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Abstract

This article examines the effect of increased state control over the Russian gas sector and its ultimate
impact on energy security in Europe. The various mechanisms by which the state has acquired
ownership (or quasi-ownership) over several independent gas producers as well as the potential dangers
this poses for European energy supplies are scrutinised. Due to the demonstrated inefficiency of
Russian state-controlled companies, negative consequences, such as slowed production growth, are
likely to result. The few remaining independent gas producers are still hampered in their development
due to the government’s reluctance to implement structural reforms in the Russian gas sector.

IN ITS RECENT ECONOMIC SURVEY OF RUSSIA, the Organisation for Economic Co-
operation and Development (OECD) has pointed to the inefficiency of state-owned
companies, and has described the state’s evolving economic role in Russia as
‘disturbing’ due to the expansion of its direct influence on so-called strategic sectors,
such as energy, power-generation equipment, aviation and finance (OECD 2006,
p. 37). This article examines the increased state control over the Russian gas sector and
its possible consequences for European energy security. Increased state control is
understood here as the control exerted by the Russian federal state through its
shareholdings in companies in the Russian gas sector.

The usual definition of energy security is simply ‘the availability of sufficient
supplies at affordable prices’ (Yergin 2006, pp. 70–71).1 However, energy security
means different things in different countries. Energy exporters like Russia are striving
to maintain the ‘security of demand’ and to reassert state control over ‘strategic
resources’ (including pipelines and marketing channels). On the other hand, energy
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importers like the European Union (EU) are trying to cope with their growing
dependence on energy imports by diversifying their energy sources and suppliers
(Yergin 2006, p. 71). In the EU, energy security means the security of supplies,2 and as
Russia’s main consumer market for natural gas, it is this commodity that causes the
biggest energy supply concerns for Europe.3 Unlike crude oil, the transport of gas is
mainly confined to pipelines. Capital-intensive infrastructure requires long-term
commitment and cross-border agreements, and the agreements usually involve more
than two parties—supplier, transit countries and consumers (Harks 2006, p. 48).
However, energy security—as understood in this article—does not include the
transportation issue (for example, the disruption of supply caused by pipeline
conflicts).4 This article focuses solely on the production side.

Since 2005, the increase of state control in the gas sector has fuelled concerns that
the security of supply might be endangered. Some observers have speculated that due
to inefficiency (mostly in the form of a lack of investment in the company’s production
activities), Gazprom might not be able to produce enough natural gas in the near
future to fulfil both domestic demands and its supply contracts (Milov & Selavakhin
2005; Milov et al. 2006; Riley 2006; Paillard 2007). Inefficiency is defined as the
unemployment and misallocation of resources. An inefficient gas company, for
example, does not use its full potential regarding its production level, the development
of new fields and the implementation of new technology; investment decisions are
delayed or investments are re-directed into non-core business operations. This also
applies for situations in which a company is forced not to employ or to misallocate
resources due to obstructions by a dominant competitor or administrative forces.

Stressing the importance of private ownership as a source of capitalist incentives to
innovate, most economists share the view that government ownership in itself generally
breeds inefficiency, both productive and allocative (Ehrlich et al. 1994; Boardman &
Vining 1995; Robinson 2000). They argue that politicians, as guardians of state-owned
property, are not unbiased and do not always act in the public interest, and that
inefficiency is a result of the government’s deliberate policy of transferring resources to
supporters (Shleifer & Vishny 1994; World Bank 1995; Bennedsen 1998). A ‘large body
of research confirms that privately owned companies generally perform better than
state-owned firms or those in mixed ownership . . .’ (OECD 2006, p. 37). These
assumptions were made for competitive markets with an unlimited number of
competitors, perfect information and no entrance barriers. The oil and gas sector,
however, is generally characterised by an oligopolistic structure and the dominance of a

2The EU’s Green Paper on energy policy defines the objective of security of supply as ‘tackling the
EU’s rising dependence on imported energy through (1) an integrated approach—reducing demand,
diversifying the EU’s energy mix with greater use of competitive indigenous and renewable energy, (2)
creating the framework which will stimulate adequate investments to meet growing demand, (3) better
equipping the EU to cope with emergencies, (4) improving the conditions for European companies
seeking access to global resources, and (5) making sure that all citizens and business have access to
energy’ (European Commission 2006, p. 18).

3In 2006, the EU 27 received 44.4% of its natural gas imports from Russia (author’s own
calculations based on BP Statistical Review of World Energy June 2007, pp. 24, 30).

4Even though recent supply disruptions raised concerns about Russia’s reliance as an energy
supplier, they were not related or caused by increased state control over the gas sector.
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limited number of large companies. Extreme economics of scale within the production
process hamper the entry of new companies into the sector. Competition is further
limited by the sector’s reliance on pipelines, especially for the transport of natural gas.
Furthermore, pipelines only allow for regional, often monopolistic markets (Banks
2000). In most of the major oil and gas producing countries, these resources generate a
huge part of the state budget. The profitability of the industry provides huge incentives
for corruption (Humphreys et al. 2007a). In such an environment private companies do
not necessarily operate more efficiently than state-owned ones. In his analysis of the role
of the state in the oil and gas industry, Stiglitz (2007, p. 27) concludes: ‘What has
happened in the last two decades has made it abundantly clear that privatization does
not eliminate scope for corruption, or more generally, eliminate agency problems’.

There are state-owned companies in the oil and gas sector that are ‘both efficient and
incorruptible’ and have performed impressively for a long time, most notably Norway’s
state oil company Statoil (Stiglitz 2007, p. 30). However, these companies are
embedded in strong institutional settings with secure property rights, clear rules for the
market players and functioning regulatory agencies; in addition, they are exposed to
market pressures and competition. For state-owned enterprises to work efficiently, they
require competent management that is shielded from political meddling. If markets are
functioning properly, corporate management can work independently of politicians
and the institutional settings are more likely to be robust. In this kind of environment,
the actual ownership form has less effect on the efficiency of company operations.

Thus, the institutional setting and the political attitude of the government in charge
is an important criterion for the efficiency of the Russian gas sector and, by extension,
European energy security. These aspects are analysed in the first three sections of this
article. To provide some background, a brief analysis is provided of Russia’s
understanding of the relationship between the business sector and the post-socialist
federal state during the presidency of Vladimir Putin. This will provide some insight
into government regulations and their effects on investors (domestic and foreign) and
property rights holders in general. I then describe the current situation in the Russian
gas sector and the relations between Gazprom, Russia’s state-owned gas company,
and independent producers, with special emphasis on the problems confronting
independent gas producers. This is intended to shed light on the obstacles that
independent producers have to cope with and how these obstacles lower their
efficiency and delay their investment decisions. This is followed by an analysis of the
expansion of Gazprom, the mechanisms applied by Gazprom and the effects of these
activities on the efficiency of the acquired companies. In the last two sections of the
article the effect of increased state control on the gas sector and its ultimate impact on
energy security in Europe are analysed. First, the literature about a possible ‘supply
gap’ is critically discussed and an estimate is made of the probability of a possible
production shortfall. This is followed by a discussion of the counter-measures that
have already been applied or that could be applied to avoid a possible supply gap.

Putin’s view of the relationship between state and economy

When President Putin took office in 2000, he did so with the clear priority of restoring
state capacity and the independence of state authority from economic interest groups;
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making state institutions work more effectively was also high on his agenda. He
wanted to rebuild the central state and to establish the presidential administration as
the dominant political institution in Russia (Hanson & Teague 2005; Fruchtmann
2005; Yakovlev 2006). Strengthening the state does not necessarily pose a threat to
democracy or a market economy (Solomon 2005, p. 3). However, during Putin’s
presidency, the strategies employed to promote economic growth became increasingly
statist. The fortification of state capacity took the form of a bureaucratic
consolidation. New opportunities for informal ‘business capture’ by the authorities
and new elites arose due to there being little political competition and weak
mechanisms of democratic control (Yakovlev 2006).

The reassertion of state capacity was also reflected in economic policy, with a
concurrent acceleration of economic reforms. Putin saw economic power as the basis
for political power and influence on the international level, in keeping with his goal to
re-establish Russia as a world power (Nesterenko 2000; Fruchtmann 2005). While
showing some support for market-oriented reforms, Putin’s government was much
more receptive to a policy of ‘soft dirigism’ or statism: the state-administered creation
of market infrastructure and structural economic reforms (Höhmann 2002; Sakwa
2007). At the St Petersburg Economic Forum in June 2005, Putin announced his
government’s intention to intervene in the country’s economic affairs to both protect
Russia’s sovereignty and ensure its national security. This strategy reflected the long-
standing tradition of economic thinking in Russia that individual business activities
should be controlled by the state for the ‘greater good’ of the nation as a whole
(Egorov 2006; Barnett 2005; Zweynert 2007).

Strengthening state control was never consistently formulated as an official policy;
Putin gave contradictory signals by also stating that the state should play a smaller
role in the Russian economy and by expressing a preference for market-based
regulation.5 The facts on the ground, however, spoke a different language (Liuhto
2008, p. 3). In recent years, the government has created state holding companies in
many major sectors of the economy that are considered strategic (such as machine
building, shipbuilding, aviation, nuclear power and nanotechnology). These holding
companies have enabled the state to influence the development of the respective
economic branch directly and most of these corporations have been headed by key
figures from Putin’s inner circle (Vahtra et al. 2007, pp. 287–93; Hanson 2007;
Radygin & Malginov 2006).

More consistent with the reality in recent years were Putin’s views on the energy
sector, in particular those laid down in his own writings.6 He emphasised the
importance of the resource sector for Russia’s economic and geo-strategic revival and
asserted the primacy of state interests in major decisions about energy and natural
resources. He also proposed tougher state regulation alongside market mechanisms,
contending that a strategy for the rational use of resources could not be based
exclusively on the whims of the market. Additionally, he advocated fostering large,

5See, for instance, Putin’s address to the Russian Chamber of Commerce and Industry in Moscow
on 11 December 2007 (RFE/RL Newsline, 12 December 2007).

6Even though there are questions about the authenticity of these writings, Putin at least has allowed
his name to be associated with the views expressed in them.
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vertically integrated companies (‘national champions’) to further Russian interests and
compete with Western transnational corporations (Balzer 2005; see also Putin 1999).

The attitude towards foreign investment was also a good indicator for a
government’s overall stance on the relationship between state and economy. In
principle, the Russian government welcomed foreign direct investors, recognising the
need for foreign technology and management expertise. Even though the political elite
still considered attracting foreign investment in general to be essential for economic
modernisation, there was resistance to foreign investment in ‘strategic sectors’ and a
fear of surrendering control of these important sectors to foreign interests (Heinrich
et al. 2002; Yakovlev 2006, p. 1050). Putin preferred a model of international
collaboration in which the Russian company had a majority stake in the project. Equal
share ownership (such as in TNK–BP, an Anglo–Russian joint company 50% owned
by BP) and foreign majority ownership were less appreciated.7 The major exceptions
to Russian majority control have been the production-sharing agreements (PSAs) to
develop Sakhalin I and II, which were disliked by most Russian officials.8

The Russian government has generally tried to avoid the loss of administrative
control in branches it considered strategic and even wrested control back in some cases
(Balzer 2005, p. 219). Contrary to restrictions in strategic sectors, foreign investment
was promoted in the remaining economy (Cooper 2006). In the Russian petrochemical
industry, for instance, the state expected Gazprom’s subsidiary Sibur and foreign
investors to support the modernisation of production technologies together in a joint
effort to reach international standards (Ministerstvo Promyshlennosti i Energetiki
Rossiiskoi Federatsii 2006).

In addition to its efforts to secure national control over strategic areas of the
economy, the government limited future foreign investment in natural monopolies and
strategic natural resources. In April 2005, President Putin mandated the creation of a
definitive list of mineral deposits to remain under Russian control. The order mirrored
earlier plans to bar foreign investors from securing control over untapped resources.
Ever since BP’s landmark investment in TNK in June 2003, there have been numerous
indications that the Kremlin has been more cautious about attracting foreign
investment in the natural resource sector (Busvine 2005).9

After lengthy preparations, in early May 2008 President Putin signed a law limiting
foreign investment in strategic branches. Foreign companies need the approval of a
special commission led by the prime minister for any acquisition exceeding 50% in a
company operating in a strategic branch. For the mineral extraction industry, the rules
were even stricter—an acquisition of 10% or more needed official approval. If the
foreign firm was state owned, the thresholds were halved. The law was not retroactive

7A (at least) 50% plus one share majority would guarantee an investor the majority of seats on the
board of directors and control over management decisions.

8Nevertheless, Putin personally approved both Sakhalin deals, with the Sakhalin II arrangement
intended to solve specific technical problems of developing fields that are currently beyond Russian
firms’ capabilities (Balzer 2005, pp. 220–21).

9‘Resource Nationalism on the Rise as Russia Mulls Changes to Sakhalin Deals, Subsoil
Legislation’, Global Insight, Same-Day Analysis, 26 May 2006, available at: http://www.globalin
sight.com/SDA/SDADetail6009.htm, accessed 27 September 2007.
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and did not apply to acquisitions completed before the law went into force (Liuhto
2008, p. 5).10

An amendment to the ‘Subsoil Law’ to limit foreign ownership in the extractive
industries has also been under discussion for several years. In December 2005, the
Russian Natural Resources Ministry (Ministerstvo Prirodnikh Resursov Rossiiskoi
Federatsii) finished drafting amendments to the new version of the law on mineral
resources. As a result, foreign companies would be permitted to own no more than
49% of a developing company, and the ownership of untapped mineral resources
would be strictly regulated. In the context of the ongoing process of debating the
subsoil law, Russia’s Minister of Natural Resources, Yurii Trutnev, announced in
August 2007 that his ministry had proposed tougher rules for foreign investors’ access
to the Russian subsoil.11 Meanwhile, concerns centred on companies that were not
majority controlled by Russian entities, such as TNK–BP. These firms could find
themselves barred from participating in major Russian projects, including new efforts
to develop the country’s largest oil, gas and mineral deposits.

The Russian government insisted that the restrictions did not mean that foreign
investors would be sidelined from strategic oil and gas fields altogether: they simply
insured that the assets would remain under Russian control. However, the new rules
paved the way for Gazprom and Rosneft to force their way into existing exploitation
projects (Ostrovsky 2006a). In January 2007, Moscow decided to divide control of
Russia’s offshore continental shelf, which is largely unexplored, between the two large
state-controlled energy companies and to allocate all new oil and gas offshore deposits
to Gazprom and Rosneft (Bradshaw 2007b, p. 3).12

Putin’s aim to simultaneously increase economic growth and state control did not
lead to a consistent policy for the gas sector; different factions with different agendas
delayed political processes (such as the ratification of the law limiting foreign
investment in strategic branches and the amendment of the ‘Subsoil Law’). This led to
feelings of insecurity among foreign investors about property rights for several years
and caused corresponding delays in investment decisions. As the law on strategic
branches foresaw case-by-case decisions of a political body, this insecurity is likely to
last. However, much greater inefficiency has been created by attempts to increase state
ownership in strategic branches. Cronies running the newly created state holding
companies in these branches might use them as vehicles for personal enrichment.

Gazprom and independent gas producers

As a near-monopoly operator, Gazprom already dominates the Russian gas business
because it owns the largest slice of Russia’s huge natural gas reserve base (see Table 1).
The company completely owns and operates the interregional high-pressure gas
pipeline network through which nearly all gas in Russia has to be shipped; it also holds
monopoly rights over exports of natural gas to Europe and the former Soviet Union

10BOFIT Weekly, 13, 28 March 2008.
11NewsBase, FSU Oil & Gas Monitor, 50, 21 December 2005; The Moscow Times, 31 August 2007;

Deutsche Securities, Russia Morning Comment, 15 August 2007.
12NewsBase, FSU Oil & Gas Monitor, 3, 24 January 2007.
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(FSU) via its subsidiary Gazeksport.13 Gazprom also happens to be the only company
that owns gas storage sites in Russia, and it dominates the marketing of natural gas on
the domestic market. Furthermore, Gazprom holds a de facto monopoly over gas-
processing (refining). The government has also put Gazprom in charge of coordinating
east Siberian gas export projects, despite the fact that it has no stake in the companies
holding licences for the fields in question (Ahrend & Tompson 2005, pp. 802–03;
Gazprom 2006, p. 43).14

In the meantime, the Russian government has increased its influence within
Gazprom. It realised its plan to further increase its controlling stake in the company
through the stock market. Via the state-owned vehicle Rosneftegaz, the Russian state
bought 10.74% of Gazprom in June 2005. By adding this to its 38.37% stake in
Gazprom, the Russian government was able to raise its directly controlled share to
51.11% (Nash 2005).15 In practice, that did not increase the government’s control over
Gazprom, but simply abolished the ‘ring fence’ and allowed foreign investors to legally
acquire up to 49% of the stocks at the capital markets (up from 20% before). The gas
behemoth has always been run like a completely state-owned company, but the
government’s actual influence on the company depends on the degree of control it can
or wants to exert over Gazprom’s management.

TABLE 1
GAS PRODUCTION IN RUSSIA, 1998–2006 (IN BCM)a

1998 1999 2000 2001 2002 2003 2004 2005 2006

Russia 590.7 590.8 584.2 581.5 594.9 620.3 625.0 640.6 656.2
Gazprom 553.7 545.6 523.2 511.9 521.9 540.2 545.1 547.2b 550.4b

Oil companies 29.0 30.3 32.4 33.2 32.6 41.3 43.1 47.0 55.5
Independent

gas producers
6.7 17.7 30.0 36.0 44.8 40.5 41.8 31.4 35.6

Share of the
federal statec

94.8% 93.4% 90.8% 89.3% 89.0% 88.4% 88.9% 88.0% 87.4%
(6.2) (6.3) (7.0) (7.5) (7.8) (8.3) (10.5) (16.8) (23.4)

Notes: (a) The figures do not always add up to the total amount of gas produced in Russia. Figures for oil
companies and independent gas producers were compiled from Tables 2 and 3.

(b) Excluding Sibneft’s gas production.

(c) The share of the federal state partly includes—besides Gazprom—the production of independent gas
producers and oil companies in which the state has a stake (for details see Tables 2 and 3). The amount of gas
produced by these companies is given in brackets.

Sources: Gazprom annual reports, available at: http://www.gazprom.com/eng/articles/article20163.shtml,
accessed 18 September 2007; NewsBase, FSU Oil & Gas Monitor, 1, 11 January 2006; 26, 5 July 2006; and 1,
10 January 2007; author’s own calculations.

13Independent producers were allowed only limited exports to FSU countries. Belarus, Kazakhstan
and the Baltic states are the principal importers of gas produced by the independent sector. In 2004,
independent producers exported 8bcm of natural gas; in 2005, exports dropped to a mere 1.3bcm (RPI
2006, p. 10; see also Boykewich 2006).

14See also Dashevsky (2001).
15Gazprom company data; ‘Russia by the Numbers: Gazprom’s Share Regime after the ‘‘Ring

Fence’’’, RIA Novosti, 22 November 2005, available at: http://en.rian.ru/russia/20051122/
42174334.html, accessed 27 September 2007.
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The gas sector has largely been shielded from the strong structural changes faced by
other domestic industries since Russia started its trek towards a market economy.
However, Russia’s natural gas market has been shared by several independent
companies since the mid-1990s. Three major types of natural gas producers currently
share the stage: Gazprom and its production subsidiaries; oil companies; and
independent gas companies not controlled by Gazprom. Russian oil companies and
independent gas companies have been able to increase their share of total production
steadily, albeit from a low base. Both Gazprom and the government are counting on
this trend to continue for some time. They agree that Russia’s independent gas
producers need to play a key role in bringing new fields on stream as Gazprom’s
currently producing fields decline (IEA 2006, p. 27). According to the Russian
government’s plans, independent gas suppliers, which in 2006 accounted for about
12.6% of total gas output, are to raise their share to at least 20% in 2020.16

Several of Russia’s major oil companies produce substantial amounts of associated
and natural gas. Together, as shown in Table 2, Russian oil companies produced 53.4
billion cubic metres (bcm) of associated and natural gas in 2006. Some oil companies
extract associated gas, which they receive from oil fields; others also produce gas from
their own natural gas deposits (Belton 2003).17

TABLE 2
GAS PRODUCTION BY OIL COMPANIES, 1998–2006 (INCLUDING ASSOCIATED GAS, IN BCM)

1998 1999 2000 2001 2002 2003 2004 2005 2006

Bashneft 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.3
Komitek 0.3 0.4 – – – – – – –
Lukoil 3.2 4.1 4.3 4.6 4.3 4.7 5.0 5.7 13.6
Onako 1.7 1.6 1.5 – – – – – –
Rosneft 4.8 4.9 5.6 6.1 6.4 7.0 9.3 13.1 13.6
Sibneft 1.5 1.4 1.4 1.6 1.4 2.0 2.0 2.0 2.1
Sidanco 2.1 2.1 1.3 1.3 – – – – –
Slavneft 0.7 0.7 0.7 1.4 – – – – –
Surgutneftegas 10.3 11.1 11.2 11.1 13.3 13.9 14.3 14.4 14.6
Tatneft 0.7 0.7 0.8 0.8 0.7 0.7 0.7 0.7 0.7
TNKa 1.8 1.8 4.1 4.2 3.7 6.9 8.0 8.7 8.7
Yukos 1.5 1.5 1.6 1.7 2.4 5.7 3.4 2.0 1.9
Total 29.0 30.3 32.4 33.2 32.6 41.3 43.1 47.0 55.5
Share of
the federal
stateb

4.8
(16.6%)

4.9
(16.2%)

5.6
(17.3%)

6.1
(18.4%)

6.4
(19.6%)

7.0
(16.9%)

9.3
(21.6%)

14.1
(30.0%)

15.7
(28.3%)

Notes: (a) Renamed TNK–BP in 2003 after the establishment of a joint company with BP.

(b) For the second half of 2005, the share of the federal state includes—besides Rosneft—the production of
Sibneft.

Sources: company information, available at: http://www.bn-rb.ru; http://www.lukoil.ru; http://www.rosneft.
ru; http://www.sibneft.ru; http://www.surgutneftegas.ru/rus/index.xpml; http://www.tatneft.ru/; http://
www.tnk-bp.com/; http://www.yukos.com/, all sites accessed 18 September 2007; Heinrich & Kusznir
(2005, p. 29); NewsBase, FSU Oil & Gas Monitor, 26, 5 July 2006; Surgutneftegas (2007, p. 100); author’s own
calculations.

16NewsBase, FSU Oil & Gas Monitor, 4, 1 February 2006.
17‘Standing on Gazprom’s Shoulders’, Oil & Gas Investor, April 2003, pp. R 17–21, here p. R 20.
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However, these firms have traditionally had few options for their gas; associated
gas18 is currently not utilised to its full potential. To comply with Gazprom’s technical
requirements, associated gas must be processed before it enters the pipeline grid. In
addition to the regular purification processes, associated gas must be further refined:
its liquid content is too high and must be separated out before the gas can be sold.
Associated gas is regulated from the point it enters this processing facility. It is sold at
extremely low regulated prices19 to gas-processing plants, almost all of which are
controlled by Gazprom (Ahrend & Tompson 2005, pp. 803–04; IEA 2006, p. 146).20

As a result, around 25% of all associated gas was flared off in 2006 due to the relative
unprofitability of processing and selling it.21

Independent gas companies largely extract gas from more complex deposits left over
from Gazprom and the oil companies; these deposits are often deeper-lying and the
extracted gas generally requires more processing. Independent gas companies depend
on these kinds of niches, because their survival is contingent upon cooperation with
Gazprom (Ahrend & Tompson 2005, pp. 803–04). Nevertheless, as shown in Table 3,
independent gas producers have managed to increase their production significantly
since the end of the 1990s.

For both groups of independent gas producers, cooperation with Gazprom is
particularly crucial when it comes to pipeline access. So far, neither group has been able
to use their full potential in gas production due to limited access to the pipeline grid. As a
result, the oil companies consume a significant portion of their own output, and another
large part of the independent companies’ production is sold to power stations and other
consumers in the producing regions without ever entering the interregional pipeline
network. However, oil companies have been looking to improve their returns from gas
extraction by seeking access to the national gas pipeline network. Therefore, several oil
companies—such as Lukoil, Rosneft and Surgutneftegas—have been forced to enter
into partnerships with Gazprom. While some gas is directly marketed between
independent producers and final consumers, most gas marketed outside the producing
area is sold at the wellhead to Gazprom or to gas trading companies, many of which are
thought to be linked to Gazprom managers, if not to Gazprom itself (DeLay 2002; Aris
2004b; Ahrend & Tompson 2005, pp. 803–04).

Gazprom’s control over Russia’s pipeline network has forced inefficiencies upon
independent gas producers: huge amounts of associated gas have been flared off and
both groups of independent producers are reluctant to produce more natural gas (even
though they would be able to) because they do not have access to the pipeline grid they
need in order to reach their customers. Only half-hearted attempts to reform the sector
have been undertaken so far; the real problems that have to be resolved to increase

18Associated gas is a natural gas found in association with crude oil either dissolved in the oil or as a
cap of free gas above the oil in the reservoir. It can be used as natural gas, if cleansed, or as a raw
material for the petrochemical industry.

19In 2002, a Russian Economic Development and Trade Ministry (Ministerstvo Ekonomicheskogo
Razvitiya i Torgovli) order fixed those prices at between R100 and R450 per 1,000cm, depending on the
liquid fraction content (NewsBase, FSU Oil & Gas Monitor, 32, 15 August 2007).

20Ernst & Young, An Eye on Russia, June–July 2003, pp. 6–9, here p. 7.
21NewsBase, FSU Oil & Gas Monitor, 33, 22 August 2007 and 35, 5 September 2007.
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efficiency (such as an independent pipeline operator) have not been tackled.
Gazprom’s monopoly position seems to be sacrosanct.

Gazprom’s outreach

In order to achieve its overall goal of securing control over the gas sector, Gazprom
has availed itself of various administrative resources and has deployed myriad
strategies. The company uses these resources to influence the outcomes of
administrative decisions by persuading officials to interpret or bend regulations in
its favour. This is accomplished by either pointing out common interests and
providing benefits or raising the prospect of retaliation and creating disadvantages. On
the one hand, Gazprom has used its power as a monopoly provider and as an
administrative body in its own right, as well as the administrative resources of other
organs in the regulated gas market, to insinuate itself into many independent gas
projects without making significant investments or paying an adequate market price.
On the other hand, Gazprom has also used market mechanisms to increase state
ownership. These mechanisms and strategies are intertwined, and the company usually
deploys more than one tactic to press its competitors into compliance with its wishes.
This section chronicles Gazprom’s takeovers of formerly independent gas producers.
While not all of these cases are directly relevant for European supply security, they
nonetheless serve to illustrate the overall climate of state control and resource
nationalism prevalent in today’s Russia.

Tactics using Gazprom’s own administrative resources

Gazprom is an administrative body in its own right; in 2003, it was awarded the status
of a ‘coordinator’ for the development of eastern Siberian gas resources. Additionally,
as described above, the company is responsible for regulating access to Russia’s
pipeline grid and for all gas exports after the fulfilment of domestic supply obligations.
Thus, Gazprom is able to interpret existing administrative regulations in its own
favour and to discriminate against its competitors. At the same time, the economic
existence of independent gas producers depends on their access to Gazprom’s pipeline
network to sell their production, create revenues and fulfil their licence obligations.

An example is provided by the experience of the independent producer Itera. After
five years of struggle over pipeline access that left its gas field idle, Itera finally
surrendered control of the Beregovoye deposit to Gazprom in June 2006. Gazprom
bought a 51% share in Sibneftegaz, which owns the licences for the deposit, in order to
connect Beregovoye with its pipeline grid and attain the annual project development of
12bcm. By acquiring the asset, Gazprom seemed to have established control over
Itera’s last independent production unit (Zhdannikov 2006).22 In summer 2007,
however, it became known that Itera had managed to retain control over Sibneftegaz.

22NewsBase, FSU Oil & Gas Monitor, 18, 5 May 2004; Vedomosti, 23 July 2004; NewsBase, FSU
Oil & Gas Monitor, 7, 22 February 2006; ‘Itera to Sell 51% of Sibneftegaz to Gazprombank’, RIA
Novosti, 29 June 2006, available at: http://en.rian.ru/russia/20060629/50686503.html, accessed 27
September 2007.
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Prior to the sale of its 51% stake, Itera amended Sibneftegaz’s charter, under which
key decisions required nine out of 11 director votes. This gave Itera, which still held
27.9% of the company, a blocking stake in Sibneftegaz.23

Another company with great ambitions in the gas business—but without a
cooperation agreement with Gazprom—was TNK–BP. With 62.42% of the share
capital, it was majority owner of Rusia Petroleum, which held the licence for the
massive Kovykta gas field in eastern Siberia. The development of the deposit had been
complicated for years due to extreme pressure from Gazprom, which was trying to
muscle its way into Rusia Petroleum (Aris 2004a). Talks on Gazprom’s accession to
the Kovykta development project had been ongoing for several years. In June 2005,
TNK–BP finally offered to set up a joint venture with Gazprom to develop Kovykta.
Without the gas monopoly, Rusia Petroleum could not begin gas production, because
it could not transport gas. The delay in starting operations at the deposit provoked
sharp criticism from the Ministry of Natural Resources, which threatened to strip
Rusia Petroleum of its licence (DeLay 2005).24 Meanwhile, the company did not have
enough regional customers to consume all the gas it planned to produce. Furthermore,
the firm was not able to sell the surplus on the domestic market; Gazprom had
backtracked on proposals to send the gas westwards to other regions of the country
and had made no alternative plans. To make matters worse, Gazprom had proposed
its own scheme to supply gas to the region using alternative reserves (DeLay 2005).25

In a new attempt to break the stalemate, in March 2006 TNK–BP offered Gazprom
a 51% share in a holding company that would oversee the development of the
Kovykta field. Gazprom had good reason to hope that it could obtain a piece of the
lucrative project while paying a reduced price for a stake in Rusia Petroleum (Aris
2006; Kokhanovskaya 2006). More pressure was imposed in early 2007. The
environmental department of the Natural Resources Ministry, the Federal Super-
visory Natural Resources Management Service (Federal’naya Sluzhba po Nadsoru v
Sfere Prirodopol’zovaniya, Rosprirodnadzor), then announced that it was preparing to
begin an investigation into possible TNK–BP violations at Kovykta. Projects run by
foreign majors Total and ExxonMobil were also facing environmental inspections
(McChesney 2007). The environmental agency soon found TNK–BP guilty of having
broken the terms of its licence on the Kovykta gas field. The field’s operator, Rusia
Petroleum, was given three months to increase gas production on the deposit from
33.8 million cubic metres (mcm) to 9bcm per year. This markedly weakened TNK–
BP’s position in talks with Gazprom over its participation in Kovykta.26

In June 2007, Gazprom finally secured control of the Kovykta gas field, buying
TNK–BP’s 62.89% stake along with a company that is working on regional
gasification, the East Siberian Gas Company (Vostochno-Sibirskaya Neftegazovaya
Kompaniya, VSNK), for $700–900mn.27 After TNK–BP and Gazprom had come to
terms, the Natural Resources Ministry reconsidered withdrawing Rusia Petroleum’s

23NewsBase, FSU Oil & Gas Monitor, 30, 1 August 2007.
24NewsBase, FSU Oil & Gas Monitor, 22, 8 June 2005.
25NewsBase, FSU Oil & Gas Monitor, 6, 15 February 2006.
26NewsBase, FSU Oil & Gas Monitor, 4, 31 January 2007 and 6, 14 February 2007.
27NewsBase, FSU Oil & Gas Monitor, 25, 27 June 2007.
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licence for the Kovykta deposit for falling behind output targets. It accepted Rusia
Petroleum’s arguments that the current demand of the Irkutsk Region was far less
than the annual 9bcm stated under the licence terms in 1997. This meant that the
licence would not be revoked. Gazprom had promised to submit a new Kovykta
development plan.28

Tactics using the administrative resources of other governmental and jurisdictual bodies

A significant tactic for Gazprom has been to exert pressure on the courts, as shown by
the experience of Northgas (Nortgaz). This company was originally established in
October 1993 as a joint venture in which the Gazprom subsidiary Urengoygazprom
initially held a 51% share.29 In an additional share issue in 1999, Urengoygazprom’s
share was diluted to a mere 0.5% because the company did not use its pre-emptive
right to buy the newly issued shares (O’Sullivan et al. 2003).30 Gazprom then tried to
stall Northgas’s development by going to court, first to demand the cancellation of the
1999 additional share issue, and then to request the nullification of the award of the
production licence for the Severnoy Urengoy deposit to Northgas in 1994 (O’Sullivan
et al. 2003).31 In April 2005 the Moscow Arbitration Court ruled that the licence
granted to Northgas was null and void. However, Northgas then claimed that
Gazprom had used ‘administrative resources’ to fight the independent producer and
the court ended up overruling its former decision. In June 2005, Gazprom and
Northgas finally reached an amicable agreement to settle the conflict between the two
companies. The agreement gave Gazprom a 51% stake in the independent gas
producer, which brought Northgas back under state control without any significant
investment effort.32

A second tactic used by Gazprom has been the use of environmental regulations as
shown by the case of Royal Dutch–Shell in the Sakhalin II field. In July 2005,
Gazprom signed a Memorandum of Understanding with Royal Dutch–Shell
stipulating that Gazprom would acquire up to 25% plus one share in the Sakhalin
II venture, exchanging it for 50% of the Zapolyarnoye gas deposit. However,
Gazprom walked out of the talks when, just one week later, Shell increased the cost
estimates for Sakhalin II from $10bn to $22bn.33 In the following months the
consortium experienced intense pressure from the Russian authorities, including the

28NewsBase, FSU Oil & Gas Monitor, 26, 4 July 2007 and 29, 25 July 2007.
29The other partners were Bechtel (44%) and what later became the Farco Group (5%). In 1996,

Bechtel withdrew from the company due in part to Gazprom’s reluctance to support the project. The
shares were purchased by the Farco Group, making it a 49% shareholder in Northgas.

30Northgas company information, available at: www.northgas.ru/company, accessed 18 September
2007.

31NewsBase, FSU Oil & Gas Monitor, 21, 26 May 2004; NewsBase, FSU Oil & Gas Monitor, 30, 28
July 2004; Renaissance Capital, Morning Monitor, 28 July 2004.

32UFG, Russia Morning Comment, 18 April 2005; NewsBase, FSU Oil & Gas Monitor, 15, 20 April
2005; UFG, Russia Morning Comment, 14 June 2005; NewsBase, FSU Oil & Gas Monitor, 37, 21
September 2005.

33Higher oil and gas prices will compensate in part, but the terms of the PSA stipulate a further delay
before ‘cost recovery’ is reached and the Russian parties can expect to receive profit payouts (Bradshaw
2005, p. 17).
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accusation that it had caused serious environmental damage to Sakhalin Island and
court proceedings seeking a multi-million US dollar compensation award (Bradshaw
2005, p. 17; IEA 2006, p. 29; Subbotin 2006).34 Russia’s Minister of Natural
Resources, Yuriy Trutnev, suggested that the 2003 positive environmental impact
assessment by his own ministry was incorrect and should be revoked (Bradshaw 2006,
p. 3).35 Negotiations between Shell and Gazprom continued, and

for the Western media the fact that Gazprom clearly wanted to get into the project provided a
rationale for ‘administrative pressure’ to be applied to the foreign shareholders to insure
Gazprom the best possible deal. Thus, the Russian Ministry of Natural Resources’ concerns
about the ecological impact of the project did not reflect a new environmental consciousness
on the part of the Russian state; rather it was a cynical use . . . of legitimate environmental
concerns to achieve the state’s political and economic goals. (Bradshaw 2007a, p. 12)

Gazprom denied that it was behind the Ministry’s campaign and maintained that the
environmental problems and the matter of cost overruns would have to be resolved
before an agreement could be reached (Bradshaw 2007a, p. 13). However, in December
2006, Gazprom finally purchased a 50% plus one share of Sakhalin Energy, the project
operator of Sakhalin II. Analysts believe the goal of the state’s campaign against
Sakhalin II was to bring the PSA into line with its strategy for the exploration of
strategic deposits, with a Russian company holding over 50%of the shares. The Natural
Resources Ministry’s environmental campaign against project operator Sakhalin
Energy has widely been seen as a means for the state to pressure Shell into sweetening
the terms of Gazprom’s entry into the project (Elder 2006).36 The cost overrun added to
the government’s dissatisfaction with PSA projects and, in combination with record-
high oil prices and a general push for greater federal control in the energy sector, resulted
in enough regulatory and political pressure being placed on the Sakhalin II consortium
to ensure that Gazprom became the controlling shareholder (Bradshaw 2006, p. 13).
This opinion is supported by statements by Russian officials: Aleksandr Medvedev,
deputy chief executive of Gazprom, said Sakhalin II would not have encountered
problems if Gazprom had been part of the project from the start (Ostrovsky 2006b).
President Putin, who fully supported Gazprom’s decision to join the Sakhalin II energy
project,37 encouragingly stated during the signing ceremony between Gazprom and
Shell that the project’s ‘fundamental problems can now be considered resolved’38

(Bradshaw 2007a, pp. 13, 16). This would seem to imply that the severe environmental

34‘Wrap: Gazprom becomes Sakhalin II Majority Shareholder’, RIA Novosti, 21 December 2006,
available at: http://en.rian.ru/business/20061221/57530281.html, accessed 27 September 2007.

35While the environmental problems are genuine, the magnitude of the problems seem to have been
exaggerated, and the tone of unfounded statements by the Natural Resources Ministry’s environmental
agency (Rosprirodnadzor) concerning the scale of the environmental damage caused by Sakhalin II
raised doubts about the impartiality of the review process (Bradshaw 2006, pp. 16, 18).

36‘Wrap: Gazprom becomes Sakhalin II Majority Shareholder’, RIA Novosti, 21 December 2006,
available at: http://en.rian.ru/business/20061221/57530281.html, accessed 27 September 2007. See also
‘After Sakhalin’, The Economist, 16 December 2006.

37‘Wrap: Gazprom becomes Sakhalin II Majority Shareholder’, RIA Novosti, 21 December 2006,
available at: http://en.rian.ru/business/20061221/57530281.html, accessed 27 September 2007.

38Wall Street Journal, 27 December 2006.
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demands placed on Sakhalin Island would simply evaporate by virtue of Gazprom’s
arrival on the scene.39 Even though the environmental agency Rosprirodnadzor
announced that it would not change its stance regarding the environmental situation
of the Sakhalin II project when Gazprom entered the project, the problems were not
mentioned again by federal agencies (Elder 2006; Poussenkova 2008, p. 15).

The Natural Resources Ministry’s environmental agency (Rosprirodnadzor) also
began an investigation into the role of ExxonMobil in the Sakhalin I project in 2007.
The Sakhalin I consortium is operated by ExxonMobil’s subsidiary, Exxon Neftegas,
which has a 30% stake in the project; Japan’s Sakhalin Oil and Gas Development
Company (SODECO) controls another 30%, while India’s ONGC (Oil and Natural
Gas Corporation Ltd) and Russia’s Rosneft (through its two subsidiaries Rosneft
Astra and Sakhalinmoneftegas-Shelf) each hold 20%.40 Gazprom feared the challenge
to its export monopoly by the Sakhalin I project; it announced its intention to
purchase the entire volume of gas extracted under the project and to obtain the
exclusive rights to its exports. With this aim the company urged the government to
order that gas from Sakhalin I be sold to Gazprom for domestic market supplies and
forbid the contracted gas sales of 8bcm per year to China.41 Gazprom argued (in its
role as an administrative body) that exports of gas from Sakhalin I would leave local
demand short. Production from Sakhalin I was expected to reach 8bcm per year, while
Gazprom estimated that demand in the regions nearby would reach 15bcm per year.
According to Gazprom, the Sakhalin I fields were the only feasible sources of gas for
these areas, since all of the Sakhalin II production was already committed under long-
term supply contracts (DeLay 2007b). Government officials could only intervene with
Sakhalin I’s export plans by not approving ExxonMobil’s expenditures for laying a
pipeline from Sakhalin to China.42 On 2 August 2007, Russia officially told Sakhalin I
shareholders that it considered Sakhalin I gas supplies to Russia’s Far East as its top
priority.43 These remarks made it difficult to avoid the conclusion that the Russian
government was once again seeking to seize control of a major investment project
from a private investor through Gazprom (DeLay 2007b).44

39It seems that the Russian authorities indeed apply a double standard similar to the one concerning
Yugansneftegaz’s huge tax debts, which were magically reduced after Yukos’s main production unit
had been bought by Rosneft. See ‘After Sakhalin’, The Economist, 16 December 2006.

40NewsBase, FSU Oil & Gas Monitor, 13, 4 April 2007.
41NewsBase, FSU Oil & Gas Monitor, 18, 9 May 2007 and 24, 20 June 2007.
42NewsBase, FSU Oil & Gas Monitor, 24, 20 June 2007 and 25, 27 June 2007.
43NewsBase, FSU Oil & Gas Monitor, 31, 8 August 2007.
44However, it appeared that Gazprom’s argument was not entirely specious. Exxon Neftegas’s plans

for exporting up to 8bcm per year to China did run up against plans for ensuring gas supplies in the
Russian Far East. The consortium says on its website that its three fields are capable of producing
around 10bcm per year over a period of 40 years. If it maintains output at that level and builds the
pipeline to China, there would not be much gas left for the Russian domestic market—just 2bcm per
year. Apparently, Exxon Neftegas has already pledged the 2bcm to the Khabarovsk district. Thus, if
the pipeline to China is built, there will be no Sakhalin I gas left for the Primorsk district or the
Sakhalin region (DeLay 2007b). With no other feasible sources of gas for these areas, the gas
monopoly appears to have good reasons for fretting about the pipeline plan—especially since it is
pursuing plans to increase gas usage in Russia’s Far East. Unfortunately for Sakhalin I, this means
Gazprom—and the Russian government—are even more likely to try to take control of the project
(DeLay 2007b).
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Tactics using the capital markets

A third approach used by Gazprom has been the use of capital markets, as in the cases
of Novatek and Tambeyneftegaz. Known up until March 2003 as Novafininvest,
Novatek acquired majority stakes in several production companies and became the
largest independent gas producer in Russia in 2003. From December 2002, Novatek
was actively selling natural gas under direct contracts with end users in various regions
and republics throughout Russia, and it also acquired downstream processing facilities
(Trust Investment Bank 2004, p. 2).45 In September 2004, the French oil and gas major
Total signed an agreement to buy a 25% plus one share in Novatek. However, the
Federal Anti-Monopoly Service (Federal’naya Antimonopol’naya Sluzhba) failed to
approve the acquisition after it provoked political resistance in Russia. In August
2005, Total finally announced that it had decided to withdraw its offer.46 Instead of an
acquisition by a foreign shareholder, a 5.61% stake in the gas producer was
transferred from the non-commercial organisation Yamal Regional Development
Fund (Regional’nyy Fond Razvitiya Yamala) to the state-owned Vneshekonombank in
April 2005 (Vneshekonombank 2006, p. 68). In July 2005, Novatek signed a
cooperation agreement with Gazprom. Around one year later, the cooperation
agreement was expanded to allow Gazprom to acquire 19.9% in Novatek from the
company’s core shareholders. Gazprom and Vneshekonombank—both state-con-
trolled entities—thus had over 25% between them and therefore a blocking majority.47

In June 2005, Gazprom acquired a 25.1% stake in another independent gas
producer, Tambeyneftegaz,48 which—prior to the acquisition—had remained the last
major gas asset in western Siberia outside of Gazprom’s reach. In the course of
Gazprom’s acquisition, Nikolay Bogachev, the majority shareholder, transferred the
licence of the deposit into the newly established subsidiary Yamal LNG, presumably
to keep it out of Gazprom’s grasp. Then he began looking for foreign energy
companies to develop the field. Gazprom filed suit against Yamal LNG and Bogachev
in Moscow courts, claiming that the licence transfer was illegal.49 In November 2006,
Gazprom finally secured full control over the company and the deposit by purchasing
100% of Yamal LNG, thus adding 6% to Gazprom’s existing hydrocarbon reserve
base (Afanasiev 2006).

45‘Novatek Board Sums Up 2003 Results’, Novatek Press Release, 15 April 2004, available at: http://
www.novatek.ru/eng/news_center/press_release/release_11.html, accessed 27 September 2007; News-
Base, FSU Oil & Gas Monitor, 17, 28 April 2004.

46NewsBase, FSU Oil & Gas Monitor, 37, 15 September 2004; Kommersant, 52, 25 March 2005; News-
Base, FSU Oil & Gas Monitor, 13, 6 April 2005;NewsBase, FSU Oil & Gas Monitor, 31, 10 August 2005.

47NewsBase, FSU Oil & Gas Monitor, 27, 13 July 2005; Deutsche UFG, Russia Morning Comment, 27
June 2006; ‘Checkmate—Novatek Deal Strengthens Gazprom’s Gas Position in Russia and Beyond’,
Global Insight, Same-Day-Analysis, 28 June 2006, available at: http://www.globalinsight.
com/SDA/SDADetail6239.htm, accessed 27 September 2007.

48Dow Jones Newswires, 29 June 2005. However, Gazprombank’s financial report for the year 2005
shows only a 20% stake in Tambeyneftegaz (Gazprombank 2006, p. 31).

49NewsBase, FSU Oil & Gas Monitor, 29, 26 July 2006; ‘Gazprom: Moving in a Liberalized Market’,
Gazpormstock.com, 3 December 2006, available at: http://gazpromstock.com/2006/12/03/Gazprom-
moving-in-a-liberalized-market/, accessed 27 September 2007.
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In these cases, Gazprom’s main mechanism for dealing with competitors on the
Russian gas market has been its pipeline monopoly, which it has used to put pressure
on independent gas producers. In the case of Itera, it took Gazprom several years of
struggle over pipeline access to push the company to sell a majority share in its major
production unit, Sibneftegaz, below market price. Finally, Itera ceded its last
production unit to Gazprom’s control (even though it managed to secure a blocking
stake). Gazprom’s resistance to build a pipeline to connect TNK–BP’s Kovykta
deposit with the Russian gas grid (and eventually to export its production to China)
put the whole project in jeopardy, and TNK–BP was in danger of losing its licence. In
the end, TNK–BP sold its stake in Kovykta to avoid this fate. In its dealings with
Northgas, Gazprom used its ‘administrative’ power to get previous court rulings
overturned in its favour. Thus, the monopoly was able to force its way back into a
promising gas project that it neglected when it was majority shareholder and
investments had to be made. However, Gazprom also used market mechanisms to
acquire shares, as in the case of Novatek and Tambeyneftegaz.

In cases where there was no pipeline access or pipeline construction plan to pressure
competitors, Gazprom (in collaboration with other Russian governmental agencies)
used environmental regulations to get its way, as in the case of Sakhalin II. Gazprom’s
use of administrative resources has served to compound the independent gas
producers’ woes: it has lowered their efficiency further by blocking their development
and delaying their investment decisions; in some extreme cases, Gazprom’s policies
have led to gas fields being left idle for years. The state’s increasing engagement in the
gas industry has resulted in a strong increase in insecurity (real or imagined) vis-à-vis
property rights in the sector, sparking rumours about which company would be the
next to face an unfriendly takeover by a state company.

Consequences of increased state control for European energy security

The discussion of energy security in this article focuses solely on the production side,
with emphasis on Gazprom’s inefficiency and Russia’s lack of gas sector reform. The
former phenomenon is resulting in a meagre production outlook, which in turn creates
new concerns for the EU. As stated earlier, the strengthening of a state does not
necessarily pose a threat to the security of energy supplies per se. However, if property
rights are insecure, as in Russia, and markets are dysfunctional and coupled with
inefficient or corrupt state regulators, managers of private as well as state-owned
companies tend to engage in asset stripping rather than long-term development. That
is, in a weak institutional environment companies tend to be less efficient (Yakovlev
2004, pp. 148–55; Stiglitz 2007, pp. 34–38). Additionally, the behaviour of Russian
state-owned energy companies has often been driven by politics rather than
economics. The support of the state means that these enterprises are less commercially
driven than privately-owned firms (Bradshaw 2007b, p. 10).

Gazprom operates inefficiently: compared to independent gas producers, which face
a lot of restrictions, Gazprom is clearly underperforming and as a result, as shown in
Table 1, accounts for a continuously declining share in Russian gas production. An
analysis of Gazprom’s expenditures in 2004 shows that the company overpaid for
many projects and costs are seen as very high in comparison with other Russian
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companies, as well as in comparison with the international gas business, mainly due to
excessive profits for intermediaries and inefficient organisation (Kleiner 2006).50

Therefore, assuming a low level of efficiency, Russia might experience a shortfall in gas
production that would endanger European energy security (Milov 2005, p. 9; Sagers
2006, p. 317).

Production shortfall—the supply gap

Because of complex storage requirements, gas is produced only after supply contracts
have been signed; gas production is thus closely linked to gas consumption. A decrease
in Russian gas production therefore does not necessarily indicate a production
problem. In 2007, the production decline of 1.3% (to 548.5bcm) compared to 2006 was
attributed to lower gas consumption in Europe due to the mild weather.51 Therefore, it
is difficult to estimate a company’s future production potential and its ability to fulfil
future supply obligations. A resource base evaluation, the inauguration of new gas
fields and investments in core activities such as gas fields, old and new, pipeline
maintenance, and storage facilities, can serve as indicators for a company’s future gas
production and its long-term strategy. These factors will be taken into account in the
following projection.

Resource base

For Gazprom to maintain a stable production level would require massive expenditure
because Gazprom’s existing resource base and infrastructure are both in need of
renovation. At present, Gazprom predominantly relies on three super-giant Soviet-era
gas fields (Urengoy, Yamburg and Medvezhye), which account for around 75% of its
gas production. However, these huge gas fields are now in decline. The speed of the
decline will depend on future investments and additional compression at the fields.
According to estimates issued by the Energy and Sustainable Development Program at
Stanford University, these old fields will decrease production by about 4% annually.
Reflecting historic decline rates in the three old gas fields, the International Energy
Agency (IEA) projects an annual average natural decline of 20bcm in Gazprom’s
production (Victor 2008, p. 12; IEA 2006, pp. 15, 34).

The commissioning of smaller Siberian fields to compensate for declines in
production from the super-giant fields began in the 1990s and was able to offset the
downturn. Beyond that, only one super-giant field—the Zapolyarnoye field—has been
brought into operation since 1991. However, Zapolyarnoye, which started producing in
2001 and has accounted for the maximum output growth for the past few years, reached
its peak production of about 100bcm in 2005 (Victor 2008, p. 12; IEA 2006, pp. 25, 28).

In December 2007, Gazprom commissioned Yuzhno Russkoye, the last major
deposit in its major production region, with an annual projected output of 25bcm. The
company announced that it had no new major deposits in this production region.

50For Gazprom’s reply see Kupriyanov (2006).
51RIA Novosti, 22 January 2008, available at: http://en.rian.ru/business/20080122/97493753.html,

accessed 12 April 2008.
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After that, the monopoly will only have hard-to-recover reserves in the region, which
require special technologies, outlays and additional purification infrastructure. This
means that until commercial gas production begins on the Yamal peninsula, the
development programme of which has been stalled for several years, the gas monopoly
has no serious resources to compensate for the falling production at giant Soviet-era
deposits (Victor 2008, pp. 31–32).52

Gazprom has found it difficult to attract the necessary investment needed to explore
and tap new fields in Russia. There are five known super-giant fields still to be brought
into full production, but all are located in the Far North in complex geological
conditions and in an Arctic climate; these factors significantly increase the costs of
exploration and production. The development of new fields in remote regions, lacking
proper infrastructure but possessing deep reserves, would also require significant
investments (Aris 2004b; Ahrend & Tompson 2005, pp. 804–05).

The Yamal, Shtokman and Kovykta fields are the most promising new deposits.
The Shtokman field is an offshore deposit in the Barents Sea for which Gazprom lacks
the technology to explore; the decision of whether to involve a foreign partner has
delayed the project. However, there are unresolved ecological issues associated with
the development of Yamal, and its development costs are estimated to be double those
associated with the Shtokman field. According to Deutsche Bank Gazprom is unlikely
to exhibit much growth, as commercial production is scheduled to begin in Yamal
sometime after 2012 and will only be sufficient to compensate for production declines
at the old super-giant fields in western Siberia. The eastern Siberian and Shtokman
projects are not expected to be operational before 2015 (Victor 2008, pp. 31, 41).53

According to the OECD (2004, p. 153), developing fields on the Yamal Peninsula will
cost up to $25bn; pipelines connecting these fields to the existing system will require
another $40bn.54 The development costs for the Shtokman field are estimated at
$34bn. In 2007, Gazprom planned to spend $1bn on the development of the Yamal
peninsula and another $657mn on the development of the Shtokman deposit.55

Investment needs and Gazprom’s investment strategy

The IEA has estimated that Gazprom will have to spend an average of $17bn per year
in the period up to 2030 on exploration and production projects as well as
maintenance of current fields (Goldthau 2008, p. 689). Meanwhile, the Russian Energy
Strategy56 forecasts investment needs of between $120 billion and $200 billion between
2002 and 2020 or between $6.7bn and $11bn per year (Goldthau 2008, p. 689). In its

52NewsBase, FSU Oil & Gas Monitor, 16, 26 April 2006.
53Deutsche Bank, Russia Morning Comment, 3 April 2008.
54Other estimates suppose that the programme to bring Yamal on-stream will require at least $80bn

in capital investment to organise production and transportation infrastructure (NewsBase, FSU Oil &
Gas Monitor, 16, 26 April 2006).

55NewsBase, FSU Oil & Gas Monitor, 24, 20 June 2007.
56Russia’s energy policy is officially based on ‘Russia’s energy strategy for the period up to 2020’

from 2003. Based on different scenarios of the country’s socio-economic performance, the energy
strategy forecasts the development of the energy sector, covering oil and gas, coal, electricity and
alternative energy sources (Energeticheskaya strategiya Rossii 2003).
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report, the IEA expressed concern about Gazprom’s investment priorities. It criticises
Gazprom for investing in export pipelines and foreign acquisitions instead of
upgrading its domestic network and working to develop the country’s upstream
opportunities (IEA 2006, p. 29; Kleiner 2006). In particular, the IEA noted that
‘investment in refurbishment is long overdue in Gazprom’s transmission system. In
2002, Gazprom had to reduce the throughput of the system to 60bcm less than its
rated operational capacity’.57 It seems that many of Gazprom’s investments outside its
core business were undertaken to serve the Kremlin’s internal and foreign agendas or
to increase its capitalisation. Gazprom’s recent acquisitions (among others the $13bn
takeover of Sibneft, now Gazprom-Neft) have imposed a heavy debt burden on the
company (Victor 2008, p. 43; Goldthau 2008, p. 690). These acquisitions added to the
company’s total long-term debt (including affiliates) of around $45bn.58

Gazprom’s investment in its core activity declined in relative terms from 41% in
2001 to 29% of total investment in 2006. As shown in Table 4, more than half of
Gazprom’s investments in 2006 went into gas transit projects. In gas production, funds
were allocated towards pre-drilling construction, putting additional wells into
operation and completing compressor stations at the already developed fields.
However, only very limited funds were invested in 2006 in pre-drilling construction at
new gas fields.59 Considering the fact that it will take between three and five years to
put the new gas fields into production, this situation raises doubts about Gazprom’s
ability to bring new fields into operation in time to fulfil its supply contracts with its
European customers.

Production forecasts

Milov and Selivakhin (2005), and more influentially, Milov et al. (2006), first raised
concerns about a possible gas supply gap, followed by the IEA and the Swiss UBS
bank; Table 5 summarises some of the available calculations. They all suggest that

TABLE 4
GAZPROM’S INVESTMENTS, 2001–2006 (CAPITAL INVESTMENTS AND INVESTMENTS IN ASSOCIATED

UNDERTAKINGS AND JOINT ACTIVITIES, IN MILLION $)

Production Transmission Distribution Refining Others Total

2001 2,499 (41.2%) 2,183 (36.0%) 327 (5.4%) 397 (6.5%) 655 (10.8) 6,062 (100%)
2002 2,724 (41.6%) 2,357 (36.0%) 407 (6.2%) 420 (6.4%) 636 (9.7%) 6,547 (100%)
2003 3,457 (44.3%) 2,458 (31.5%) 526 (6.7%) 369 (4.7%) 991 (12.7%) 7,802 (100%)
2004 3,505 (34.3%) 3,896 (38.2%) 839 (8.2%) 444 (4.3%) 1,524 (14.9%) 10,208 (100%)
2005 2,865 (23.2%) 5,867 (47.5%) 1,510 (12.2%) 577 (4.7%) 1,523 (12.3%) 12,343 (100%)
2006 4,197 (28.8%) 7,315 (50.2%) 933 (6.4%) 1,100 (7.5%) 1,030 (7.1%) 14,575 (100%)

Sources: Gazprom financial reports, available at: http://www.gazprom.com/eng/articles/article20163.shtml,
accessed 18 September 2007.

57NewsBase, FSU Oil & Gas Monitor, 29, 26 July 2006.
58Reuters, 27 December 2007, available at: http://www.reuters.com/article/oilRpt/

idUSL277932620071227, accessed 12 April 2008.
59A similar trend is observed by Victor (2008, pp. 43–44).

1558 ANDREAS HEINRICH

http://www.gazprom.com/eng/articles/article20163.shtml
http://www.reuters.com/article/oilRpt/idUSL277932620071227
http://www.reuters.com/article/oilRpt/idUSL277932620071227


Gazprom could face a gas budget deficit as early as 2010 if timely investment in new
fields is not made to offset the decline of old super-giant fields in western Siberia. They
also speculate that the company may well fail to fulfil its export contracts if the
domestic demand for gas continues to rise by an annual 2.5% (Götz 2006c).60

Milov et al. (2006, p. 305) argue that Russia will face a supply gap of around
100bcm by 2010, lowering prior calculations and predicting a deficit of more than
150bcm (Milov & Selivakhin 2005, p. 31). However, their calculation surprisingly does
not include the gas production of independent producers. In 2006, independent
producers accounted for 91.1bcm and they are expected to produce 120bcm by 2010,
thus offsetting the predicted deficit (Götz 2006c).61 The more conservative calculations
conducted by Götz (2006a, 2006b) predict no deficit whatsoever or a deficit of only
25bcm by 2010. However, the differences between these two calculations for 2010 are

TABLE 5
NATURAL GAS BALANCE IN 2005 AND FORECAST FOR 2010/2012 AND 2020 (IN BCM)

A B A C D E B A

2005 2010 2012 2020

Supply
Gazprom’s production 547 560 560 550 550 N/A 590 585
Independent gas productiona 93 120 120 – – N/A 235 155
Imports 5 60 50 85 105 N/A 90 105
Total supply 645 740 730 635 655 555–645 915 845
Exports
– to Europe 145 180 190 200 N/A N/A 200 200
– to CIS 55b 55 60 112 N/A N/A 55 65
– to Asia/USA 0 30 30 0 N/A N/A 120 120
Total exports 200 265 280 312 312d 258–263 375 385
Domestic consumption
– as residual quantity 445 475 450 323 343 – 540 460
– estimated 445c 475c 475c 477–545 440–469 440–480 540c 540c

Deficit 0 0 25 154–222 97–126 53–188 0 80

Notes: (a) Independent gas companies produced 78.4b cm in 2005 (see Table 1).

(b) According to Gazprom, the company exported 71.1b cm of gas to CIS countries in 2005.

(c) Amount anticipated by the Russian Energy Strategy.

(d) It can be assumed that Milov et al. (2006)—coming up with the same total amount of gas exports
(312b cm)—follow Milov and Selivakhin (2005) in their subdivision of export destinations.

Sources: A¼Götz (2006a, p. 2); B¼Götz (2006b, p. 5); C¼Milov and Selivakhin (2005, p. 31); D¼Milov
et al. (2006, p. 305); E¼Paillard (2007, p. 6); author’s own calculations.

60NewsBase, FSU Oil & Gas Monitor, 30, 2 August 2006.
61Götz (2006c, p. 2) contends that Milov’s estimates for exports of Russian gas to the CIS countries

of 112bcm are too high, claiming that in 2005, these countries imported 55bcm and that they are trying
to reduce their imports from Russia. However, Götz (2006c) provides figures for Russian gas exports
to CIS countries that are too low: according to Gazprom, 71.1bcm were exported in 2005 (in 2006,
Gazprom exported 96.1bcm to CIS countries). The difference between exports in 2006 and Milov’s
estimate for 2010 amounts to only 15bcm. Götzapos’s estimates for exports to Asia by 2010 (30bcm)
seem unlikely as delivery contracts are still under negotiation and no pipeline is in place to transport
these amounts of gas yet.
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minimal (15bcm for exports and 10bcm for imports) and within the margin of error
(a deficit of 25bcm would amount to only 3.4% of the total estimated gas supply in
2010).

Even though there will probably be no shortage of Russian gas for the European
market until 2010, Götz considers concerns about Russia’s ability to fulfil its supply
contracts to be justified. Everything depends on Gazprom’s investment strategy, gas
imports from Central Asia and Russia’s domestic gas demand (i.e. gas sector reform).
So far, Gazprom’s investment strategy has been inadequate, because the deposits are
difficult from a technical point of view and demand deeper drilling, which requires
very expensive modern equipment.62 A delay of five years in the development of the
Yamal and Shtokman gas fields would cause production to stagnate at the 2005 level
until 2025. This would cause supply problems because gas production in the European
part of Russia and western Siberia will barely increase. Imports from Central Asia will
have to reach a level of around 60bcm from 2010 onward, up from only 7.8bcm in
2006 (Götz 2007a, pp. 6, 9, 16–17; 2007b, pp. 5, 15).

Counter-measures

A new investment strategy

As chairman of Gazprom’s board of directors in 2007, Dmitrii Medvedev rejected
criticism about Gazprom’s investment strategy asserting that joint ventures, asset
swap deals with foreign partners and domestic acquisitions (including taking control
of the Sakhalin II and Kovykta gas projects) would help to ensure that Gazprom met
its supply obligations.63 However, most of the new acquisitions needed large
investments too, and were far from ready for implementation. Nevertheless, Gazprom
has reacted by shifting its priorities so that investments in the gas sector are expected
to amount to $420bn by 2030, ‘an average of $18bn per year’. Medvedev said in mid-
2007 that the investments would ensure that there were sufficient supplies for the
domestic market and for exports.64 The company was planning to increase capital
expenditure (capex)65 by 43% in 2008 to a record level of almost $19.4bn (up from
$13.67bn in 2007) as it speeds up the development of Arctic fields and new pipelines.
The capex will be equally split between gas production and transportation (Gazprom
2008, p. 66). Deutsche Bank expected that—after reduction in 2007—capital
investment in existing gas fields would double in 2008 to over $7bn, while investment
in new fields (including Yamal and Shtokman) would remain stable. More funds will
also be invested in new pipelines to connect Yamal to the existing system of trunk
pipelines, which Gazprom plans to expand.66

62NewsBase, FSU Oil & Gas Monitor, 24, 20 June 2007.
63NewsBase, FSU Oil & Gas Monitor, 27, 11 July 2007.
64NewsBase, FSU Oil & Gas Monitor, 27, 11 July 2007.
65Capital expenditure (capex) or capital investment is the amount a company spends on buying fixed

assets, other than as part of acquisitions (i.e. financial investments).
66Deutsche Bank, Russia Morning Comment, 31 March 2008; Reuters, 27 December 2007, available

at: http://www.reuters.com/article/oilRpt/idUSL277932620071227, accessed 8 April 2008.
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Gazprom’s long-term financial investment will fall by 48% to $9.4bn from a record
of $18.1bn in 2007; the latter sum was partly due to the firm’s decision to buy 50% of
the Sakhalin II project for $7.45bn and a controlling purchase of the Moscow utility
Mosenergo. However, Gazprom has said it will have to buy 50% of Rosneft’s unit
Tomskneft, in a deal valued at $3.66bn, and pay $625mn to further increase its stake in
Belarus’s national pipeline network in 2008. In 2009 and 2010, the company will
reduce its financial investments (money spent on acquisitions), while in 2010 capex is
expected to grow to $32.24bn or 2.5 times more than in 2007.67 With the plans for
2008–2010, the company seems to have refocused its investment policy on its core
business and to have increased its investment volume significantly. However, these
changes might be too little, too late.

Imports from Central Asia

With Gazprom’s major fields in decline and the company’s unwillingness to develop
the more costly Russian gas fields in the Far North or to engage independent
producers to their full potential, the company relies on cheaper Central Asian gas
(primarily from Turkmenistan and to a lesser extent from Kazakhstan and
Uzbekistan) to meet rising export commitments and simultaneously fulfil domestic
supply requirements (IEA 2006, p. 33). Deutsche Bank summarises Gazprom’s key
principle as ‘gas is not produced until it is sold’.68 However, in the last few years, the
company has actually sold more gas than it has produced. In 2001, Gazprom had to
import natural gas from Turkmenistan for the first time since 1997 to fulfil its supply
contract with the Netherlands (Heinrich 2001, p. 112; Victor 2008, p. 15).

Russia needs ever-increasing quantities of Turkmen gas to meet its export
commitments under delivery contracts with Europe.69 In April 2003, Gazprom signed
a 25-year agreement with Turkmenistan for the purchase of 5–6bcm in 2004, rising to
6–7bcm in 2005, 10bcm in 2006, 60–70bcm in 2007 and 70–80bcm over 2009–2028
(IEA 2006, p. 31). Some analysts even expect Russian purchases to soar to 150bcm per
year in 2010; this amount comes close to the current level of exports to Europe (Finon
& Locatelli 2008, p. 433). For this strategy to succeed, Gazprom has to retain control
over access to its transport and transit network, and over the export routes from
Central Asia (Finon & Locatelli 2008, p. 433).70 In May 2007, Russia succeeded in re-
establishing a strong alliance with the gas producers of Central Asia, signing a deal
with Turkmenistan and Kazakhstan involving the upgrade and expansion of the
existing pipeline network to Russia as well as the construction of a second branch of a
gas pipeline running around the Caspian Sea. This coastal link is to carry 10bcm per
year after the upgrade (its Soviet-era capacity) and, according to statements from
Moscow, it is to be operational by 2009 or 2010. A second branch with a capacity of

67Deutsche Bank, Russia Morning Comment, 31 March 2008; Reuters, 27 December 2007, available
at: http://www.reuters.com/article/oilRpt/idUSL277932620071227, accessed 12 April 2008.

68Deutsche Bank, Russia Morning Comment, 31 March 2008.
69At present, the level of Gazprom’s imports from Turkmenistan is rather insignificant; in 2006,

7.8bcm (or 1.4% of its total production) were included in the company’s exports to the FSU and
Europe (author’s own calculations based on Gazprom company information).

70BOFIT Weekly, 1, 4 January 2008.
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20bcm will be built after 2010 for a total of 30bcm annually by 2016–2018 and
thereafter (Reed 2007; Socor 2007).

However, Gazprom is not alone in the marketplace; other countries—first and
foremost China—are interested in buying Central Asian gas. Turkmenistan and China
have signed a gas deal that will supply China with 30bcm of gas per year. The
agreement is for 30 years, starting in 2009. This agreement could have a substantial
effect on Gazprom’s ability to supply the internal Russian market and thereby
influence the gas giant’s export capacity within the next few years should
Turkmenistan fulfil its obligation to China (Kovalev 2006).71 By declaring that the
China deal would not affect its obligations towards Russia, Turkmenistan has
attempted to soothe Russian concerns. According to existing obligations, Turkmeni-
stan is committed to providing Gazprom with 70–80bcm per year of gas starting in
2009. At present, Turkmenistan cannot satisfy demand from Russia, Ukraine and
China at the same time (Kovalev 2006). Turkmenistan’s gas production in 2007 was
estimated at about 70bcm. According to the republic’s gas monopoly, Turkmengaz,
Turkmenistan could boost annual gas output to 130bcm in the near future by investing
in two new deposits. However, Turkmenistan’s gas industry is in bad shape and
struggles with neglect and under-investment (Victor 2008, p. 15).72

If Turkmenistan fails to fulfil its obligations for gas deliveries to Russia, Gazprom
will face shortages by 2010 (Kovalev 2006). Additionally, Gazprom is already facing
significantly higher prices for gas from Central Asian producers which will soon render
the windfall profits reaped from buying cheap Central Asian gas while selling high-
priced Russian gas to European markets obsolete (Black 2008).

Gas sector reform

Besides gas imports from Central Asia, another option to avoid a gas shortage is a gas
sector reform (though in the Russian case, this does not include restructuring
Gazprom’s monopoly position). This reform could change the domestic energy mix
and encourage energy conservation that would result in reduced consumption of
natural gas on the domestic market, freeing it for exports. Russia’s domestic demand
consumes around 65% of Russian gas production and is projected to grow
significantly. In 2006, Russian consumption amounted to 432.1bcm; it has grown by
around 2.5% annually during recent years and is projected to continue to rise at an
annual rate of 4–6%, driven by electricity generation (Simmons & Murray 2007, p. 2;
Victor 2008, p. 14). Gazprom therefore supports measures to reduce demand, namely
a strong increase in domestic gas prices and a change in the national energy balance
from gas to coal and nuclear energy. Another option would be for the company to
cooperate with independent gas producers by opening up the gas market and the
pipeline grid in order to encourage further investments and production growth.

71NewsBase, FSU Oil & Gas Monitor, 13, 5 April 2006.
72NewsBase, FSU Oil & Gas Monitor, 3, 24 January 2007; BOFIT Weekly, 1, 4 January 2008; RIA

Novosti, 19 March 2008, available at: http://en.rian.ru/world/20080319/101713938.html, accessed 12
April 2008.
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Actual domestic consumption has already outpaced the initial forecasts of the
Russian Energy Strategy, which recommends exactly such a gas sector reform (Victor
2008, p. 14). However, most analysts agree that Russian energy policy is not actually
guided by the Energy Strategy; instead it has been subservient to broader economic
policy. According to Milov et al. (2006, p. 287), ‘its structure is dictated by rather
short- and medium-term interests that are detached from the functioning of the
capital-intensive energy sector. The current policy model is limited to ‘‘planned
indicators’’ for long-term resource production’.

Primary energy consumption

In 2006, natural gas made up 51.2% of Russian primary energy consumption,
followed by fuel oil (21.7%), coal (14.7%) and other energy sources (mostly nuclear
power, 12.4%) (Gazprom 2008, p. 73). Changes in Russia’s primary energy
consumption depend on a reform of the power sector and the chosen energy mix
for the generation of electricity and heat. Gazprom has recommended a switch
from gas to coal to reduce domestic consumption of gas. However, heat and power
generation still accounted for almost 60% of total gas demand in 2004. The share
of natural gas in the fuel mix for electricity generation remained relatively constant
over the period 1992–2004, at around 45% of the total. The overall share of
natural gas in the thermal electricity generation fuel mix remained constant at
around 65%, whereas the share of coal slightly increased from 23% to 29% as the
share of fuel oil declined. The low domestic price for gas, however, has hampered
the increased use of other energy sources in Russia—such as coal and nuclear
power—in the generation of electricity and heat (IEA 2006, pp. 26–27, 36; Götz
2004, p. 15).

Gazprom’s priority of exports over domestic deliveries will prevent the company
from satisfying the needs of the growing Russian economy, thus leading to a supply
gap on the domestic market. The gap between domestic demand for gas and
Gazprom’s supplies to domestic consumers opened in 2000 and has been widening
ever since (Milov et al. 2006, p. 304). At present, Gazprom closes this gap mostly
through the import of gas from Central Asia. The government has been aware of
this problem. In October 2006, Putin presented a new energy strategy to free gas for
export while reorienting domestic energy needs towards other fuel sources.
Unfortunately, there are few significant supply alternatives to gas beyond hydro-
electricity, coal and nuclear power, and bringing on major new capacity would
require capital and time. The nuclear industry is already operating at full capacity,
and it would take many years to bring new nuclear plants up to speed. Coal seems in
many cases the most viable option if one ignores its environmental liabilities (Victor
2008, p. 16).

Independent gas producers

The Russian Ministry of Industry and Energy expects the supply gap to be filled by
independent gas producers. According to the IEA, one way to boost production would
be to encourage ‘a robust, competitive gas sector’. This would encourage independent
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producers to work on the smaller fields because prices would be higher and they would
have access to the pipeline grid.73 Independent producers are expected to dominate the
domestic gas market by 2015–2020. Gazprom’s domestic market share is expected to
decrease from around 76% in 2005 to 66% in 2010 and 57% in 2015 (Kiknavelidze
et al. 2006, p. 105). In turn, the share of independent gas producers in the domestic gas
market is expected to rise from less than 20% in 2006 to 35% in 2015 and 45% in 2020
with Novatek, Lukoil and Rosneft being the main players, having market shares of
11%, 8% and 6%, respectively.74

However, as Table 6 shows, Gazprom has increased deliveries to domestic
consumers in recent years, both in physical terms and in relation to its total gas
production. Currently, the company spends much more than half of its production on
supplying the domestic market.

Although both Gazprom and the Russian government acknowledge the importance
of growth in independent gas production for the successful development of Russia’s
gas industry, the current architecture of the sector constitutes a significant impediment
(Ahrend & Tompson 2005, p. 812; Victor 2008, p. 44). Gazprom still thwarts
independent producers by not granting them unrestricted access to the gas pipeline
system and can continue to do so as long as it remains the sole owner of the pipeline
network. According to existing regulations, Gazprom is only required to provide
pipeline access if it has available capacity, but this remains one of Gazprom’s best-kept
secrets. Gazprom’s domestic rivals cannot be assured of equal treatment as long as the
company controls both the information flow and the infrastructure (Ahrend &
Tompson 2005, p. 812).75

Ambitious plans by independent gas suppliers like Novatek, Lukoil and TNK–BP
to boost their gas output do not tally with the gas budget forecast approved by
Gazprom. By 2008, Gazprom intends to raise the amount of gas from independent
producers accepted for pumping through the company’s pipelines by a mere 1.5bcm.
Meanwhile, Novatek, Lukoil and TNK–BP had hoped to boost their gas output by an

TABLE 6
GAZPROM’S GAS SUPPLIES TO THE DOMESTIC MARKET

Volume (in bcm) Percentage of total gas production

1999 268.2 49.2
2000 267.2 51.1
2001 282.1 55.1
2002 283.5 54.3
2003 291.0 53.9
2004 305.7 56.1
2005 307.0 56.1
2006 316.3 57.5

Source: Gazprom annual reports, available at: http://www.gazprom.com/eng/articles/article20163.shtml,
accessed 18 September 2007.

73NewsBase, FSU Oil & Gas Monitor, 29, 26 July 2006.
74Deutsche UFG, Russia Morning Comment, 31 January 2007.
75Deutsche UFG, Russia Morning Comment, 31 January 2007.
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annual 8.5bcm, 12bcm and 15bcm, respectively. None of the companies will be able to
fulfil its gas business development programme at all.76

Energy efficiency and energy conservation

One reason for high levels of gas consumption in Russia is the embedded inefficiency
of gas usage. Whereas industrial customers pay for gas actually consumed, more than
80% of household consumption is not measured (due to a lack of gas meters); home
gas bills are therefore based on living space or registered persons (Grigoryev 2007, pp.
3038–39). Problems with building design make the installation of meters very capital
intensive and commercially unattractive. The inefficiency extends to electricity as well.
Russia’s gas-fired power plants operated at only 33% efficiency on average, compared
with 50–55% for the modern combined-cycle generation plants in Europe. Demand
for electricity in Russia is expanding much more quickly than expected; it is now
growing by 5% a year and up to 10% in high-growth areas (Victor 2008, p. 14).

As for enhanced energy efficiency within the gas sector, a reduction of distribution
losses and flared gas could save considerable amounts of gas. Around 25% of all
associated gas was flared off by oil companies in 2006 due to the relative
unprofitability of processing and selling it. According to the Russian Industry and
Energy Ministry (Ministerstvo Promyshlennosti i Energetiki), the annual amount of
associated gas burned in Russia between 2001 and 2006 nearly doubled to 14.1bcm. In
its new report, the World Bank’s Global Gas Flaring Reduction (GGFR) programme
cited Russia as the top emitter.77

Russia has proven reluctant to undertake measures to reduce its gas flaring,
although recent announcements from Moscow have indicated that this position might
be changing. President Putin urged Russian oil companies to reduce the flaring of
associated petroleum gas. In order to encourage the usage of this gas, the stiffening of
penalties for flaring off, a price liberalisation and priority pipeline access for associated
gas are under discussion.78 The Russian government has proposed the imposition of
stiff penalties for the flaring of associated gas; the practice currently incurs a fine but is
not forbidden under Russian law. However, these fines are too low to serve as a
serious deterrent (DeLay 2007a). Russian Natural Resources Minister Yuriy Trutnev
thus announced plans to raise the charge for burning associated gas five-fold starting
in 2008. Oil companies reacted by saying that they have not got enough time to build
processing facilities. They claim that they will be able to recycle 95% of their
associated gas output by 2011 at the earliest. However, the minister believes that
higher charges will push the market to take active measures.79

The Russian Federal Tariff Service (Federal’naya Sluzhba po Tarifam) announced
that the government was ready to liberalise the associated gas market. The service’s
proposal would put an end to direct price regulation on the associated gas market.

76NewsBase, FSU Oil & Gas Monitor, 49, 14 December 2005; RIA Novosti, 18 March 2008, available
at: http://en.rian.ru/business/20080318/101599672.html, accessed 12 April 2008.

77NewsBase, FSU Oil & Gas Monitor, 33, 22 August 2007 and 35, 5 September 2007.
78NewsBase, FSU Oil & Gas Monitor, 31, 8 August 2007.
79NewsBase, FSU Oil & Gas Monitor, 35, 5 September 2007.
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Moreover, the Russian Industry and Energy Ministry wanted to give associated gas
priority access to the national pipeline system. The Ministry instructed that whenever
the pipeline capacity is nearly exhausted, priority is to be given to associated gas over
natural gas.80 However, according to Gazprom, the Russian gas pipeline system
currently operates at maximum capacity, which limits the company’s ability to
accommodate extra volumes.81 Even though Gazprom would be eager to expand the
system’s capacity, it is concerned about financing new pipeline construction because
gas transport tariffs, which are set by the government, are currently not high enough to
cover the construction costs (DeLay 2007a; Victor 2008, p. 15).

All the measures discussed above are therefore limited by Gazprom’s ability and—
probably more importantly—willingness to handle volumes of associated gas from
other sources. The Energy Strategy expresses Russia’s need to significantly increase its
energy efficiency. It estimates that Russia could reduce consumption of energy per unit
of output by 40–50% from 2000 levels. Russia uses 3.2 times more energy per unit of
GDP than the EU-25, mostly gas (EBRD 2007, p. 1). Thus, the Strategy expects the
lion’s share of improvements in energy intensity to happen naturally over time as GDP
increases and restructures towards a more service-oriented economy. Technological
changes account for the remaining energy savings. However, cost-reflective energy
pricing will be needed to create the incentives to stimulate reductions in energy
intensity and to spur investment in energy-saving technologies (IEA 2006, pp. 26, 39;
Grigoryev 2007, pp. 3040–41).

Energy pricing

Traditionally, the Russian government has set the price for domestic energy at levels
below market value. At present, about 50% of primary energy consumption and about
85% of final energy use (concentrated in utility-type energy sources such as gas,
electricity and heat) is sold at government-regulated rather than market-based prices.
These low domestic prices also affect prospects for stemming Russian gas demand
growth and, therefore, incentives for energy efficiency. Raising domestic gas prices to
market value is essential in reforming the gas sector and for the Russian economy as a
whole (Sagers 2006, p. 316; IEA 2006, p. 42).

Currently, Russia’s dual pricing system is designed to subsidise Russian households
and domestic manufacturers. The price for gas supplied by Gazprom is regulated by
the state, acting through the Federal Tariff Service. Prices are differentiated on the

80NewsBase, FSU Oil & Gas Monitor, 32, 15 August 2007 and 33, 22 August 2007.
81Gazprom’s gas pipeline system is indeed deteriorating. While 59.4% of the high-pressure gas

pipelines are more than 20 years old (20.2% of the pipelines are even older than 33 years), only 12.7%
of them were commissioned in the last 10 years. The technical operational lifespan of trunk pipelines is
between 25 and 40 years. In 2004, the average age of the Gazprom trunk pipelines was about 22 years,
and an estimated 14% of the pipelines are beyond their anticipated lifetime (IEA 2006, p. 87; Victor
2008, p. 15; Gazprom 2008, p. 36). In 2002, experts at Gazprom’s scientific institute VNIIGAZ
(Nauchno-issledovatel’skii institut prirodnikh gazov i gazovikh tekhnologii) estimated that the
operational capacity of the company’s transmission system was 60bcm (or 10%) less than its designed
rated capacity, as many pipes could no longer withstand design pressures. Between 2002 and 2006,
Gazprom undertook measures to refurbish its trunk gas pipeline system (IEA 2006, pp. 32, 88).
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basis of 13 pricing zones, defined by distance from the wellhead (production region).
Moreover, prices for private households are at present on average about 25% lower
than those for industrial consumers. In 2006, domestic gas prices were only 17% of
West European gas prices, or 29% if transit charges are taken into account (Gazprom
2008, p. 40; Grigoryev 2007, pp. 3038–39; Goldthau 2008, p. 688).

As a result, in the Russia–EU agreement on Russia’s entry to the World Trade
Organisation (WTO), signed in May 2004, Russia agreed to raise domestic gas prices
considerably. The EU had argued that below-cost domestic tariffs represented a
hidden trade subsidy.82 Although Russia’s domestic gas prices were set to nearly
double by 2010 (at the time to $49–57 per 1,000 cm), that is still below the projected
export price that the EU had originally demanded. In November 2006, the government
decided to liberalise the gas market for industrial customers by 2011 on the basis of
full netback parity between domestic and international markets, while gas deliveries to
private households will remain subject to price regulation by the state until 2016. The
new commodities pricing formula aims to level off the differences between export and
domestic gas prices (Aris 2004c; IEA 2006, p. 43).83

The impact of higher natural gas prices on energy efficiency in Central Europe has
been impressive; higher prices have also begun to generate improvements in efficiency
and moderate demand in countries like Ukraine (Dempsey 2006; Goldthau 2008, p.
691). Gazprom has pushed for higher prices to curb local demand and free up more
gas for lucrative exports as well as to earn greater profits from domestic sales. As a
consequence of the internal system of regulated prices, Gazprom earns almost all of its
profits from exports to Europe. Although this market accounts for only 29% of
Gazprom’s total gas sales, the company received 65.7% of its revenues from these sales
in 2006. The company has complained for years that it posts heavy losses from
domestic sales (this is hard to confirm, however, given the company’s information
policy). Gas sales in Russia accounted for only 20.4% of Gazprom’s revenues in 2006,
even though it amounted to 57.7% of its sales volume. However, in line with rising
export prices, average domestic gas prices have already increased considerably. From
2000 to 2006, they rose nearly four-fold from R336 to R1,320.84 Nevertheless, these
price increases have had no measurable effects on gas consumption so far.

The aforementioned acquisitions of independent producers by Gazprom can be
interpreted as an anticipation of these price hikes; it adds an economic dimension to
the political issue of control over a strategic sector. The new pricing formula would
allow Gazprom to make profits from domestic sales at almost the same level as from
sales to Europe. Prices increased by 25% in January 2008 and are supposed to rise by
27.7% annually in 2009 and 2010, leading to an approximate doubling of domestic gas
prices (Victor 2008, p. 16).

82For assessments of the agreement see UFG, Russia Morning Comment, 24 May 2004, pp. 3–5;
‘Mixed Signals’, The Economist, 29 May 2004, pp. 30–31.

83Itar-Tass, 28 November 2006, available at: http://dlib.eastview.com/sources/
article.jsp?id¼10444900, accessed 20 February 2007; ‘Russia Approves Plan to Double Domestic
Natural Gas Prices’, International Herald Tribune, 30 November 2006, available at: http://
www.iht.com/articles/2006/11/30/business/rusgas.php, accessed 4 April 2008.

84Available at: http://eng.gazpromquestions.ru/index.php?id¼5, accessed 18 September 2007.
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Conclusion

Gazprom continues to dominate the Russian gas business: it continues to control the
lion’s share of Russia’s huge natural gas reserves and is the gatekeeper to the pipeline
grid. There is no sign that the company will relax its grip in the near future, because
the Russian government is not interested in a liberalisation of the Russian gas market
or in breaking up Gazprom’s transportation monopoly. Moreover, Gazprom has
actually managed to increase its dominance by acquiring control over several
independent gas producers. In the government’s attempt to bring the energy sector
under tighter state control, Gazprom was supported by other state-owned or state-
controlled entities, such as the diamond producer Alrosa and the oil company
Rosneft, which, as shown in Table 7, have acquired control over smaller gas
production units.

TABLE 7
GAS SECTOR ACQUISITIONS BY RUSSIAN STATE-CONTROLLED ENTITIES, 2005–2007

Company Year Mechanism

Geotransgaz 2005 Alrosa buys a controlling stake in Geotransgaz from the
Akropol group

Novatek April 2005 A 5.61% stake in Novatek is assigned from Yamal Regional
Development Fund to the state-owned Vneshekonombank

Tambeyneftegaz May 2005 Gazprombank acquires a 25% stake from Novatek
Selkupneftegaz June 2005 Rosneft buys out Novatek’s 34% minority stake in

Selkupneftegaz, bringing it under complete state control
Northgas June 2005 Gazprom regains control of 51% of the company following

litigation
Gazprom July 2005 The state raises its direct stake in Gazprom above 50%
Sibneft October 2005 Gazprom purchases a 75.7% stake in Sibneft
Sakhaneftegaz November 2005/

February 2006
Alrosa buys a 50.4% stake in Sakhaneftegaz, together
with controlling stakes in its subsidiaries YakutGazprom
and Yakutgeofizikaa

Sibneftegaz June 2006 Gazprombank acquires a 51% stake from Itera
Novatek June 2006 Gazprom purchases a 19.9% stake in Novatek. Together

with Vneshekombank the two state-controlled companies
hold a blocking majority

Tambeyneftegaz December 2006 Gazprom acquires a 100% stake in Yamal LNG, which holds
the licence for the Yuzhno-Tambeyskoye gas field

Sakhalin II December 2006 Gazprom purchases a 50% plus one share of Sakhalin Energy
the project operator of the Sakhalin II oil and gas field

Kovykta June 2007 TNK–BP agreed to sell its stake 62.9% stake in the Kovytka
gas field to Gazprom along with a company that is working
on regional gasification, the East Siberian Gas
Company (VSNK)

Note: (a) In May 2007, Slavia bought 76% of Yakutgazprom’s shares in a huge share issue. Alrosa’s
controlling stake in Sakhaneftegaz, which owned 92.58% of Yakutgazprom, was thereby cut by a quarter. In
August 2007, Oleg Deripaska, the owner of Basic Element, was negotiating the purchase of a 76% stake in
Yakutgazprom with Slavia. A source in the Yakut government claims that Deripaska ‘is to act as a bona fide
purchaser of the asset, which will then be resold to Gazprom’ (NewsBase, FSU Oil & Gas Monitor, 21, 30
May 2007 and 32, 15 August 2007).

Sources: OECD (2006, p. 38); various news sources.
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Gazprom has used ‘administrative resources’ to increase its dominance. Its main
mechanism for dealing with competitors in the Russian gas market is its pipeline
monopoly, which it uses to put pressure on independent gas producers. As described
above, in relation to Gazprom’s relations with independent producers such as Itera
and Sibneftegaz, this has been achieved because the economic existence of these
companies depends on their access to Gazprom’s pipelines to sell their production,
create revenues and fulfil their licence obligations. In relation to TNK–BP, Gazprom
obstructed its plans to construct a pipeline to connect its Kovykta deposit with the
Russian gas grid and finally forced TNK–BP to sell its stake to the monopoly. Using
its ‘administrative’ power, Gazprom was able to secure the reversal of court decisions
that had previously favoured Northgas. Gazprom also used market mechanisms to
acquire shares, as in the case of Novatek. In cases where there is no pipeline access or
pipeline construction plan to pressure competitors, Gazprom (in collaboration with
other Russian governmental agencies) has used environmental regulations to get its
way, as in the case of Sakhalin II and in relation to TNK–BP, ExxonMobile and other
foreign companies that hold assets in the energy sector. In order to achieve its overall
goal of securing control over the gas sector, Gazprom has used its monopoly power in
a regulated gas market to involve itself in many independent gas projects without
making significant investments or paying an adequate market price. Considering the
developments of the last few years, it seems that the Russian government (which is
promoting and supporting Gazprom’s expansion) is still interested in foreign
investments and foreign technology, but only on its own terms. That means that
foreign participation is only possible as long as a Russian (and preferably state-owned)
company holds the controlling stake in the project.

As also noted above, Gazprom’s production has been stagnating in recent years
while simultaneously facing growing demand at home and from Europe. Gazprom
needs more gas than it currently produces to fulfil its supply obligations: it therefore
has to rely heavily on imports from Central Asia. Is Gazprom’s strategy of acquiring
stakes in independent gas producers—and thus securing access to existing production
from the independents, as well as exploiting their planned future production
increases—a ‘masterstroke’85 on the part of the monopoly in terms of securing its
market position and effortlessly increasing its production? Besides preserving its
monopoly position by absorbing successful competitors (for example, Sibneft, Itera,
Northgas, and holding a blocking stake in Novatek together with Vneshekonom-
bank), Gazprom may see its expansion on the domestic market as a way of freeing
itself from its reliance on imports of Central Asian gas. Additionally, the company
might be able to earn profits on the domestic market via planned price hikes for
domestic consumers, which would be another incentive for dominating the domestic
gas market.

However, as shown in Table 1, even with the inclusion of new acquisitions, the
federal state’s share in the Russian gas production has been in constant decline, falling

85‘Checkmate—Novatek Deal Strengthens Gazprom’s Gas Position in Russia and Beyond’, Global
Insight, Same-Day-Analysis, 28 June 2006, available at: http://www.globalinsight.com/SDA/SDA
Detail6239.htm, accessed 27 September 2007.

STATE CONTROL OF THE RUSSIAN GAS SECTOR 1569

http://www.globalinsight.com/SDA/SDADetail6239.htm
http://www.globalinsight.com/SDA/SDADetail6239.htm


from 94.8% in 1998 to 87.4% in 2006. The additional gas production made available
for the federal government through acquisitions—amounting to 23.4bcm in 2006—
was not able to stop this trend.

Therefore, the increase in state control over the Russian gas sector is likely to have
negative consequences. The behaviour of the state-owned Russian energy companies is
often driven by politics rather than economics, resulting in inefficiencies.

First, the state influences investment policy: with its old super-giant gas fields in
decline, Gazprom has been reluctant to develop new gas fields in the Far North.
Instead of investing in its core business, the company went on a shopping spree at
home and abroad in order to increase its capitalisation or to support the Kremlin’s
foreign agenda. This misguided investment policy is partly due to the government’s
influence on management decisions and to the monopolistic structure of the Russian
gas sector, which the government is trying to prevent. As a result, Gazprom’s
production curve has remained flat in recent years. Inefficiency of the state-controlled
companies will probably lead to slowed production growth. It can be assumed that the
state influence will negatively affect production growth in the state-controlled
acquisitions. According to production forecasts, it is possible that Russia will
experience a supply gap by 2010 (the exact figures are still under discussion and hard
to predict).

Second, the state preserves the monopolistic gas sector: the monopolistic structure
of the Russian gas sector has shielded Gazprom from competitive pressure and
enabled the company to exploit its monopoly position (at home and abroad) for rent-
seeking purposes. It has prevented the management from making the necessary
decisions for a long-term strategy. Instead, Gazprom relies increasingly on imports
from Central Asia to fulfil its supply obligations. Central Asian gas, however, is
getting more expensive and supply is anything but secure.

Third, the state is reluctant to reform the gas sector: another option to bridge the
possible supply gap would be a gas sector reform. Low gas prices, the sector’s
monopolistic structures and a lack of consumer control and metering equipment,
coupled with a system of billing on a per-resident basis, provide little incentive for
energy efficiency and energy conservation (IEA 2006, p. 41). The domestic demand
for gas is still growing, mainly due to a lack of significant changes in the country’s
energy mix for the generation of electricity and heat. The incentive mechanisms of
gas prices and competition are used neither among individual nor industrial
consumers to its full potential. The measures undertaken so far have had no
significant effect on the domestic use of gas and have not proven to be effective tools
for dealing with a possible shortfall in Russia’s gas production. The state could
create a competitive gas market in Russia by granting independent gas producers
unrestricted access to domestic and foreign consumers and thus increase their
production. Their production potential has not been used efficiently in the past and
might be essential to avoid a gas supply gap in the future. However, the few
remaining independent gas producers (mostly oil companies) are still hampered in
their development, even though the Russian government has already incorporated
the production growth of independent producers (including the development of new
gas fields) into its energy strategy. The independents will continue to be dependent
on Gazprom’s goodwill in the future. Thus, even though Russia’s independent gas
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producers are increasing their share of total gas output, they will not be able to
pursue an independent policy.

Increasing state ownership and eliminating competition in the gas sector by securing
access to existing production and future production growth is only a ‘masterstroke’ if
it is meant to buy time for the exploration of new fields in the Far North. If it is just a
short-sighted strategy to consolidate its power, it might exacerbate these inefficiencies
and thereby endanger Russian energy supplies to its foreign consumers. Much depends
on the direction pursued by the new Russian President, Dmitrii Medvedev, who was
formerly the chairman of Gazprom’s board of directors. With Vladimir Putin as prime
minister, however, a fundamental change of direction seems unlikely. In any case,
future developments of Russia’s domestic gas sector are sure to have a profound
impact on European energy security.
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Götz, R. (2006a) Europe and China Competing for Russian Gas, SWP Comments 14 (Berlin,

SWP).
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