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Overview

In this paper we investigate the structure of pricing mechanism in LNG markets. In the last couple of decades LNG markets have been experiencing structural changes, such as further deregulation of markets, and increase in short term and spot trade volumes. In spite of the fact that numerous reports and articles explain LNG industry, only a few academic papers focus on the dynamics behind the price mechanism. Given the fact that the long term contracts come along with take-or-pay obligation, an interesting question is why contract prices remain higher than spot prices for long periods of time. We describe these transactions in LNG markets from the perspective of Williamson’s (1985) asset specificity theory and analyze the dynamics behind contract and spot prices in European and Japanese LNG markets. 

The paper is organized as follows: After the introduction the second section gives an overview about the transaction cost economics and how LNG trade fits into asset specificity theory. The third section focuses on demand and supply determinants that affect LNG prices, including natural gas storage levels, shipping rates, oil and coal prices, and import and export volumes. The fourth section presents the statistical characteristics of data and describes methodology. Section five discusses the results and their implications.
Methods
Granger Causality Test

Error Correction Model

Results

We conduct Granger Causality Test and apply Error Correction Model to evaluate the short- and long-term relationships between spot and contract prices. The test results indicate that spot and contract prices in Europe and Japan do not Granger cause each other. While the spot prices in Japan depend mostly on spot LNG prices in Europe and the prices of substitute commodities, the spot price in European markets is predominantly determined by the forces of demand and supply. Error Correction mechanism that is constructed with the inclusion of all related determinants also draw interesting conclusions about the impacts of short and long run causality in LNG markets.
Conclusions

Although the same product is being delivered to the same destinations with the same quality, there is still a remarkable discrepancy between contract and spot prices of LNG. The factors affecting price dynamics also differ among regions. European LNG buyers have experienced declining prices due to the weakening crude-oil linkage. Nevertheless,  high volatility in spot markets has exposed them to the price risk. We expect that the high volatility in European markets will lessen as the trade volume increases over time. Japanese buyers, on the other hand, have purchased LNG at prices that do not reflect their own regional dynamics. Having been the largest LNG importers for decades, Japan and other Asian buyers should develop an alternative to crude oil-linkage and find a formula to purchase LNG whose price is determined by its regional factors.
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