia, if European gas price remains relatively low and long term contracts of sufficient volume are not established. The reason is that the development of new giant fields in Russian North requires very huge investments that have positive net present value only under sufficiently low risks. It is shown that current policy of EU towards Russia (or what is named “European energy security” and includes middle term attempt to diversify European gas imports at the expense of Russian share and to keep gas price low) gives Russia an incentive to play geopolitical game over Caspian gas more aggressively. Russia’s acting as gas trader for Caspian gas allows to delay developments of costly Northern fields, which facilitates in addition a stretching of Russia's power in the energy and in particular in the gas market over time.
However, unpredicted events, like recent earthquake and nuclear catastrophe in Japan, also influence the future of gas markets, with an influence of both Russia and EU. The energy shortage in Japan attracts more Russian LNG, while higher risk of nuclear power will push up European demand for gas. In this case we can expect more cooperation between EU and Russia, and our model scenario can have fewer chances for its realization, unless some opposite shock will take place in future.
References

1. Pirani S., Ed. (2009) Russian and CIS Gas Markets and Their Implications on Europe, Oxford University Press.

2. Stern J. (2009) Future Gas Production in Russia: is the concern about lack of investment justified? - Oxford Institute for Energy Studies, NG 35, 17p.

3. Victor, D.; Jaffe, A; Hayes, M., Eds. (2006) Natural Gas and Geopolitics: From 1970 to 2040, Cambridge University Press, 488 p.

4. Yegorov Y., Wirl F. (2010) Gas Transit, Geopolitics and Emergence of Games with Application to CIS Countries, USAEE - IAEE WP No. 10-044, February 2010, 29 p. (http://ssrn.com/abstract=1560563 ). 

































