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1

THE PROBLEM OF PLENTY

In 2000, in an interview with The Telegraph, the iconic former Saudi oil
minister Sheikh Ahmed-Zaki Yamani had predicted, “Thirty years from
now there will be a huge amount of oil and no buyers. Oil will be left
in the ground. The Stone Age came to an end, not because we had a
lack of stones, and the oil age will come to an end not because we have
a lack of oil.”! At the time, there were not too many takers for Sheikh
Yamani’s prognosis. But less than two decades later, his predictions
appear almost prescient. As climate change concerns have seen a new
determination by several nations to replace “dirty” hydrocarbons with
cleaner fuels, dire predictions of renewable energy resources (solar and
wind in particular) and nuclear energy replacing oil, gas and coal are
making the rounds. Adding to the debate is the fact that over the last
decade, the prices of renewables have plunged, signalling that the time
lag between the transition from fossil fuels to renewable energy may
be shorter than earlier expected.

This raises the question whether the end of the hydrocarbon era is
nearer than anticipated. Not yet, if the International Energy Agency’s
(IEA) World Energy Outlook 2016 bears out. According to its November
2016 publication, the era of fossil fuels is far from over, although it

1. ”Sheikh Yamani predicts price crash as age of oil ends”, The Telegraph, June 25,
2000 at http:/ /www.telegraph.co.uk/news/uknews /1344832 /Sheikh-Yamani-
predicts-price-crash-as-age-of-oil-ends.html
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does state that renewables have and will continue to see the largest
growth in demand across the globe. But the IEA also says that natural
gas, which also belongs to the hydrocarbon family, is projected to be
a “big winner(s)” till 2040, and that it is expanding its role at the cost
of coal and o0il.? In the US, for instance, natural gas is also replacing
nuclear- powered plants that are being phased out.’

Given that natural gas is a fossil fuel, why is its share of the global
energy basket increasing, when most countries are attempting to move
towards non-carbon emitting energy resources?

While oil dominated, and continues to be the fuel of choice for the
transport sector, coal was the predominant fuel for the power sector.
Natural gas, a latecomer in the hydrocarbon family, can be a substitute
for both oil and coal, due to its lower carbon-emitting properties.
Hence, in a world that is increasingly becoming more concerned with
the impact of climate change, natural gas is seen as a less polluting
option.

Second, countries usually take decisions about energy choices based
on resource availability, and in this respect, natural gas is far ahead of
both oil and coal, thereby contributing to the energy security of nations.
Speaking about the future of natural gas, the executive director of the
IEA, Dr Fatih Birol says that there are good reasons to be upbeat about
the future for natural gas due to “its relative abundance, its
environmental advantages compared with other fossil fuels, and the
flexibility and adaptability that make it a valuable component of a
gradually decarbonising electricity and energy system.”*

Third, apart from availability, the price of fuels are, more often than
not, a major determinant in opting for a particular energy resource. In
fact, that was one of the reasons why coal and oil were preferred by
many countries over natural gas. Hence from the second half of 2014,

2. “World Energy Outlook 2016 sees broad transformations in the global energy
landscape”, World Energy Outlook 2016, International Energy Agency November
2016 at http:/ /www.iea.org/newsroom/news/2016 /november/world-energy-
outlook-2016.html

3. James Conca, “Natural Gas — Not Renewables — Is Replacing Nuclear Power”,
Forbes, May 16, 2016 at http:/ /www.forbes.com/sites/jamesconca/2016/05/16/
natural-gas-is-replacing-nuclear-power-not-renewables /#399022764abb

4. See Note 2, World Energy Outlook 2016
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when the price of natural gas dropped drastically for reasons that will
be explained later, it appeared logical that the time for gas to outshine
its hydrocarbon cousins had come. In fact, prior to that, in its 2011 World
Energy Outlook, the IEA had brought out a special report titled Are we
entering the Golden Age of Gas? wherein a rather optimistic picture of
the gas market was painted.

However, since 2014, that optimism has abated considerably.
Despite the abundance of supplies that have flooded the gas market
following the shale gas revolution in the US, there are few takers for
a variety of reasons. First, the price fall makes it difficult for producers
to recover the huge capital costs required for gas infrastructure, both
for liquefied natural gas (LNG) as well as pipelines, particularly those
involving cross-border projects. Third, the recovery in global economic
activity in many parts of the developed world, which are the largest
consumers of gas, has been more modest and uneven than anticipated.
Fourth, in some countries (notably China), which were seen to be major
drivers for it — the demand for gas has not gathered pace due to the
economic slowdown in that country. And lastly, the pace of increase
in growth for renewable energy, both for climate change factors as well
as more technological initiatives, have made them more competitive
vis-a-vis other fuels)

Nevertheless, there is hope that the demand for natural gas will
pick up, albeit later than was forecast, as it is the most suitable as a
transition fuel between the age of fossil fuels and clean energy.

Natural Gas Trajectory

The Chinese are believed to have been the first to discover how to use
natural gas in 500 BC, when they used gas seeping to the surface to
form crude pipelines out of bamboo shoots to transport the gas, which
was used to boil sea water to separate salt. However, it was Great
Britain that was the first country to commercialise the use of natural
gas in 1785, when natural gas produced from coal was used to light
houses, as well as streetlights.”

5. Natural Gas: History, Natural Gas.Org at http://naturalgas.org/overview/
history /
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Until the 1990s, natural gas was by and large perceived as a by-
product of oil fields, with no market and used for re-injection into oil
tields to increase production, flared or neglected. As a result, since the
end of the First World War and for most of the 20" century, oil was the
prevailing energy resource that dominated the energy security
discourse, over which many a battle has been fought. But over the last
decade-and-a half, with concerns of global warming and climate
change increasing, and the linkages between the use of hydrocarbons,
particularly oil and coal, and carbon emissions, the search for cleaner
fuels has gained ground. Given that renewable energy resources are
not commercially competitive vis-a-vis hydrocarbons and are not likely
to provide the volumes required to satisfy demand, natural gas, despite
being a fossil fuel, was seen as the best choice to bridge the gap between
dirty fossil fuels and renewable energy, making it an ideal “bridge”
fuel. Furthermore, with opposition to nuclear energy growing
following the Fukushima Daiichi disaster, much of the demand for
power from nuclear energy was expected to be replaced with natural

gas.

Other factors that favour natural gas over other fossil fuels include
facts such as natural gas is more widely dispersed geographically than
oil or coal. With reserves that are more geographically dispersed than
oil, gas is more abundantly available, much of which can be developed
and produced at relatively low cost, the total recoverable reserves of
gas are projected to sustain current production for over 250 years, with
all regions having recoverable resources equal to at least 75 years of
current consumption.® According to the IEA, the estimated remaining
technically recoverable natural gas resources is around 752 trillion cubic
metres (tcm), while the BP states that global gas supply is expected to
grow by 1.9 percent per annum or 172 billion cu feet a day (bcf/d) or
4.8 bcm/day, to reach a total of 497 bef/d (14.07 bem/d) by 2035, that
is from 21 percent in 2010 to 25 percent by 2035.” (see graph) At the

6. “Are we entering a golden age of gas?”, World Energy Outlook 2011 Special
Report Factsheet, International Energy Agency, 2011 at http://
www.worldenergyoutlook.org/media/weowebsite/2011/WEO2011_GAG_
FactSheet.pdf

7. BP Energy Outlook 2035, January 2014 at http:/ /www.bp.com/content/dam/
bp/pdf/Energy-economics/Energy-Outlook/Energy_Outlook_2035_
booklet.pdf
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same time, “unconventional” supplies of natural gas, including shale
gas, tight gas and coalbed methane (CBM) have been growing steadily
for decades, roughly tripling the resource base that can be economically
recovered.® Since natural gas resources can be produced from all the
volumes of rocks that contain oil as well from tight sandstones, shales
and coals that contain no oil. Hence, the global volumes of sediments
capable of producing natural gas commercially are at least twice and
probably closer to several times the volumes of rocks capable of oil
production.

Second, despite being a fossil fuel, gas is a cleaner burning fuel
than either coal or oil, and emits around 40 percent lower than coal
plants, while new gas power plants emit 66 percent lower carbon than
existing coal-based plants because of their higher efficiency levels.
Similarly, in the transport sector, many countries are opting for gas-
(compressed natural gas or CNG) powered vehicles, driven by rising

8. “Global LNG: Will new demand and new supply mean new pricing?”, Ernst
& Young, 2013 at http://www.ey.com/Publication/vwLUAssets/
Global LNG_New_pricing_ahead/$FILE/Global LNG_New_ pricing_
ahead_DW0240.pdf
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air pollution. Interestingly, in March 2014, Royal Dutch Shell also
announced that it had started selling a premium motor oil that is
derived from natural gas, instead of the traditional crude oil. Around
40 percent less carbon than coal as a fuel is used in the power sector.
Hence, for countries that are looking to reduce their emissions, gas is
the preferred choice of fuel. Moreover, gas is a far more versatile fuel
than oil or coal. Apart from being used in the power, residential and
industrial sectors, it is now being seen as a cleaner alternative in the
transport sector. Hence in a situation where 27 percent of energy was
being consumed in the transport sector, which was dominated by oil
at 93 percent, a switch to natural gas, in the form of compressed natural
gas (CNG) or LNG would involve a massive jump in demand. This is
being seen in several cases with the growth in natural gas-fuelled
vehicles witnessing a jump of 23 percent between 2001 and 2011.°
Although nuclear and renewable energy are cleaner than
hydrocarbons, they are not cost- competitive when compared to fossil
fuels; moreover, they cannot provide the volumes required to meet
galloping demand in the emerging economies. Natural gas being a
relatively cleaner fuel than coal and oil, is therefore attractive as a
“bridge” fuel before renewable energy can compete with fossil fuels.

Finally, unlike oil, which is a fungible commodity with a global
benchmark price, and hence vulnerable to price volatility due to
disruptions in production or supplies,' the gas market is structured
differently and therefore less prone to disruptions.

Changing Trends in the Gas Market

Unlike the oil market, which is global in nature, the gas market is
fragmented and largely regional, with inter-regional gas trade
comprising only 30 percent of global gas consumption. The three main
markets are the North American market, the European (EU) market
and the Asian market, which is dominated by LNG.

9. Chris Le Fevre, “The Prospects for Natural Gas as a Transport fuel in Europe”,
The Oxford Institute for Energy Studies, OIES Paper: NG 84, March 2014 at
http:/ /www.oxfordenergy.org/wpcms/wp-content/uploads /2014 /03 /NG-
84.pdf

10.  Geoffrey Kemp, “The Challenge of Iran for US and European Policy”, in Richard
Haas (ed.), Transatlantic Tensions: The United States, Europe, and Problem Countries,
Brookings Institution Press, December 2010, p.62.
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Being regional in nature, the pricing of the gas varies from region-
to-region. For example, the North American pricing mechanism is tied
to the price of natural gas quoted at Henry Hub (HH), whereas
European gas pricing is largely based on oil product prices. However,
gas in Europe is also traded in other exchanges, albeit virtual in nature
as against the physical trading hub in the US (HH), such as the UK'’s
National Balancing Point (NBP), the Netherlands’ Title Transfer Facility
(TTF), and Belgium’s Zeebrugge Hub. Nevertheless, only 34.8-37.7
percent of Europe’s gas supplies are priced off spot markets, as Russia,
a major and largest supplier of gas to European markets, insists on
trading gas based on oil-indexed contracts, on the ground that stable
oil-indexed gas prices were necessary to fund capital-intensive
exploration and production projects. Moreover, according to Gazprom,
Russia’s largest gas company, hubs are not sufficiently liquid to
generate any meaningful price signals and that producers should not
be burdened with both the pricing and the reservoir risk, given that
although the production costs of gas and oil are similar, gas costs about
30 times more to store and transport than oil. Hence, gas importers
cannot avail of the benefits of supply security and flexibility (in contract
pricing) while paying a lower hub price that reflects the value of only
the commodity."

In the Asia-Pacific region too, gas prices are linked to crude oil,
known as the Japanese crude cocktail (JCC) which stands for Japanese
customs-cleared crude and is an average price of a basket of crude oils
that enter the Japanese market, which is the largest gas importer in
the region.'

The majority of gas trade is conducted between 10 to 30-year
contracts, with prices being generally adjusted on a quarterly basis,
and linked to the price of oil. These long contracts gave rise to rigidities,
as the buyer was required to pay for a specified minimum quantity of
gas at the contract price, irrespective of whether the gas was actually
utilised.

11.  Nigel Harris, “Should Natural Gas Prices in Europe and Asia Be De-Linked
From Qil?”, The Oxford Princeton Programme, 2015 at https://www.oxford
princeton.com/news/latest-news/338-should-natural-gas-prices-in-europe-and-
asia-be-de-linked-from-oil.html

12.  Roberto Aguilera, et al, “The Asia-Pacific Natural Gas Market: Large Enough
for All?, Energy Policy, Vol.65, 2014, pp. 1-6.
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Although the gas market has been evolving and changing over the
last decade or so, the factor that has hastened the process and brought
about immense changes in the outlook for gas was the introduction of
fracking technology in the US which led to a revolution in the gas —
and oil — sector. Due to the surge in gas production in North America,
the leading oil and gas consumer in the world, namely, the US, has
not only cut its oil and gas imports substantially, it is now poised to
become an exporter.

This surge in supplies has not only brought surplus gas in the
global market, it has also resulted in downward pressure on prices in
the US, which in turn is impacting on prices in non-American markets.

This rigid, regionally structured price regime is now gradually
changing, with both Europe and the Asian countries moving away from
oil-indexation towards more competitive gas-on-gas pricing. For
example, some companies are changing contracts which involve a
hybrid formula linking pricing to gas and oil, as opposed to linking
prices exclusively to oil. In 2012, the BG group reportedly concluded
a deal with China’s CNOOC, wherein 70 percent of the price was
linked to oil and the remainder linked to Henry Hub. Again, in 2012,
KOGAS and GAIL India signed 20 year contracts linked to HH prices
from Cheniere’s US-based Sabine Pass facility."”

Some of these changes were brought about due to various factors
including the rising price of oil, and forecasts that prices would remain
high in the foreseeable future for various reasons. Subsequently,
however, oil prices have decreased substantially, setting off a debate
whether gas prices should be de-linked from oil; the emergence of new
LNG markets in China, India, South East Asia, Latin America and West
Asia; the growth in Japanese gas demand following the Fukushima
nuclear accident and the government’s decision to cut back on nuclear
power, and replacing it with gas-based power; political turmoil in West
Asia, popularly called the “Arab Spring”, which curtailed exports from
some countries like Libya; the growth in LNG supplies and most
importantly, the shale revolution in North America, which freed up

13.  Jane Nakano, Michelle Melton, “Coming Changes in the Asian LNG Market?”,
CSIS, March 28, 2014 at http:/ / csis.org/publication/coming-change-asian-Ing-
market
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large contracts of LNG that were originally bound for the US market.
This, in turn, led to a fall in hub (Henry Hub) prices due to the
oversupply in the US market. Apart from the US, several new gas
producers have also entered the market. As a result, large quantities
of conventional gas is also emerging from a number of regions —
namely, Africa, the Mediterranean, Australia and the Arctic, added to
the global supply base. And finally, following the agreement between
Iran and P5+1 over the Iranian nuclear issue, the decades-old sanctions
that were imposed on Iran were lifted. Although the re-entry of Iranian
gas into the market will take a while given the state of the country’s
gas sector, it is expected that large supplies of Iranian gas will add to
the increasing gas pool in a few years.

LNG as a Harbinger for Change

Although pipelines dominate global gas trade at around 20 percent of
the total, LNG trade grew quickly in the late 1990s and 2000s. However,
from 2010 its share of the global gas trade has stabilised around 10
percent, although it has the highest growth rate of the gas supply
sources (which includes domestically produced and consumed
supplies), expanding at an average of 6.6 percent since 2000,"* with
some analysts stating that it now rivals iron ore as the world’s second-
biggest traded commodity, after oil. While the IEA forecasts that natural
gas demand globally would grow at about 1.6 percent per year through
2035, the growth in LNG demand is expected to be even stronger.
Although the first commercial liquefaction plant was built in 1964 in
Algeria, and growth was slow till 2000, since then, LNG’s growth
trajectory has been swift, with average annual growth of around 5-6
percent per year, albeit till 2020, when growth is expected to dip
slightly.” This growth is based on the fact that more than 30 countries

14.  “The World depends on Natural Gas”, IGU World Gas LNG Report, 2016 Edition
at www.igu.org/sites/default/.../IGU-World %20LNG %20Report-2015%20
Edition.pdf

15.  International Energy Agency, World Energy Outlook 2012, October 2012 at https:
/ /www.iea.org/media/workshops/2012/energyefficiencyfinance/1aBirol.pdf,
and “Global LNG: Will new demand and new supply mean new pricing?”,
Ernst & Young, 2013 at http://www.ey.com/Publication/vwLUAssets/
Global LNG_New_pricing _ahead/$FILE/Global LNG_New_pricing_
ahead_DW0240.pdf
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have proposed plans to build or add LNG liquefaction capacity, many
of them being newcomers to the LNG market.

At present, the largest consumers of LNG are Asian countries,
namely, Japan, South Korea and Taiwan, respectively. An exception is
China, as it imports gas via pipelines from Central Asia and Myanmar,
and is poised to import large quantities from Russia. Due to the lack
of overland contiguity, there was a high level of dependency of most
Asian countries on LNG imports. Traditionally, LNG in Asia is priced
based on a price mechanism tied to the Japan Customs Cleared Crude
price (JCC), also called the “Japan Crude Cocktail.” The contracts,
which are skewed in favour of the suppliers to ensure they get a return
on their large infrastructure investment, are long-term, and once
finalised, remain in place for the duration of the contract which is
usually 20-30 years, and are rarely up for renegotiation, although some
limited volume flexibility exists in some cases, such as allowing the
buyer to reduce the volume slightly by a fixed amount. They are also
subject to a destination clause, which prohibits a buyer from re-selling
LNG in the market.

As a result, by mid-2011 prices rose in excess of $15/mmBtu from
a low of $7.18/mmBtu in 2009, and further touched $18/mmBtu by
the end of 2014, compared to $8 to $10.70/mmBtu in the European hubs
and the Henry Hub (North American prices within a bandwidth of
$2/mmBtu to $6/mmBtu between 2009 to 2015. At the same time, the
Asian spot LNG prices from mid-2009 to early 2011 remained
significantly below the JCC price during this period. Hence, when the
Fukushima Daiichi accident occurred in 2011, and Japan began
importing more LNG to replace its closed nuclear power stations,
which resulted in a tight Asian LNG market, prices went up further.'

However, since then, several new LNG supplies have entered the
market, chiefly from Africa and Australia, as well as from the US due
to the shale gas revolution, leading to a surplus in supplies. The fall in
oil prices too had an immediate effect on oil-indexed pricing with spot
prices in Asia being set at around $6/mmBtu compared to $15/mmBtu

16. Howard V. Rogers, “The Impact of Lower Gas and Oil Prices on Global Gas
and LNG Markets”, OIES Paper NG 99, Oxford Institute for Energy Studies,
July 2015.
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for terms sales, as it takes four-five months before oil prices are fully
reflected in contract prices."” As a result, several LNG importers
switched from long-term contracts to the spot market or shorter term
contracts as well as employing a hybrid form of contract, which
involved a mix of European and US hub-based pricing formulae." In
the first quarter of 2017 however, LNG prices have recovered
somewhat, with Asian spot LNG prices ruling around $7.50 per
mmBtu, almost at par with NBP benchmarks."

As the spot market for LNG grew, there were some calls for moving
away from oil-indexed pricing to a hub-based one. In Asia, there were
some suggestions that an Asian hub be created which would be
indicative of regional trade. To retain their markets, long-term suppliers
began offering concessionary prices in order to remain competitive,
although given the high costs in developing new capacity, LNG prices
are unlikely to collapse much further, particularly in Asia.

With oil prices looking to remain depressed for a while, as OPEC
members inclined to maintain production quotas to retain market share
by driving out high-cost production, hub-based cargoes may not
remain cheaper, as low gas prices have seen several planned LNG
plants being cancelled or put on hold. As in the case of the oil market,
if the gas market becomes globalised, a cyclical trend in prices may
take place in the gas market, leading to increased price volatility, as
low prices will eventually lead to a tapering off in supplies, while high
prices will lead to a supply glut.

At present, the gas market — particularly the Asian LNG market —
is in a state of flux, with no sure indication about which way it will
head. At the end of the day, contracts and pricing mechanisms will
have to suit both producers and consumers, which in turn will require

17. Anne Kat Brevik, “The Tide Has Turned for the Global LNG Market: A Look
Ahead to 2015 and Beyond”, Thomson Reuters, February 10, 2015 at http://
blog.financial.thomsonreuters.com/the-global-Ing-market-a-look-ahead-to-2015-
and-beyond/

18.  Tetsuo Morikawa, “Outlook and Challenges for Gas Markets in 2015”, The
Institute of Energy Economics, January 2015 at http://eneken.ieej.or.jp/data/
5914.pdf

19.  Oleg Vukmanovic and Mark Tay, “Global LNG-Asia prices hit parity with
British gas benchmark”, Reuters, February 3, 2017 at http:/ /www.reuters.com/
article/global-Ing-idUSLSN1FO5T3
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a market-based mechanism to be in place. However, as in the case of
the oil market, with security objectives taking precedence over
economic ones in several countries, prospects for a competitive, market-
based and deregulated gas market may be limited.

Growing Geopolitics

Despite new supplies coming into the market, natural gas resources,
like oil are not evenly distributed. Around 70 percent of the world’s
known conventional gas resources are found in a region which
stretches from Russia, Central Asia and West Asia. Moreover, natural
gas reserves have been found in the Eastern Mediterranean Sea, which
the United States Geological Survey in March 2010 assessed of having
a potential of around 112 tcf (3.17 tcm).? Since the revenue accrued
from energy sales/exports are often the economic backbone of
exporting countries leads to political and economic interests of States
taking precedence over commercial competition. In order to defend
their national interests, States engage in strategic behaviour, which is
reflected in policies that are geopolitical rather than commercial. This
factor is expected to increase, as along with demand, the supply source
of gas also expands with the discovery of new sources of gas emerging.
With competition in gas-exporting countries poised to increase, States
often strategically manoeuvre in order to affect gas flows.

This proclivity of some countries to use their gas exports as a
foreign policy tool and influence gas flows raises concerns in gas
importing countries over dependence on gas imports. On the other
hand, gas-exporting countries, particularly those which are dependent
on transit countries or a small number of markets are also concerned
over losing market share to competitors and are weaving their energy
policies into their foreign policy strategies. Similarly, some of the large
energy consuming countries are leveraging their market as a diplomatic
tool, and ensuring that the promise of long-term demand is being tied
into their relations with energy producing countries. While energy —

20. “Assessment of Undiscovered Oil and Gas Resources of the Levant Basin
Province, Eastern Mediterranean”, U.S. Department of the Interior, U.S.
Geological Survey, Fact Sheet 2010-3014, March 2010 at http:/ /pubs.usgs.gov/
fs/2010/3014/pdf/FS10-3014.pdf
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more specifically oil — has always played a major role in traditional
geopolitics, the growing debate on carbon emissions and its fallout on
global warming has turned the spotlight on gas as a ‘bridge” fuel in
the transition from fossil fuel-dominated global economy to cleaner,
greener energy resources.

Although gas is used worldwide, some countries are more
important for the gas market as their policies and strategies are
expected to either influence the way in which the gas market evolves,
or conversely, whose polices will be impacted by unfolding events in
the gas market. Although the following countries are the main movers
and shakers of the gas market, several newcomers have emerged more
recently. However, as their activities and policies are more
commercially oriented, they have not been dealt with separately.

The United States of America

The US has perhaps been the largest contributor to the changes that
have taken place in the energy markets, and more particularly in the
gas market. The American energy revolution brought about by fracking
technology, with the commercial exploitation of shale assets having
had wide-ranging geopolitical consequences. Apart from being closer
to realising its goal of being ‘energy independent’, the US is now poised
to become an energy superpower, rivalling Saudi Arabia and Russia
in the oil and gas markets. For the first time since 1971, energy will no
longer be perceived as a strategic liability for the country, and it can
now take policy decisions without having to factor in complex
obligations based on energy security considerations. Instead, the US’
new-found energy bounty is set to boost its leverage around the
world.”!

As US production continues to increase, it is putting downward
pressure on global gas — and oil — prices, thereby reducing the
geopolitical leverage that traditional energy suppliers have wielded
for decades. For example, in 2012, while US gas prices stood at $3 per
million BtU (mmBtU), Germans paid $11/mmBtU and the Japanese

21.  Robert D. Blackwill and Meghan L. O’Sullivan, “America’s Energy Edge: The
Geopolitical Consequences of the Shale Revolution”, Foreign Affairs, March-April
2014 at
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paid $17/mmBtU. Gas customers in various parts of the world will
now have the advantage of negotiating better terms with traditional
suppliers, and loosen the geopolitical grip of these producers from
Russia to West Asia.

These changes may also see the emergence of new partnerships,
which will have considerations for the energy markets at its base, but
more importantly, will have far-reaching geopolitical implications, the
contours of which can be seen in the China-Russia gas deal of 2014.

Finally, the US fracking and shale gas revolution may well have
the greatest impact on the current pricing mechanism, as cheaper US
hub-based resources may instigate changes in the current regional
status of the gas market and nudge it closer towards a more globalised
orientation, akin to the oil market.

Russia

Its natural gas reserves are perceived to be the backbone of the Russian
energy sector, and more importantly, a powerful tool of the country’s
domestic and foreign policy. Not only does it play a key role in
establishing Russia’s credibility in the global energy economy; it is an
important tool in a number of significant foreign policy initiatives as
it allows Russia’s integration into global trade. Through joint ventures
and foreign investments, both within and outside Russia, Russian
business has been able to be integrated into global economic relations,
gradually making Russia a full-fledged participant in the global
economic system.*

With around 1,688 trillion cubic feet (tcf) (47.7 trillion cubic metres)
of natural gas reserves as of January 1, 2013, Russia accounts for about
a quarter of the world’s total proven reserves. At present, 76 percent
of its natural gas is exported to Western Europe through a vast network
of pipelines controlled by state-owned Gazpromand transiting through
Ukraine and Belarus.*

22, Ibid.

23.  Tatiana Mitrova, “The Geopolitics of Russian Natural Gas”, Center for Energy
Studies, James A. Baker III Institute for Public Policy, Rice University, February
21, 2014.

24. Russia, US Energy Information Administration, March 12, 2014 at http://
www.eia.gov/countries/analysisbriefs /Russia/russia.pdf
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When Vladimir Putin took over Russia’s presidency, in line with
his policy outlined in an article he wrote in 1999, he moved to take
control of the natural resource sector, as he felt it was too important to
be left entirely to market forces. Putin understood that energy resources
and exports could be used to leverage Russia’s economic and
geostrategic revival, and after nationalising several independent oil
companies, the government systematically set about to monopolise the
European market, ruthlessly preventing any alternative suppliers from
emerging, either by buying gas from regional rivals at above-market
rates, or preventing any alternative transit routes from coming up by
engineering conflicts and even terminating supplies. Being Eurasia’s
largest gas supplier, Russia has a huge influence on the prices as well
as geopolitical leverage. However, Russia’s most effective weapon is
its gas network, and it has assiduously prevented any rival network
or route to come up. Whenever any former Soviet state has shown an
interest in integrating more closely with the West or NATO, Russia
has used pricing disputes to terminate gas exports. Some cases in point
are Belarus and Ukraine, both of which are important transit states
through which Russian oil and gas exports are sent to Europe.

However, these strategies have left client states, sometimes with
the support of the US, to explore alternative supply sources as well as
to seek reorganisation and reform of their energy sectors, which, if
successful, could see Russia losing its market monopoly.* The recent
sanctions imposed by the West following Russia’s annexation of
Crimea has added to Russia’s economic troubles, at a time when Russia
needs foreign investments to develop new gas reserves in Siberia and
the Arctic to replace falling production from more mature fields. At
the same time, the emergence of new gas producers is cause for concern
for Russia. With new entrants in the gas production market growing,
Russia will be facing tough competition for markets.

As a result, Russia is now seeking to diversify its market to the
east and has been negotiating with potential Asian clients for markets.
In May 2014, in what is being seen as the biggest deal in the energy

25.  Jonas Gritz, “Deflating Russia’s Gas Pressure”, Policy Perspectives, Vol. 1, Issue
1, Center for Security Studies, September 2013 at http://www.css.ethz.ch/
publications/pdfs/PP_01_08_2013.pdf
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market, Beijing and Moscow ended months of fractious negotiations
and signed a $400 billion agreement wherein Russia would supply
China with up to 38 bcm of gas annually between 2018 and 2048. The
deal is being seen as a reiteration of the role geopolitics plays and will
continue to play in energy issues. Nevertheless, Russia will have to
overcome several challenges and introduce reforms in its gas sector if
it has to continue to retain its grip as a gas superpower.

West Asia (Iran, Qatar)

Although Iran has the second largest gas reserves after Russia, the
sanctions imposed on the country have not allowed it to gain access
to the technology or the financial resources it desperately requires to
become a global natural gas and LNG player. The sanctions also
deprived it of agreements on major pipeline deals to transport gas to
Europe or Asia. But following a deal between Iran and the P5+1 nations
on capping its uranium enrichment programme in July 2015, many of
the sanctions have been lifted, making it possible for Iran to come out
of decades of international isolation. However, while Iran has
embarked on a large-scale plan to rejuvenate its ailing gas — and oil —
sector, it will have to overcome several hurdles, many of them
emanating from its own domestic politics, before it can position itself
as a leader in the gas market over the next decade. As in the oil market,
where its regional rival Saudi Arabia stands in its way, Qatar, the US,
Russia and more recently Australia, stand in its way.

As the current reigning LNG superpower, Qatar’s natural security
policy is driven by increasing its international profile in order to protect
itself from the perils of its vulnerability as a small State sandwiched
between the two regional giants, Saudi Arabia and Iran. Using its vast
gas resources — the third largest in the world - it has gained an
international presence far beyond it size. However, it is now facing
competition from new producers, particularly in the Asian LNG
market, which is its traditional domain. Australia is constructing
liquefaction plants that will more than triple its annual LNG-
manufacturing capacity to 85 million tons by 2018, surpassing Qatar,
and even American producers have signed contracts to supply Asian
LNG buyers at competitive prices. As a result, Qatar stands to lose some
market share and may cut prices to retain markets. To hedge itself
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against increasing competition, Qatar has bought stakes in oil and gas
fields in diverse countries as well as in international oil companies such
as Royal Dutch Shell and Total, both of which operate LNG plants
around the world.?® Whether Qatar succeeds in manoeuvring itself in
an over-supplied and increasingly competitive market will be a
testimony of its survival skills and business acumen.

Turkmenistan

Turkmenistan, which is estimated to hold around 17 tcm of natural
gas reserves— currently the fourth largest in the world — adopted a
foreign policy that was premised on “positive neutrality” following
its independence in 1991. While “neutrality” allowed it to build
strategic relations with all countries without joining any blocs, it also
allowed it a way out of its dilemma of maintaining relations with
Russia on the one hand, and forging relations with other countries on
the other. Iran is already a market, albeit limited, although pricing
disputes with Tehran have seen flows decreasing. Moreover, with Iran
now poised to become a major gas exporter following the lifting of
sanctions, the need to find other markets has become all the more
critical for Ashgabat.

At the time of independence, Turkmenistan, a landlocked country,
was completely dependent on the Soviet-era pipeline network to
transport its most valuable asset, natural gas, to other markets. Hence,
while in the initial years of independence, it continued to use the
Russian network, pricing problems with Gazprom saw Ashgabat
cutting off, or threatening to terminate gas supplies from 1997.
Subsequently, frequent disagreements over pricing, and Ashgabat’s
attempt at finding alternative markets have exacerbated frictions with
Russia, and recently, the latter terminated supplies from Turkmenistan
completely.”

26.  Robert Tuttle, “Qatar’s LNG dominance challenged”, Washington Post, April 18,
2014 at http:/ /www.washingtonpost.com/business/qatars-lng-dominance-
challenged /2014 /04/18 /90b06cda-c66¢-11e3-9£37-7ce307c56815_story.html
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Policy, Rice University, December 2013 at http:/ /belfercenter.hks.harvard.edu/
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However, by 2009, Turkmenistan had found a ready client in
China’s CNPC, to which it supplies 35 bcm currently, with plans to
double supplies by 2020. Nevertheless, unwilling to become dependent
on a single market, Ashgabat has also been negotiating to further
diversify its market. Negotiations for two more projects are being
carried out — the first, which envisages transporting 33 bcm per year
of gas from the Galkynysh field to South Asia through the
Turkmenistan-Afghanistan-Pakistan-India (TAPI) pipeline, and the
second, the 30 bcm per year trans-Caspian pipeline (East-West Pipeline)
to Europe through Azerbaijan, with supplies from its Caspian Sea
reserves. Both projects are uncertain, however, the first due to security
issues given the conflict-ridden route of the project, as well as disputes
over giving stakes to the companies involved in exploration,
production and transporting the gas, and the second due to legal
disputes with other Caspian littorals over sovereign rights as well as
Azerbaijan.”® Hence, although Turkmenistan has the potential to
become a major gas supplier to European and Asian markets, it has to
overcome several obstacles, including its own land law policy, and
manoeuvre through regional geopolitical tensions before it can take
its place among the world’s gas giants.

Australia

Currently the second largest LNG exporter after Qatar, and poised to
become the leader by 2020, Australian gas producers are not in an
enviable position as continuing low prices from 2014 has seen it under
pressure from Asian buyers to renegotiate prices, particularly after its
massive $54 billion Gorgon project — the most expensive in the world
—comes on line. In addition, three unconventional coal seam gas (CSG)
projects are under construction in Queensland, one of which has
commenced production. Most of Australia’s current LNG production
is exported to Asia; more than 80 percent is exported to Japan, while

28.  Andrew C. Kuchins, Jeffrey Mankoff and Oliver Backes, “Central Asia in a
reconnecting Eurasia: Turkmenistan’s Evolving Foreign, Economic and Security
Interests”, Center for Strategic and International Studies, CSIS, June 2015 at
http:/ /csis.org/files/publication/150513_Kunchins_Central AsiaTurkmenistan
_Web.pdf
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China and Korea account for much of the remaining share.” However,
following the slump in prices, concerns regarding the viability of the
Gorgon project have risen as supplies from new suppliers are
undercutting the project’s potential, rendering pricing below
production costs. Nevertheless, the project’s partners are optimistic,
banking on the hope that prices will not remain low forever and that
growing demand from the Asia-Pacific countries which are the main
buyers of Australian LNG, would see demand — and prices — go up
again, albeit over a period of time.

While Australia will certainly be a dominant actor in the gas market
over the next decade, particularly in the Asia-Pacific region due to its
geographical location, currently, the decisions taken on natural gas
development and marketing are based on market considerations and
not driven by geopolitical considerations.*® Hence, a separate chapter
on Australia has not been included in this book.

Arctic

Prior to the drop in the price of oil and gas, the Arctic was seen as the
last frontier for the world’s hydrocarbon resources, setting off fierce
competition among the Arctic littorals. Following a US Geological
Survey report published in 2008, which estimated that the region held
22 percent of the world’s technically recoverable oil and gas resources,
as well as the opening of sea routes following the melting of sea ice,
fierce competition broke out among these nations, with each vying to
expand their sovereignty and territorial space. The issue became more
complicated as non-Arctic observer States too tried to expand their
reach in the region. Over the last few years, some militarisation has
also taken place, with some States making overlapping claims over
large swathes of territory, and moving troops and equipment into the
region.

29. Natasha Cassidy and Mitch Kosev, “Australia and the Global LNG Market”,
Reserve Bank of Australia, March 2016, Bulletin, at http:/ /www.rba.gov.au/
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Since the drop in oil and gas prices, some of the lure of the region
has dissipated, as it is unlikely that the Arctic’s energy and mineral
resources will contribute to the global energy market till after 2025.%!
As long as energy prices remain low, exploring for hydrocarbons in
the Arctic makes little economic sense. However, given that the region
may be the last fully unexploited space with abundant energy
resources, it is likely that the geopolitical competition that was seen a
few years ago will return.

While the countries and regions mentioned above are producers
and exporters of gas, countries that rely on importing their vital energy
supplies and are therefore seen as a being vulnerable. However, given
that energy security is as much about the security of markets as the
security of supplies, the need for retaining and protecting market share
make producers just as dependent on sustainable demand from key
economies. The shift in economic dynamism towards the East over the
past two decades is often seen as a rebalancing of geo-economic
leverage, with some major Asian economies using their markets for
geopolitical gains. Hence, these countries are seen as an important
anchor for the global supply-demand balance and an influential force
in global energy markets.

China

For China, the changes taking place in the natural gas and the overall
energy markets have given rise to concerns as well as opportunities
that could be exploited to its advantage. On the one hand, for China,
whose rapid economic growth allowed its international profile to grow,
energy security is critical in order to maintain its growth trajectory as
well as ensuring that its domestic climate remains peaceful. However,
its huge economic growth has meant a commensurate rise in demand
for energy and despite large investments in domestic production, its
demand has outstripped domestic supply, rendering the country
dependent on increasing imports. Moreover, its energy security
concerns have usually centred around its access to energy resources

31.  “Opportunities and Challenges for Arctic Oil and Gas Development”, Eurasia
Group Report for The Wilson Center, Washington, D.C. January 2014 at http://
www.wilsoncenter.org/sites/default/files / Artic%20Report_F2.pdf, accessed on
May 22, 2014.
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often from unstable regions, and transported through sea lanes that
are dominated by the US navy. The US’ pivot Asia policy along with
the shifts that have taken place in the energy market due to the shale
revolution have also created concerns of encirclement, pushing China
to adopt an aggressive posture over territorial claims in the East and
South China Seas, both to control the energy reserves in the region as
well as to counterbalance Washington’s network of alliances in the
Pacific. Beijing is also trying to lessen its dependence on sea-based
transport, and the timing of the recent deal with Moscow is a sign that
it is hedging its vulnerabilities to ensure its energy supplies.

At the same time, the US shale gas revolution has benefited China
as it has driven oil and gas prices down. The freeing up of US-bound
gas supplies are now available for other consumers and can be
negotiated for better terms.

Nevertheless, in its pursuit of enhancing its energy self-sufficiency,
China is also trying to develop its own vast shale resources, given that
it has the world’s largest reserves of shale gas. The US EIA estimates
that China has total reserves of 1,211 tcf (34.3 tcm) of shale gas, almost
50 percent more than the 862 tcf (24.4 tcm) in the US. Although issues
about the economics and environmental consequences of developing
shale gas have to be taken into account, it also has the potential to
transform China’s energy landscape, provided China gains access to
the technology.®

Finally, China is well poised to replace the US as the largest energy
market, and while it has leveraged its growing demand to form loose
energy alliances and partnerships with several oil and gas producing
countries in Eurasia and West Asia, as well as Africa and Latin America,
it remains wary of its vulnerability to supply disruptions, particularly
in its maritime periphery. Moreover, faced with a slow-down of its
domestic economy, the China’s leadership began looking for new
avenues to sustain growth at a time when other developing countries
are experiencing rapidly rising demand. In 2013, Chinese President

32.  Gal Luft, “What does America’s shale gas revolution mean for China?”, Journal
of Energy Security, July 25, 2013 at http://www.ensec.org/index.php?option
=com_content&id=452:what-does-americas-shale-gas-revolution-mean-for-
china&ecatid=137:issue-content&Itemid=422
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Xi Jinping first mentioned the plan, known as the One-Belt-One-Road
(OBOR) project. At the heart of the plan, which involves more than 60
countries, representing a third of the world’s total economy and more
than half the global population, lies the creation of an economic land
belt that includes countries in Central Asia, West Asia and Europe, as
well as a maritime route that links China’s port facilities with the
African coast, through the Suez Canal into the Mediterranean and
eventually into Latin America. The project aims to redirect the country’s
domestic over-capacity and capital into infrastructure development to
improve trade and relations with ASEAN, Central Asian and European
countries, as well as gain improved access to the Persian Gulf and the
Mediterranean Sea, as well as to the Indian Ocean and South China
Sea through Southeast Asia and South Asia.*

India

Where the Chinese gas market had earlier held out the promise for
gas exporters, India is being seen as a market with huge prospects.
According to the IEA, India is, or will be, the surprise factor in the
coming decades as its high economic growth has seen its demand for
energy, growing at a pace that is faster than any other country.
Although coal and oil will continue to form the backbone of India’s
energy sector, the government has declared that it plans to shift to a
gas-based economy, both by boosting domestic production as well
buying LNG, to meet its commitments to curb growing carbon
emissions. According to the IEA, India’s natural gas demand will grow
by 4.2 percent per annum to 2035, with demand growing from 5.3
billion cubic feet per day (bcf/d) or 0.15 bcm per day in 2012 to nearly
18 bef/d (0.5 bcm/d) by 2035. Despite the optimism regarding
increased domestic production, its gas output has been falling due to
lack of investment and the low domestic prices which act as a
disincentive for the producers. Hence, India is expected to become

33.  Xuming Qian, “The Belt and Road Initiatives and China’s Middle East Energy
Policy”, International Relations and Diplomacy, October 2016, Vol. 4, No. 10, pp.
611-616 at https://www.davidpublisher.org/Public/uploads/Contribute/
586b5db7853d6.pdf; Francis Cheung, “A brilliant plan: One Belt, One Road”,
Credit Lyonnais Securities Asia (CLSA) 2015 at https://www.clsa.com/special/
onebeltoneroad /
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more dependent on imports, which currently stands at 40 percent of
demand. As of now, the bulk of India’s LNG imports come from Qatar
through long-term contracts, while the remainder is purchased on
short-term and spot deals. India had also tied up a 20-year agreement
with ExxonMobil’s Gorgon facility in Australia, with supplies
beginning from 2016-17, and another 20-year contract with Cheniere
Energy from the US, with deliveries expected from 2017.** However,
given the crash in prices, India is now negotiating with these suppliers
for better terms, preferring to pick up cheaper gas from the spot market.
It is also looking at importing piped natural gas from Turkmenistan,
under the TAPI project, as well as from Russia and Iran following the
lifting of sanctions from the latter. Nevertheless, given that plans are
afoot for constructing at least five more terminals, it would appear that
India intends to import LNG as opposed to piped gas.

What Lies Ahead?

The era of gas has been brought about by the fracking revolution and
the unlocking of vast amounts of shale gas that was previously
considered uneconomical to extract. The resultant pace and scale of
US shale gas production, has changed its status as the world’s largest
oil and gas importer to that of a potential exporter. The implications
of this go far beyond economic factors. Not only have natural gas prices
in the US plummeted — from $13 per million British thermal units
(mmBtu) in 2008 to around $3.80/mmBtu — leading to a scramble
among US producers to find overseas markets. This has not only raised
the potential of increased gas supplies globally, as supplies intended
for the US market are now freed up for other customers, but it has
also created the potential for other countries to explore their own shale
resource base for domestic use as well as commercial production, which
may lead to dramatic geopolitical changes.

As more supplies enter the market, leading to greater liquidity, it
could lead to a change in the structure of the current gas market, from
a predominantly oil-indexed and regional one to a competitive gas-

34. Charles Ebinger and Govinda Avasarala, “Natural Gas in India: Difficult
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on-gas priced market, that is more global in nature. Given the wider-
than-oil but still uneven distribution of gas resources in the world,
geopolitical factors will gain ground in the gas market, as countries
may increasingly use their resources or markets as an instrument to
further their broader geopolitical and economic interests.

However, given the nature of the gas market as well as the
infrastructure required for gas, there are numerous challenges that will
have to be overcome before gas can replace oil, or for that matter, other
competing fuels. Gas infrastructure — both for piped gas as well as LNG
— takes years to build and involves huge costs. Moreover, given the
high reliance on fixed infrastructure, finding alternative supplies in
the event of disruptions can be difficult, as the gas spot market is
relatively small, despite growing liquidity, and requires more
liberalisation, along with more contractual flexibility with regard to
re-directing cargoes.

Finally, the future of shale gas is still uncertain, and the current
production surge can be reversed in a few decades, causing a rise in
prices, which will affect consumers all over the world, similar to that
in the oil market. Already, with a rise in oil prices, a concurrent rise in
gas prices has also taken place, reiterating the need for a de-linking
oil and gas prices.

Therefore, while significant changes are taking place in the gas
market, which over the years will have far-reaching consequences and
implications for the global energy market as well as geopolitics, it may
take a while before the golden age of gas can become a reality.



2

THE UNITED STATES OF AMERICA —
THE GAME CHANGER

“Energy independence” has been a mantra that has been stated as a
goal by successive American presidents and leaders. But not only did
the US become a net energy importer by the 1950s, by the early 1970s,
it had become the largest importer of oil. Since then, the one of the
cornerstones of the country’s foreign policy was dictated by the need
to not only secure an uninterrupted flow of oil, but to ensure that it
was priced affordably. With the West Asian region holding the largest
oil reserves, it was only natural that the region was a major focus of
its foreign policy. Hence, during the Cold War, US strategy was
primarily aimed at ensuring that the vast oil reserves of the Persian
Gulf states did not fall into Soviet hands. When Washington lost
influence over one of its key allies in West Asia, following the Iranian
revolution in 1979, and subsequently the invasion of Kuwait by
Saddam Hussein, its policy was geared towards preventing these
countries from threatening the US’ oil-rich Arab allies. When a
sanctioned Iraq tried to sell its oil in Euros, threatening the dollar’s
hold over the oil market, Saddam Hussein was removed.

Interestingly, although the US was till recently the largest importer
of oil and gas, the West Asian region per se was not a major source of
oil or gas for the US. But oil being a fungible commodity meant that
irrespective of where production disruptions occurred, the stability of
the entire oil market is affected, mostly due to the impact on prices as
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well as being a major source of supply for its European and Asian allies.
Hence, although the US” primary sources of oil — or for that matter gas
— imports was not the West Asian producers, the instability of the
region had an impact on the US economy as it not only meant higher
oil import bills for itself and its allies,' but also because oil and gas
revenues sustained the reign of its West Asian allies. Moreover, with
oil being traded only in dollars as per the 1945 agreement between
the US and Saudi Arabia, it was essential that Washington exercise
control over this vital commodity. And in so doing, it was also
vulnerable to the impact of oil-related politics of the producing
countries.

Now, for the first time since the 1970s, the US has an option to
distance itself from the geopolitics of the oil market, and particularly
that of the West Asian oil producing countries. With production of oil
and gas averaging around 8.6 mbd in 2016 and natural gas production
at 769 billion cubic metres (bcm),” the US is not only in a position to
cut its oil and gas imports, but also to become a major global supplier.

This change in its energy scenario was made possible through the
breakthrough in horizontal drilling technology combined with
developments in hydraulic fracturing (fracking) technology, due to
which the economic feasibility of production of oil and gas from shale
formations has increased. As the US has substantial shale formations,
and has seen a rapid increase in the production of shale oil and gas,
there are reports from the Department of Energy (DoE) that with a
combination of energy efficiency measures, lower consumption and
huge production of shale gas as well as oil, it would not be long before
a shale resource-driven US would not only be in a position to reduce
— perhaps even end its energy imports — but would enable it to call the
shots in the global energy market, thereby gaining a tremendous
geopolitical advantage. Only, now the US" energy geopolitics will be
driven not only by its oil production, but also by gas.

1. Stephen P.A. Brown, Hillard G. Huntington, “Assessing the US oil security
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Statistical Yearbook 2016, at https://yearbook.enerdata.net/world-natural-gas-
production.html
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According to the recent BP World Energy Outlook 2017 projections,
while fossil fuels will continue to provide the majority of the world’s
energy needs, meeting two-thirds of the increase in energy demand
out to 2035, there will be a shift in the energy mix. Driven by climate
change concerns, natural gas, including shale gas, along with
renewable energy resources, nuclear and hydro energy, will now
dominate the global energy basket. Moreover, gas — which is projected
to be the fastest growing fossil fuel, as well as the cleanest — will meet
much of the increase in demand as coal and oil combined.?

A Gas-Based Resurgence

When Barack Obama took over the presidency in 2009, the US was
already reeling under the impact of the economic recession that had
taken over the Western countries. It was not surprising therefore that
Obama’s campaign rhetoric focused on economic recovery as well as
the re-emergence of America as a global energy leader.

The energy policy adopted by him during his first term underscored
the point that a global race was underway in taking over the leadership
over the development and manufacture of clean energy technologies,
with countries like China and even India playing to win. He exhorted
the American people to take back the mantle of energy leader. In his
State of the Union Address, the President proposed an ambitious but
achievable standard that by 2035, the US would generate 80 percent of
electricity from a diverse set of clean energy sources — including
renewable energy sources like wind, solar, biomass, and hydropower;
nuclear power; efficient natural gas; and clean coal, and called for
investors to move billions of dollars into the clean energy economy,
creating jobs across the country and reducing air pollution and
greenhouse gas emissions. Inhis 2011 Blueprint for a Secure Energy Future,
the Administration outlined the government’s priority as maintaining
America’s leadership in Research and Development (R&D), which was
critical to winning the future and deploying innovative technologies
that will create quality jobs and move towards clean energy economy
that would further reduce the country’s reliance on oil.*

3. BP Energy Outlook 2017 at https:/ /www.bp.com/content/dam/bp/pdf/energy-
economics/energy-outlook-2017 /bp-energy-outlook-2017.pdf
4. Blueprint for a Secure Energy Future, The White House, March 30, 2011.
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Despite the focus on renewable and alternative energy resources,
hydrocarbons and the need for imports would continue to be an
important area for the country’s energy policy. Like his predecessors,
Obama too talked about the need to free America from energy import
dependency, and specifically from the Persian Gulf region, and
advocated increasing domestic production of hydrocarbon resources
by opening up environmentally fragile areas in Alaska and the Gulf
of Mexico.” But, as he stated in his first address to the nation after
winning his second term, his strategy towards achieving “energy
independence” was based on the natural gas boom in North America
and not on the need to reduce energy imports from other regions.®

As a result, despite the fact that almost all US presidents since
Richard Nixon have been talking about the need for energy
independence, or rather, the need to reduce dependence on Persian
Gulf for its oil imports, it is for the first time that the goal seems to be
realisable. Based on a policy that combines a number of factors such
as a resurgence of domestic oil and gas production including from areas
that were hitherto closed due to environmental concerns, greater
efficiency standards in energy consumption across the board, and
wider spread of renewable energy and the commercial viability of US
shale gas production, never since the 1970s has the US been closer to
becoming an energy provider as against a net energy user.

Now, in 2017, the election of Donald Trump has seen the balance
tilt even further towards fossil fuels. His vow to “unleash an energy
revolution” by reversing regulations on oil and gas drilling on federal
land and offshore exploration, including shale resources, and speeding
up approval of new oil pipelines, including the Keystone XL and the
Dakota Access’, under his “America First” energy plan, has seen

5. “Obama Announces Plans to Achieve Energy Independence”, The Washington
Post, January 26, 2009 at www.washingtonpost.com/wp-dyn/content/article/
2009/01/26/AR2009012601147. html1?sid=ST2009012601175

6. “Obama’s 2013 State of the Union Address”, The New York Times, February 12,
2013 at http:/ /www.nytimes.com/2013/02/13/us/politics /obamas-2013-state-
of-the-union-address.html?pagewanted=all

7. Jeff Brady, “’America First’ Energy Plan Challenges Free Market Realities”
National Public Radio (NPR), February 7, 2017 at http://www.npr.org/2017/
02/07/513905161/ trumps-energy-shift-could-bring-higher-gas-prices-analysts-
say
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natural gas production rise to 73.7 bcf per day (2 bcm/d) in 2017, up
by 1.3 bef per day from 2016 levels. In 2018, the forecast for natural
gas production is another 4.1 bcf per day increase from 2017. Moreover,
this American bonanza of natural gas — and oil — exports are also poised
to increase. While LNG exports are expected to rise to 12 bcf per day
(0.339802 becm per day) by the end of 2017 and if cross-border pipeline
trade with Canada and Mexico are factored in, it may become a net
exporter of natural gas by a margin of as much as 15 bcf per day
(0.424753 becm per day).® If these forecasts bear out, it will have huge
implications for the energy — particularly the global — gas market.
Traditional LNG exporters like Russia and Qatar have already sounded
their concern over losing key markets in Europe and Asia respectively.
Already there are reports that Cheniere’s Sabine Pass LNG terminal
in Louisiana exported 11 cargos in December 2016 to China, Japan and
South Korea, Asia’s largest gas markets.

The ‘Revolution’

Although the first recorded extractions of shale gas took place in 1825
in Fredonia, New York, the fracturing or ‘fracking’ technology has only
recently matured to a level where commercial-scale production has
become viable. However, it was only after 1976 when the US
government began investing in gas research as part of the Eastern Gas
Shales Project that the potential of shale began to emerge. From 1980
to 2000, tax incentives were given, to promote shale drilling, providing
the stimulus required for technology innovations. But it was only in
2006, that the ‘revolution” was formally launched in the Parshall field
in Bakken-Three Forks, North Dakota — originally discovered in 1951
— that has turned global energy production upside down,’ putting the
US back in control of the energy markets.

While the shale gas revolution has ensured that the US” concerns
over dependence on energy imports have been allayed for now, it is

8. “Natural gas prices in 2017 and 2018 are expected to be higher than last year”,
Energy Information Administration, US Department of Energy, January 23, 2017
at http:/ /www.eia.gov/todayinenergy/detail. php?id=29632

9. “The Shale Gas Revolution: What You Need to Know”, Allegro Development, 2013
at http://www.allegrodev.com/whitepapers/Allegro—The-Shale-Gas-
Revolution.pdf
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in the strategic domain that the US stands to gain the most. At home,
increased production of shale resources has not only bolstered the US
economy by bringing down the price of oil and gas at the pump as
well as its energy import bill, but has also contributed to the economy
by creating thousands of jobs across the energy sector. According to
data contained in the 2015 Annual Economic Report of the President
transmitted to the Congress, the total employment in the oil and natural
gas industries, including extraction and support activities, increased
by 133,000 jobs between 2010 and 2013, and continued to grow through
2014.1°

The rise in energy production has also led to the recent
improvement in the trade deficit. Hence, while in 2006, the total trade
deficit was 5.4 percent of the GDP, by the end of 2013, the trade deficit
had fallen to 2.8 percent of the GDP, the lowest since 1999, barring the
crisis-affected year of 2009."

Moreover, the greater availability of gas, and the concurrent fall in
retail prices, led to a shift from coal-based generation of power to more
gas-based generation, bringing the share of coal in the US electricity
market down from 50 percent to 39 percent, while gas-fired plants
account for about 32 percent of the electricity basket, thereby
contributing to a reduction in carbon emissions.

Strategic Benefits of US Gas Exports

Despite the robust opposition both from sectors of domestic industry
as well as environmentalists, as the Energy section of the Economic
Report of the President states, one of the biggest benefits of the shale
revolution for the US is its fallout on its foreign policy. Without the
increase in production and concomitant reduction in dependence on
imports, it would not have been possible to have taken action against
Iran by way of imposing sanctions, as it would have a deleterious
impact on international oil prices and risk further destabilising an
already beleaguered global economy. Moreover, it was thanks to the

10.  Economic Report of the President, together with the Annual Report of the
Council of Economic Advisers transmitted to the Congress, February 2015 at
https:/ /www.whitehouse.gov/sites/default/files/docs/cea_2015_erp.pdf

11.  Ibid.
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extra American oil and gas supplies that did not see prices escalate
more steeply during the Arab Spring disturbances, although actual
supplies were not affected as much as were expected.

Beyond economic benefits, the shale gas revolution has greater
significance for the US’ strategic goals. With several LNG cargoes
meant for the US market now freed up for redirection to Europe and
Asia, it set the course for a sea change in the world gas market. Without
an over-supplied gas market, and potential alternative supply sources,
it would not have been possible for Europe to free itself of Russia’s
proclivity to use its monopoly over its gas market as a political weapon.

For Asian countries, the largest LNG importers in the world, it has
provided not only alternative sources of supply but has also provided
alternatives to dependence on the West Asian energy producers. It has
also provided the option of flexible and cheaper pricing models from
the hitherto costly oil-indexed term deals they were dependent on.
Now there is a real possibility of the gas market becoming a global
market instead of the existing regional one. With 22 LNG import
terminals in the US in the process of being converted into export
terminals, the LNG market is set to expand, to rival the existing
pipeline-dominated and regionally divided gas market to a more liquid
and truly globalised market."> As of June 2016, the Federal Energy
Regulatory Commission (FERC) had given final approval to 10 LNG
export proposals, of which six are under construction, and four have
not yet commenced with construction.” (see Map 2.1)

As American gas enters the global market, it will increase global
supply and push global prices down. Lower natural gas prices around
the world have a positive geopolitical impact for the US as it would
reduce European dependence on Russian gas, particularly the Central
and Eastern European nations, and prevent it from exerting political
pressure on these nations. It would also allow many Asian nations
which are highly dependent on imports from West Asia, to reduce their

12.  Robert Manning, “The Shale Revolution and the new Geopolitics of Energy”,
Brent Scowcroft Center on International Security, Atlantic Council, November
2014 at http://www.atlanticcouncil.org/images/publications/Shale_
Revolution_ and_the_New_Geopolitics_of Energy.pdf

13.  “North American LNG Import/Export Terminals Approved”, FERC at http://
www.ferc.gov/industries/gas/indus-act/Ing/Ing-approved.pdf
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Map 2.1

dependence on a region that is politically turbulent, and provide them
the option of diversifying their supplies from a steadier and more
reliable source of supply."

At the same time, it would allow the US to strengthen ties with
allies and trading partners around the world. Moreover, US LNG can
also help the developing world by providing not only a source of
affordable energy, but also one that is less carbon-intensive than the
fuels that these countries are now using, and assist them in reaching
their environmental objectives.” In effect, rising US gas exports would
lead to rising American global influence.'

14.  “Prosperity at Home and Strengthened Allies Abroad — A Global Perspective
on Natural Gas Exports”, The Policy Paper Series — Transforming Ideas Into
Solutions, U.S. House of Representatives Committee on Energy and Commerce
Chairman Fred Upton, Vol. 3, Issue 1, February 4, 2014, energycommerce.house.
gov at http:/ /energycommerce.house.gov/sites/republicans.energycommerce.
house.gov/files/analysis/20140204LNGexports. pdf

15.  Ibid.

16.  Ibid.
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Opportunities and Challenges for US Gas Exports

According to the President’s Economic Report’s section on energy, over
the last decade, with US natural gas production increasing by roughly
40 percent, the US can produce more than enough natural gas to meet
domestic demand affordably as well as support exports. However,
while US LNG construction is scheduled to export large volumes over
the next three years, Australian supplies are expected to come on line
by 2017, raising concerns that a further saturation of the LNG market
will drive prices down further.

However, in what could prove to be a game changer with the
potential to catapult the US into the group of leading gas exporters, is
the inauguration of the newly expanded Panama Canal on June 26,
2016. Following the deepening and widening of the Canal, which
connects the Atlantic Ocean to the Pacific Ocean via the Caribbean
Ocean, the US will now be able to handle around 90 percent of the
world’s LNG tankers — as against the current 6 percent —and a carrying
capacity up to 3.9 bef (0.1092 bem) of LNG, besides shortening the travel
time and transportation costs for US suppliers to key overseas markets.
For example, the transit from the US Gulf Coast through the Panama
Canal to Japan will now cut the voyage time to 20 days, compared to
34 days for voyages around the southern tip of Africa or 31 days if
transiting through the Suez Canal. The voyage time to South Korea,
China, and Taiwan too will be reduced, as will voyage time to South
America, although it will not have any impact on voyages to India."”
With about 9.2 bef per day (0.2576 bem per day) of liquefaction capacity
either in operation or under construction by 2020, of which more than
4 bcf per day (0.112 bcm per day) under long-term (20 years) contracts
with markets in Asia, and an additional 2.9 bcf per day (0.0812 bcm
per day) capacity under construction and contracted to various
countries, the US is set to become the world’s third-largest LNG
producer, after Australia and Qatar. And with advantages of time and
cost-cuts following the expansion of the Canal, the US will have
narrowed the advantage gap with Australia in terms of Asian markets.

17.  “Expanded Panama Canal reduces travel time for shipments of U.S. LNG to
Asian markets”, Today in Energy, Energy Information Administration, US
Department of Energy, June 30, 2016 at http:/ /www.eia.gov/todayinenergy/
detail.cfm?id=26892
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The US will, however, have to deal with domestic opposition to
LNG exports due to their impact on domestic prices. Those who favour
exports are of the opinion that even if domestic prices do rise, some
benefits to the US will accrue. According to EIA estimates, US
residential retail prices would rise by 2 percent between 2015 and 2040.
Nevertheless, with an increase in exports, the resulting price changes
would have a number of beneficial effects on producers, besides
attracting more investment, increasing employment, and most
importantly, enhancing the country’s geopolitical security.

A second set of challenges have also emerged against developing
shale resources from the environmental lobby. Their argument rests
on three issues. First, it damages the environment and endangers local
communities. Moreover, it also impacts on drinking water resources
by contaminating wells due to acquiring water to use in stimulating
the well and mixing the fracking chemicals with the water to construct
wells, inject the fracking fluid into the well, and handle fracking waste
water that flows back up the well. Opponents of fracking maintain that
at the end of the day, gas was a fossil fuel and therefore not much better
than coal or oil when it comes to emitting greenhouse gases (GHG),
and would require changes during the production process.

Third, with renewable energy now making so much progress, and
with the US now one of the largest producers of renewable energy,
these should lead the way for the transition to a zero-carbon future.
On the other hand, use of natural gas would potentially stand in the
way of developing renewables."®

Finally, there are doubts whether the US could become the world’s
dominant LNG player. Some experts are of the opinion that most of
the gas liquefaction projects planned in the US would never get off
the ground, mainly because of the drop in oil prices. Due to the linkage
between LNG contracts and the price of crude, the price advantage of
US LNG projects would be wiped out. In a paper, Leonardo Maugeri
said that it was likely that not more than five or six LNG export plants,
as against the 30 planned, would materialise in the US through 2020.

18.  Michael Levi, “Fracking and the Climate Debate”, Democracy, Issue 37, Summer
2015 at http://www.democracyjournal.org/37/fracking-and-the-climate-
debate.php
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Over the past few years, US natural gas prices have been about $4 per
1000 cubic feet, with oil around $100 a barrel, giving US gas a price
advantage. But with crude prices falling over the last six months to
under $50-60 a barrel, the oil-to-gas price ratio has shrunk, as natural
gas in the US is hovering near $3 per 1000 cubic feet. Moreover, falling
natural gas prices in Asia have further complicated the situation. The
price has dropped by some 50 percent less than a year ago, which has
eroded the advantage US exports had earlier. Given the huge costs
involved in LNG infrastructure, several projects are likely to be
delayed.”

To address these concerns, the Obama Administration released a
much-delayed draft assessment issued by the Environmental
Protection Agency (EPA) on the effect of the production technique on
“specific instances” when fracking “led to impacts on drinking water
resources, including contamination of drinking water wells.” Although,
earlier, the EPA had maintained that there was no evidence that
fracking had contaminated drinking water, the study confirmed that
fracking had indeed done so, albeit with the caveat that the number
of contamination cases was not as widespread compared to the number
of hydraulically fractured wells, and that the allegations of
contamination were not confirmed as there was insufficient pre- and
post-hydraulic fracturing data on the quality of drinking water
resources.”

Moreover, as the Energy section of the Economic Report of the
President states, natural gas has played a central role in the transition
to a clean energy future as fuel switching, including replacing coal with
natural gas as well as renewables like solar and wind energy, almost
halved CO, emissions in the power sector from 2005. It also stated that
unconventional (shale) natural gas development has opened a vast
resource and had increased quantities of natural gas production, which

19.  Ted Griggs, “Plans for export facilities in doubt”, The Advocate, February 7, 2015
at http:/ /theadvocate.com/news/business/10650285-123/falling-oil-prices-put-
proposed

20. “Assessment of the Potential Impacts of Hydraulic Fracturing for Oil and Gas
on Drinking Water Resources”, Executive Summary, US Environment protection
Agency, June 2015 at http://www?2.epa.gov/sites/production/files/2015-07 /
documents/hf es erd_jun2015.pdf
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had benefited the economy. It also states that the Administration had
taken steps to ensure that natural gas and oil production would be
undertaken in a responsible manner with environmental safeguards
and that the current development of natural gas generation
infrastructure “prepares the Nation for future widespread deployment
of wind and solar generation.” Given that high market penetration of
wind and solar energy would benefit from either storage or backup
generation capacity, developing natural gas infrastructure today would
facilitate its use tomorrow for peak demand and renewable backup
generation.”!

Can LNG Exports Achieve US Geopolitical Strategic Goals?

Traditionally, the US has exported gas, primarily by pipeline, to Mexico
and Canada. It has also exported LNG from Alaska to Japan, although
in small volumes. Now, shored up by huge volumes of gas being
produced from shale reserves, the US is poised to become a major
player in the gas market. According to EIA estimates, domestic
consumption of natural gas from 2015 to 2040 would be 31.6 percent
of their resource estimates, and with consumption comprising only 17
percent of resource estimates, exports would not threaten America’s
supply of natural gas.

Apart from the economic benefits accruing from revenue earned
and lowering imports, the prospect of becoming a major gas exporter
could have effects that go beyond energy markets. For example, LNG
exports would be able to support American allies in two regions, viz.,
Europe and Asia, by helping them diversify their energy sources and
reducing the political clout of some producers by expanding the supply
pool. In fact, in 2012, some former US Secretaries of Energy, viz., Bill
Richardson and Spencer Abraham, stated that LNG exports can
buttress US geopolitical leadership and trade, while at the same time,
continuing to support low domestic natural gas prices and a
renaissance in domestic manufacturing.

21.  “The Energy Revolution: Economic Benefits and the Foundation for a Low-
Carbon Energy Future”, 2015 Economic Report of the President, Chapter 6 at
https:/ /www.whitehouse.gov/administration/eop/cea/economic-report-of-
the-President/2015
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The most vulnerable region to such energy-based pressure was
Europe, particularly the Central and Eastern European states like the
Czech Republic, Hungary, Bulgaria and Greece, because of their high
dependence on Russia for natural gas. Russia has demonstrated its
willingness to use energy as a political tool, cutting off natural gas
supplies to European consumers several times over the years —in 2006,
2009 and more recently in 2014-15, when Gazprom halved supplies
through the Nord Stream® — to maximise Moscow’s political influence.
Despite attempts by the EU to lessen their dependence on Russian gas
through diversifying sources of supply, they have met with only
moderate success thus far. Therefore, the shale gas revolution in the
US has led to the expansion of US LNG exports to Europe which could
help these countries reduce Russian influence.

With respect to its Asian allies, particularly Japan, which is the top
importer of LNG, the post-Fukushima incident led to a steep rise in
LNG demand to replace nuclear energy, thereby pushing up prices and
impacting the Japanese economy. This could be capitalised by Russia,
which is considering building LNG export terminals in the Far East to
service Japan. South Korea, the second largest LNG importer after
Japan, is also in a similar situation. Hence, US LNG exports would
serve to create a more liquid Asian market for LNG and lower prices.*

An even greater benefit accruing from the addition of US LNG to
global markets than providing new supplies to its allies would be
hastening the decline of the oil-indexed pricing formula. The gas
market being regional in nature, LNG suppliers are able to dictate
prices. As a result, consumers in Europe and Asia pay a huge premium
for oil-indexed gas. However, with the influx of more LNG into the
market, the market is becoming more liquid, putting pressure on oil-
indexed prices as more and more consumers are turning to the spot

22.  Jack Farchy, Kathrin Hille, Roman Olearchyk and Christian Oliver, “Russia cuts
off gas supplies to Ukraine”, Financial Times, June 16, 2014 at https://
www.ft.com/content/db64d8{8-f522-11e3-afd3-00144feabdcO

23.  Nick Cunningham, “The Geopolitical Implications of U.S. Natural Gas Exports”,
Perspective, American Security Project, March 2013 at https://www.
americansecurityproject.org/ASP%20Reports /Ref%200116%20-%20The %20
Geopolitical%20Implications%200f%20U.S.%20Natural %20 Gas%20Exports.pdf

24. Ibid.
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market which is based on hub-based pricing formulae. It may
eventually lead to a decoupling of oil and gas pricing. Already, Asian
and Russian gas exporters are being forced to accept spot prices instead
of oil-indexation. Greater spot market liquidity would also mean fewer
destination-restricted vessels, which have cramped the LNG market’s
ability to respond to changing market conditions.

Finally, by improving energy efficiency and taking advantage of
shale gas as a transitional fuel and thereby reducing its carbon
emissions, the US would be able to provide international leadership
to address climate change. According to EIA 2012 data, from 2005 to
2012, the US reduced its total CO, emissions more than any other
nation. Revenue earned from gas exports, and reduction in imports
would allow more R&D funding for the development of clean energy.
Moreover, while at home, replacing coal in the power sector and oil in
the transport sector would cut emissions, by making more gas available
in the global gas market; it would also assist other countries to cut
emissions by replacing gas with other more carbon-intensive fossil
fuels.

Impact of Energy Independence on US Foreign Policy

Prior to the shale revolution, the US, which had been severely affected
by the 2007-08 financial crisis, was being perceived as a descendant
power, unable or unwilling to deal effectively with the many crises
emerging in various parts of the world, most notably in West Asia.
Given its status as the world’s largest reservoir of conventional oil and
gas, the free flow of resources from the region was a key imperative of
the US’ foreign policy, although the US per se was not a major market
for West Asian oil and gas. Now, with the revolution wrought by its
shale reserves and fracking technology, the US is poised to become a
potential oil and gas exporter, as well as the largest energy producer,
concerns over supply disruptions no longer hold the same critical
importance. Hence, removed from such concerns, Washington will be
able to take foreign policy decisions based on its interests alone,
without energy supply pressures weighing in.

Several Western writers have hailed the advent of a new era of
energy independence that will allow the Western world to free itself
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from the shackles of Arab oil and gas. On the other hand, the Gulf
regimes are concerned that an energy-rich US will no longer be as
engaged as before in the region, devoid of the security umbrella that
the US had provided. Although the US has denied shifting its attention
away from the West Asian region, and in fact, according to a
Department of Defense report on its budget priorities, the US plans to
“rebalance its force structure and investments toward the Asia-Pacific
and the Middle East regions while sustaining key alliances and
partnerships in other regions”,” there is a perception that a strategic
shift is imminent. Moreover, following the signing of the nuclear deal
with Iran and the P5+1 and the potential strategic changes that may
take place in Iranian-American relations resulting in the rise of Iranian
influence in the region, the Arab regimes’ concerns are understandable.

However, the major long-term regional threat is a rising China with
its rapid economic growth and desire of its leaders to restore what they
see as Beijing’s rightful dominance, not only in East Asia, but also
beyond. With the fast build-up of China’s military, including a blue-
water navy and upgraded nuclear strike force, Beijing has already
signalled its intention to assert its claim over territory in the East and
South China Sea, building new islands on shoals in international waters
and establishing air and naval bases to project Chinese power, but is
also extending its influence in West Asia. It has built strong ties with
Israel, and is currently its third-largest trading partner, while Israel is
China’s second-largest source of military technology.

On the other hand, Chinese companies have invested heavily in
infrastructure, engaged in arms sales, and invested heavily in the
energy sector of the Arab and other Muslim countries in the West Asian
region. Given that more than half of its oil and a large portion of its
gas imports come from West Asia, the ties with the region are expected
to be strengthened further.®

More importantly, with the fate of the dollar largely tied to oil, can
the US afford to see the dollar replaced by other currencies? Trading

25.  “Defense Budget: Priorities and Choices”, Department of Defense, January 2012
at http:/ /www.defense.gov/news/Defense_Budget_Priorities.pdf

26. David Lai and Noah Lingwall, “China: A Solution in the Middle East?”, The
Diplomat, June 18, 2015 at http://thediplomat.com/2015/06/china-a-solution-
in-the-middle-east/
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oil and gas in dollars since the 1945 agreement with the Saudis in return
for US military security and protection, has kept the demand for US
dollars by all nations who needed to trade hydrocarbons constant, and
thereby allowed Washington to become a financial hegemon. However,
since 2013, Russia began selling its hydrocarbons in Rubles and in the
currencies of its trading partners, like China and other BRICS countries.
Currency swaps between Russia and China have already been
implemented, while similar swaps are underway between these two
countries on the one hand and other countries which are members of
the Shanghai Cooperation Organisation (SCO), including prospective
members like Iran, Pakistan and India, as well as Mongolia.”

By becoming an energy superpower in the same genre as Russia
and Saudi Arabia in terms of gas and oil respectively, the US can to
some extent avoid, or at least stave off, the potential economic disaster
that the demise of the petrodollar would bring, as well as gain a
geopolitical advantage. It would allow Europe to reduce — perhaps
end-its dependence on Russian gas, as well as deny Russia the revenue
that it acquires from the sale of gas. It would encourage investments
in the American energy sector, including those from West Asian energy
producers as political turmoil in the region makes the region
unattractive for further investments, thereby strengthening ties with
these states. With more liquidity in the gas market, it would accelerate
the move towards a more global gas market, and forestall any attempt
by Russia, Qatar and Iran to form a gas cartel.

It would allow its Asian allies like Japan and South Korea, as well
as India, the independence to not only diversify their LNG import
sources, but also have access to hub-based spot price index. As
Singapore’s Ambassador to the United States Ashok Kumar Mirpuri,
said at a forum hosted by the US Subcommittee on Energy and Power
entitled “U.S. Energy Exports: Geopolitical Implications and Mutual
Benefit”, in October 2013, “Increased LNG exports (to Asia) would
further anchor the US economic presence and further contribute to
enhancing the region’s energy security. In doing so, the US would

27.  Peter Koenig, “Russia and China: The Dawning of a New Monetary System?”,
Global Research, January 9, 2015 at http://www.globalresearch.ca/russia-and-
china-the-dawning-of-a-new-monetary-system /5423637



The United States of America — The Game Changer 41

strengthen its partnerships in the region, serving regional stability and
its global interests.”*

However, all the above would be contingent upon the ability of
US producers to maintain production at high levels. And here lies the
dilemma. With Saudi Arabia and Russia fighting back to retain their
market share by retaining production levels and keeping prices at a
level that will hurt high-cost output, including shale production, US
shale producers are finding it difficult to keep up with production in
the face of falling prices. Till 2015, the EIA’s figures indicated that after
four years of record supply, natural gas output in the US has been
declining as drillers curtail gas output from reservoirs to prevent
further price declines.” But after prices started picking up following
the November 2016 OPEC deal, there has been signs of some rig activity
again.

Moreover, with Iran now back in the picture as a potential oil and
particularly gas producer — and a potential exporter in the not too
distant future — the global gas market, already over-supplied, runs the
risk of seeing prices dropping once again. The new US Administration’s
‘America First” policy, which has removed regulations on oil and gas
drilling, may hasten the fall, as huge supplies are expected to enter
the market from 2017 through 2025. Apart from the LNG export
terminal at Cheniere Energy’s Sabine Pass, which began shipments in
2016, additional LNG export terminals are planned within the next
several years, including the Cove Point facility in Lusby, Maryland,
which is scheduled to open by end-2017. More than half of the LNG
export capacity that is scheduled to be online by 2020, has been
contracted to Asia, as the expansion of the Panama Canal cuts travel
time to the region.*
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Abroad — A Global Perspective on Natural Gas Exports”, no. 14.
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30. “U.S. Becomes a Net Energy Exporter in EIA Forecast”, Institute for Energy
Research, as reported by Canada Free Press, January 14, 2017 at http://
canadafreepress.com/article/u.s.-becomes-a-net-energy-exporter-in-eia-forecast



42 The Geopolitics of Gas: Common Problems, Disparate Strategies

While domestic considerations will have to be weighed against
larger geopolitical goals, there is no doubt that the entry of the US as
a gas producer and exporter has changed the energy landscape. The
biggest beneficiaries from an energy perspective are the large Asian
consumers who were held hostage by the traditional producers.
According to US government estimates, production— particularly from
shale gas— will continue to expand till 2035, despite depressed prices.
In such a scenario, it is almost certain that the US will once again be in
a position to call the shots in the energy markets.
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RuUssIA — MASTER OF THE (ENERGY) GAME

Since the czarist period, the energy sector has been an important part
of the Russian empire. Realising its lack of access to technology as well
as capital to exploit its energy assets, the Russian monarchy allowed
foreign companies to invest in the development of the Baku and Volga
oil fields. By the turn of the century, the Russian Empire was producing
31 percent of global oil exports.' On the other hand, the roots of Russia’s
gas industry were created in 1965 when the USSR decided to place
greater emphasis on gas production and consumption.? During the
Soviet era, the Kremlin leveraged its energy resources to expand its
power across its immediate neighbourhood in order to create buffers
against other powers, and energy exports accounted for half of Soviet
export earnings.’ This influx of capital was, and continues to be,
instrumental in helping Russia build its military and industrial basis,
which is critical for maintaining its status as a regional and indeed a
global power. Hence energy resources are viewed as both a tool and a
means to achieve not only the governments” economic but also security
and political goals. The revenues from oil and natural gas exports
empowered the Kremlin to consolidate its hold over the Soviet Empire.

1. Lauren Goodrich and Marc Lanthemann, “The Past, Present and Future of
Russian Energy Strategy”, Stratfor Global Intelligence, February 12, 2013 at https:/
/www.stratfor.com/weekly / past-present-and-future-russian-energy-strategy

2. Roman Kupchinsky, “Russia: Gazprom —A Troubled Giant”, Radio Free Europe
Radio Liberty, January 05, 2006 at http:/ /www.rferl.org/a/1064448.html

3. Lauren Goodrich and Marc Lanthemann, no. 1.
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The Russian government has control of developments in the energy
sector through commanding stakes in key energy companies.

The energy sector also contributes to Russia’s ability to expand its
influence to its immediate neighbourhood. Moscow’s use of energy as
leverage varies from controlling regional energy production (as it did
in former Soviet states) to subsidising cheap energy supplies to these
countries as well as controlling the energy transport infrastructure.
With its low cost of labour, Russia was able to sell its oil at subsidised
rates to its Soviet satellite states and from thereon to Western European
countries, which also strengthened its position in its own periphery.

After the break-up of the Soviet Union and the loss of status as a
superpower, Moscow continued to use its vast energy resources, mainly
to earn revenues. However, it was not until Vladimir Putin took over
the helm of the government in 2000 that energy became a major
strategic factor in Russia’s foreign policy. After re-nationalising some
strategically important sectors of the economy, including the oil and
gas companies that had been privatised during the post-Soviet Yeltsin
era, Putin focused on the nation’s energy policy. It is interesting that
although Putin wrote his dissertation on basing Russia’s domestic and
foreign policy on the development of its energy resources prior to
becoming President, many of the policies that were followed
subsequently reflect his theories on how to shape the country’s energy
sector, from extraction to development and export.*

Since then, Russia has been using its energy resources to further
its foreign policy goals in by importing oil and natural gas from the
former Soviet Republics at a discount and exporting them to other
countries at higher prices; ensuring that the routes of the — mainly
natural gas — pipelines go through its own territories or transit only
friendly countries; and third, using this monopoly over its vast supply
network to influence foreign policy decisions in these countries that
are in Russia’s national interests.

To a large extent, Russia succeeded in using its energy strategy

4. V. V. Putin, “Mineral and Raw Materials Resources and the Development
Strategy for the Russian Economy”, Putin’s Thesis (Raw Text), translated by
Thomas Fennell, The Atlantic, 2008 at https:/ /www.theatlantic.com/daily-dish/
archive/2008/08/putins-thesis-raw-text/212739 /



Russia — Master of the (Energy) Game 45

effectively to further its national interest. For example, the gas sector
was left out of the sanctions regime that was imposed on several other
sectors of the economy — including the oil sector — after Russia’s
annexation of Crimea in 2014. However, both the former Soviet
Republics, as well as Russia’s European client states have been
attempting to reduce their dependence on Russian energy supplies by
pursuing gas infrastructure projects. In October 2014, Lithuania
launched its Project Independence — a floating LNG storage and
regasification unit, owned by Norway’s Statoil — to be moored in the
port of Klaipeda, and supplied with gas from non-Russian sources,
including possibly American LNG in the future. Eventually, the project
proposes to hold sufficient capacity to meet around 90 percent of the
gas demand of the Baltic states of Lithuania, Latvia and Estonia. This
is only the first step in the EU’s list of projects to wean itself away
from dependence on Russian gas supplies. Poland too opened its first
import terminal in 2015, while Bulgaria, which also buys close to 90
percent of its gas from Russia, stating that supplies of US gas could
arrive via Greek LNG facilities.”

However, following the US shale revolution, the subsequent price
fall and the looming possibility of US LNG entering the European
market has seen Russia facing the biggest threat since it re-emerged as
an energy superpower post-2000. Today, Russia is scrambling to retain
- and diversify — its markets, not only for economic reasons but also
to retain its leverage in a region it considers vital for its survival and
power.

The Russian Gas Sector

Russia has one of, if not the largest gas reserves in the world. According
to the Oil and Gas Journal, Russia has 1,688 trillion cubic feet (tcf) or
47.7 trillion cubic metres (tcm) of gas reserves as of January 1, 2013,
accounting for about a quarter of the world’s total proven reserves.

5. Petrras Vaida, “LNG terminal — guarantor of Lithuania’s energy security”, The
Baltic Course, October 23, 2014 at http:/ /www.baltic-course.com/eng/energy/
?doc=97991, and Georgi Kantchev, “With U.S. Gas, Europe Seeks Escape From
Russia’s Energy Grip”, The Wall Street Journal, February 26, 2016 at http://
www.wsj.com/articles/europes-escape-from-russian-energy-grip-u-s-gas-
1456456892
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The majority of these reserves are located in Siberia, with the Yamburg,
Urengoy, and Medvezh'ye fields alone accounting for more than 40
percent of its total reserves, with other significant deposits located in
the northern part of the country.®

The state owns the majority of the gas with the state-run Gazprom
controlling more than 65 percent of reserves and additional reserves
being controlled through joint ventures with other companies. The
company produced about 74 percent of the country’s total output.
Although independent producers have gained importance recently,
and are contributing increasing volumes to the country’s production,
upstream opportunities remain fairly limited for them. Gazprom’s
domination of the gas sector is further ensured by its monopoly on
Russian gas exports through its vast pipeline network. Although the
government has stated that it would allow independent producers to
export by 2014 by allowing third-party access (TPA) to the domestic
pipeline network, actual changes have not occurred.

There are currently 10 major pipelines in Russia, eight of which
are for export. These include the Yamal-Europe I, Northern Lights,
Soyuz, Bratstvo, and Nord Stream pipelines, all of which carry Russian
gas to Eastern and Western European markets via Ukraine, Belarus,
and across the Baltic Sea. Three other pipelines, viz., Blue Stream, North
Caucasus, and Mozdok-Gazi-Magomed, connect Russia’s production
areas to Turkey and the former Soviet Republics in the east. Following
the Ukraine crisis, Russia is now shifting focus to another pipeline —
the South Stream pipeline — that envisages transporting 63 bcm of gas
per annum under the Black Sea to Central Europe via Bulgaria and
Serbia, avoiding Ukrainian territory. The project was abandoned by
Russia in 2014 after the former Bulgarian government decided not to
issue construction permits for its exclusive economic zone in the Black
Sea, possibly under pressure from the EU. The Bulgarian government
has said that it would revisit the project after elections scheduled to
be held in March 2017.7

6. “Russia”, US Energy Information Administration, Department of Energy, March
12, 2014 at http://www.eia.gov/countries/analysisbriefs /Russia/russia.pdf

7. “South Stream ‘Could Be Revisited’ after Bulgaria Election - Hungary FM”,
Novinite.com, Sofia News Agency, February 28, 2017, http:/ /www.novinite.com/
articles /179063 /South+Stream+’Could+Be+Revisited’+after+Bulgaria+
Election+-+ Hungary+FM
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Russia also produces and exports LNG, the majority of which is
exported to Japan and South Korea, as well as China and Taiwan under
long-term supply agreements from Sakhalin. Although additional
trains have been planned between 2017 and 2018, these would require
other sources of gas in addition to the existing fields, some of which
are in the environmentally, economically and technologically
challenging Arctic region. There are a number of proposals in various
stages of planning including the construction of new LNG terminals.
Interestingly, these projects will include independent companies such
as Novatek and Total as partners.®

Natural Gas Exports as a Strategic Tool

For Russia, while its oil is used mainly to earn revenue, its vast natural
gas resources are used both as an instrument and a means to achieve
economic as well as security and political goals. This became most
evident in the mid-2000s, when Moscow terminated gas supplies to
Ukraine after Kiev began becoming increasingly oriented towards the
West following the Orange Revolution in 2005. As a key transit country
for Russian gas exports to Western Europe, Ukraine’s apparent
leveraging of its position by demanding higher transit tariffs was seen
as going against Russian interests. Moscow therefore demanded Kiev
pay market-driven prices as against the subsidised gas prices offered
earlier. The dispute reached a climax in January 2009 when Russia
terminated gas exports to Europe for two weeks, thereby depriving
south-eastern Europe of gas in the middle of winter. The issue was
resolved after prices were renegotiated, but it impaired Russia’s
reputation as a reliable supplier.

In a similar case, in 2010, Russia also cut off gas to Belarus, after its
President Alexander Lukashenko, refused to join a Belarus-
Kazakhstan-Russia customs union being championed by Vladimir
Putin, who was prime minister at the time, as well as demanding duty-
free Russian oil as the price of further cooperation. He also gave refuge
to Kyrgyz leader Kurmanbek Bakiyev, ostensibly against the Kremlin’s
wishes. However, once again the apparent dispute was over reviewing
subsidised gas prices provided to Belarus by Russia. Eventually, the

8. Ibid.
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dispute was settled after Russia acquired a larger share in the country’s
energy infrastructure, and thereby further control, in exchange for
continued discounted gas.

Although couched under the garb of price revisions, the gas cut-
offs were aimed at inflicting punishment for these countries” policies
of trying to move closer to the West. Although both disputes were
settled on Russia’s terms, they served to impair Russia’s credibility as
a reliable supplier, hastening the resolve of European customers to
diversify their energy supplies away from Russian dependence.

More recently, Russia’s surprising involvement in the Syrian
conflict has also been attributed to its strategy to prevent rival
producers from providing European customers with alternative gas
supplies. Since 2009, following Qatar’s proposal to build a pipeline to
send its gas to Europe through Turkey and Saudi Arabia transiting
Jordan and Syria, Russia imposed pressure on President Assad to reject
the same. Similarly, an Iranian proposal in 2011 to construct the Iran-
Irag-Syria pipeline, which was slated to be finished in 2016, has also
been held up, first due to the ‘Arab Spring’” and now due to the conflict
in Syria. Although Moscow is more amenable to the Iranian proposal,
Qatar’s involvement in Syria is believed to have been a factor in its
decision to enter the Syrian conflict.’

According to European Parliament data, in 2013 Russia provided
43.2 percent of the European Union’s gas imports, 31.38 percent of its
oil imports, and 26.7 percent of its coal imports.'® However, according
to other data, Europe’s dependence on Russia is much lower now with
Russia supplying 27 percent of the overall European natural gas market
and supplying over 90 percent of the gas consumed in Eastern Europe."
Be that as it may, as the Russian government became dependent on

9. Mitchell A. Orenstein and George Romer, “Putin’s Gas Attack: Is Russia Just in
Syria for the Pipelines?” Foreign Affairs, October 14, 2015 at https://
www.foreignaffairs.com/articles/syria/2015-10-14/ putins-gas-attack

10. Tara Shirvani, “The Dash for Gas How Iran’s Gas Supply Can Change the
Course of Nuclear Negotiations”, Harvard International Review, Vol. 36, Issue 3,
Spring 2015.

11.  Amy Myers Jaffe, Kenneth B. Medlock III and Meghan L. O’Sullivan, “China’s
Energy Hedging Strategy: Less than meets the eye for Russia Gas Pipelines”,
NBR Energy Security Program, February 9, 2015 at http://www.nbr.org/
research/activity.aspx?id=530



Russia — Master of the (Energy) Game 49

energy revenues, it also became a liability, as with oil and gas exports
to Europe accounting for almost 52 percent of Russia’s federal budget
income, Russia is as dependent on the European market as the
Europeans are on Russian supplies. Moreover, although its monopoly
over Europe’s gas supplies facilitated Moscow to develop a sphere of
influence, it came at a cost as low revenues did not allow it to develop
its depleting fields as efficiently as was required. Many of Russia’s older
and larger fields are in long-term decline and production is coming
mainly from smaller and more expensive and less accessible fields. As
a result, maintaining oil production in Russia would require an infusion
of new technologies, without which oil production in Russia will begin
to decline from 2016-2017."> Moreover, Russia is facing a financial
crunch due to the drop in oil prices since mid-2014, along with the
Western-imposed sanctions over the Ukraine crisis. Between June 2014
and January 2015, the price of Russian oil fell from $113.70 a barrel to
$46.05 per barrel — a drop of nearly 60 percent. Gas prices too have
dropped, albeit not as much as oil.

Policies to Retain Markets

Global and regional circumstances have changed to the point that
Moscow has had to prioritise one of the two uses of its energy industry
—and it has unequivocally decided to maintain its revenue-generating
capability. The Kremlin has begun crafting a set of policies designed to
adjust the country to the changes that will come in the next two decades.

According to the Russian State Energy Strategy (which sets out the
country’s energy policy), “the creation of oil and gas industrial
complexes in the east of the country that should allow the regions not
only to become independent of outside energy and hasten their
development but diversify exports flows to Asia-Pacific countries” has
become an important pillar of Russia’s energy policy.”

12. James Henderson and Ekaterina Grushevenko, “Russian Oil Production Outlook
to 20207, The Oxford Institute for Energy Studies, Energy Insight 3, February
2017, https:/ /www.oxfordenergy.org/wpcms/wp-content/uploads /2017 /01/
Russian-Oil-Production-Outlook-to-2020-OIES-Energy-Insight-benefactor-
advance-copy.pdf

13. Tatiana Mitrova, “Looking East Amid a Crisis to the West: Russia’s Export
Strategies,” interview by Laura Schwartz, National Bureau of Asian Research
(NBR), September 9, 2014 at http:/ /www.nbr.org/research/activity.aspx?id=483
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The next decade will be critical for the Russian natural gas industry
with its future prosperity depending to a large extent on the
government’s pricing and policies. However, it is the gas sector which is
crucial as Russia is bound to the European gas market due to its pipeline
network which cannot be re-routed to other markets due to the lack of
necessary infrastructure. With the domestic market being over-supplied
due to increased competition and demand stagnation, frozen regulated
prices, and Rouble depreciation because of sanctions imposed by the
Western countries following the annexation of the Crimean peninsula,
the investment climate has been rendered unattractive. The situation
has been exacerbated further as a result of depressed oil and gas prices.
Moreover, with weak demand in Europe and the Commonwealth of
Independent States (CIS), and traditional export markets (Europe)
looking to diversify their supply sources in a bid to reduce their
dependence on Russia, the industry faces a bleak future, and will affect
revenue earnings. For example, in Europe, Gazprom’s exports came
down by 15 percent in the third quarter of 2014 compared to third
quarter of 2013 — from 40 billion cubic metres to 34 billion — which
translated into a decline of $2.2 billion from the European market."
Nevertheless, Gazprom remains the largest single gas supplier to
Europe, and supplies about 30 percent of its needs; on the other hand,
Europe comprises 76 percent of Russia’s gas market. Hence, although
the European market is crucial for the Russian economy, it needs to
capture new markets to compensate for stagnating demand in Europe,
as well as withstanding political pressure and Western-led sanctions
emanating out of the Ukraine crisis. Despite the recently signed $400
billion gas supply deal with China, the project can only pay dividends
—if at all - in the medium term, and depends on several factors which
will be discussed below.

First, Russia plans to retain its position in the face of the growing
threat from the US shale revolution by increasing its gas extraction
significantly by developing new fields. Although the short and long-
term forecasts are much more modest than those made in 2009, Russian

14.  Paul Roderick Gregory, “Russia’s Natural Gas Sales Plummet: Is Russia Captive
To European Buyers?”, Forbes, December 24, 2014 at http:/ /www.forbes.com/
sites/paulroderickgregory/2014/12/24/russias-natural-gas-sales-plummet-is-
russia-captive-to-european-buyers/
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gas production is planned to increase to the level of 739-770 bcm per
year within five years, to 785-842 bcm by 2025, and to 860-936 bcm
after 2034 from 444 bcm in 2014." Furthermore, the IEA expects an
increase in gas production, from more than 660 bcm per year by 2020
to more than 800 bem after 2035. However, maintaining a high level
of production and significant growth in forthcoming years will be a
key challenge given the rate of depletion in its older fields.

Second, given its recent contentious relations with transit states
particularly Ukraine, Russia is moving to find alternative routes
bypassing these states. Moscow dropped its $40 billion South Stream
pipeline project via Bulgaria to Europe in December 2014, on the
grounds that it was blocked by EU regulations, and had opted for the
Turkish Stream project instead. After it offering Ankara a price cut,
Moscow announced that the Turkish Stream would replace the South
Stream project. Although the negotiations were suspended, due to the
crisis in bilateral relations following the downing of a Russian jet by
Turkey in Syria in November 2015, a decision was made to resume the
project after talks held between Turkish President Tayyip Erdogan and
President Putin in August 2016. According to a Gazprom release, a
contract to build the second string of the Turkish Stream’s offshore
section, was signed on February 20, 2017."

Third, although it intends to retain its lucrative European market
share by expanding natural gas discounts formerly reserved for
strategic partners such as Germany or Italy to other customers, it is
looking at diversifying its market eastwards by developing linkages
with the growing East Asian energy markets."”

15. Zuzanna Nowak, Jaros’aw Ciwiek-Karpowicz and Jakub Godzimirski, “The
power to influence Europe? Russia’s grand gas strategy”, Natural Gas Europe,
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Soldatkin, “Russia’s Gazprom warns EU over gas, Ukraine”, Reuters, April 13,
2015 at http:/ /www.reuters.com/article/2015/04/13/us-russia-crisis-gas-
europe-idUSKBNON41ED20150413
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Fourth, with its mature oil and gas fields in decline, Russia urgently
needs to develop new reserves, including those in the Arctic, to not
only retain its market share but also to meet supply agreements signed
recently with China.

Finally, it is reviewing its earlier plan to expand LNG exports to
Asia due to the fall in oil prices. Given that Russian gas prices are
indexed to oil, this would have an impact on not only LNG prices and
is once again focusing on increasing pipeline exports, including to
Asian clients, including the pipeline to China, and is negotiating with
India for piping gas through China.

The US and EU sanctions, limiting the availability of finance for
Russian energy companies and threatening the possibility of an
embargo on LNG technology, have accelerated both a move into the
Asian market by Russian companies and a shift away from Russian
LNG to pipeline gas projects. The signing of the 38 bem per year
pipeline contract with the Chinese company CNPC in 2014, with the
possibility that a second contract could be signed in 2015 for 30 bcm
per year via the Altai pipeline, would mean that — adding in existing
LNG deliveries from the already operational Sakhalin LNG project —
Russia could be delivering over 80 Bcm/year of (mainly pipeline) gas
to Asia (but mainly to China) by the early 2020s."

Diversifying Markets
Europe Still a Coveted Market

Russia’s energy market diversification policy has two strands — one to
seek pipeline export routes to Europe avoiding Ukraine, and the other
to non-European markets, particularly towards the growing Asian gas
market.

Within Europe, in order to diversify away from Ukraine, which is
now perceived as an unreliable transit route, Russia built Nord Stream,

18.  Jonathan Stern, Simon Pirani, Katja Yafimava, “Does the cancellation of South
Stream signal a fundamental reorientation of Russian gas export policy?”,
Oxford Institute for Energy Studies, January 2015 at http://
www.oxfordenergy.org/wpcms/wp-content/uploads/2015/01/Does-
cancellation-of-South-Stream-signal-a-fundamental-reorientation-of-Russian-
gas-export-policy-GPC-5.pdf
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a pipeline carrying Russian gas under the Baltic Sea to Germany.
Another line — South Stream — which was proposed to carry Russian
gas under the Black Sea to Bulgaria and onto central Europe, has been
shelved after the European Commission expressed regulatory concerns
(the EU is now promoting a rival project — the Southern Gas Corridor
— which seeks to bring Azeri gas through Georgia and Turkey to
Europe). Russia responded by announcing Turkish Stream, which
would also bring gas across the Black Sea to Turkey for delivery to
Europe at the Greek border. (see Map 3.1)

During the 1990s, a pipeline across Poland to Germany was built
to cut Ukrainian transit dependence, albeit from 100 percent to 80
percent. This was relinquished in 2001 in favour of a submarine
pipeline (called the Nord Stream) across the Baltic Sea to connect with
Germany directly, as it was Russia’s largest gas market. However, after
the 2006 Ukraine-Russia gas crisis, Russia intensified its diversification
strategy and announced the building of the South Stream project across
the Black Sea, thereby further reducing its dependence on Ukraine.
Following the 2009 crisis, Russia rapidly advanced this project. In
November 2012, the first phase of Nord Stream was commissioned.
At the same time, in December 2012, Gazprom and the other South
Stream partners announced the construction of the first string of the
South Stream project,'” which envisaged transporting up to 63 bcm of
natural gas across the Black Sea into Bulgaria, after which the pipeline
would have been split, with one stream supplying the Balkans and
Austria, and the other eventually supplying northern Italy. However,
after the imposition of sanctions following the 2014 Ukraine-Crimean
crisis, Russia announced in December 2014, that South Stream would
now be abandoned and instead a Turkish route to supply southern
Europe may emerge.”

However, despite attempts, there is limited scope for Europe to find
alternative supply sources before the mid-2020s. Countries in the Baltic
region and south-eastern Europe which are highly dependent on

19. Manfred Hafner, “Russian Strategy on Infrastructure and Gas Flows to Europe”,
POLINARES Working Paper No. 73, December 2012.
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Brookings, December 18, 2014 at http:/ /www.brookings.edu/blogs/up-front/
posts/2014/12/18-south-stream-pipeline-boersma
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Russian gas, are extremely vulnerable to interruptions, and the only
alternative option available for them to reduce imports of Russian gas
is through a combination of LNG supplies and pipeline gas from
Azerbaijan. Central Europe and Turkey could also adopt similar
measures to reduce, but not eliminate, their dependence on Russian
gas. However, it is doubtful whether LNG imports will be able to
replace Russian pipeline supplies. Re-gasification capacity of nearly
200 bem a year at European LNG terminals was less than 22 percent
utilised in 2013, and although imports may have risen slightly in early
2014, most terminals have substantial spare capacity. The reason for
this is the difficulty of transporting LNG to many of these countries as
well as their competitiveness with respect to Russian gas.”

Although since the early 1980s, North Africa has emerged as
Europe’s second-largest supplier of natural gas, with total exports to
Europe of 44 bcm in 2013, in the short to medium term, an increase in
North African gas exports to Europe appears bleak. Given the region’s
deteriorating investment climate in the aftermath of the political
turbulence in 2010-11, and the surge in domestic gas demand, attracting
new upstream investment will be an uphill task over the coming years.
Hence, even if North Africa does succeed in emerging as a viable
alternative to Russian supplies, it is unlikely that this will happen
before 2020.%

Moreover, till the mid-2020s, European companies are contractually
obliged to import at least 115 bcm per year of Russian gas — which is
around 75 percent of the 2013 import level —with a slight reduction to
around 65 bem by 2030. Even if long-term contracts are terminated,
projections indicate that a requirement of at least 100 bcm a year of
Russian gas will be required up to 2030, and in some cases, double that
amount. Countries with strong geopolitical reservations about Russian
gas dependence will need to either terminate, or not renew their long-
term contracts with Gazpromon expiry, given that the vast majority of
Russian gas exports to Europe are sold on long-term contracts varying

21.  Ralf Dickel et. al., “Reducing European Dependence on Russian Gas:
distinguishing natural gas security from geopolitics”, Oxford Institute for
Energy Studies, October 2014, OIES Paper, NG 92 at http://
www.oxfordenergy.org/wpcms/wp-content/uploads/2014/10/NG-92.pdf
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from 10-35 years. These contracts, which are legally binding and subject
to international arbitration, contain take-or-pay clauses which require
buyers to pay for a minimum annual quantity of gas, irrespective of
whether they take that quantity. In the post-2008 period, the take-or-
pay level in many of these contracts was reduced from 85 to 70 percent.
Moreover, any attempt to terminate these contracts will result in
substantial additional infrastructure costs for LNG import terminals
and pipeline connections, or investments in alternative energy sources
and/or policies. Hence, European countries have little option other
than carefully managing their relations with Moscow.?

Seeking an Asian Market

Nonetheless, Russia is taking counter-measures by promoting trade
and investment to other regions, mainly Asia. The development of its
energy market and positioning itself as a major energy supplier for
the energy-hungry East Asian markets is a core piece of Russia’s pivot
to Asia. Concurrently, the cutting of Russia-Europe ties and the Ukraine
crisis has been a major catalyst for certain relationships, namely,
enhanced Sino-Russian strategic and bilateral cooperation.

In 2013, President Vladimir Putin announced the intention to pivot
towards the Asia-Pacific region by turning to eastern markets and by
developing the Siberian and the Far Eastern districts, which though
underdeveloped, are rich sources of energy resources and raw
materials. The Putin administration has acknowledged that the global
focus towards the Asia-Pacific region and has made developing the
Russian Far East a top priority of the nation. Russia’s energy strategy
for 2030 forecasts that the Asia-Pacific market will consume 22-25
percent of all Russian exports and 19-20 percent of Russian gas
exports.** Accordingly, Russia has worked to broaden its energy
outreach to various Asian partners, including Vietnam, Laos, South
Korea, China and Japan. Significantly, China was not a Russian gas
customer until 2013, whereas between 2000 and 2012, the share of oil
and gas in Russian exports to Japan increased from 1 percent to 74

23.  Ibid.
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percent. Moreover, in the wake of the Fukushima Daiichi disaster,
Russia promised supplies of LNG, oil, coal and electricity and worked
to accommodate Japan’s high LNG demand. The Sakhalin-2 pipeline
is being developed by Japanese trading companies Mitsui and
Mitsubishi (which together own 22.5 percent) in collaboration with
Gazprom (with a 50 percent plus one share stake) and Shell. The
pipeline provides Japan with about 10 percent of its LNG needs —
making it Japan’s fourth-largest supplier of LNG — and has increased
its exports to Japan exponentially over the past five years. The Japanese
government and private corporations are evaluating importing more
gas from Sakhalin to meet 17-18 percent of Japan’s gas needs and in
addition, Japan plans to build a $13 billion LNG plant in Vladivostok
in collaboration with Gazprom and a group of Japanese companies
known as the Japan Far East Gas Company, which is expected to begin
LNG exports in late 2018 or early 2019 and could account for around
13 percent of Japan’s gas imports. Both countries have also created joint
working groups on issues such as oil and gas.”

However, with its alliance with the US being the centrepiece of
Japan’s security policy, the Ukraine crisis made it difficult for Japan to
maintain relations with Russia at the level prior to the crisis. But
although Japan did go along with the US and imposed sanctions on
Russia, these were less harsh than those imposed by Washington and
the EU, and the Abe government made it clear that it was still interested
in continuing the dialogue with Moscow. In addition to the projects
that are already underway in Sakhalin and Eastern Siberia, a
consortium of Japanese companies has agreed to jointly pursue
exploration, development and production of oil and gas in the Sea of
Japan off Russia’s coast. Japanese media also reported that major
Japanese trading houses were also planning to invest in a $40 billion
natural gas field project on the Gydan Peninsula near the Arctic Ocean
with Russia’s Novatek.?
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However, the biggest move to capture the eastern market came in
2014 when after 10 years of negotiations, Russia’s Gazprom signed a
historic 30-year $400 billion gas supply deal named the ‘Power of
Siberia” project, with China’s CNPC in May 2014, which would deliver
38 bcm per annum from 2018. If the deal comes through, and Russia
succeeds in delivering on the deal, Russia would not only have
accomplished its goal of acquiring a large chunk of the world’s largest
gas market, but would also succeed in forming a strategic alliance that
would go far beyond commerce. But with the fall in prices three months
after the deal was signed, may have put a spoke in the deal, as China
will have to contend with paying more for Russian gas than its lower
domestic prices. Although both sides contend that considerations of a
deal of this size were based on long-term considerations that went
beyond short-term market realities, such as pricing, doubts regarding
the deliverability of the agreement persist. For Russia, a foothold in
the Chinese gas market would compensate for any losses accrued from
a reduced European market, while for China, it would strengthen its
strategy to diversify its sea-based energy supply vulnerability. At the
time the deal was signed, the volume of gas to be supplied amounted
to around 20 percent of China’s consumption and 60 percent of its gas
imports.”

Caspian Reserves

Negotiations to establish maritime borders of this landlocked water
body known as the Caspian Sea, have been on for nearly two decades,
with all the littoral states, namely, Russia, Iran, Kazakhstan,
Turkmenistan and Azerbaijan making many proposals and counter-
proposals, with no solution that is agreeable to all five states in sight.
The Caspian Sea’s importance lies in the huge energy resources, which
is projected to be around 48 billion barrels of oil and 8.7 trillion cubic
metres of gas in proven or probable reserves, both in offshore deposits
and in onshore fields, although many of these figures are disputed.
Most of the natural gas fields are located onshore in Turkmenistan,
Kazakhstan and Uzbekistan, as well as offshore Azerbaijan, although

27.  Pierre Noel, “The Power of Siberia natural-gas project: commercial or political?”
IISS, January 30, 2017 at https:/ /www.iiss.org/en/ politics%20and %20strategy /
blogsections/2017-6dda/january-7f20/ power-of-siberia-2ald
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Russia and Iran also have sizeable natural gas deposits. Till the break-
up of the Soviet Union, the Caspian Sea did not emerge as a major
arena of dispute, as any exports were dependent on the Soviet pipeline
network.

But following the emergence of the Central Asian states in 1991,
three of the former Soviet states, namely, Kazakhstan, Turkmenistan
and Azerbaijan, also became littoral states bordering the Caspian Sea.
Given the potential of the energy resources in the Caspian, the newly
independent states also demanded a share of the resources. Encouraged
by the US, which saw in the development of the Caspian’s energy
resources an opportunity for an alternative energy source from the
Persian Gulf, as well as a means to wean the former Soviet states away
from Moscow’s influence the region, the newly independent states
began asserting their stakes in the Sea. But under the 1921 Friendship
Treaty signed between Iran and the USSR, which divided the Caspian
between these two states, no changes could be made in the treaty without
the agreement of all littoral states. While Russia and Iran consider this
treaty valid, Azerbaijan, Kazakhstan, and Turkmenistan —none of which
were signatories — did not feel bound to it. (see Map 3.2)

Another controversy over the Caspian was whether it should be
classified as a lake or a sea under the United Nation’s Convention on
the Law of the Sea (UNCLOS). As a lake, each littoral state would be
entitled to an exclusive zone for a given number of miles from its shore,
but the centre of the Caspian would be a shared zone for all littoral
states. On the other hand, if it was declared a sea, the entire Caspian
would be divided according to each state’s coastline. While Russia and
Iran designated the Caspian a lake, the three new states defined it as
a sea.

In the mid-1990s, the US proposed the construction of a project to
import natural gas from Turkmenistan through a sub-sea pipeline. As
a result, in 1999, the Turkmen government entered into an agreement
with some American companies for a feasibility study on the proposed
pipeline, and signed a number of agreements concerned with pipeline
construction. However, opposition from Russia and Iran as well as a
gas discovery on Azerbaijan’s Shah Deniz field, shelved the project.

While some pipelines carrying oil from the Caspian, namely the
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Caspian Pipeline Consortium and the Baku-Novorossiysk pipeline
were constructed in 2001 and 2010 respectively, Caspian gas moved to
Western Europe through a combination of Soviet-era and newly
constructed pipelines.

The South Caucasus Pipeline (SCP) runs parallel to BTC and
supplies natural gas to Georgia and Turkey from Caspian fields. The
pipeline began operating in 2007 and has the capacity to transport
about 280 bcf (7.9 bem) of natural gas, according to IHS Global Insight.
In 2010, the daily supplies of SCP averaged 180 bcf (5.00 bcm) of natural
gas, according to BP.

Exports to South Asian Markets

India and Pakistan have also seen the energy demand rise, and for
several decades a consortium of countries has planned to construct a
pipeline that runs from Turkmenistan to India. This would allow
Turkmenistan to supply to the growing South Asian markets and
diversify its natural gas exports.

According to Oil and Gas Journal, the proposed Turkmenistan-
Afghanistan-Pakistan-India (TAPI) pipeline would run approximately
1,050 miles — 90 miles will be in Turkmenistan, 460 miles in
Afghanistan, and 500 miles in Pakistan, bringing it to the Indian border.
The pipeline would have a 1 tcf (0.02 tcm) capacity. India and Pakistan
will each get approximately 42 percent of natural gas pumped through
TAPI, with the rest going to Afghanistan.

Despite the stalemate over the definition, all the states have
undertaken oil and gas exploration and drilling. Russian and Iranian
claims stemming from the treaty are becoming weaker and weaker with
each passing year, though the issue is far from settled. In July 2001,
Iran deployed a warship and two fighter jets to stop an Azeri research
vessel exploring a gas field near the centre of the Caspian, but well
within what Azerbaijan considers its territorial waters. Even though
Russia agrees with Iran on the issue of Caspian ownership, it has not
taken such drastic measures. Also, despite the Friendship Treaty, Russia
has proven willing to make bilateral deals with other states, such as,
the one in 2005 under which it signed a production sharing agreement
with Kazakhstan for that country’s Kurmangazy offshore oilfield,
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situated on the northern part of what is generally agreed to be
Kazakhstan’s Caspian sector.

Russia provides 90 percent of Western Europe’s gas and the
majority of its oil. Whereas gas and oil must currently flow through
Eastern Europe to reach the West, Russia is in the process of
constructing the Nord Stream, a gas pipeline that will extend from
Vyborg (near St. Petersburg) under the Baltic Sea and into Greifswald,
Germany. By bypassing Eastern Europe, Russia will be freed from
transit fees, but more importantly, it will have full vertical control of
its gas, from drilling to sales.

Russia considers Central Asia to be firmly in its sphere of influence,
and would loathe losing any of its influence in the area and the benefits
— especially the economic ones — which would accrue. Also, by
combining the sizeable Central Asian reserves with its own, Russia
could become a petroleum power to rival the Middle East. Just as in
the 20th century, the USSR relied on its military for its superpower
status, in the 21* century it will rely on its oil and gas.

Out of the four countries being discussed in this chapter, only
Russia has a completed, operational pipeline — the Caspian Pipeline
Consortium (CPC), which started transporting oil in 2001. It runs from
Kazakhstan’s Tengiz fields to the Russian Port of Novorossiysk and is
the largest current export route of Caspian oil, carrying 34 million
tonnes of oil every year. There is talk of almost doubling capacity to
67 million tonnes a year by adding 10 new pumping stations. An
example of the complicated nature of the geopolitics of oil in the region
is the fact that the CPC has varied shareholders: Russia holds 24
percent, Kazakhstan 19 percent, Chevron 15 percent, and Oman 7
percent. A variety of oil and gas companies make up the remainder.?®
In addition to Kazakh oil, the CPC also exports for major Russian
producers such as Lukoil, Rosneft, Surgutneftegaz, and TNK-BP.

There is no major pipeline to export Caspian gas, and interestingly
enough, Russia has shown no inclination to fill this need. Any Caspian

28.  Alla Afanasyeva & Vladimir Soldatkin “CPC pipeline oil exports down 7 pct
in Jan, m/m, Reuters, February 1, 2017, http://af.reuters.com/article/
energyOilNews/id AFLSN1FM4TM
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gas pipeline would also likely need to connect to Turkmenistan to take
advantage of that country’s massive gas reserves. However, President
Niyazov proved himself an unreliable negotiating partner, evidenced
in the planning of the American-sponsored Trans-Caspian Pipeline
(TCP). Nevertheless, Russia’s involvement in the region’s natural gas
markets would be a prudent move, since control of Caspian gas as well
as its own, would cement Russia’s position as the world’s pre-eminent
gas supplier. During recent talks concerning a possible Russian-led gas
OPEC, one of the experts’ criticisms of the idea was that Russia already
has such massive reserves that forming such a cartel might be
unnecessary. While this is debatable, by obtaining control over Caspian
gas, Russia should be able to completely put itself in a position to
effectively determine and manipulate the world’s natural gas market
as it sees fit.*

Challenge to Retain Leadership

Despite the unlikely scenario of Europe moving away from dependence
on Russian gas, there have been some concerns that the advent of the
US shale gas revolution and the resultant increase in gas, mainly LNG
supplies, will have an impact on Russia’s markets. Even if US LNG
does not enter Europe in large quantities, it would nevertheless have
an indirect impact on energy costs and security, as with US cutting
down its gas imports, much of US-bound supplies have increased
global supplies thereby pushing prices down in markets, including in
Europe.

Any capacity addition would enable Europe to increase its leverage
in future price negotiations with Moscow. A similar effect was seen
when the US shale boom took place over the last decade.

Moreover, with the price of US gas being lower than those available
to Europe and Asia since 2009, has seen an increase in short-term
supply contracts and spot trade of LNG as they offer buyers the ability
to fill supply shortfalls at competitive prices. Moreover, Washington

29. James Fishelson, “From the Silk Road to Chevron: The Geopolitics of Oil
Pipelines in Central Asia”, School of Russian and Asian Studies, December
12,2007 at http://www.sras.org/geopolitics_of_oil_pipelines_in_central_asia
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has been intensifying its efforts to enter the European market and replace
Russia as one of the EU’s largest energy suppliers, both for economic as well
as geopolitical gains. Particularly, following the recent Russia-Ukraine
conflict, the US and Western strategists have been trying to find a
replacement for Russian energy supplies to Europe.

However, in the long run, there will be only a marginal difference
between US LNG export prices to Europe, making it difficult to
compete with Russian pipeline supplies on price. Moreover, if the
prices are too low, US shale gas will not be able to match the operational
costs of traditional European suppliers, including Russia. With
European gas prices indexed to oil prices, and no upward movement
expected in the near future, hub-based US gas may not be as
competitive as expected.

Meanwhile, Russia is fighting to retain its dominant position in its
traditional market, besides diversifying to new ones. It is planning to
increase its gas production significantly within five years by
developing new fields in order to recapture its leading position from
the United States. On the other hand, some projections indicate gas
production will go up as Russia is pushing a number of multi-billion
dollar oil and gas projects, particularly in its Far East and Arctic regions.
Among its most promising projects are the new fields on the Yamal
peninsula, which currently provides only small quantities, but are
projected to produce more than 100 becm per year from 2020 and 200
becm from 2035. It is also planning to increase production from its
Eastern Siberian and Far Eastern regions, where the annual increase is
estimated to rise from the current 7 bcm and 30 bem, to 89 bem and 94
bem, respectively, by 2035. While production from Yamal will be for
the European market, gas from Eastern Siberia will be exported to
Asian markets. Moreover, it plans to construct an LNG plant in Yamal,
and the Altai pipeline that will help Russia redirect some of the gas
from Western Siberia to China.* While there are doubts about Russia’s
ability to deliver given its current economic stress, partly due to the

30. Zuzanna Nowak, Jarosaw ZEwiek-Karpowicz and Jakub Godzimirski, “Russia’s
Grand Gas Strategy — the power to dominate Europe?”, Energy Post, March 25,
2015 at http://www.energypost.eu/russias-grand-gas-strategy-power-
dominate-europe/
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sanctions imposed after the Crimean crisis and partly due to the fall
in oil — and gas — prices, the fact that its gas trade is not only linked to
its energy security policy but has a strategic component, where its
energy resources are viewed as both a tool and a means to achieve
security and political goals, it is unlikely that Russia will give up its
markets without a fight.



el

IRAN RE-EMERGES AS A POTENTIAL
(GAS SUPERPOWER

After more than two weeks of negotiations, Iran and the P5+1 namely,
the US, Russia, China, the UK, France and Germany, announced on
July 14, 2015 that they had reached a Long Term Joint Comprehensive
Plan of Action (JCPOA) which would scale back Iran’s nuclear
capabilities for more than ten years. In return, the P5+1 committed to
significant easing of the sanctions on Iran’s energy (mainly oil) and
banking sectors, albeit only after the IAEA issued its final report,
scheduled for December 2015, verifying Tehran’s compliance with the
obligations under the JCPOA. Although Washington cautioned that
the sanctions could be re-imposed if Iran went back on its pledge or
did not adhere to the terms of agreement, the agreement set the ball
rolling for unravelling of the sanctions that had taken a huge toll on
the country’s economy, signalling the return of Iran to the international
community. Already, reports of contracts with European and Asian
firms being signed are emerging, but even as some American
companies were said to be getting ready to head back to Iran, the new
US administration under President Donald Trump imposed sanctions
on dozens of Iran-linked individuals and entities following an Iranian
ballistic missile test, which include financial and banking sectors and
will freeze the US assets of the entities, both Iranian and others, that
have assisted Iran’s programme, with threats of more sanctions to
follow. However, the new sanctions did not mention the nuclear deal
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and therefore does not have a bearing — at least at the time of writing
— on non-US companies interested in Iran’s energy sector. However,
Iran will have to overcome several challenges before it can resume its
status as a leading energy producer and exporter. More importantly,
Iran’s return occurred at a time when the energy market is over-
supplied.

Background

The experience of years of interference, political manipulation and
military intervention by Western powers and the resultant deep
resentment this generated towards foreign governments has, to a large
extent, contributed to successive Iranian leaders — both pre- and post-
revolution — mistrusting foreign entities. This in turn is reflected in
political sensitivity in dealings with the energy sector, which is not
only a symbol of national pride and sovereignty, but also a vital source
of revenue for Iran. From the granting of the oil production concession
to William Knox D’Arcy in 1901 in which the British government
played a role by providing political support in order to prevent the
Russians from acquiring it, and the subsequent sale of the concession
to Burmah Oil, which was later incorporated into the Anglo-Persian
Oil Company (later known as Anglo-Iranian Oil Company, then British
Petroleum and eventually BP) in 1908, the British government, which
held the majority shareholding, benefited more from the concession
than did Iran.! This was followed by the signing of the Anglo-Persian
Agreement in 1919, the negotiations of which were kept secret and
which gave the Anglo-Persian Oil Company guaranteed access to
Iranian oil fields, although in effect, it gave control to the British
government control over the financial and military affairs of Iran,
thereby turning Iran into a buffer state between Russia and British
colonies in the Middle East and its “jewel in the crown”, India.
Following the overthrow of Ahmed Shah, the Persian ruler, by Reza
Shah Pahlavi, the agreement, which was never ratified by the Majlis,
was renegotiated in 1933, and was economically more in favour of Iran,

1. Daniel Yergin, “The Prize: The Epic Quest for Oil, Money & Power”, Free Press,
2008, pp. 119-121.
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but in reality extended the oil concession for another 60 years.? Finally,
during the Second World War, the Allied forces forcibly occupied Iran
in 1941, in order to prevent the country — and its precious oil — from
falling into the hands of the Germans. Thereafter, following the
abdication of Reza Shah and the succession to the throne by his son
Mohammed Shah Reza, Britain’s control over the country increased,
which led to increased resentment by the Iranians against both the Shah
and the Westerners.

However, the incident which perhaps reflected the deep anger and
resentment of the people against foreign influence was the 1951
nationalisation of the oil sector under the aegis of the nationalist Prime
Minister Mohammed Mossadegh, and the subsequent embargo placed
on Iran by the Western powers. In action that was similar to the
sanctions imposed in the 1990s by the US, purchase of Iranian oil was
embargoes, the country’s financial assets were frozen and all export
of goods to Iran were banned. Eventually, in a coup engineered by
Britain’s MI6 and the US’ Central Intelligence Agency (CIA) in 1953,
Mossadegh was overthrown and Mohammed Shah re-instated.
However, control over the country’s oil sector passed on to the
Americans under a new contract called the Consortium Agreement of
1954, which was perceived by the Iranians to be every bit as exploitative
as its predecessor.’

Finally, in 1979, when the revolution took place, it was seen as an
explosion against decades of exploitation, domination and above all,
humiliation of the Iranian people by foreign powers and the country’s
rulers who were perceived as puppets in the hands of first the British
and then the Americans, but who were equally culpable in looting the
country’s wealth at the cost of the people. It also provides an insight
into the reason for the anti-West policies of the post-revolutionary
government and the climate in which policies with regard to the energy

2. Maysam Behravesh, “Iran and Britain: The Politics of Oil and Coup D’état before
the Fall of Reza Shah”, e-International Relations, November 9, 2010 at http://
www.e-ir.info/2010/11/09/iran-and-britain-the-politics-of-oil-and-coup-
d%e2%80%99etat-before-the-fall-of-reza-shah /

3. Elham Hassanzadeh, “Politicization of the Petroleum Industry in Iran’s Natural
Gas Industry in the post-revolutionary period: Optimism, Scepticism and
Potential”, Oxford Institute for Energy Studies, 2014, pp. 53-57.
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sector — which are often perceived as self-defeating — were framed. The
stiff resistance towards private and foreign participation from
conservative elements in the post-revolution political set-up and the
greater state influence over sectoral operations that was initiated
stemmed from the deep mistrust and fear of exploitation and
manipulation by foreign or domestic forces.

However, while the prize coveted by the Western powers and the
international oil companies were concentrated on Iran’s oil riches, more
recently it is the country’s natural gas sector which has come under
the geopolitical lens of the international community. Given that Iran
has the world’s largest natural gas reserves surpassing leader Russia’s
reserves in 2013 according to BP*, the fact that the country’s gas sector
has not engineered the kind of excitement as the oil sector is due to a
number of factors. These include the fact that natural gas has attracted
the energy market’s attention only in the last few decades as the
demand for gas has increased worldwide, particularly in the developed
countries; the country’s fast depleting oil reserves; domestic opposition
to the export of gas, and the difficulty and expenditure involved in
transporting it over long distances, given that Iran does not have access
to LNG technology.®° However, this issue is being addressed with the
Iranian national state company National Iranian Oil Company (NIOC)
conducting negotiations with European and Asian firms to restart
incomplete LNG projects, with NIOC officials stating that the goal is
to complete the projects in the next two years. Russian, French, Chinese
and East European companies are reported to have also shown interest
in the LNG projects.®

More importantly, the sanctions imposed on Iran by the US and
Western powers, which saw oil production dropping from a record 6
million barrels of oil a day (mbd) prior to the Islamic Revolution to 2.8
mbd now due to years of sanctions and underdevelopment of fields,

4. BP Statistical Review of World Energy, June 2016 at https://www.bp.com/
content/dam/bp/pdf/energy-economics/statistical-review-2016 /bp-statistical-
review-of-world-energy-2016-full-report.pdf

5. “Iran in talks to complete LNG projects”, Trade Arabia Business Information,
February 1, 2017 at http:/ /www.tradearabia.com/news/OGN_319981.html
6. “Iran shortlists 29 IOCs to bid for upstream oil, gas tenders”, Platts, January 3,

2017 at http:/ /www.platts.com/latest-news/oil/london/iran-shortlists-29-iocs-
to-bid-for-upstream-o0il-26630383
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also saw the less developed gas sector starved of the requisite
technology and investment required to capitalise on the vast reserves.

Potential Gas Superpower?

With the advent of shale oil from the US as well as from new sources,
leading to an oversupply of the oil market and the resultant plunge in
prices, the Iranian government has the option of turning to its natural
gas resources to earn revenue, and position itself as a major energy
power player. A section of the government, the moderate section, are
of the opinion that establishing linkages through gas export pipelines
with regional and international markets is a key foreign policy strategy
in order to strengthen its bargaining power in the global political arena.
By making importing countries dependent on Iranian supplies, Iran
would be in a position to have the advantage in future negotiations.”
In fact, one of the main reasons for pushing for the gas pipeline project
to Pakistan and India (IPI) was to maintain its relevance as a major
energy supplier in the international energy market.

Nevertheless, given the condition of the energy sector — both oil
and gas — it will not be easy. Not only did the 1979 revolution as well
as the eight-year long war with Iraq from 1980-88 damage the oil and
gas fields, the contracts that were offered on payback terms were not
sufficiently attractive for the international oil majors with the requisite
technology to invest. Despite some reforms being introduced in the
early 2000s, the sanctions remained a deterrent for IOCs to return to
Iran.

According to some experts, the impact of political forces on the
energy sector has proved as detrimental as the sanctions. Moreover,
there is a tendency to treat all information about the country’s energy
resources as confidential.® As a result, the few contracts that were
signed were either with domestic firms or with other state-owned oil

7. Elham Hassanzadeh, “Natural Gas Allocation Policy and Prioritization
Challenges” in Iran’s Natural Gas Industry in the post-revolutionary period:
Optimism, Scepticism, and Potential, Chapter 6, Oxford Institute for Energy
Studies, 2014, pp. 126-130.

8. Elham Hassanzadeh, “Politicization of the Petroleum Industry, Chapter 2 in
“Iran’s Natural Gas Industry in the post-revolutionary period: Optimism,
Scepticism, and Potential”, Oxford Institute for Energy Studies, pp. 62-63.
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companies, rather than with international oil majors. As a result, while
the sanctions starved Iran of investment and technology, the personnel
with technical expertise needed to revive production to the pre-
sanctions level were also not available, as many of the senior technical,
engineering and commercial staff had left. Following the election of
hardline President Mahmoud Ahmedinejad in 2005, political
interference increased in the energy sector, while on the other hand,
relations with the West deteriorated even further, particularly after the
new regime, dominated by conservatives and hardliners, resumed the
uranium enrichment programme in Natanz that had been handled
more diplomatically by the previous reformist regime of President
Mohammed Khatami. Soon after, the United Nations imposed a series
of resolutions between 2006 and 2010 that included punitive sanctions,
while the US and the EU imposed even tougher unilateral sanctions’
which targeted almost every major area of the Iranian economy,
including Iran’s Central Bank and its ability to repatriate oil revenues
as well as many transportation, insurance, manufacturing and financial
sectors. More importantly, while the initial phase of the sanctions -
between 1979-1995 and 1996-2005 — were imposed unilaterally by the
US, the sanctions from 2006-2010 and again from 2010 till the present
time, were imposed by the EU and the UN and included measures
that were even more stringent than those imposed by Washington."
Prior to 2010, the EU was more conciliatory towards Iran and adhered
to sanctions that were imposed by the UN since 2006. It was only after
the fear that Iranian intransigence could cause an escalation of the
conflict, including an Israeli attack on Iran’s nuclear facilities, which
in turn could cause greater instability in the oil market, that the EU
had to adopt punitive measures. In a series of sanctions from 2010 to
2012, the EU imposed trade and investment restrictions on not only
the oil and gas sector, but also on banking and financial transactions,

9. Shahram Chubin, “The Politics of Iran’s Nuclear Program”, The Iran Primer,
US Institute for Peace at http://iranprimer.usip.org/resource/ politics-irans-
nuclear-program

10.  Ali Vaez, “Iran Sanctions: Which Way Out?” The Iran Primer, US Institute for
Peace, November 3, 2014 at http://iranprimer.usip.org/blog/2014/nov/03/
iran-sanctions-which-way-out
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shipping and insurance, and export of major equipment and
technologies."

But after the election of moderate leader Hassan Rouhani to the
presidency in 2013, which facilitated the lifting of the UN sanctions in
January 2015, the prospects for the return of IOCs into the country’s
upstream sector are looking up. To further attract foreign participants
into its upstream sector, the oil ministry, in November 2015, replaced
the previous buyback system with a new contract model known as
the Iran Petroleum Contract (IPC), which offered better terms for
investors, including improved cost recoveries and up to 25-year
contracts. However, given that the Iranian Constitution clearly states
that the nation’s natural resource reserves cannot be owned by foreign
entities, all foreign oil companies are required to partner with a
domestic firm that is assigned by the ministry.

Despite the new — and improved- contractual terms that are on
offer, only a handful of international energy majors have responded,
albeit tentatively. These include France’s Total, which has teamed up
with China’s CNPC and Iran’s Petropars, Norway’s DNO, and Royal
Dutch Shell, all of which have signed non-binding letters of
understanding with the NIOC. Some Russian companies, namely,
Gazprom, Gazprom Naft, and Lukoil are also reported to have signed
memoranda of understanding for seven oil and gas agreements, along
with other projects such as the construction of a power station and
renovation of a railway.'?

Nevertheless, challenges remain. These include a lack of capital,
renewed US sanctions imposed after the new American President
Donald Trump took over office in January 2017, Iran’s infamous
bureaucratic red tape, and most importantly, the forthcoming
presidential elections scheduled for May 19, 2017, wherein the current
incumbent, Rouhani is a candidate, but there are reports that former
president Mahmoud Ahmedinejad may also be in the running. The

11.  Elham Hassanzadeh, “The Impact of US and International Sanctions, in Iran’s
Natural Gas Industry in the Post-revolutionary Period”, Oxford Institute for
Energy Studies, 2014, p. 74.

12.  Mansour Kashfi, “Is A Full Recovery Possible For Iranian Oil And Gas?” Oil
Price.com, January 6, 2017 at http://oilprice.com/Energy/Crude-Oil /Is-A-Full-
Recovery-Possible-For-Iranian-Oil-And-Gas.html
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outcome of the elections will be an indicator of whether Iran will
continue on its current reformist agenda, or if there will be a return to
the previous radical path. If Rouhani wins, then the return of foreign
investments in Iran is almost assured. If not, then Iran will have to
wait a while longer before it can gain its position as a leading gas
producer and exporter.

Market Options

Europe

For years, the sanctions imposed on Iran had only a limited impact on
the country as several countries continued to do business with the
Islamic Republic. However, two factors eventually led Iran to the
negotiating table to thrash out an agreement that would be palatable
to both parties, viz., Iran and the Western countries led by the US -
Iran’s increasing economic problems due, in part, to decades of
sanctions, and the over-supply of oil and gas in the energy market due
to the shale revolution and the consequent fall in oil prices. On the
other hand, for the US, the prospect of energy independence, and the
return of Iran to the international community would allow Washington
more leverage over Saudi Arabia. Moreover, for years, the EU has been
looking for alternative supply options to Russian gas, and Iran has the
wherewithal to become a reliable alternative to Russia as a gas supplier
to Europe. In April 2015, the EU’s Directorate-General for External
Policies published a study of natural gas import options in light of the
Ukraine crisis and concluded that “Iran is a credible alternative to
Russia.”"® Although there is no pipeline network that currently fully
connects the Iranian gas grid to Europe, several options already exist.
It is already connected to Turkey via the Tabriz-Ankara pipeline. This
section transports gas from the South Pars gas field to the city of
Bazargan at the border of Turkey. Iran is strongly bidding for the
continuation of the pipeline network with the construction of the
‘Persian Pipeline”: a 3,300 km network system which crosses Turkey

13.  Brenda Shaffer, “A Nuclear Deal with Iran: The Impact on Oil and Natural Gas
Trends”, Policywatch 2362, The Washington Institute, January 27, 2015 at http:/
/www.washingtoninstitute.org/policy-analysis/view /a-nuclear-deal-with-iran-
the-impact-on-oil-and-natural-gas-trends
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before reaching Italy where it splits into a northern and southern
section, transporting gas to Germany, Austria, Switzerland, France and
Spain. The capacity of the Persian Pipeline is estimated at around 37-40
bcm per year and would require foreign investments of around
$7 billion. The route would bypass Russian territory and allow the EU
to import 25-30 bcm per year, that is, equal to Russian gas export to
Italy and Germany. Another long-term energy delivery option for Iran
to Europe would be via LNG at an estimated export capacity of up to
10 bcm a year with supply being transported through a pipeline system
to the Omani LNG hub and then shipped via cargos to the
Mediterranean seaports.'*

For Iran, entering the European gas market is important. Huge gas
reserves exist in the Iranian sector of the Caspian Sea, which however,
are located in the deepest point of the Caspian and Iran does not have
the required advanced technology for extraction. Therefore, Iran is
eager to attract European energy companies into its energy sector.

Some of the potential routes that are being considered are through
a pipeline that would pass through Turkey which imports about 9 bcm
a year. Iranian gas supplies could be connected with Turkey’s Trans-
Anatolian Pipeline (TANAP) to Europe, although negotiations with the
TANAP consortium have not been held. Russian firms have also
expressed interest in Iran’s gas development projects, with reports that
Gazprom has recently signed a letter of intent with NIGC. Iran too has
welcomed Russian participation in the $2.5 billion construction of a
pipeline known as IGAT-9, a 35 bcm a year line that plans to supply gas
from the South Pars field to Europe via Turkey.”” At the same time, Iran
is also looking at LNG shipment to Europe once they acquire the
technology.

For both sides, this could become a win-win situation. Establishing

14. Tara Shirvani, “The Dash for Gas How Iran’s Gas Supply Can Change the
Course of Nuclear Negotiations” Harvard International Review, Vol. 36, Issue 3,
Spring 2015 at http:/ /www.naturalgasasia.com/harvard-business-review-the-
dash-for-gas-how-irans-gas-supply-can-change-the-course-of-nuclear-
negotiations-15325

15.  “Iran hails Russia in Europe gas transfer plan”, Neftegaz RU, January 25, 2017
at http:/ /neftegaz.ru/en/news/view/157581-Iran-hails-Russia-in-Europe-gas-
transfer-plan
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itself as the EU’s long-term gas supplier would be a highly lucrative
avenue worth exploring, particularly as the recent fall in oil prices is
having an impact on the government’s budget. On the other hand, for
the EU, decoupling from Russia’s gas supply monopoly would be
possible by obtaining Iranian gas, thereby solving its main energy
supply dilemma. According to a study by the European Parliament,
Iran’s export capacity is more than 150 bcm per year, which could
eventually rival Gazprom’s export volumes of 140 bcm per year to the
EU.1

Another long-term energy delivery option for Iran to Europe would
be via LNG. Iran is planning to construct smaller LNG production,
including floating LNG (FLNG) units, and hopes to export gas to
Europe, either through Oman or directly as LNG. France’s Total is
reportedly in talks to buy a stake in Iran’s partly-built LNG export
facility and is planning to commit $2 billion to develop the 11th phase
of the South Pars field by the summer of 2017, provided that no new
US sanctions are imposed."”

West Asia

However, the most promising market for Iran is in its own
neighbourhood, viz., the Gulf Cooperation Council (GCC) member-
states. It is one of the fastest growing gas markets and is within
pipeline-reach. Over the years, Iran has been negotiating with several
of its Arab neighbours for the supply of gas. For example, in 2007, it
signed a MoU with Bahrain for the supply of around 10 bcm per annum
of gas starting 2010, through a pipeline across the Persian Gulf.
However, political tensions between the two countries, Bahrain’s close
relations with Iran’s regional rival Saudi Arabia, and the unrest during
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the “Arab Spring”, which Manama accused Tehran of supporting,
scuttled the negotiations.'

Iran and Kuwait have also discussed the possibility of gas trade
on several occasions, with both sharing an oil and gas field, which the
Iranian side refers to as Arash, and the Kuwaitis calling it Dorra.
Although a MoU was signed in 2010 to export around 8 million metric
cubic metres per day (mmemd) of gas from the Iranian side of the field,
negotiations broke down following differences over pricing. Again in
2012, Iran repeated the offer. However, the discovery of gas reserves
by Kuwait as well as hostile relations between the two made any
agreement unlikely."”

Similarly, attempts at signing an agreement with the UAE have also
been unsuccessful, mainly over pricing differences. Moreover, both
countries share strained relations due to a dispute over ownership of
three islands in the Persian Gulf. As a result, an agreement on gas sales
appears remote.

Nonetheless, in March 2014, Iran signed a gas supply deal with
Oman, with whom it shares comparatively warmer relations than with
the other Gulf States. The deal was signed in 2014 after several previous
attempts failed to deliver results, following differences over pricing
and routing of the sub-sea pipeline, stated that Iran will export 10
mcmd of natural gas over 25 years. According to reports, Oman and
Iran have yet to agree on the route of a 260 km sub-sea pipeline which
will carry Iranian gas to Oman. Moreover, Oman produced about 85
mcmd, while consumption was only 39 mmemd in 2013. It also imports
5-7 mmcmd of gas through the Dolphin system. However, given that
its gas demand is expected to rise over the next few years, and given
that it exports about 10.4 million tonnes of LNG per year (around 39
mmcmd), it may encounter shortages in the future.® Hence, despite
the delay in commencing operations due to disagreements over price
and American pressure on Muscat to find other suppliers, after the
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sanctions on Tehran were lifted, both countries renewed efforts to
implement the project. According to recent reports, the two countries
have now agreed to change the route of the undersea pipeline in order
to avoid waters controlled by the UAE. The planned pipeline, which
is expected to be constructed soon and completed in two years, would
connect Iran’s gas reserves with Omani consumers as well as with LNG
plants in Oman that could re-export the gas.”

Another Arab neighbour with which Iran shares warm relations
since the overthrow of Saddam Hussein is Iraq. The two countries
signed an agreement to supply Iranian gas to Iraq in 2013 which was
expected to commence supplying 4 mcmd of gas exports from South
Pars to Baghdad from May 2015, going up to 35 mcmd over the next
two years.”> However, the project had been suspended over security
risks as a result of insecurity in Iraq; but recently, Iran said that it was
ready to start the export of gas once Iraq was ready to pay. Earlier,
Iran had cut electricity supply to Iraq due to late unpaid expenses.”

The South Asian Market

After 2008, following the signing of the civil nuclear deal with the US,
several projects with Iran, including the gas pipeline via Pakistan (IPI)
were put on hold or dropped altogether, ostensibly over differences
over the size of the pipe, pricing and security issues. Instead, India
decided to focus on the US-supported Turkmenistan-Afghanistan-
Pakistan-India (TAPI) gas pipeline project. Now, with the removal of
sanctions looking increasingly possible, that is expected to change.
India’s petroleum and natural gas minister, Dharmendra Pradhan met
with his Iranian counterpart Bijan Namdar Zangenah in the first week
of June 2015 and discussed the possibility of building a gas pipeline
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from Iran to India through various alternate routes.** Earlier, the
possibility of direct gas exports to India through an under-sea pipeline,
via Oman, were also being discussed, as well as future LNG exports
to India. However, these are all in the planning stage and the
implementation of such deals will depend largely on the pricing of
gas as well as the demand for gas in India. (see Map 4.1)

Similarly, Pakistan, which despite claims that it would give in to
US pressure, had also put its portion of the IPI project on hold, is now
looking to resume the project — although not necessarily with India.
During Chinese President Xi Xinping’s visit to Pakistan in April 2015,
the possibility of linking the gas pipeline from Pakistan to China was
discussed. According to reports, once the planned project, namely the
China-Pakistan Economic Corridor (CPEC), which aims to connect the
Chinese city of Kashgar in Xinjiang’s Uighur Autonomous Region with
the deep water Chinese-built Gwadar Port at the mouth of Straits of
Hormuz, becomes operational, it can link with the Iranian pipeline after
the sanctions on Iran are lifted. India would be given the option to
come on board as well.” However, there have been some reports that
Pakistan was delaying the project under pressure from China as Beijing
was of the view that its CPEC project was sufficient to meet Pakistan’s
gas requirements. Similarly, Iran too is reported to have said that it
may cancel the project due to construction delays by Pakistan.?

Nevertheless, some of the projects that Iran is planning for the
export of gas include the Iran-Iraq Pipeline, which is expected to
commence supply soon. Initial exports are expected to be about 50 bcf
per year (1.4 bcm per year ) and are expected to increase in the future;
the Iran-Oman Pipeline, for which an agreement was signed in March
2014, although construction may be delayed due to pricing agreements;
the Iran-Pakistan Pipeline, for which construction on the Iranian side
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is almost complete, although construction on the Pakistani side has
been delayed, and the Iran-UAE Gas Contract, which however is facing
hurdles over pricing and volumes. Currently, the contract has been
referred to international arbitration.” (see Map 4.2) Therefore, despite
the fact that Iran has the world’s largest natural gas reserves, it is
unlikely that it will be in a position to rival current leaders like Qatar,
and future ones like Australia, as a major exporter.

The Challenges

Iran sees gas as the main fuel for the next 20-30 years for a world that
is scrambling to replace coal and oil to meet carbon emission goals,
and sees gas as the bridge fuel that will take their place. But there are
several challenges that will have to be met before Iran can take its place
among the leading gas market leaders.

First, it will need $100 billion to rebuild its gas industry. More
importantly, it will need the technology to not only get the long-
neglected fields to ramp up production above the current 173 bcm, but
also to construct LNG liquefaction plants. Currently, Iran has only a
half-built LNG export plant. Moreover, Iran lacks the pipeline network
required for exports.

In the fourth 5-Year National Develop Plan (2005-2009), the country
had plans to produce 70 million tonnes of LNG from the South Pars,
North Pars, Ferdosi and Golshan gas fields by launching six LNG
production facilities. However, all of these projects were cancelled after
the withdrawal of several international oil companies, including France’s
Total, Spain’s Repsol, the UK and Holland’s Royal Dutch Shell,
Malaysia’s Petronas and Petrofield LNG Co., China’s SINOC group
and CEPA as well as Poland’s PGNiG. However, with the departure of
the Western firms, the inability of Iranian and Chinese contractors, who
had agreed to provide the requisite technology, were unable to complete
the projects and, as a result, Iran’s LNG projects were delayed.”® Now,
with Total reportedly in talks to buy a large stake in Iran’s partly-built
LNG export facility in South Pars, Tehran is hopeful that the ability to
produce and export LNG will be possible in the near future.

27.  See Note 6 (EIA).
28.  See Note 10 (Washington Institute).
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No doubt there is strong support for the entry of Iranian gas into
the market, particularly from Europe, which sees Iran as a viable
alternative to Russian supplies. As the EU’s energy commissioner,
Miguel Arias Cafiete, said, if all concerns over Iran’s nuclear
programme are fully addressed, there could be growing cooperation
between the EU and Iran, including on energy matters, which would
allow investments in Iran by EU firms, which in turn, would open up
additional sources of energy supply. Nevertheless, it is unlikely that
Iranian gas will be flowing to Europe anytime soon.”

A lifting of sanctions on the Iranian oil and gas industry would
also have a number of geopolitical ramifications. Despite Russia’s
apparent support for Iran, many issues of strategic competition
between Tehran and Moscow may resurface, including in the sphere
of gas markets, with Moscow taking steps to block Tehran’s entry into
European markets, as it had done in 2007, when Tehran inaugurated
gas supplies to Armenia, prompting Gazprom to build the pipeline
project within Armenia with a small circumference to pre-empt its
future use for transiting gas to European markets.

Moscow and Tehran could also find themselves competing for gas
market share in Turkey, which is currently Russia’s second largest gas
export market, and a critical factor in Russia’s gas export strategy
following the proposed route change of the South Stream export
pipeline from Bulgaria to Turkey. Another potential conflict that may
emerge is with Qatar over the delimitation of their shared South Pars/
North Field (see map below), given its status as the main source of
Qatar’s massive LNG and condensates — which are a low-density
mixture of oil or gas that are present in gaseous form but condenses
into liquid when pumped to the surface — exports, and an area which
Iran has targeted for development.*
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However, the biggest obstacle to Iranian exports comes from within
the country. Some members of the Parliamentary Energy Committee,
mainly belonging to the conservative camp, have opposed gas exports
on the grounds that they do not serve the long-term interests of the
country. According to them, gas resources should be reserved for
domestic use, given that Iran’s demand for gas was growing along with
its population, and for re-injection into oilfields to ramp up falling
production and to prevent further decline. According to Iranian gas
industry estimates, some 70-110 cubic metres of gas has to be re-injected
into an oilfield to get an additional barrel of oil. If a comparison is made
regarding the profitability of exporting gas or using it to increase oil
production for export, the latter will be more profitable than the former.
On the other hand, gas exports, particularly through pipelines, would
have more strategic value.”

According to Azizollah Ramazani, international affairs director at
National Iranian Gas Company, once the sanctions are lifted or eased,
Iran plans to increase gas exports seven-fold to 200 memd in four years
and to 1.2 bcmd in five years, from the current 800 memd now.*
However, exporting gas will be challenging. Two main obstacles could,
however, hamper Iran’s entry into the international gas market: Iran’s
ability to produce more gas for export and two, the need to build
infrastructure to transport it. For the former, although Iran holds nearly
17 percent of the world’s natural gas reserves, and owns South Pars,
which is the largest natural gas field in the world, holding almost 40
percent of Iran’s total proved natural gas reserves and accounting for
about 40 percent of Iran’s GDP in 2013, it is a net gas importer and
accounts for less than 1 percent of the global natural gas trade. It
imports gas from Turkmenistan and Azerbaijan, and exports only a
small amount to Turkey, Iraq, Armenia and Azerbaijan, the latter
through a swap deal, through pipelines.* Moreover, the country
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consumes a larger proportion of natural gas than any other country in
the world, partly due to low domestic gas prices.

Moreover, even if Iran did succeed in attracting and obtaining the
technology for liquefaction, it would be difficult to attract the
investments, given that with new LNG projects coming up, the market
is currently over-supplied, and Asian importers, the largest buyers of
LNG, are becoming increasingly sensitive to high prices.

In order to attract the huge investments required to ramp up
production to levels that would once again establish Iran as a major
energy player, the country’s investment regime has to be drastically
revamped. In fact, a major factor that contributed to the departure of
international oil majors from Iran was the country’s unattractive
investment climate. Based on memories of exploitation and dominance
of the petroleum sector by foreign entities, the post-revolutionary
government had adopted severe restrictions on foreign companies and
investments. Moreover, the buy-back contracts that were first
introduced in 1993 and extended in subsequent deals, not only
prohibited foreign companies from acquiring equity, but any costs
incurred by a foreign company which went beyond the stipulated
ceiling would not be reimbursed. As a result, most international oil
companies, who were earlier ready to risk sanctions, backed out and
left the country.®

However, realising the need to attract the vast sums of investment
and technology required to rehabilitate the oil and gas sector, the
current Rouhani government has now announced that the terms that
will be offered to investors will not only be different from the earlier
regime, but would be far more attractive than other countries. In
February 2014, a new generation of upstream investment contracts,
called the Iran Petroleum Contract (IPC) were unveiled, which made
claims to have done away with most, if not all, of the earlier buy-back
contracts” shortcomings. In essence, the new terms include the
integration of all three stages of exploration, development and
production under a single contract, increasing the duration of the
contract to 25 years as against the earlier 5-7 years and 8-12 years

35. Elham Hassanzadeh, see note 8, pp. 85-92.
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offered, a more flexible rate of return for oil companies depending on
the risk and complexity of the project, offer of alternative fields in the
event of failure to make commercial discoveries, and most importantly,
the opportunity to book reserves in some high risk projects. The latter
is a major reversal of Iran’s constitutional rule prohibiting ownership
of energy reserves by foreign companies.*

In fact, according to some analysts, the new contracts are more
competitive than other oil producers as they provide higher potential
profits and lower investment risks as well as favourable rates of return
and long-term joint venture options with local Iranian firms. Hence,
although the investors will have no rights over the reserves, after
exploration is completed, they can report output they receive as
payment.”’

The new IPC has succeeded in generating renewed interest from
international oil companies in the country’s energy sector. In early June,
representatives from some of the top oil majors, including Eni, Shell,
Total and Lukoil, met with Iran’s Oil Minister, Bijan Zanganeh in
Vienna during an OPEC seminar and evinced their interest in returning
to Iran, provided the sanctions were lifted.*®

President Rouhani has also taken steps to reduce the influence and
control of the Iranian Revolutionary Guards Corps (IRGC) which had
taken over a number of firms during the second term of President
Ahmedinejad (2009-2013), and was a major deterrent for potential
investors. The IRGC, despite having little experience or expertise in
the oil industry, was given the charge of maintaining the country’s oil
and gas production, as well as the development projects that
international firms had abandoned because of the sanctions. The IRGC
replaced several hundred managers of the Iranian oil companies,
including the NIOC and affiliated companies, in the gas and
petrochemical industry. However, corruption and poor management
and technical skills of the IRGC, together with financing difficulties,

36.  “Iran goes the extra mile with new Oil Contracts”, Middle East Economic Survey
(MEES), Vol. 58, No. 25, June 19, 2015, pp.2-3.

37. Parisa Hafezi and Jonathan Saul, “Iran sweetens oil contracts to counter
sanctions and price plunge”, Reuters, Feb 3, 2015 at http://uk.reuters.com/
article/2015/02 /03 / uk-iran-oil-sanctions-exclusive-id UKKBNOL70G620150203

38.  “Iran goes the Extra Mile with new Oil Contracts, no. 36.



86 The Geopolitics of Gas: Common Problems, Disparate Strategies

led to a decline in the overall state of the sector, including in the South
Pars, leading to a drastic fall in production.”

After Hassan Rouhani took over the presidency, with the support
of the Supreme Leader Ali Khamanei, he reinstated Bijan Namdar
Zangeneh, who had served as oil minister during the Khatami
presidency, brought back the dismissed management personnel, and
had the Supreme Leader issue a directive to have them step aside or
reduce their involvement in the oil and gas sector.* Despite the support
of the Supreme Leader, and the IRGC’s accession to the directive to
step aside, the fact that the energy sector is closely linked to the
economic interests of the IRGC make it unlikely that the IRGC will
willingly give up its control. Moreover, there is severe opposition from
several conservative factions in the political set-upto the reforms that
are being implemented, given that the oil and gas sector is perceived
as a symbol of national pride and sovereignty.*

Finally, there is no guarantee that the sanctions will be lifted in
the near future. Although the sanctions were lifted in January 2016 after
Iran dismantled significant elements of its nuclear programme, Iran is
not completely out of the woods. After Iran tested a ballistic missile at
the end of January 2017, the current US administration under Donald
Trump, enacted new sanctions on Iran a week later. Some 25
individuals and companies connected to Iran’s ballistic missile
programme and those providing support to Iran’s Islamic
Revolutionary Guard Corps linked to the programme were slapped
with bans on banking transfers. However, the new sanctions strike at
specific companies and arms traders from Iran to Lebanon and China,
and despite Mr Trump’s declaration that he was considering scrapping
the JCPOA or the nuclear deal itself, it continues to stand, although
the US has hinted that it may impose more sanctions.
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Therefore, as of now, Iran is gearing up to increasing its natural
gas (and oil) production to pre-sanctions levels, with several European
oil and gas companies showing interest in doing business with the
Islamic Republic. But the prospect of millions of barrels of Iranian gas
entering the market at a time when the market is over-supplied could
stave off a price recovery for a longer time. Hence, Iran would, in all
likelihood, be able to develop significant export capacity only in the
long term, that is, beyond 2020, while LNG exports could take even
longer.*

However, Iran’s limited gas exports are not the problem. In fact,
from a macro-economic point of view, it may be more valuable for Iran
to export gas and energy in other forms, such as electricity or products
of gas-based industries such as petrochemicals, steel, cement and
aluminium. The main problem is with Iran’s domestic pricing regime
and low energy efficiency. Although Iran has attempted some price
correction through subsidy reforms with some success, residential and
also industrial consumption remains high. Therefore, in order to
achieve its potential, the government will have to draft a
comprehensive strategy for the gas sector and related industries. An
appropriate gas pricing strategy will be one of the success factors.
Furthermore, Tehran has to attract the latest technologies to all sub-
sectors of the gas value chain (from upstream to midstream and
downstream), gas-based industries and most importantly, energy
efficiency.

If all of the above are addressed, Iran will be on its way to becoming
a significant hub for energy production and energy-related exports on
an international scale, provided it succeeds in overcoming the
challenges of meeting domestic requirements and an over-supplied
market.

42.  Elham Hassanzadeh, Note 7, pp.140-150.
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QATAR — LNG LEADER, BUT FOR
How LONG?

What Saudi Arabia is to the oil market, Qatar is to the gas, specifically
the LNG, market. Nonetheless, being one of the smallest states in the
Persian Gulf, with a population that is outnumbered by a foreign
workforce, and sandwiched between powerful neighbours — Saudi
Arabia and Iran — Qatar has successfully transformed itself from a
traditional tribal society and a British protectorate till the early 1970s,
into an economic powerhouse. Under the ruling al-Thani family, and
more specifically Sheikh Hamad bin Khalifaal Thani, the son of Emir
Khalifaal Thani, from whom he took over in a bloodless coup in 1995,
the tiny kingdom has managed to position itself as a major political
player in a region by playing a mediatory role successfully among
varying factions, backed by immense wealth. It has one of the highest
per capita incomes exceeding $ 105,829 and an enviable GDP growth
rate, which however, has shown a decline over the last three years from
a high of 26.2 percent in 2006 to 3.6 percent in 2016. Over the last decade
and a half, Qatar has acquired valuable and prestigious assets around
the world, including strategic shares in major companies, which has
allowed it to gain the potential to influence economic and political
decisions in the countries in which they are made.

On the political front, it has increasingly being acquiring the
reputation of an international player. Apart from being a member of
important organisations, including OPEC, the Gulf Cooperation
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Council (GCC) and the Arab League, it has befriended the US by
allowing it to use its air bases to supply American forces in Iraq and
Afghanistan, although it has several differences with Washington. At
the same time, it also facilitated non-state organisations like the Taliban
to open a political office in its territory; it supported the forces involved
in ousting Libyan strongman Muammar Gaddafi; it backed the Muslim
Brotherhood in Egypt and the Islamist rebels in Syria and it mediated
disputes among Palestinian factions as well as factions in Lebanon and
Sudan. It owns the al Jazeera TV channel — the most important media
outlet in the region — it hosts satellite campuses of American
universities. Moreover, the Emirate has been acquiring strategic shares
in major companies throughout the world, which gives it the potential
to exercise some influence in policy making. As a result, Qatar is
perceived as an important and influential player in the region.

Qatar’s ability to punch far above its weight would not have been
possible without its huge hydrocarbon reserves — particularly natural
gas — which accounts for 15 percent of global reserves.! Since the
discovery of the massive North Field, which is the largest non-
associated gas field in the world, which held 40 trillion cubic metres,
in 1971 — the year it gained independence, Qatar has positioned itself
as the world’s largest liquefied natural gas (LNG) exporter and more
importantly, a critical “swing supplier” of gas. Although its LNG
exports commenced only in December 1996, they have grown six-fold
in the last 10 years.> Given that the North Field’s reserves contain non-
associated gas reserves, that is, the gas is not linked to that of oil, it is
not fettered by Organisation of Petroleum Exporting Countries (OPEC)
quotas, and more importantly, free from the possibility of Saudi
domination.

However, recent events in the international gas market could force
Qatar to surrender, or at the very least, downgrade its position as the
undisputed leader of the LNG market. With new gas — including LNG—
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producers and exporters entering the market, coupled with the
prevailing low gas prices which may extend for a while leading to a
fall in Qatar’s revenues, Qatar has been fighting to retain its position.
Most importantly, with the availability of more supplies of LNG poised
to enter the Asian markets as new LNG production comes on line from
Australia and the US, the emergence of a strong spot market is
inevitable, which, in turn, will not only allow consumers to bargain
harder for lower prices in future deals, but could also precipitate the
formation of a regional pricing regime, as against the current system
based on oil indexation. More importantly, Qatar may lose its status
as the sole “swing producer” of gas, thereby removing Doha’s strategic
importance at the international level.?

Qatar’s Energy Policy

In the early decades of oil production, natural gas was considered a
near-worthless by-product and provided to domestic markets at low
prices. Over time, however, natural gas came to be valued as a key
domestic resource that could be deployed to substitute for more
valuable oil in the domestic economy, assisting states in maintaining
oil exports in the medium and longer term. Gas demand has risen
within the power generation and industrial sectors, as well as in
enhanced oil recovery applications, where it is re-injected into
depleting oil reservoirs. The Gulf States have recently exhibited a new
willingness to invest in gas-specific exploration and production and
to pay much higher prices for gas imports. These states have also begun
to invest in expensive marginal increases in domestic gas production.

Price distortions are thus a key factor behind shortages in the Gulf.
Low prices drive demand as well as the inability to meet demand,
through development of large but under-utilised reserves in most of
the ‘gas-short’ monarchies. The GCC-5 states (i.e. not including Qatar)
consume nearly all the gas they produce.

Natural gas reserves in Qatar were first discovered in 1971 in the
huge North Field, although it took 20 years before its potential could
be exploited, both because of its location at a distance from major gas

3. Naser al-Tamimi, “Navigating Uncertainty: Qatar’s Response to the Global Gas
Boom”, Brookings, Doha Center, March 2015.
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markets as well as investment challenges. As a result, production began
only in the early 1990s. Qatar soon realised that apart from fulfilling
domestic demand, it would be necessary to find export markets,
particularly outside the region, if it had to monetise its resources due
to low regional prices and unsuccessful plans to expand pipeline
networks apart from the Dolphin project. However, it took a decade
of perseverance to overcome constraints and tie-ups with international
oil companies before Qatar’s first shipment of LNG to Japan was
contracted. Since then, Qatar has not looked back and over the next 15
years, it built a LNG chain and a reputation of a reliable supplier that
has, so far, kept competition at bay. Today, Qatar is the largest exporter
of LNG and gas-to-liquids (GTLs) in the world, with a supply chain
that spans the globe.* Due to its strategic location which is roughly
equidistant between the major energy-consuming centres of Asia and
Europe, Qatar’s strategy is to establish itself as a swing producer —
which is quite different from Saudi Arabia’s status as the swing
producer of oil — in that, it can supply gas to markets in both the
Atlantic and the Pacific Basins, and perform the role of arbitrageur
between these regions. In other words, by taking advantage of a price
difference between Asian and European markets, Qatar is able to sell
LNG into Europe when prices in Asia are low, and direct LNG to Asia
when prices in Asia are high.”

Although Qatar’s reliance on gas exports, the decoupling of gas
and oil prices in the aftermath of the Japanese earthquake of 2011,
suggest that it is likely to be one of the best placed GCC nations to
weather the current fall in oil prices. That said, Qatar is not immune
from the changes that are taking place in the international gas market.
According to medium-term projections for global gas supply,
downward pressure on prices is very likely, given the entry of supplies
from Australia, the US and African countries. Yet, Doha has not
announced any increase in production from existing fields in its own
territory, and in fact imposed a moratorium on increasing output from

4. Ibrahim Ibrahim and Frank Harrigan, “Qatar’s Economy: Past Present and
Future”, QScience Connect, September 17,2012 at http:/ /www.gsdp.gov.qa/
portal/page/portal/gsdp_en/knowledge center/Tab2/Qatar%20economy %20
past%20present%20and %20future.pdf

5. Bassam Fattouh, Howard V. Rogers, and Peter Stewart, no. 2.
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its North Field — which it shares with Iran’s South Pars — till 2015,
ostensibly to monitor the health of the reservoir to assess its longevity,
but more likely to gauge market demand. Hence, apart from its $10.3
billion Barzan gas project, which is mainly dedicated for serving
growing domestic demand, no further gas projects have been
sanctioned. Instead, it plans to increase its LNG production by
improving the efficiency of its LNG production plants and may also
expand its production capacity of gas-to-liquids (GTL) and LNG fuel
for the shipping industry.® (Map 5.1)

Moreover, in order to retain its dominant position as LNG supplier,
it is pursuing a strategy of “buying up the competition”, somewhat
akin to Russia’s policy, by forming joint ventures with international
oil companies, including ExxonMobil, where its investment in the
Golden Pass LNG terminal in Texas is expected to reach over $10 billion
with over 20 bcm in annual export capacity. Clearly, despite the current
dismal projections on the LNG front, Qatar is intent on remaining a
long-term player.

However, with the advent of new LNG players entering the market
and more importantly, with US exports offering hub-based pricing,
Qatar has initiated reforms in order to retain its leadership role in the
LNG market. Moreover, following the (partial) lifting of the sanctions,
Iran has the potential to become a major rival for Qatar, both within
the region as well as in the larger global market, provided it can
overcome domestic opposition to gas exports and acquire liquefaction
technology.

Regional Policy

Despite the presence of substantial gas reserves in the region, barring
Qatar, the Arab states in the Persian Gulf, suffer from domestic
shortages in gas demand. Ironically, although the demand for gas is
growing in the region, the regional gas market is not a priority for
Qatar, which exports 20 billion cubic metres a year (bcm/y) through
the Dolphin Pipeline, which transports gas from Qatar’s North Field
to the UAE and to Oman, which is far less than the pipeline’s capacity
of 33 bcm/y. This is partly because the GCC states were unwilling to

6. Naseral Tamimi (see note 3).



Map 5.1

Qatar — LNG Leader, But for How Long?

93




94 The Geopolitics of Gas: Common Problems, Disparate Strategies

pay what Qatar considered a reasonable price for its gas, and partly
because of disputes between Qatar and its neighbours. Qatar’s gas
marketers, RasGas and Qatar Gas, demand that regional buyers pay
prices that are equivalent to the netback value of global LNG exports,
that is, all importers should pay the same price, whether it is exported
to Japan or to neighbouring countries.” As a result, Qatar decided to
go for constructing liquefaction plants in the late 1990s, albeit
reluctantly, as the investments required for LNG plants were double
that of pipelines, and sought instead to export its gas to customers far
beyond the region. As gas prices were contractually linked to oil prices
— which started to increase from 2002 — Qatar earned far higher
revenues from LNG sales than those from fixed prices in the GCC. It
also sold surplus production on the spot market. By so doing, Doha
has attained not only the status of the world’s largest LNG exporter,
but has also succeeded in forming linkages with powerful importing
states, who have become stakeholders in the security of continued
Qatari supply. This strategy has facilitated it to expand its global
influence, which not only allows it to punch far above its weight but
also improve its national security.®

However, the only significant cross-border gas pipeline in the region
is the Dolphin Pipeline, which began carrying gas from Qatar to the
UAE in 2007. From 2008, an extension began delivering Qatari gas to
Oman. But plans to expand the network to Kuwait and Bahrain were
blocked by Saudi Arabia, as it was unwilling to allow new pipelines to
be constructed across its maritime borders. As a result, 62 percent of
Qatar’s LNG exportsaredirected to Japan, South Korea, India and China.’
But with the demand for gas in the region is expected to grow due to
a combination of fast-growing population, and rising concerns over
climate change, Qatar may look at increasing its market share within
the region as well. In October 2016, Qatar Petroleum signed a long-term
sales agreement with Dolphin Energy, whereby QP will deliver more
gas to Dolphin for export to the UAE through the existing subsea

7. Krane and Wright, see note 1, p.5.
8. Ibid., pp.2-3.
9. Ibid.
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pipeline."’ It has also brokered a four-year deal earlier this year to supply
Kuwait with 0.7 bcm/y from March." (see Map 5.2)

Energy as Strategic Tool for Foreign Policy

Following the 1990 invasion of Kuwait by Saddam Hussein’s Iraqi
forces, Qatar realised its vulnerability vis-a-vis its powerful neighbours.
Therefore, it decided to hedge its bets by building strong ties with the
US on one hand - it gave the US Air Force conditional use of its al-
Udeid Air Base, availing of its military protection — and on the other,
ensured that it maintained relations with non-state actors such as
Hamas as well as “pariah” states like Iran, the aim being to expand its
traditional role as a mediator between rival tribes in the region in the
international arena.'

But without its natural resources, mainly natural gas as well as
substantial reserves of crude oil, this would not have been possible.
Qatar has the world’s third largest gas reserves of 871.5 trillion cubic
feet (24.7 trillion cubic metres), representing about 13.3 percent of global
proven oil reserves. The country also produced 158.5 billion cubic
metres (bcm) or 4.7 percent of global gas production, making Qatar
the world’s fourth largest gas producer in 2013 after Russia, the US
and Iran, according to the BP Statistical Review 2014."”> More than 84
percent of Qatar’s gas exports are in the form of liquefied natural gas
(LNG), more than two-thirds of which (71.4 percent) is shipped to Asia.
Furthermore, Qatar has managed to contain domestic price pressures
by setting over $300 billion of export revenues aside in its growing
sovereign wealth funds and managing a proactive interest rate policy.

10.  Shardul Sharma, “Qatar Petroleum, Dolphin sign new gas contract”, Natural
Gas World, October 6, 2016 at http://www.naturalgasworld.com/qatar-
petroleum-dolphin-sign-new-gas-contract-32017

11.  “Qatar taking ‘aggressive’ stance in Europe to mitigate LNG risks”, Hellenic
Shipping News, December 10, 2016 at http:/ /www.hellenicshippingnews.com/
qatar-taking-aggressive-stance-in-europe-to-mitigate-Ing-risks/

12.  Robert Siegel, “How Tiny Qatar ‘Punches Above Its Weight”, WBUR News,
December 23,2013at http://www.wbur.org/npr/255748469 /how-tiny-qatar-
punches-above-its-weight

13.  BP Statistical Review of World Energy, 64th edition, June 2015 at http://
www.bp.com/content/dam/bp/pdf/Energy-economics/statistical-review-
2015/bp-statistical-review-of-world-energy-2015-full-report.pdf
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This strong gas revenue-base allowed Qatar to improve its regional
autonomy, particularly with respect to Saudi Arabia. It also allowed it
to diversify its security requirements beyond reliance on the US. Doha
leveraged its energy linkages to build strategic relationships with
several countries, and lessening its dependence on Saudi Arabia. As
importing states grew more dependent on Qatari supply, they became
stakeholders in Qatar’s political stability and external security.
Although Qatar continues to depend on the US” hard security umbrella,
without which its energy lifeline would be vulnerable, Qatari policy
of signing long-term contracts have allowed it to become less reliant
on the US’ diplomatic support. In other words, Qatar’s foreign policy
can be interpreted as maximising independence of action by leveraging
its sovereign wealth investment strategy, through which it reaps further
political influence, thereby augmenting national security. With the
wealth that Qatar accumulated from its energy exports, enabled it to
buy up prime real estate in the UK and Paris and invest in companies
such as Barclays, LVMH and Xstrata. Economic power also allowed it
to gain political influence."

Impact of a Changing Gas Market

Although Qatar’s main strength lies in its gas sector, it has traditionally
earned most of its revenue from oil. Since the country’s natural gas
meets most of its energy demand, it exports most of its crude oil and
petroleum products.” Hence, the changes that have taken place in the
gas market with the advent of new supplies may have serious
implications, not only for Qatar’s economy but also for its role as a
geopolitical actor.

Already, increasing supplies have wiped out premium for spot
supplies in the East Asian markets, while the substantial fall in prices
has seen several LNG export projects being delayed or cancelled. In
fact, LNG prices began falling even before the crash in oil prices due

14.  Anita Hawser, “Qatar Faces Geopolitical Risk”, Global Finance, December 06,
2012 at http:/ /www.gfmag.com/magazine/december-2012/report-qatar-faces-
geopolitical-risk-

15.  Qatar, Country Analysis Briefs, Energy Information Administration (EIA), US
department of Energy, January 30, 2014 at http://www.eia.gov/beta/
international/analysis_includes/countries_long/Qatar/qatar.pdf
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to an increase in supply coupled with slow demand growth. Moreover,
with the impending return of Iran to the energy — including gas —
market following the signing of the nuclear agreement between Tehran
and the P5+1 countries and eventual lifting of sanctions, possibly by
December, Qatar may be facing even bigger competition in the longer
term.

According to market projections, Australian supplies from 2015
onwards are expected to pose a serious challenge to Qatar’s dominance,
as it seems poised to overtake Qatar in 2018 as the top LNG exporter,
while the US is expected to take the top spot by 2020. Some projections
even indicate that Qatar may have to be content with sliding to the
fourth position after Australia, Africa and the United States.

That Qatar needs to remain on top of the LNG suppliers’ chart is
imperative for the kingdom as the strategic importance it derives as
the world’s number one LNG exporter may also diminish concurrently.
Given that more than 90 percent of Qatar’s budget revenues and
exports stem from activities associated with the energy sector, the fall
in oil and gas prices are showing signs of impacting the country’s
economy, despite its large accrual of revenues earned from LNG sales.
Continued lower oil prices could lead to a substantial deterioration of
the fiscal and external balances, according to an IMF report, with the
country’s budget sliding into deficit and the current account surplus
being largely eliminated.' In the case of gas, lowering of oil prices has
also impacted on Qatar’s revenue earnings, since Qatar prices its long-
term LNG contracts on the Japanese Customs-cleared Crude or Japan
Crude Cocktail (JCC) price index, which is usually between 14-15
percent of the JCC price.”

Most importantly, the leverage that Qatar enjoys as the main
supplier for Asian LNG buyers may also be affected as new supplies
enter the market. According to some reports, Qatar’s LNG exports to
Japan, South Korea dropped by 3.6 percent in 2016, while Australia
increased its share in these countries by 8.4 percent. On the other hand,
however, its exports to China and Taiwan have increased, albeit

16.  Nicolas Parasie, “Qatar Risks Budget Deficit in 2016 Due to Low Oil Prices, IMF
Says”, The Wall Street Journal, April 2, 2015, http:/ /www.wsj.com/articles/qatar-
risks-budget-deficit-in-2016-due-to-low-oil-prices-imf-says-1427983369

17.  Naseral-Tamimi, no. 3, p. 27.
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modestly. Moreover, it has been seeking to increase its market share
in Europe, and to some extent it has been successful by offering more
flexible terms. Along with consortium partners in its QatarGas 3 joint
venture, comprising Qatar Petroleum, ConocoPhillips and Mitsui, it
will be exporting 1.5 bcm/y to Northwest Europe over the next seven-
and-a-half years.'

However, some of Qatar’s customers have been demanding that
Qatar reduce its prices. Recently, India, which has a 7.5 million tonnes"
a year contract with Ras Gas for LNG on a long-term 25-year contract,
priced at around $12 per million British thermal units (mmBtu), has
now succeeded in getting Qatar to bring the price down to $5/mmBtu.
Citing the drastic fall in prices and using its growing leverage as a
market, India had stated that if the prices were not cut, it would seek
a 38 percent cut in import volumes for 2015. While Qatar agreed to the
price cut, and also agreed not to seek damages for under-lifting
supplies, it however, managed to get India (Petronet LNG) to sign for
an additional import of 1 million tonnes per year for about 12 years
with effect from January 1, 2016 at the prevailing market price.”

According to reports, other LNG exporters too have been cutting
prices. QatarGas amended its long-term deal with PetroChina, signed
in 2011 for 3 million tonnes per year, by allowing more deliveries
during the peak winter period, as against the earlier system of
delivering the same amount of LNG every month. In any case, Qatari
volumes to China have come down by 77 percent year-on-year to just
92,000 m.t., levels that have not been seen since 2011.?! Japan too has
cut its imports.

Therefore, as Qatar’s main buyers reduce their offtake, turning
increasingly to the spot market, Qatar has three options. It can increase

18.  “Qatar taking ‘aggressive’ stance in Europe to mitigate LNG risks” Hellenic
Shipping News, December 10, 2016 at http:/ /www.hellenicshippingnews.com/
qatar-taking-aggressive-stance-in-europe-to-mitigate-Ing-risks/
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its spot sales or go for shorter term deals as against long-term contracts,
reduce its price as per clients’ demands, or adopt a flexible pricing
regime.

With regard to the first, Qatar is already one of the top spot and
short-term exporters, accounting for 38 percent of spot and short-term
deals. But the fact that it is ready to show more flexibility is clear from
its recent deal with Pakistan. In February 2016, QatarGas signed a deal
with Pakistan for 3.5 m.t. per year, where under a take-or-pay deal, it
has agreed to review the price 10 years after supplies commence,
thereby giving Pakistan added flexibility in the contracts.”

In a bid to cut costs which will also allow it to lower prices even
further, Qatar’s number one and two LNG producers, Qatargas and
RasGas, respectively, have announced recently that they will now
operate under a single entity, named Qatargas. The integration process
is planned to start immediately and is expected to be completed within
the next 12 months. The two companies will merge their resources and
capabilities to enhance their competitive position. The move is expected
to save hundreds of millions of dollars.?

In fact, one of the factors that have allowed Qatar to adopt flexibility
is the advantage it has in production costs. For example, RasGas can
produce one mmBtu of gas at $1.60 — lower than US prices — which
gives it a competitive edge vis-a-vis rival producers like Australian
producers, whose production costs are around $13.50/mmBtu.
Moreover, Qatar owns and operates a fleet of 60 LNG vessels, which
provides it a huge supply chain coverage than many of its rivals, giving
it a distinct competitive advantage.*

Nevertheless, Qatar is also diversifying its traditional market from
Asia to Europe. In 2015, it sold an extra 3 million tonnes to European
customers from a year earlier, offsetting the lower volumes to Asia.”
However, given that the European market is saturated, and will have
to deal with traditional and new suppliers like Russia and the US, both

22.  Ibid.

23.  “QatarGas and RasGas to merge”, LNG World News, December 12, 2016 at http:/
/www.Ingworldnews.com/qatargas-and-rasgas-to-merge/

24.  See note 21, Platts, 2015.

25.  Ibid.
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of who are ready to offer competitive rates, Qatar will not be able to
bank on Europe to balance the loss of any Asian market.

Qatar’s Options

In the face of emerging challenges, Qatar nevertheless has a few cards
to play. Unlike its newer challengers in the LNG market, Qatar’s cost
of production is one of the lowest in the world, which, as in the case
of Saudi Arabia in terms of oil production, leaves it in a more
favourable position to withstand low prices. Production from emerging
markets like Australia and some African producers, are much more
expensive to produce.

Second, with climate change concerns increasingly taking centres
tage, and renewable energy unlikely to deliver on the volumes required
for increasing energy demand, particularly in Asia, the future for gas
seems bright. According to the BP Energy Outlook 2035, global natural
gas demand is expected to grow by 1.9 percent per annum, reaching
around 490 billion cubic feet by 2035, driven by demand in non-OECD
countries, as well as Asia and the Gulf states.?® Given Qatar’s
geographical location, it is ideally positioned to serve both the Asian
and West Asian markets.

Third, in order to further develop businesses in the global LNG
arena, Qatar-owned companies are investing in production facilities
outside the country. Using its huge sovereign wealth fund, the Qatar
Investment Authority, plans to invest as much as $20 billion in Asia
by 2020. Qatari energy companies are already collaborating with
ExxonMobil through a joint venture to construct a liquefaction plant
in Texas, which, pending approvals, could commence construction by
2016.

Fourth, Qatar can drive higher cost competition out of the market
by increasing production and lowering costs. This was the plan when,
despite the moratorium on North Field, it began work on the $10 billion
Barzan project, a joint venture between Qatar Petroleum and Exxon-
Mobil. The project was originally expected to come online in 2014, with

26.  BP Energy Outlook 2035, February 2015 at http:/ /www.bp.com/content/dam/
bp/pdf/Energy-economics/energy-outlook-2015/Energy_Outlook_
2035_booklet.pdf
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plans to boost gas production by up to 2 billion cu ft per day (56633693.2
cu. metres per day) in the first half of 2017, with the bulk of the
production going towards meeting rising domestic demand, leaving
more supplies for export. However, the project has been delayed due
to a leak in the upstream pipeline, dealing a blow to plans to increase
production. Although the project was expected to commence
operations in November 2016, there has been no news on the issue.

In the long run, the key for Qatar to retain market share would be
to quickly adapt to changing market dynamics. Furthermore, it is also
revisiting its regional policy, given that demand for gas in the region
is projected to increase from 5.44 bcm in 2015 to 12.2 bem by 2020, and
31.2 bcm by 2025.% It is well placed to meet most, if not all of the
region’s gas demand, both by pipeline as well as LNG, although pricing
differences will have to be sorted out.

Therefore, in order to retain its premier position in the LNG market
in the face of the impending competition, Qatar is now looking to
diversify its market from its three main markets, viz., Japan, South
Korea and India, and is not averse to including smaller markets, and
more importantly, lower prices. Recently, it signed a contract to supply
Pakistan with 2.2 bcm/y at a competitive price of $7 per million Btu
and has also tied up contracts with Thailand’s PTT for a 20-year supply
from 2015 as well as Poland’s PGNiG starting 2015.

It has also signed a joint venture with ExxonMobil and
ConocoPhillips in the Golden Pass LNG export project, where it will
be offering prices based on HH indexation to customers, thereby
increasing its options to act as a swing supplier between Europe and
Asia.”® It has also signed an agreement with UK-based EDF to supply
the new import terminal in Dunkirk with another 2.7 bcm/y over and
above the current 11 bem/y. It has also increased its market share in
Europe by 3.3 percent year-on-year since 2015.

Recently, Qatar Petroleum (QP) signed a deal with Abu Dhabi
National Oil Company to enhance supplies to the UAE via the Dolphin
pipeline. Furthermore, QP has taken advantage of its domestic joint

27. Naseral Tamimi, note 3.
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ventures to forge their first major foreign partnership with ExxonMobil,
and their interest to purchase shares in both Mozambique and Egypt’s
Zohr field.

Qatar’s ability to offer more competitively priced contracts ensures
a steady stream of revenue, Apicorp said, adding at present, more than
80 percent of its production is committed for 2016-20, as part of supply
purchase agreements, securing revenue stability.

Qatar is also expanding its non-oil and gas sector in order to reduce
its dependence on the hydrocarbon sector. Using its huge wealth
funded from decades of LNG sales, it has over the last year alone
invested across the globe in assets as diverse as poultry farms in Turkey,
Russia’s Rosneft and the UK gas company National Grid Plc. as well
as holdings in Hollywood, realty in New York and London, the Italian
luxury sector and even a soccer team.” Furthermore, the government
has established economic zones as part of its drive to expand local
manufacturing and non-gas exports, and increase FDI into the
country.®

Future Challenges for Qatar

In the not too distant future, the gas market may shift from a sellers’
market to a buyers’ market, with the onslaught of new supplies coming
from Australia, the US, Canada, East Africa, Russia and the Levant.
Moreover, with the sanctions on Iran lifted from 2016 following the
nuclear deal, it will be only a matter of time before Iran, with its vast
reserves of gas, will be in a position to rival Qatar. Iran has already
begun focusing on increasing production from its giant South Pars
(called North Field by Qatar) gas field, which it shares with Qatar. (See
map) Since 2011 Qatar has placed a moratorium in place on further
development of the North Field, ostensibly to conserve its gas
resources. However, while South Pars is an important part of Iran’s
vast hydrocarbon reserves, the North Field, which also produces
700,000 barrels per day of condensate, is Qatar’s largest source of gas,

29. Mohammed Sergei, “The Tiny Gulf Country With a $335 Billion Global Empire”,
Bloomberg, January 11, 2017 at https:/ /www.bloomberg.com/news/articles/
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30. See note 28.



104 The Geopolitics of Gas: Common Problems, Disparate Strategies

and Doha consequently takes a conservative view of reservoir
management. For years, Iran has been