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European gas in flux

It has been almost 7 years since the first natural gas transaction at EGL - in the meantime, EGL has become a
sizeable player in the European natural gas industry with a gas portfolio of around 3.5 bcm with underlying long-
term contracts. Our area of competence is Europe, and long-term procurement activities are mainly carried out
outside Europe. The aim in the start-up phase was to secure the gas feed to EGL’s newly built natural gas power
plants in Italy (ca. 2,000 MW by 2009). EGL’s gas strategy has not touched upon the upstream sector and has
no plans to do so in the future.

In the downstream markets EGL has gained knowledge through its diversified portfolio which provides it with
a powerful customer base and unique marketing capabilities all over Europe via its subsidiaries in 21 countries.
The natural gas business started in Italy and Romania and was extended to Germany, Austria, France and Spain.
Natural gas trading activities are concentrated in the Energy Trading & Origination division which deals with all
commodities in the EGL Group. All marketplaces and hubs are accessible - such as NBP, ZBH, EGT, PSV, PEG etc.
-and are used to structure a competitive and flexible gas portfolio for origination and downstream sales activities.
In addition, EGL is also looking for investments in the natural gas sector, where its main focus is on development
of and participation in midstream assets such as gas pipelines and gas storage.

The Trans Adriatic Pipeline (TAP) project, for example, is a means of supplying gas from a producer directly to
EGL’s gas-fired power plants in Italy - EGL is therefore developing this large-scale project together with the Nor-
wegian oil and gas company STATOIL, and plans to collaborate with other European energy companies in the
future. EGL also entered the LNG market in 2008 as a complementary source of natural gas supply in order to
enlarge the gas portfolio and support certain downstream activities in countries where LNG regasification capa-
cities are available for third parties. LNG is a global commodity and is becoming an increasingly important sup-
ply source for the European gas markets.

EGL is and will remain a niche player in the European gas market - with a high degree of flexibility and creative
ideas and open to strategic partnerships in the gas value chain and regional markets. High volatility in oil and gas
prices - as well as all global commodities traded - has created an environment in which the sustainable growth
of EGL’s gas business in strategic markets in Europe is a priority.

Markus Brokhof
Head Gas Supply & SEE
Member of the Executive Management EGL AG

The European gas market has changed conside-
rably in recent times and this has directed the
spotlight onto a market that has a great deal of
interesting times ahead of it.

In order to look forward though, it is worth while
to look back first: the history of indigenous gas
production in the EU shows us that the irrever-
sible decline of gas production has started and
is mainly due to a decrease in production in the
UK segment of the North Sea. It should be noted
though that the development of unconventional
resources (e.g. shale gas) could lessen this rate
of decline. Shale gas is natural gas found within
rocks where shale is dominant. It has become
an increasingly important source of natural gas
in the US and may also have a big impact in Eu-
rope. A stealthy land grab is already underway in
Central Europe: companies such as Exxon Mobil,
ConocoPhillips, OMV and Shell are looking for na-
tural gas trapped in shale. The extent of such re-
serves is as yet unknown.

As a result of decreasing production, European
producers and suppliers to the EU, such as Rus-
sia, have been looking for new ways to supply
European markets. This has led to numerous
pipeline and LNG projects that have enabled ad-
ditional volumes of imported gas to be supplied.
In 2008, the EU 'Big 5', the UK, Germany, Italy,
Spain and France, imported around 245 bcm of
gas via pipelines in comparison to 170 bcm in
2001, while the group imported approximately 44
bcm of LNGin 2008 compared to 26 bcmin 2001.
As well as supply diversification, another reason
for these elevated imports was higher consump-
tion, which for the 'Big 5' increased from 302
bcm in 2001 to 337 bem in 2008. Since the be-
ginning of the financial crisis in September 2008,
however, demand has fallen sharply with Euro-
pean gas prices dropping at a steep rate. As well
as being affected by the obvious downturn in
demand, these prices have been driven by nu-
merous factors such as LNG liquefaction and re-
gasification projects, new pipelines and fields co-
ming online or planned, regulatory developments
and political events.

Probably the most striking supply-side develop-
ment in 2009 in the European gas market was
the rise of LNG. The EU 'Big 5' ramped up im-
ports of LNG in 2009 compared to the previous
year for a number of reasons. The first of these
was the opening up of a number of liquefaction
plants in Qatar, Russia, Yemen and Indonesia in
2009, which had been initiated when gas prices
were at higher levels, facilitating greater volumes
of supply to Europe. Although not all of these li-
quefaction plants serve Europe directly, their de-
liveries to other regions may mean that some
cargoes become available to Europe that may
otherwise have gone elsewhere. Secondly, vari-
ous new LNG regasification terminals opened up
in 2009 across Europe which enabled the region
to import larger volumes of the shipped form of
gas. Last but not least, the global financial crisis
has seen the Asian economies floundering and
Japanese nuclear output ramped up following the
country’s recovery from the effects of earthqua-
kes, vastly reducing the region's take of LNG and
thus allowing greater volumes to float towards
Europe. Going forward, there is currently expec-
ted to be another 64 bcm/year of LNG liquefac-
tion capacity coming online between 2010 and
2013 across the world. Meanwhile, over the same
period there is an additional 19 bcm/year of re-
gasification capacity under construction in the
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EU 'Big 5' that is expected to come online, and as
such the importance of LNG in determining Euro-
pean gas prices is only going to increase in future.

Ever since the Ukrainian-Russian gas dispute en-
tered the public domain in 2006, the spotlight
has been pushed onto a number of pipeline pro-
jects that are being touted as ways to offer Eu-
rope alternative gas supplies, although not all of
them will be realised. The Medgaz pipeline will
be the next pipeline to come online. It will be fed
with Algerian gas and will flow into Spain with a
capacity of 8 bcm/year. After that, the next major
pipeline to come online which is likely to provide
Western Europe with gas is Nord Stream. This
pipeline will deliver Russian gas to Germany and
will come online in two phases: the first stage is
expected to be completed in 2011 and will have
a capacity of around 27.5 bcm/year, while the
second stage is planned for a later date and will
double capacity. Looking further afield, a number
of other pipeline projects are planned that could
deliver gas to Western Europe, one of which is
South Stream. This is only in the planning phase
at present and would take Russian gas to Bulga-
ria, from where it would feed into other transmis-
sion pipelines to take the gas to Western Europe.
Current plans for the pipeline envisage a start-up
date sometime in 2015 with an announced capa-
city of up to 61 bcm/year. There are substantial
doubts about these figures, but South Stream
continues to play a major role in the battle for the

“Fourth Corridor”. This is the name given to the

route through Azerbaijan and Georgia, following
the routes from Russia, Norway and North Africa.

However, the EU is concerned by its heavy reli-
ance on Russian gas and is looking at pipelines
that could be built to transport gas from other
countries. One of these is the Trans Adriatic Pipe-
line (TAP), which is designed to transport gas via
Greece and Albania and across the Adriatic Sea
to Italy and on to Western Europe. The pipeline
is expected to link up further to the east with the
gas system in Turkey, which will enable it to ac-
cess contracted gas supplies in the Caspian Sea
and the Middle East. It is envisaged that the pipe-
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line will enter into operation in a few years with a
capacity of 10 bcm/year, that could be expanded
to 20 becm/year depending on throughput. One
other pipeline that has received plenty of press
attention is Nabucco, which is planned to start
up in 2014 with an initial capacity of 8 bcm/year
and could be expanded to 31 bcm/year by 2019.

It is important to note that in the long term it is
clear that new LNG and pipeline projects will be
required to supply Europe with gas in order to
compensate for the irreversible decline of indige-
nous production that has begun. We expect that
by 2020 the EU as a whole will require around
45% more imports than in 2008.

Moving to the demand side, the picture was fairly
bleak in 2009 as total EU 'Big 5' consumption
declined by approximately 7% year-on-year. Eu-
ropean manufacturing was hit hard by the eco-
nomic crisis and thus demand for gas from the
industrial sector dropped off steeply. Total gas
consumption can be expected to improve mode-
rately in 2010 as the global economy is likely to
begin recovering which will provide some sup-
port for gas demand in the power and indust-
rial sectors. However, demand is likely to remain
well below 2008 levels and is unlikely to return to
those sorts of figures until around 2012.

Further out, total European demand is likely to
increase, with developments in the power gene-
ration sector set to be the key driver of the ex-
tent of this growth. Natural gas consumption in
the European power generation sector is fore-
cast to grow as it migth replaces parts of coal in
the future, largely due to the potential for more
stringent emissions standards that may encou-
rage greater use of gas in power generation. How-
ever, it should be noted that the introduction of
renewables may dampen some of this growth.
Moving to the industrial sector, the general con-
sensus is that European consumption of gas in
this segment has reached maturity and growth
in this sector is likely to be largely stagnant in fu-
ture. Meanwhile, European gas consumption in
the residential sector exhibits the potential for
further growth as increasing numbers of houses

hook up to pipelines. Across all sectors, our base-
line scenario indicates that by 2020 total EU con-
sumption will be around 15% higher than in 2008.

As demand dropped off sharply in 2009 while
supply options increased, European spot gas pri-
ces came down to very low levels and were in
stark contrast to those prices seen the previous
year. For a large part of 2008, Asia was taking
much of the world’s available LNG as the Asian
economies boomed and Japan was experien-
cing a large number of nuclear outages. As such,
Norwegian and Russian pipeline supplies, which
are largely determined by oil-indexed contracts,
were at the margin for Europe and became the
price-setters for spot prices. Furthermore, Asian
prices are also predominantly indexed against oil,
and in order to compete with Asia to attract car-
goes, European spot buyers had to be willing to
purchase at oil-indexed prices.

Going forward, it is worth noting that the pace of
liberalisation of European gas markets will also
play a part in driving prices. In 2009 we saw Ger-
many implement measures that will make it ea-
sier for third-party shippers to gain access to
pipeline capacity. If this type of policy is more
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strictly enforced in Germany and the other con-
tinental European markets, then we will likely see
spot gas prices being further driven by demand/
supply fundamentals, as we have seen in the UK
for some time, rather than just oil-indexed gas
prices.

With increases in global liquefaction capacity
and European regasification capacity, we ex-
pect LNG deliveries to Europe across the whole
of 2010 to be higher compared to volumes recei-
vedin 2009. Further supply is likely to come from
the expected start-up of the Medgaz pipeline and
could result in European spot gas prices hitting
their low point in summer 2010. However, from
then on we envisage that prices will begin to re-
cover, albeit slowly, as demand starts to pick up
at a more robust rate and indigenous production
continues to decline. With supply expected to be
ample in the next few years though, we don't ex-
pect European spot gas prices to return to oil-in-
dexed levels on a consistent basis until 2013 /
2014, when the pipeline suppliers to Europe are
likely to regain market power. From this period
on, continuing declines in European gas produc-
tion and strengthening European as well as glo-
bal (e.g. China) gas demand are likely to conspire
to keep European gas prices on an upward trend.

When Asian demand for LNG collapsed in 2009,
large volumes of the shipped form of gas made
their way to the Atlantic Basin where Europe and
the US competed for them, thus creating a stron-
ger link between US and European gas prices.
The key hub that traders look at to gauge the
situation in the US is Henry Hub and it is play-
ing a greater role in driving European spot pri-
ces, particularly those in NW Europe (NBP, Zee-
brugge, TTF).

In 2009, US gas demand also took a massive
hit due to the economic crisis, but supply failed
to decline to the same extent as many new un-
conventional plays have been in development or
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came online in recent years when prices were
high. As such, US storage facilities filled up to
record levels at the end of the 2009 injection
season and although LNG imports into the coun-
try increased that year compared to the previous
year, due to the shipped form of gas being signi-
ficantly cheaper, they were still well below their
five-year average. We expect LNG imports into
the US to remain fairly low for the next few ye-
ars because there is a large number of uncon-
ventional plays which could come online if prices

rise, thus limiting the need for significantly grea-
ter volumes of shipped gas. We only expect LNG
imports into the US to start ramping up apace
around 2013 /2014. Itis no coincidence that this
period coincides with when we expect European
gas prices to return close to oil-indexed levels.
As the US begins to take more LNG away from
the Atlantic Basin, Europe is likely to increasin-
gly turn back to the more traditional oil-indexed
sources of pipeline gas as it begins to regain com-
petitiveness. Because it appears likely that the
US and Europe will both be taking greater volu-
mes of LNG going forward than at present, we
expect the link between US and European prices
to endure over the long-term future.

As already mentioned, Asian demand for LNG
collapsed in 2009, and thus the region's take of
spot LNG came down to very low levels. As a re-
sult, increasing numbers of spot cargoes made
their way to the Atlantic Basin, for which Europe
and the US competed. As such, the link between
European and Asian gas prices weakened. Japan
is the world's largest importer of LNG as it is one
of the world's top three economies in conjunc-
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tion with having minimal levels of domestic gas
production. Japanese gas demand has been hit
hard by the economic crisis though and output
atvarious Japanese nuclear plants has improved
after they were shut-down for a prolonged period
of time after being affected by earthquakes in
July 2007. These factors vastly reduced Japan's
take of LNG in 2009, thus reducing competition
between European and Japanese buyers for car-
goes, although we expect it to improve modera-
tely in 2010.

When discussing Asia it is also imperative to look

at China, and although it is not a prevalent player
in the gas world today, its influence on the glo-
bal market will only increase going forward. In re-
centyears, China has started importing LNG and

this upward trend looks set to continue. Demand

is forecast to exceed large increases in dome-
stic production capabilities, and thus pipeline im-
ports into China are also expected to increase in

the future. By 2020, we envisage that China will

be importing around 30 bcm of pipeline gas from

Turkmenistan, Myanmar, Kazakhstan and Russia.
The majority of this volume would previously have

flowed towards Europe and this trend should put

increasing upward pressure on European gas pri-
cesinthelongterm. Thisis further evidence that

the gas industry is moving deeper into a global

gas market as opposed to a regional one.

JAPANESE LNG PRICES VS JAPANESE LNG IMPORTS
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