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International gas pricing
Long-term export prices charged by Gazprom are largely linked to prices of oil and
refined products, typically building in six to nine month time lags. Take-or-pay volume commitments are also prevalent and floor and cap prices are also often

present. Figure 116 shows the relationship between the Brent price, Mediterranean
quotes for heating oil (gas oil) and fuel oil, all with a lag of nine months, and the average non-FSU export price derived from Gazprom’s IAS accounts.
Throughout, we have added back excise and export duty (as appropriate) to the figures derived from Gazprom’s accounts, in order to show export gas prices in line with what the customer pays. However, the extra legs of transportation beyond Ukraine and Belarus are normally borne by the buyer, although this is often
Gazprom itself, through one of the numerous trading units that it owns jointly with its customers (in Hungary, Poland, etc.).

Figure 116: Lagged oil and product prices versus the non-FSU gas export price
$/бар и $/mcm, respectively

Long-term contract export gas prices linked to oil and refined oil product prices; statistical link strong
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Source: Bloomberg, Gazprom, MOL, Renaissance Capital estimates
Gazprom does not have a long history of quarterly IAS data, and we cannot do much statistical work with the limited ten-year historic sample that is available.
Nevertheless, we have been able to run a regression between quarterly Hungarian gas import costs (33 periods, courtesy of MOL) and lagged Brent and appropriate

refined oil product prices, which shows that the output (the import gas cost paid at

the Hungarian border) had a 99% correlation with the movement of the inputs (lagged oil and refined product prices). Quite frankly, though, the summary yearly data shown in Figure 116 above palpably illustrates that this relationship holds, as
we should expect, given the nature of the contracts. With all this in mind, it was not surprising to see the strong rise in prices that took place last year. This continues
given the strength of crude prices.

Finally, in Figure 117, we contrast Gazprom’s contracted export gas prices (as paid by MOL) and average German import costs to traded prices in European markets. We show prices in the UK (at the balancing point) and in the Netherlands, a genuine


Correlation between lagged product prices and MOL’s gas import cost is significant
Contract prices well below spot in recent times
	continental gas hub.
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Figure 117: Contract vs spot prices
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	1Q03
	2Q03
	3Q03
	4Q03
	1Q04
	2Q04
	3Q04
	4Q04
	1Q05
	2Q05
	3Q05
	4Q05
	1Q06
	2Q06

	Hungarian import price
	129.8
	144.0
	142.8
	150.3
	142.5
	143.8
	151.9
	164.3
	186.1
	202.0
	221.0
	247.4
	273.0
	-

	Average German import cost
	98.2
	107.2
	102.5
	101.6
	103.2
	100.8
	105.8
	125.0
	139.8
	139.8
	145.8
	165.2
	184.1
	199.5

	Netherlands spot
	129.8
	144.3
	155.3
	183.5
	153.7
	161.7
	206.1
	242.4
	244.5
	219.6
	221.6
	273.5
	364.9
	305.3

	UK Balancing Point, day ahead
	131.4
	111.6
	95.8
	156.9
	174.1
	145.9
	213.2
	204.9
	280.9
	217.8
	214.8
	426.1
	483.7
	261.6


UK/Zeebrugge in pence per therm. Bunde quoted in €/MWh.
1 cubic metre of UK gas = 39,418 Btu. 1 Btu = 0.00001 therm. 1 therm of UK gas = 0.39418 cubic metres.
Conversion into a $/mcm price equals NBPGWTHN Index * GBP Curncy / 100 (into GBP) * 0.39418 * 1,000 (into thousand cubic metres, or mcm).
1 cubic metre of Norway gas = 40,290 Btu. 1 MWh = 3,412,141.48 Btu (delivered to the Netherlands)
Conversion into a $/mcm price equals TTFGWTHN Index * EUR Curncy / 3,412,141.48 (per Btu) * 40,290 (into cubic metres) * 1,000 (into mcm).


Source: Bloomberg, MOL, Renaissance Capital
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Domestic gas pricing
Prices are low
Russian prices are low

Figure 118 shows Russian prices compared to non-FSU export prices, as inferred
from Gazprom’s IFRS accounts. We use the latter as a benchmark of what market based pricing ought to be.
Russian gas competes in European markets with indigenous production, as well as
Norwegian, Dutch, British, Lybian, and Algerian pipeline gas and LNG from a variety
of sources. The price difference in 2005, in absolute terms, was the highest on record, with the ratio of European to Russian prices actually rising somewhat.

Figure 118: Gas prices compared
$/mcm
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Although not as low as they look

Source: Gazprom, Renaissance Capital estimates
This above comparison, however, has shortcomings in that it fails to make any allowance for the difference in delivery costs. Figure 119 shows a more detailed picture of Russian versus export gas pricing, allowing for “netback” effects.

Figure 119: Domestic prices vs netbacks
$/mcm
Russia (RHS)
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Source: Gazprom, Renaissance Capital estimates
During the early- and mid-1990s, when inflation was high, domestic prices rose very rapidly for all domestic gas customers. The aim was not only to keep pace with inflation, but also to mirror the much higher prices received for exports to Europe. However, looking at Figure 119, in which netbacks are the headline export price, it is possible to understand the absurdity of the mid-1990s and why the payment crisis ensued (economic slump aside):




In 1996, prices charged to domestic customers were in fact higher that the
non-FSU export netback.
It took until 2000, and the lower-price-for-lower-transit-fee deal with Ukraine, for prices charged to FSU customers to de-couple from the non-FSU netback. Payment since has improved beyond recognition.
Following the 1998 financial crisis, however, domestic gas prices barely kept pace with inflation, even in rouble terms. In dollar terms, they fell to a quarter of their mid-1990s value.
Subsequently, though, the real appreciation of the rouble, and repeated tariff increases, are reversing the trend, albeit from a very low base.

Figure 120 sets out in extensive detail all regulated wholesale gas price movements since early 1997. In Figure 121, we illustrate the geography of the tariff zones. From

1990 to 1996, gas prices were regulated by administrative order, and in a haphazard
fashion. One price review took place in 1993, another in 1995, and two changes
took place in 1996. From 1997, the (former) Federal Energy Commission (FEK) and now the Federal Tariff Service (FTS) have regulated prices with an increasing level
of sophistication.

In February 1997, the country was split into three geographical zones in an attempt

to reflect the different costs of shipping gas to market. In December 1997, prices charged to industrial consumers were split into six zones, while industrial consumers
were divided into direct (i.e. those receiving gas/electricity through FOREM, the
Federal Power Market), and indirect categories. A similar geographical division was applied to residential use gas in July 1998. In December 1998, new geographical zone bands with reduced residential use tariffs were introduced, although this was abandoned in March 2001. Figure 120 and Figure 121 show that the zones are indeed rational. Prices do rise the further one gets from producing areas, as should
be expected given the sizeable delivery (transportation) costs involved.
In 2000, two gas price shifts were implemented. In February, average rises of 11% and 21% took effect for residential and industrial consumers, respectively. A further increase was approved, effective in May, allowing rises of 16% in tariffs for

residential customers, and 27% for industrial consumers. In March 2001, discounted residential tariffs and FOREM wholesale discounts were discontinued. This change
was introduced alongside further tariff increases of 24% for residential and 18% for

industrial consumers. In 2002, a first 20% increase was granted, and became effective on 15 February 2002. A further increase of 15% was granted with effect from July and August 2002 for industrial and residential customers, respectively.
The FEK approved an increase in the tariffs charged to industry of 20%, with effect from January 2003. Residential tariffs were allowed to rise by a somewhat steeper
23.4%. In 2004, the government granted a 20% tariff hike, with effect from 1
January. With effect from 1 January 2005, the government granted a further 23% average tariff increase. This was 3% higher than previously indicated as Unified Natural Resources Production Tax rates were increased to compensate for the abolition of VAT on CIS exports. In parallel with the 2005 rise, the regulator also moved the zoning goalposts, shifting from seven regions (Zone 0 to Zone 6) to eleven, now renamed Zone 1 to Zone 11. The changes in effect meant a rise in industrial prices of 21.7%, and in household tariffs of 36%, the latter resulting from two stages of tariff adjustments. Finally, Gazprom was awarded an average tariff hike of 11% with effect from 1 January 2006. Industrials tariffs rose by 10.5% on
average, while residential ones climbed by 13.8% given the two-stage rise last year.
After the latest rise, regulated wholesale natural gas prices for industry range from RUB677/mcm ($22.2/mcm) in Yamal-Nenets Okrug (Zone 1) to RUB1,295/mcm ($48.1/mcm) in Zone 11 (North Caucasus region). We estimate that the average domestic price realized by Gazprom this year will amount to around $43.7/mcm, versus $37.6/mcm last year. Gazprom realizes a somewhat higher price than the regulated one because it collects some distribution and supply fees and also because it is able to sell small, but growing, amounts of above-quota gas (referred
to as sverhlimitniy) at a 10% premium in the summer months and a 50% premium in the winter months.



Prices now are quadruple the lows of the
1990s
After a string of tariff hikes…
Gazprom gets $44/mcm
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Gas tariffs
Figure 120: Regulated domestic prices
$/mcm (including excise up until 31 December 2003 and excluding VAT)
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	01.12.97
	01.11.99
	01.05.00
	20.01.01
	15.02.02
	01.07.02
	01.01.03
	01.01.04
	01.01.05
	01.01.06

	Zone
	FEK № 40
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	FEK № 46/5
	FEK № 18/1
	FEK № 80/3
	FEK № 6/6
	FEK № 37э/2
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	FTS № 229э/15
	FTS № 524э/1
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	I
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	383
	440
	528
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	619
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	II
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	245
	283
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	III
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Source: Gazprom, Renaissance Capital estimates
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Figure 121: Wholesale gas price tariff zones
Source: Gazprom
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How high, and how soon, will prices rise?
A massively topical question
WTO terms signed up to
in May 2004; 2010 target is $49-57/mcm
2006 goals surpassed
Gazprom persistent lobbyist for further rapid tariff increases
Political opposition is stiff, yet history suggests a compromise solution

The sector’s favourite discussion topic
Few issues, we find, attract as much debate as Russian domestic gas prices. That they will rise is hardly the issue, rather it is how high and how soon they will do so.

In May 2004, Russia vowed to increase its regulated industrial use gas prices substantially, albeit gradually, as part of its World Trade Organization (WTO) accession negotiations with the EU. Specifically, Russia promised that gas prices charged to industrial users would be gradually increased from the 2004 average of

around $30/mcm (according to Gazprom data) to between $37-42/mcm by 2006 and
to between $49-57/mcm by 2010, levels that the parties described as in line with

Russia’s own energy strategy when the deal was struck on 21 May 2004.
Industrial gas prices were allowed to rise by 21.7% on average in 2005, towards
$38/mcm, again according to Gazprom data. This means that 2005 prices were
within the range promised for 2006. These prices are around $44/mcm this year, i.e. comfortably above the top end of the WTO-related target.

Where next?
Gazprom persistently lobbies for even higher prices, and uses all means to push its case. When the government reviewed Gazprom’s investment programme in March
2005 (after much delay because of the on-off merger with Rosneft) Gazprom pushed through a revaluation of assets that plunged the domestic business back
into losses. On the back of this, Gazprom’s management demanded further rapid increases in tariffs (23% in 2006 and 27.5% in 2007) in compensation.

Reform-minded elements in the government, Finance Minister Alexei Kudrin and Economic Development and Trade Minister German Gref have tended to resist such proposals, and forced Gazprom to stick to previously agreed rises. Hence the 11% average increase awarded for this year. Their opposition to faster rises has largely been justified by Russia’s losing battle against inflation.
However, compromises have been reached in years past, and this year has been no different. In early June, the government vowed to accelerate domestic gas price
hikes, indicating price caps of 15%, 14%, and 13% for 2007, 2008, and 2009, vs

prior numbers of 8% and 7% envisaged for 2007 and 2008. While this commitment remains hostage to the electoral cycle, Mr. Gref has publicly said that these higher
tariffs are unlikely to harm economic growth.

Russia will soon need to develop new sources of gas to replace declining production at the three workhorse fields in Nadym-Pur-Taz. In the short term, using untapped smaller fields in and around the current area of operations is relatively inexpensive. However, looking further ahead, tapping Yamal, the Barents Sea, and East Siberia, will be much costlier propositions.
Gazprom’s says that tapping this frontier gas will require achieving the prices envisaged for 2010 in Russia’s Energy Strategy to 2020, i.e. $59-64/mcm.

Otherwise, Russia will continue to depend on Central Asian purchases, something that cannot be relied upon.
Gazprom rightly claims that it is shouldering an unfair burden for perfectly profitable export-oriented industrial users of gas.

A low gas price, certainly versus alternative fuels, is a disincentive to save.
Russia is also committed politically to increase prices, mainly in relation to its efforts to join the WTO.

Finally, the real rouble appreciation will be a sizeable contributor to rises in dollar-measured domestic prices.
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