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Editorial

Conflicts in Iraq, Libya and Ukraine have all escalated in 
August in terms of the increased involvement of regional 
actors. UAE war planes are reported to have carried out 
air strikes from Egyptian airbases against Islamic 
militants in Libya. In addition to US airstrikes against 
ISIS in Iraq, there is evidence that Iranian forces appear 
to be backing up Iraqi troops.

ISIS militants in Iraq clearly have wealthy foreign 
supporters. Russian troops have been captured on 
Ukrainian territory. Israeli troops remain in Gaza and 
Syria remains at war with itself and ISIS, each faction 
seemingly having its own external supply lines.

In Iraq, as in Syria, it is increasingly clear that 
moderate forces need external support. ISIS has proved 
to be a much more effective, well-funded and dangerous 
adversary than was expected, not only expelling federal 
Iraqi forces from western Iraq, but also pushing back the 
Kurdish Peshmerga in the north. However, the explicit 
involvement of external actors brings forward the 
possibility that nominally civil conflicts will escalate from 
proxy wars into open conflict between states and thus 
greater regional conflagration.

This risk is highest in the Middle East. The West 
would, no doubt, like to see stable democracies, but 
will as ever settle for stability without democracy, if 
it contains ideological extremism and sustains the 
production of internationally important commodities 
such as oil and gas.

But the risk of conflict escalation also lies much 
closer to home in Ukraine. It is uncertain how Russian 
President Vladimir Putin would react to the prospect of a 
defeat of the Ukrainian separatists by Ukrainian forces. 
The increased militarization of all these conflicts 
ultimately represents a political failure at many levels.

— Ross.McCracken@platts.com

Conflict escalation
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Ukraine crisis escalates
Russia-EU relations continued to worsen in August as both sides ratcheted up sanctions 
against the other. The possibility of direct conflict between Russian and Ukrainian troops 
is rising. Meetings held August 26 between Ukrainian and Russian leaders appear to have 
made little progress. The crisis’ current trajectory suggests a real threat to European gas 
supplies this winter, if not earlier.

Russia may be preparing to cut off natural gas supplies 
to Europe that move through Ukraine, Ukrainian Energy 
and Coal Minister Yuriy Prodan warned in August. He 
said Russian gas giant Gazprom, in certifying July gas 
transit volumes, accused Ukraine of siphoning off 
Russian gas for domestic use. Gazprom used siphoning 
allegations as a reason to halt gas shipments to Europe 
through Ukraine in 2006 and 2009.

“We got the certificate of transit in July from Gazprom in 
which an imbalance of gas of 0.03% is treated as 
siphoning off gas,” Prodan told reporters. It is the first 
time Gazprom has accused Ukraine of siphoning European-
bound gas since January 2009. Neither Gazprom nor the 
Russian government commented on Prodan’s statement.

Prodan’s comment came a week after Andriy Kobolev, 
the head of Naftogaz Ukrayiny, the national energy 
company, warned of a growing risk of disruption of 
Russian gas supplies to Europe. Russia halted supplies 
of gas to Ukraine in June after the two countries were 
unable to resolve a pricing dispute. However, gas 
continues to move through Ukraine to European markets. 
Kobolev has proposed that European gas companies 
begin buying Russian gas at the border between Ukraine 
and Russia to prevent a possible supply disruption.

Following talks involving top EU officials, Russian 
President Vladimir Putin and Ukrainian President Petro 
Poroshenko met August 26 in Belarus to discuss both 
trade issues that may arise between Russia and Ukraine 
after the latter joins the EU Free Trade Agreement, and a 
potential resolution to the unrest in the eastern parts of 
Ukraine. However, early reports as Energy Economist 
went to press suggested little progress had been made. 
Putin downplayed the capture of ten Russian soldiers on 
Ukrainian territory as an “accident”. Russia said earlier 
it would ban all trade with Ukraine if the country joins 
the EU FTA.

In August, both the EU and US imposed additional 
sanctions on Russia for its involvement in the Ukraine 
crisis. These cover the export of equipment and 
technology for Arctic, deepwater and shale oil drilling, 
but apply only to new rather than existing contracts. 
Moscow responded with a wide ban on food imports on 
countries that have imposed sanctions against it. The 
Ukrainian parliament approved a bill in August that would 
allow Poroshenko to impose economic sanctions on 
Russia, including banning the transit of Russian natural 
resources, such as natural gas, across Ukraine.

Storage levels
Gazprom sends more than half of its gas supplies to 
Europe, the company’s primary market, via Ukraine. The 
country last year transported 86.1 Bcm of Russian gas 
to Europe, including to the EU and Moldova, up 3.2% 
from 84.2 Bcm shipped in 2012, according to the energy 
and coal industry ministry. Roughly 52% of Russian gas 
bound for Europe moves through Ukraine.

Ukraine also controls some of the largest underground 
gas storage facilities in Europe capable of holding 32 
Bcm of gas. Building up gas in storage ahead of peak 
demand in Europe is crucial to sustaining European gas 
supplies over the winter, but Ukraine is struggling to 
build inventories without supplies from Russia.

Ukraine had stockpiled 15.56 Bcm of gas as of August 
24, according to GSE, a non-profit Brussels-based 
organization that provides energy statistics to the EU. 
Ukraine has been relying on domestic extraction as well 
as imports from Europe to replenish its reserves. 
Ukraine imports limited amounts of European gas – 
much of which is essentially Russian in origin – via 
Poland and Hungary.

The country needs to accumulate about 20 Bcm of gas 
in its underground gas storage facilities by October 1, 
equal to 62.5% of capacity, to ensure steady and safe 
transit of Russian gas to markets in the EU during 
winter. Ukrainian gas storage facilities are currently 
48.5% full, according to GSE.

The country’s domestic output is insufficient to build the 
necessary stocks. Ukrainian gas output rose to 1.69 
Bcm in July, up 5% from 1.61 Bcm produced a year ago, 
according to ministry data. For January-July, extraction of 
natural gas rose to 11.51 Bcm, up 2.5% from January-
July 2013. However, the figures for either year do not 
include the production of Chornomornaftogaz, the 
country’s third-largest producer of hydrocarbons, which 
was seized by separatist authorities in Crimea following 
Russia’s disputed annexation of the peninsula in March.

In July, Ukraine imported just 0.211 Bcm of natural gas, 
down from 2.13 Bcm in July 2013 and 2.04 Bcm in June, 
according to state gas shipper UkrTransGaz. For January-
July, Ukraine imported 14.72 Bcm of gas, up 18.2% from 
12.45 Bcm imported in the same period last year.

The country on August 16 started test-run imports of 
European gas via Slovakia through the Vojany-Uzhgorog 
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gas pipeline. The Slovakian route, with an estimated 
capacity of 10 Bcm a year, is expected to begin larger 
deliveries of gas in September. Water heating in Kiev 
has been limited to help save gas.

20 Bcm minimum
Injection rates into Ukrainian storage more than doubled 
in the nine days ending August 24, compared with the 
previous week, but with no material change in imports 
from Poland and Hungary. The outlook for reaching the 
targeted 20 Bcm inventory level at the beginning of the 
winter looks challenging without Russian deliveries.

A Platts analysis showed Ukrainian storage inventories 
are likely to miss the 20 Bcm target at the beginning of 
the winter by using only reverse flows from EU countries, 
and that levels might only reach the 16.9-17.4 Bcm 

range. The current 7 Bcm/year entry capacity suggests 
Ukraine could import from EU countries, at most, 1.10 
Bcm by mid-October. However imports from the EU in 
July represented only 40% of the capacity available, due 
to injection needs for Hungary’s half-full storage, 
according to Kobolev.

Flows from Poland are at maximum capacity of about 4 
million cu m/day, while those from Hungary are at only 26% 
or about 3.9 million cu m/day. The new option of reverse 
flow via Slovakia could increase import capacity by 8.2 
million cu m/day by October and by an additional 13.7-19.2 
million cu m/day by March 2015, according to Naftogaz.

On the demand side, so far, measures to reduce domestic 
consumption have not yielded a material change in 
demand compared with the previous year. This suggests 

Czech.
Rep. Ya

m
al

 II

Transgas
Transgas

South Stream

Medstream

South Stream

South Stream

Central
 Asia

Bl
ue

St
re

am

South
Caucasus

South
Caucasus

Yamal–EuropeYamal–Europe

Soyuz

Brotherhood

Nor
the

rn 
Lig

hts

Nord Stream

Ya
m

al
–E

ur
op

e
Gulf
of

Finland

North
Sea

Black
Sea

Barents 
Sea

Mediterranean  Sea

Bosporus

Adriatic
Sea

Atlantic Ocean

Caspian
Sea

Russian Federation natural gas exports 2013

Source: BP Statistical Review of World Energy

Finland: 3.5 (100%)

Other Europe: 10.0

Other FSU: 5.6

Austria: 5.1 (60%)

Belarus: 18.1 (98.9%)
Belgium: 12.3 (73.2%)

Czech Rep: 7.2 (85.7%)

Turkey: 26.2 (57.5%)

Slovakia: 5.3 (98.1%)

Poland: 9.6 (57.5%)

Netherlands: 2.1 (5.7%)

Ukraine: 25.1 (55.8%)

Italy: 24.9 (38.8%)

Hungary: 5.9 (68.6%)

Greece: 2.4 (66.7%)

Germany: 39.8 (47.6%)

France: 8.1 (18.9%)

Gas pipeline (main arteries)

Proposed/planned gas pipeline

Imports from Russia (Bcm) 

Percentage of total consumption



5 EnErgy Economist / issuE 395 / sEptEmbEr 2014

analysis EuropE EnErgy

the country could consume most of the gas it produces 
and imports from EU countries, regardless of an expected 
0.5-1.1 Bcm drop in industrial demand due to the unrest 
in eastern Ukraine. If Ukraine relies only on imports from 
EU countries for storage injection, it could boost its stocks 
by no more than 1.8 Bcm, to around 17.4 Bcm.

This estimate is also close to one based on the average 
weekly increase in inventories of 165 million cu m 
observed since July 4. If kept constant over the eight 
weeks preceding the beginning of winter, it would put total 
storage inventories at 16.9 Bcm. For inventories to reach 
20 Bcm by the beginning of the winter, volumes would 
need to average 555 million cu m/week, or more than 
three times the amount observed in the last eight weeks.

Moreover, the Ukrainian and EU authorities consider 20 
Bcm in storage to be the minimum amount needed to 
ensure the smooth transit of Russian gas through 
Ukraine to the EU this winter, while avoiding demand 
management measures. Given the likelihood that 
inventories might only reach about 17 Bcm by mid-
October, in a cold winter scenario – such as the winter 
of 2011-12 – up to 20% of end-user demand might be 
restricted or switched to other fuels.

Coal disruption
A shortage of gas will also increase the temptation to 
use European-bound Russian gas for the Ukrainian 
domestic market, despite the agreement with the EU 
specifically banning this option. It would at the least 
create the conditions for further Russian accusations. 
Moreover, the dilemma will be made all the more acute 
because of problems in the coal sector.

Ukraine’s coal extraction in July dropped 21.6% year-on-
year to 5.58 million mt, down from 7.12 million mt 
produced in the same month last year, an energy and 
coal industry ministry official said in August, citing 
preliminary figures. Ukraine’s coal output has been hit as 
a result of the fighting in the Donbas coal mining region. 
Coal production in July fell 10.7% compared with June.

Production of thermal coal fell 16.2% to 4.4 million mt in 
July from 5.25 million mt in July 2013. In the first seven 
months of the year Ukraine extracted 46.32 million mt 
of coal, down 3.1% year-on-year, the official said. 
Thermal coal production fell to 33.89 million mt in 
January-July from 34.06 million mt produced in the same 
period last year. Market sources report that Ukraine has 
been trying to source coal imports via Turkey.

Ukraine’s DTEK Komsomolets Donbassa coal mine, one of 
the largest producers of thermal coal in the country, 
caught fire after an artillery strike in August, its owner, 
DTEK, reported. As a result of the strike, the mine has no 
power supply, while several administrative buildings on the 
surface caught fire, the company said. Seven workers were 
underground when the shells hit the mine. All of them 
were safely evacuated. The mine has been idle since 
August 1 as a result of the fighting. 

DTEK Komsomolets Donbassa is owned by Ukraine’s 
biggest producer of coal, DTEK, and produces about 4 
million mt a year of thermal coal, or about 8% of the 
country’s total thermal coal output. The mine ships most 
of its coal to the Kryviy Rih thermal power plant.

As a result of the fall in production, coal reserves at 
Ukraine’s thermal power plants fell 12.6% month-on-month 
in July to about 3.11 million mt as of August 1, down from 
3.55 million mt as of July 1 and from 4.69 million mt as 
of August 1, 2013, according to the energy and coal 
industry ministry. The coal stocks need to be at least 4.5 
million mt from October 15 for secure and reliable power 
generation during the high-demand winter season. Ukraine 
thus faces both a lack of coal and gas this winter.

Diversion politics
The risk to European gas supplies posed by the Ukraine 
crisis this winter, in addition to the pricing disputes of 
2006 and 2009, create in one sense a common interest 
between the EU and Russia; both would benefit from the 
potential stability provided by an alternative route for 
Russian gas supplies that bypasses Ukraine. Russia is 
already building such pipelines – South Stream and the 
potential expansion of the existing Nord Stream pipeline, 
which runs under the Baltic Sea to Germany.

However, Russia’s annexation of Crimea and its 
fomentation of and support for the Ukrainain separatists 
in eastern Ukraine represents a projection of power in 
which hydrocarbon supply is clearly a weapon. From the 
EU’s perspective, therefore, the problem is Russia itself 
and the EU’s dependence on Russian gas supplies, 
rather than the apparent weak link in the supply chain 
represented by the Ukrainian Gas Transportation System.

Oil sector problems

Ukraine’s crude oil and gas condensate output fell 
6.5% year-on-year to 232,700 mt in July, but was up 
0.4% from June, according to energy and coal industry 
ministry data. In January-July Ukraine produced 1.62 
million mt of oil and condensate, down 7.4% year-on-
year, the official said, citing preliminary figures. 
Ukraine produced 1.203 million mt of crude oil and 
418,700 mt of gas condensate in January-July.

The national oil and gas company Naftogaz Ukrayiny 
produced 1.44 million mt of oil and condensate in 
January-July, down 8.9% from a year earlier. Other 
companies extracted 183,630 mt of oil and 
condensate, up 7.9% year-on-year. The oil and gas 
condensate figures for both years again exclude 
production by Chornomornaftogaz, which produced 
73,200 mt of oil and gas condensate in 2013.

In January-July Ukraine imported 305,200 mt of crude 
oil, up 37.2% from a year earlier, the official said. In 
January-July Ukraine’s imports of oil from Russia 
increased to 160,000 mt from zero a year earlier. 
Imports from Kazakhstan and Azerbaijan dropped to 
145,200 mt from 222,500 mt imported in January-
July 2013, the official said. 
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Kiev recognizes the problem and is keen for the EU to buy 
into the GTS in order to ensure its continuing use, despite 
the hostility of Russia. By year’s end, Ukraine intends to 
hold an auction to select a foreign company to manage 
the country’s gas system. Prodan said the government 
would hold a special meeting in September with 
European and US companies interested in the project.

A bill passed in August calls for the creation of two 
consortia: one that will manage the gas pipeline system 
and another one to manage the underground gas 
storage facilities. “Now we are working on splitting and 
transferring of underground gas storage facilities and 
main gas pipelines to the two consortia,” Prodan said.

The bill, which at the time of writing had yet to be 
signed by Poroshenko, allows European or US 
companies a 49% stake in the consortium that would 
operate the Ukrainian GTS. The Ukrainian government 
would control 51%. Prime Minister Arseniy Yatseniuk 
told lawmakers that the bill was designed to attract 
European and US companies, but also designed to 
ensure that Gazprom and any of its affiliates, even 
those that may be based in the EU and the US, would 
be barred from the consortia.

The aim appears to be to remove the operation of the 
GTS from politics, thereby reducing the risk of politically-
motivated disruptions brought about by the hostile state 
of Russian-Ukrainian relations. However, the proposed 
retention of a controlling 51% stake by the Ukrainian 
state undermines this, as does ruling out Gazprom’s 
participation. A three-way holding, comprising the state, 
a Western company and Gazprom has been floated 
before, but any Russian involvement has become 
increasingly politically unpalatable to Ukraine.

Without a Russian stake in the Ukrainian GTS, Gazprom 
will purse its bypass options, the progress of which is 
likely to be determined by the EU. South Stream 
Bulgaria, a joint venture to build Bulgaria’s part of the 
Gazprom-led South Stream gas project across the Black 
Sea to southern Europe, said in August that it has 
complied in full with the European Commission’s request 
to stop the project. However, the company added that it 
is continuing to carry out “preparatory work”.

South Stream Bulgaria is a 50:50 joint venture between 
Gazprom and state-owned Bulgarian Energy Holding. The 
European Commission requested Sofia stop work on the 
project in an infringement procedure it launched against 
Bulgaria over the project’s compliance with the EU’s 
third energy package. Under the EU’s third-party access 
rules set out in its 2009 gas directive, pipeline owners 
must offer 100% of the capacity to the market unless 
they have agreed on an exemption with the relevant 
national regulator and the Commission.

Russia hopes the EU will eventually grant exemption 
status to South Stream, similar to the exemption it 
granted the Trans-Adriatic Pipeline. Gazprom officials 
have repeatedly said that the first Russian gas through 
the line will reach Bulgaria in early 2016, as planned, 
despite the legal disputes with the EU.

Completion of the pipeline, in conjunction with 
expansions to the Nord Stream pipeline from Russia to 
Germany under the Baltic Sea, would provide Russia with 
significant excess capacity for its gas exports to Europe. 
This would provide Gazprom with the ability to almost 
completely bypass the Ukrainian GTS, representing a 
major deterrent to attracting EU or US investment in 
Ukraine’s pipeline network. The Ukrainian GTS depends 
on Russian gas transits and it would be difficult if not 
impossible to form an investment case for upgrading the 
system if most Russian gas was diverted to other routes.

Existing Russian gas export capacity to 
Europe (Bcm/yr)

Nord Stream 1 27.5
Nord Stream 2 27.5
Yamal-Europe 33
Ukraine 140
Blue Stream 16
Total 244

Planned new capacity

Nord Stream 3 27.5
Nord Stream 4 27.5
South Stream 63
Yamal-Europe 2 15
Total 133

Total existing / planned  377

Source: Platts

Escalating tensions – timeline

Sanctions between Russia and the West escalated in 
August, with the EU and US moving to target specific 
sectors of the Russian economy, and restrictions 
introduced by other countries including Canada, Japan 
and Switzerland also increasing pressure on Russia 
over its role in the ongoing conflict in Ukraine.

Russia hit back with an extensive ban on food imports 
from countries which have imposed sanctions against 
it, marking a new low in its relationship with Western 
countries. Here is a timeline of the key events since 
the political crisis in Ukraine began late last year, and 
their impact on the oil and gas sector:

2013

Mid-November: The Ukrainian government refuses to 
sign a planned Association Agreement with the EU, 
sparking mass protests in the Ukrainian capital Kiev.

Mid-December: Amid ongoing civil unrest in Ukraine, 
Moscow and Kiev agree a deal granting Ukraine a 
30% discount on the price it pays for Russian gas 
(down to $268.5/1,000 cu m) and $15 billion in 
financial support for Ukraine. Protestors are now 
protesting round the clock in central Kiev, and have 
built a tent city.
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Mid-February: Protests in Kiev turn deadly – an 
estimated 100 people are killed. Despite signing a 
deal with opposition leaders aimed at ending the 
crisis, then Ukrainian president Viktor Yanukovych 
flees Ukraine.

Late February: An interim government is introduced in 
Ukraine, led by Oleksandr Turchynov as acting president 
and Arseniy Yatsenyuk as acting prime minister.

Mid-March: Russia annexes Crimea. EU and US 
officials back the interim government and impose the 
first restrictions on Russian and Ukrainian officials 
over the Crimea referendum, including asset freezes 
and travel bans.

US sanctions hit Gennady Timchenko, the co-founder 
of oil trader Gunvor, and stakeholder in Russia’s 
largest independent gas producer Novatek. He later 
reveals that he sold his stake in Gunvor before the 
sanctions were introduced and Novatek officials say 
they do not expect sanctions to impact the company.

Early April: Gazprom raises the price Ukraine pays for 
Russian gas imports by 44% on the first quarter, to 
$485.5/1,000 cu m for the second quarter, following 
the cancellation of two discounts previously granted to 
Ukraine. Separatists occupy government buildings in 
the eastern cities of Donetsk, Kharkiv and Luhansk, 
demanding a referendum on independence.

Mid-April: Ukrainian authorities launch operation to 
regain control of areas occupied by separatists, marking 
the beginning of armed conflict in eastern Ukraine.

Late April: The US expands sanctions to include 
Rosneft head Igor Sechin, but the company itself is not 
included. Analysts in Russia say sanctions unlikely to 
affect Russian oil and gas companies operations.

Mid-May: EU sanctions are expanded to include 
individuals linked to the ongoing crisis in Ukraine and 
annexation of Crimea. A series of major economic 
forums begins in Russia in St. Petersburg and despite 
some foreign CEOs avoiding the events, the heads of 
major oil and gas companies with interests in Russia, 
including BP, Total and ExxonMobil, attend and say 
they are committed to staying in Russia. Meanwhile, 
Russia signs a megadeal with China to supply 38 
Bcm/year of gas over 30 years from 2018.

Late May: Petro Poroshenko is elected president of 
Ukraine for a five-year term, Russian President 
Vladimir Putin says he is open to dialogue with the 
new government. Kiev pays $786.3 million to 
Gazprom toward repayment of its debt for gas 
deliveries, stating that the payment covers supplies 
in February and March.

Early June: Talks on a price for future Russian gas 
supplies to Ukraine stall as Russia refuses to go 
below $385/1,000 cu m, and Ukrainian officials 
insist on $326/1,000 cu m.Work on the major South 

Stream project is suspended in Bulgaria and Serbia. 
Bulgarian officials say they are waiting for the 
European Commission to confirm that the project, 
designed to bring up to 63 Bcm of Russian gas to 
Southern Europe via the Black Sea, is compatible 
with EU legislation.

Mid-June: Russia cuts gas supplies to Ukraine and 
switches to system of prepayment for any future 
supplies, after Ukraine fails to pay off outstanding 
debts. Gazprom says Ukraine’s gas debt now stands 
at $4.458 billion.

Late June: Ukraine signs association agreement with 
the EU, including a ban on any unauthorized taking of 
transit energy supplies. Around half of Russian gas 
exports to the EU transit Ukraine, and these volumes 
have come under threat in the past, when disputes 
between Russia and Ukraine have led to Russia halting 
shipments to Ukraine.

Mid-July: The US expands its sanctions list to 
include Rosneft, Novatek and Gazprombank, and 
analysts raise concerns that Novatek may struggle to 
meet financing requirements in the longer term. 
Malaysian Airlines flight MH17 is shot down over the 
eastern Ukrainian conflict zone, leading to outrage in 
Western countries and accusations that the plane 
was shot down by separatists using equipment 
supplied by Russia.

Late July: The EU publishes details of the harshest 
sanctions yet against Russia, including bans on 
transferring technologies for deepwater oil drilling, oil 
drilling in the Arctic, and shale oil drilling, as well as 
other measures targeting the weapons and banking 
sectors. Analysts warn that financing for oil and gas 
projects remains under threat and sectoral sanctions 
could impact Russian crude output in the longer term.

Early August: The US follows the EU in introducing 
sectoral sanctions against Russia. Countries outside 
the EU and US, including Canada, Japan, and 
Switzerland introduce more restrictions. Russia 
responds by introducing a wide-scale ban on food 
imports from countries which have imposed sanctions 
against Russia. Ukraine passes a bill allowing it to 
impose sanctions on Russia, including on the transit 
of energy commodities across the country.

Late August: Ten Russian troops are captured by 
Ukrainian forces inside Ukraine. Moscow plays down 
the incursion as an “accident”. Talks held between 
officials, including from the EU, are followed by a 
meeting between the Ukrainian and Russian 
presidents in Minsk, Belarus August 26, but little 
progress is made.

Russia’s relationship with the West has deteriorated 
significantly and Russian analysts’ only cause for 
optimism is that Russian gas giant Gazprom has yet to 
be named in the sanctions list and gas projects are 
not covered by technology restrictions.

Escalating tensions – timeline (continued)
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Abdelhamid Zerguine’s removal as CEO of state oil and gas company Sonatrach appears to 
be linked to his support of investigations into corruption in the company and concern over 
ambitious government proposals to exploit the country’s vast unconventional oil and gas 
reserves. Sonatrach now faces the major challenge of arresting a decline in hydrocarbon 
exports under the leadership of its fourth CEO in as many years. George Joffé

Algerian oil politics and corruption

On July 27, to general surprise, the Chief Executive 
Officer of Algerian state oil and gas company Sonatrach, 
Abdelhamid Zerguine, was suddenly removed from office 
on the orders of the oil minister, Youcef Yousfi, with the 
approval of the Algerian president, Abdelaziz Bouteflika. 
He was abruptly thanked for his services and replaced 
by Said Sahnoun, the state company’s vice-president for 
upstream operations, as acting CEO.

The reasons for his sudden departure, after just 
thirty months in the post, remain obscure. Zerguine 
survived just ten months more than his predecessor, 
Noureddine Cherouati, who had in turn replaced 
Mohamed Meziane in January 2010. After seven 
years as CEO, Meziane was accused of corruption 
and sent to prison for seven years.

Zerguine has not had to take responsibility for the 
catastrophic attack on the Tiguentourine gas facility at 
In Amenas in January 2013 largely, it appears, because 
Sonatrach’s CEO is not formally responsible for 
security. The Algerian army – and the security services 
– have been the target of criticism, both domestic and 
foreign over the attack.

Instead, Zerguine appears to have offended the 
presidency in two respects; first by being willing to 
facilitate anti-corruption enquiries carried out over the 
past four years into Sonatrach by the security services; 
and, secondly, by having been unwilling to intervene in 
support of contract awards to companies favored by the 
presidency. He has also fallen out with Yousfi over the 
question of Algeria’s potential to produce 
unconventional oil and gas.

Corruption inside Sonatrach
The long-running Sonatrach scandal over corruption, 
which also touches directly on the political process in 
Algeria, began in 2006. However, the scandal only broke 
at the start of January 2010 as a result of an 
investigation carried out by Algeria’s notorious security 
service, the Direction des Renseignements de Securité.

Despite assertions by the presidency that it had ordered 
the investigations, there were widespread doubts that 
this was the case. It was generally believed that the 
investigations were a DRS initiative targeted against the 
presidency because of a belief that the president was 
planning to ensure that his younger brother, Said, would 
follow him into the presidential post. The DRS initiative 
was designed to remind the president where real power 

lay, not least because the oil and gas sector was the 
responsibility at the time of one of the president’s most 
trusted and intimate collaborators, Chakib Khelil.

The issue investigated related to corrupt contract awards 
in which open tender procedures had not been used – a 
matter of which the minister as well as the top 
management of Sonatrach would have been aware. As a 
result of the investigations, the entire top management 
tier bar one vice president were placed under judicial 
investigation or arrested and the authority of the oil and 
gas minister was seriously undermined.

Khelil had survived a similar scandal in 2007, when 
Abdelmoumen Ould Kaddor, the chief executive officer of 
Brown & Root-Condor, a contractor for Sonatrach, was 
sent to prison. On that occasion, Brown & Root-Condor 
had taken advantage of an exception in Algeria’s 
contract regulations to avoid open competition for 
Sonatrach contracts and for them to be awarded on a 
bilateral basis instead. The result was massive mark-ups 
in contract prices on 27 projects priced at AD72 billion 
($1 billion) to the benefit of the company and its 
directors, not to mention the kickbacks for those who 
awarded the contracts within Sonatrach.

In addition, Brown & Root-Condor was accused of 
supplying communications equipment made by 
Halliburton, the parent company, which could be used by 
US and Israeli intelligence to spy on Algeria. A similar 
over-pricing scandal, involving Sonatrach and UK oil 
major BP, concerning the purchase of spare parts, 
occurred in 2008.

Khelil had also been sidelined in 2006 when the 
hydrocarbons law he had sponsored in 2005 was 
arbitrarily amended to reduce its generosity to private 
foreign contractors in joint ventures with Sonatrach. After 
the amendment, Sonatrach’s entitlement to a 51% 
majority share in all joint ventures was once again 
enshrined in law to the universal disappointment of 
international oil companies and the oil minister himself.

On both these occasions, Khelil’s authority was 
restored by overt presidential support. But, by 2010, 
the authority of the presidency had been sapped by 
the DRS investigations and the minister’s position 
was, in consequence, fatally weakened. On May 30, 
2010, the president was forced to accept his 
resignation and he was replaced by a former 
Sonatrach director-general, Youcef Yousfi.
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Scandal re-emerges
In 2013, the scandal re-emerged with a vengeance, 
partly because, as a result of the original scandal, 
Sonatrach had strengthened its own internal anti-
corruption measures. In early December 2012, news 
emerged that the Italian energy services company, 
Saipem, which is part of the ENI conglomerate, had 
secured pipeline construction contracts worth $758 
million through bribery. Italian investigations 
suggested that a sum of $180-$200 million had been 
paid in June 2009.

Then, on February 21, 2013, similar news emerged that 
one of Algeria’s major foreign contractors, the Canadian 
company SNC-Lavalin, had secured contracts through 
bribery. Its offices in Algiers were searched by the 
judicial police in June 2013 as new evidence surfaced 
that the company was embroiled in numerous bribery 
allegations from Canada to Bangladesh. The Algerian 
judicial system, as a result, was instructed to extend its 
ongoing investigation into the 2010 Sonatrach scandal 
to cover the new allegations.

The investigations inevitably once again involved Khelil, 
but he, denying any knowledge of the issues involved, 
left the country for Washington, where he has a private 
residence. His residences in Algeria – in Oran and 
Algiers – were searched by the police for the first time 
and, also for the first time, the judicial authorities 
indicated that they wished to interview him. In 
September, an international arrest warrant was issued 
against him by the Algerian authorities, calling for his 
extradition to Algeria. No action has yet been undertaken 
under its authority.

Not only was this a disgrace for the former minister, but 
the president’s own authority was severely damaged, 
given his close association with Khelil. Bouteflika was 
forced to make a public comment on the situation – the 
first he had made since 2010 – endorsing the fight 
against corruption. In the wake of this new scandal, the 
government, as a token of its commitment, announced 
the inauguration of a new Office Centrale de la 
Répression de Corruption (Central Office to Combat 
Corruption), which was originally supposed to have been 
created in 2005.

One important consequence of the series of scandals 
and, more particularly, from the debacle at Tiguentourine 
was a reorganization of the DRS. Thirty-nine hostages 
died as a result of military incompetence in operations 
directed by a senior DRS officer, Bachir Tartag, at 
Tiguentourine and there were serious complaints from 
states whose nationals had died. This provided the 
presidency with an excuse to reorganize the DRS in 
revenge for its own attempts to embarrass Bouteflika 
through its investigations of Sonatrach.

In September 2013, known supporters of the head of 
the DRS, General Mohamed ‘Tawfik’ Mediène, were 
forced to retire, several departments under his command 

were transferred to the Algerian army, and those which 
remained with him were stripped of their investigative 
function. It seemed, in short, that Mediène’s decisive 
role inside Algeria’s occult politics was over.

Yet, a few months later, it became clear that this was 
not the case. The presidency, determined to see the 
moribund septuagenarian president re-elected one more 
time in the May 2014 presidential elections, recognized 
that this could only be done with DRS support. As a 
result, the police judiciaire recovered their investigative 
role. Zerguine’s dismissal seems in part to have been a 
result of his willingness to cooperate with the 
president’s enemies inside the DRS over further 
corruption investigations.

Contractual preferences
The other problem for the presidency seems to have 
been Zerguine’s stubborn professional rectitude. Even 
before his appointment as CEO, he had clashed with 
Khelil over the latter’s intention to grant a contract to a 
Turkish company, which had been advised by Reda 
Hemche, a confident of the oil minister and permanent 
secretary to Meziane, then CEO of Sonatrach.

Hemche was revealed by the DRS investigations in 
2010 as the channel through which contracts that 
avoided the formal contract award procedures of the 
company were managed. He fled to Switzerland in 
2009, just before the first corruption scandal hit the 
headlines. Zerguine, then in charge of the civil 
engineering directorate of the state company, had 
resisted the proposed contract award and his career 
was only saved by the publicity surrounding the scandal 
making it impossible to remove him.

More recently, he became embroiled once again in an 
argument over the provision of an uncontested contract 
to an Algerian company, which had been prequalified by 
Alnaft, one of the two agencies created by Sonatrach on 
the basis of the 2005 law and which handles 
concessions and contracts (the other is ARH which 
manages production).

Ali Haddad, the multi-millionaire owner of ETRHB, the 
company concerned, was apparently so irritated that he 
petitioned the president and Yousfi to have Zerguine 
removed. Given Haddad’s closeness to the presidency – 
he was a primary mover in mobilizing the private sector 
to support Bouteflika’s latest successful bid for 
re-election – his demand for a more supple 
management at the head of Sonatrach does not appear 
to have fallen on deaf ears.

Falling revenues
However, it appears that Zerguine’s fate was sealed 
by his tacit opposition to the oil minister’s 
enthusiasm for new ventures involving the 
exploitation of Algeria’s massive deposits of oil and 
gas bearing shale. Behind this issue is growing 
concern that Algeria is having difficulty in maintaining 
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its current levels of oil and gas production, which in 
turn implies a decline in hydrocarbon revenues.

According to BP, Algeria’s exports of pipeline gas, 
primarily to Spain and Italy, fell by 18% during 2013 
to 28 Bcm, from 34.2 Bcm in 2012. There was also 
a 3% decline in LNG exports during 2013, with 
volumes dropping from 15.3 Bcm in 2012 to 14.9 
Bcm. The reasons for the decline were a combination 
of the loss of production from Tigentourine after the 
terrorist attack there, significant growth in domestic 
demand for gas and a decline in European demand 
as a result of recession.

The Tigentourine attack in January 2013 reduced overall 
gas output during the year by 4% since for much of the 
year only one of the three gas trains at the plant was in 
operation. Now two trains are operating and the third 
train, which was totally destroyed in the attack, is 
expected to be back in operation in September.

Production was also constrained by the fact that, for 
security reasons, BP and Statoil operating personnel 
have only now begun to return to the site. The result 
was that output during the year was only 190 million 
tons of oil equivalent.

Domestic demand amplified the problem of gas 
volumes available for export as it rose by 4.3% 
during the year, bringing consumption per capita up 
towards 1.5 tons of oil equivalent per year. Algeria 
also faced increased competition in the European 

market from Russia and Qatar. Russian pipeline gas 
exports to Europe rose to 211 Bcm in 2013, while 
Qatar’s LNG exports to Europe rose to 105 Bcm.

The oil sector fared far better during 2013 with 
production rising by 2.7% to 1.575 million b/d over 
the year. However, this increase did not feed through 
into higher exports as domestic demand grew 5% 
during the year to 386,000 b/d. Overall, Algerian 
hydrocarbon exports in 2013 fell by 7.4% in volume 
and by 10.3% in value.

Lower oil prices have continued the trend this year. 
Oil prices in the first four months of 2014 were 2.6% 
lower than in the same period of 2013. Exports, too, 
have continued their decline, according to the 
Banque d’Algérie, falling by a further 9% by volume 
and by 12% in value when compared with the first 
four months of 2013.

Tax receipts derived from hydrocarbons in the first 
four months of 2014 fell even more sharply by up to 
20%, compared with the same period in the previous 
year, contributing to an overall decline in tax receipts 
for the Algerian state of 12%. In contrast, budget 
expenditures rose by 35%.

Shale dilemma
However, Sonatrach remains resolutely optimistic, 
claiming that its reserves remain high at 12 billion 
barrels of oil – with an additional 3 billion barrels being 
discovered in 2013 alone – and 4,500 Bcm of gas, as 
far as conventional reserves are concerned.

At end-June, the company’s CEO announced that two 
major new projects, at Touat and Timimoun, would add a 
further 17 million cubic meters a day of gas production 
by 2018, thus countering the steady decline in 
production levels of the past four years.

Both the major oil field at Hassi Messaoud, which 
generates a third of Algeria’s oil output and the gas 
field at Hassi R’Mel are to be rehabilitated, whilst a 
new gas-field at Tinhert at Illizi is to be brought 
on-stream through planned investment of $102 billion. 
Major new gas-fields at Hassi Bahamou and Hassi 
Mouina are also expected to go into production in 
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2017. In fact, these new fields should already have 
been operating, but technical problems, not least 
managerial incompetence, have held them back.

However, the real cause of Sonatrach’s confidence is its 
newfound belief that Algeria is massively rich in 
unconventional oil and gas. According to the US Energy 
Information Administration, Algeria has 20 Tcm of 
recoverable shale gas, the third-largest reserve in the 
world after China and Argentina. Tight gas reserves are 
estimated at an additional 9-14 Tcm.

In July, at a conference in Malta, Zerguine announced 
that eleven exploration and production wells, four of 
them in the next six months, are to be drilled. By 2020, 
Sonatrach anticipates producing 30 Bcm of 
unconventional gas a year and that will only be the start 
of a much larger expansion in production.

Yousfi has robustly denounced critics of these plans, 
particularly amongst Algeria’s political parties, 
although it appears that Zerguine privately shared 
many of the concerns that have been voiced. The oil 
minister insists that the revenues produced will be 
used to finance economic development, not simply 
to bolster the Algeria economy, and denied that 
hydraulic fracking would adversely affect the 
country’s water balance.

Reinjection is already used to enhance oil recovery and 
the demand on water resources for fracking, he said, 
would be less than the amount of water currently used 
to increase pressure in conventional gas fields. His 
confidence was echoed by the water resources minister, 
Hocine Necib, who insisted that fracking was in no way a 
threat to Algeria’s fragile water resources.

He also claimed that the range of chemicals that 
would be used to facilitate fracking would be far 
lower than the conventional figure of 500-700 
different products, thus reducing any environmental 
damage caused by the process. And new investment 
codes – that might even remove Sonatrach’s built-in 
advantage of a 51% holding in all joint ventures thus 
making them far more attractive to foreign investors 
– are under consideration.

However, industry experts are not so sure. They point 
out that Algeria lacks the physical infrastructure required 
to transport unconventional gas, given that the deposits 
are remote from population centers, treatment facilities 
and export points.

They add that past ambitions have always been 
frustrated by managerial incompetence and severe 
project delays. They note that unconventional oil and gas 
exploration and production operations would be far more 
expensive than their conventional counterparts in 
Algeria; nor do they believe that water for agriculture 
could be properly ring-fenced or that the sector could be 
protected from environmental harm.

They are also concerned, that other producers, 
particularly the United States, might crowd out Algeria’s 
production and take over its potential market in Europe, 
whilst the anticipated abundance of unconventional oil 
and gas could bring down prices to such an extent that 
Algeria would not be able to compete.

Furthermore, they suspect that the demands on water 
availability are far higher than Algeria’s official 
commentators are prepared to admit. Although 
appropriate shale rock is widely available in Algeria, all 
the other factors that have made the United States so 
successful as an unconventional oil and gas producer 
are absent in Algeria, where the physical environment is 
much more fragile.

These concerns provide some justification for 
Zerguine’s caution over ambitious plans for the 
expansion of Algeria’s unconventional oil and gas 
resources. Moreover, not only does a secular decline, 
going back to at least 2010, appear to have emerged 
in Algerian hydrocarbon export volumes and values, 
together with a parallel decline in international energy 
prices, but Algeria is seeing some of its major 
markets undergo sharp contractions.

Unconventional hydrocarbon production in the US 
has meant a decline in US oil imports from Africa of 
85% over the past five years to their lowest levels 
since 1973. For Algeria, this has meant a decline in 
oil exports across the Atlantic of almost 40% in 
2013 alone.

For Sonatrach itself, there are further concerns. 
Whatever the reasons for Zerguine’s removal from 
office, the company has seen four changes in CEO in 
the past four years. This has been at a time when 
the company has desperately needed stable 
management, for it is still living through the 
aftermath of the corruption scandals that emerged 
during the same period. Now it is to be plunged into 
a risky venture involving unconventional oil and gas 
at a time when its export markets are contracting 
and the investment climate in Algeria is uncertain. 
Perhaps, in reality, Zerguine has been spared a lot 
of professional pain.
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Russia’s oil industry is entering a period of substantial change, as the government 
adapts its energy taxes and duties to encourage investment in both upstream supply 
and downstream refinery capacity. However, broader economic and political risks – 
particularly the Ukraine crisis – are likely to have a significant impact on Russian crude 
output. Abhishek Deshpande and Nic Brown, commodities analysts at Natixis.

Russian oil: sanctions impact

A legacy of the Soviet era, Russian government 
policy has long skewed resources towards intense 
energy-consuming sectors such as heavy industry 
and defense. This has resulted in Russia being the 
least-energy efficient among the BRICS economies. 
Russia needs around 0.4 tons of oil equivalent to 
produce $1,000 of GDP, compared with the 0.08-
0.09 needed by Europe. However, at the same time, 
maintaining oil revenue is critical to the Kremlin’s 
projection of power, with around half of government 
income generated from oil.

The country’s energy industry is now in a state of flux. 
Although Russian demand for oil has recovered 
somewhat since hitting significant lows in 2009 – and 
the nation’s car fleet has increased in tow, supported by 
a rise in Russia’s population after almost two decades 
of steady decline – fuel oil consumption has remained 
relatively sluggish since 1999, as other fuels in the 
power sector slowly replace it. Russia needs to 
rebalance the capacities of its downstream sector to 
reflect both the oil product demand of the domestic 
economy and its export markets.

It also faces challenges in the upstream, owing to 
declining production in its mature oil provinces and 
the higher cost of and technological demands 
presented by the exploitation of its still vast but 
harder-to-reach undeveloped conventional and 
unconventional oil resources. The government is 
performing a delicate balancing act in demanding 
more from its existing producers to raise revenue in 
the short term, while also creating incentives for new 
higher-cost greenfield projects.

The suspense of sanctions
However, the biggest question for the oil sector today is 
to what extent tensions between Russia and Ukraine 
could affect Russian crude output and the supply of oil 
to Europe. Following Russia’s annexation of Crimea in 
March, forecasts for Russian growth have been revised 
downwards. The IMF has reduced its forecast for 
Russian GDP growth in 2014 to 0.2% from 1.2% and for 
2015 to 1.0% from 2.3%.

The International Energy Agency reduced its 2014 
Russian oil demand forecast to 3.47 million b/d in 
May, against 3.51 million b/d in February. In its August 
oil report, the IEA forecast Russian oil demand growth 
of 1.3%, down from a previous forecast of 1.9%. The 
actual figure given was 3.55 million b/d, which is 
higher than the figures provided earlier because of an 
upward revision to historical baseline data. Russian oil 
demand now stands at 3.4 million b/d in 2012, 3.51 
million b/d in 2013 and 3.55 million b/d in 2014, 
according to the IEA.

Other forecasters, such as independent research firm 
ESAI, agree that Russian demand for gasoline and gasoil 
will increase only slightly in 2014. Yet these figures 
assume a low-risk scenario with a “limited and short-
lived impact of the Crimea crisis”. In a high-risk scenario 
– with severe shocks to the global economy, affecting 
investment activity – Russian oil demand could fall back 
to 2012 levels.

In the aftermath of the Malaysian Airline MH-17 
crash, the US imposed tighter financial sanctions on 
Russia to help facilitate a negotiated peace 
settlement between Ukraine and Russian 
separatists. In July, the US treasury imposed 
restrictions on the provision of financing to two 
major Russian banks and two of Russia’s largest 
energy companies, Novatek and Rosneft.

In early-August, the US Department of Commerce 
imposed significant new restrictions on exports, 
re-exports, and in-country transfers of goods, 
software, technology, and data for use in Russia’s oil 
and gas sector related to deepwater, Arctic offshore 
and shale exploration and production. The EU 
followed the US in prohibiting financing for state-
owned Russian financial institutions, as well as the 
supply, transfer or export of goods and technologies 
destined for Russian deepwater, Arctic and shale oil 
exploration and production.
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Neither set of sanctions are likely to have a tangible 
impact on Russian oil production in the near term. 
But in the long term – if the sanctions remain in 
place – these restrictions could delay growth in oil 
output from unconventional resources, particularly 
those deemed essential to sustain future Russian 
government revenues. On the downstream side, the 
impact of sanctions is likely to be more limited – 
unless they are imposed on components required to 
upgrade Russian refineries, or on the overseas sale 
of Russian oil products.

The ties that bind
Ukraine itself is particularly dependent on Russian oil. 
In 2013, Ukraine produced an average of 65,000 b/d 
of crude oil and petroleum liquids and consumed 
280,000 b/d. Most of this consumption was met by 
Russian petroleum product exports, estimated to be 
around 190,000 b/d. Ukraine is also a major transit 
country for Russian crude exports to eastern and 
central European countries.

Some 90,000 b/d of crude oil and products were 
transported via Ukrainian ports in 2013, as well as 
310,000 b/d via the Southern Druzhba pipeline. 
According to the IEA, Slovakia, Hungary and Czech 
Republic imported 100%, 94% and 65% of their crude 
imports respectively through the Southern Druzhba 
pipeline during the same period.

Even if this pipeline could be substituted with other 
Russian export facilities (such as Baltic Sea ports or the 
Northern Druzhba pipeline), the impact of a temporary 
shutdown in the Ukrainian oil and gas infrastructure 
would clearly be felt across eastern and central 
European countries.

In terms of foreign investment in Russia, BP has the 
largest Russian exposure through its 19.75% equity 
ownership in Rosneft, while Total holds a significant 
16.96% stake in Novatek. With 30.8 billion barrels 
of oil equivalent liquids reserves, Rosneft holds 
38.5% of proven Russian reserves. The oil company 
– majority owned by the Russian government – 
produced 4.2 million b/d of crude oil in 2013, 
representing 40% of Russian production. This makes 
Rosneft the world’s largest publicly-traded oil 
company by output and reserves.

Besides this, most foreign investment in Russian oil 
production and development are concentrated in 
joint-venture Production Sharing Agreements. These 
PSAs produced an average 280,000 b/d in 2013. 
The main western participants in Russian PSAs are 
ExxonMobil and Shell (for the Sakhalin I and 
Sakhalin II projects) and Total and Statoil (for the 
Kharyaga project).

Neither the imposition of sanctions on Russian oil 
producers, nor a withdrawal of supplies from Europe 
by those producers appears likely. But these PSAs 

and cross-shareholdings clearly illustrate the 
potential damage that sanctions could have upon 
European oil supplies. Events such as the MH-17 
disaster also show how attitudes towards tougher 
sanctions can change overnight.

Production and tax reform
Without big policy changes – particularly in taxation – 
Russian oil production could fall to 7.7 million b/d by 
2020, from 10.1 million b/d in 2010, not helped by the 
fact that conventional greenfield projects are unlikely to 
replace lost output from ageing fields. As a result, the 
government has embarked on a twofold path of raising 
revenue from existing oil and gas output, while 
attempting to incentivize the development of new 
unconventional oil and gas reserves.

The government derives the majority of its energy income 
from three separate taxes and duties: the Mineral 
Extraction Tax, export duty (crude and oil products sold 
abroad) and excise duty (oil products sold at home). 
While MET rates have increased for existing fields, 
exemptions have been given for high viscosity oil as well 
as early production at new fields north of the Arctic circle 
and on Russia’s continental shelf.

The government’s efforts to raise revenue while at 
the same time incentivize investment in new oil and 
gas fields are expected to continue. There is also 
substantial scope to increase government revenue 
from natural gas, although the recent deal with the 
China National Petroleum Corp. – whereby Gazprom 
will deliver natural gas to China from new field 
developments in Siberia – may be a retrograde step, 
particularly given that it was only completed after the 
Russian government agreed to reduce MET rates for 
underlying gas producers.

Following a post-Soviet high of 10.595 million b/d 
in January 2014, crude oil and condensate 
production appear to have reached a peak. 
Meanwhile, major Russian producers are facing 
difficulties in arresting the high depletion rates of 
oil fields at mature West Siberian key assets, where 
60% of national output is produced.

Sources: Natixis, MOF 
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Annual average oil production is likely to stay at the 
same level or slightly increase – by about 35,000 b/d 
year-on-year in 2014 – owing to production gains that 
occurred in late 2013, before decreasing in 2015. In 
2015, output is expected to fall by around 25,000 b/d, 
to 10.47 million b/d.

Downstream role
Russia’s refining sector looks set to play a more 
significant role in the country’s energy output. The Soviets 
developed a huge refining system – the third largest in 
the world behind US and China, with approximately 6.2 
million b/d of total capacity. However, much of this was 
constructed before the 1970s and is focused on fuel oil 
production rather than the middle and light distillate 
products optimal for today’s transport needs.

Russia’s refining sector is nevertheless changing rapidly. 
A combination of adjustments to export tax rates and 
excise duties for oil products – in favor of clean diesel 
and against exporting fuel oil – represents a stringent 
plan to modernize Russia’s refining system by increasing 
the output of cleaner, higher quality products. 
Simultaneously, it should allow the government to 
receive a higher proportion of revenue from both 
domestic sales and exports of oil products.

As high fuel oil producing refineries are reduced, total 
Russian refinery throughput could fall to 4.7 million b/d, 
from 5.5 million b/d currently. Yet, according to Rosneft, 
the share of output accounted for by light products 
should increase. Investment in new plants is then 
expected to take refinery capacity up to around 6.8 
million b/d by 2018, with this new refining capacity 
producing more light and middle distillate products.

Meanwhile, fuel oil exports should decrease in the short-
term, as the changes to Russian export taxes act as a 
disincentive for Russian refiners to export fuel oil. 
Instead, an increase in crude oil exports is likely, 
especially to Asian countries.

In the medium-term (up to 2020), the upgraded refining 
system is expected to have a major impact on 
international oil product markets. According to the IEA, 
Russian exports of mid-distillates will increase from 0.9 
million b/d in 2013 to almost 1.2 million b/d in 2019. 
This is versus a decline in fuel oil exports from 1.3 
million b/d in 2013 to just over 0.6 million b/d in 2019.

Combined with the gradual shift in crude exports from 
Europe to Asia, the increase in oil product exports is 
expected to add further downward pressure to Europe’s 

already compressed refinery margins. In addition, 
changes to the export tax system might further help the 
upgraded Russian refineries in the long-term. Foreign 
companies (mostly from western countries) account for 
roughly 10% of total output.

Policy and regulation
As a result of President Vladimir Putin signing Law 
No. 263-FZ on September 30, 2013, the rates of 
export duty changed as of January 1, 2014, along 
with the establishment of future base rates of MET 
on crude oil. The law establishes the following rates 
of MET per ton of oil produced from the 2013 base 
rate of RUB470 ($12.99)

In response to a shortage of gasoline in the spring 
of 2011, the Russian authorities increased the 
gasoline export tax to 90% of the crude tax rate – 
and reviewed excise rates on oil products. The fuel 
oil export tax now sits at the same level as diesel 
and jet fuel, with the aim of incentivizing the oil 
industry to invest in the secondary refining process.

After an industry backlash at the sharp tax hike for oil 
product exports in 2011, the government reduced the 
underlying export tax on crude oil in October 2011, from 

Mineral Extraction Tax per metric ton (RUB)

2013 470
2014 493
2015 530
2016 559

Source: Natixis 

Russian refineries upgrade, output forecast  
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65% to 60%. In 2014, they further reduced this base tax 
rate on crude exports to 59%, and it will decline 
progressively to 55% by 2016.

As the export tax on diesel is gradually cut to 61% of 
the crude export rate, the motivation for refiners to 
crack fuel oil into lighter products is expected to 
increase, particularly as the tax on fuel oil will be 
increased towards 100% of the crude export levy from 
January 1, 2015. This will largely affect simple 
refineries that produce the approximate equivalent 
volumes of fuel oil and diesel. Until now, these 
refineries were exporting fuel oil to markets with more 
complex refineries (such as the US).

Uncertainty remains over the convergence of tax rates 
between fuel oil and crude oil, should the modernization 
of refineries run behind schedule (as has been the case 
in the past). Among excise duties – charged on local 
sales of oil products – the authorities have progressively 
increased the rates applicable to lower value and higher 
polluting fuels, while rates on the cleaner class-5 
gasoline have increased more slowly.

These higher excise duties are helping to push 
domestic Russian fuel prices up towards 
international prices, in the process allowing the 
government to take a larger share of domestic oil 
revenue. The shift in excise duties favoring 
production of cleaner fuels is also encouraging key 
industry players to upgrade older refineries in order 
to produce a higher volume of cleaner fuels.

Sanctions and the big picture
Maintaining Russian crude production at current levels 
faced challenges before the start of the Ukraine crisis. 
The impact of sanctions, if they are maintained, is likely 
to fall primarily on the development of unconventional 
and more technologically challenging resources, which is 
required to supplement declines in production from more 
mature assets.

According to BP’s annual statistical update, Russia’s 
proven oil reserves are estimated at 93 billion barrels 
(making it the world’s eighth largest crude oil reserve). 
However, this amount might be underestimated, since 
the country maintains a significant reserve of shale oil 
(the biggest reserve in the world with 75 billion barrels 
of recoverable resources).

There is also substantial potential in its Arctic reserves 
in areas such as the Kara Sea where ExxonMobil is 
involved, which potentially hold 45 billion barrels of oil 
equivalent, according to Rosneft. Rosneft started drilling 
its first well in the Kara Sea in August. In addition, net 
exports are predicted to add to Russia’s growth this 
year as a result of frail domestic demand for imported 
goods relative to stronger exports, buoyed by the 
competitive exchange rate.

The whole picture could yet be undermined if the 
Russian energy sector became subject to more severe 
sanctions as a result of heightened tensions in Ukraine 
– not least since the tragedy around flight MH-17. At a 
time when Russia’s energy industry is heavily dependent 
upon capital and technology to develop its 
unconventional oil and gas reserves, further sanctions 
from the US and Europe could have a significant impact 
on national oil output and future projects. 

Russia crude oil exports 

Source: IEA, Natixis
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Ukraine Crisis: Energy Supply Implications

Ukraine expects Russia to halt Europe gas supplies 
via Ukrainian pipelines: PM

Russia plans to stop natural gas supplies to the 
European Union via Ukrainian pipelines during the 
high-demand season, Ukrainian Prime Minister Arseniy 
Yatseniuk said August 27. 

Read more on this feature at http://plts.co/1nwUtfJ 
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Environmental controls on marine fuel are spurring demand for LNG in shipping. Ports 
in northern Europe are putting in place the legislative and regulatory frameworks for the 
fuel’s use and the infrastructure to distribute it. New ship orders suggest the LNG fleet will 
more than double in the next two years, representing a small but significant process of 
gas-for-oil displacement in the transportation sector. Robin Sayles

LNG fuelled shipping gathers pace

A flurry of recent deals centered on Europe’s Benelux 
coastline has highlighted the growing development of 
LNG as a shipping fuel. Ports have cooperated to 
produce new regulation to accommodate LNG bunkering, 
and this is being followed up with infrastructure 
investments by terminal operators as demand for LNG 
as a shipping fuel accelerates.

The main driver behind the surge in activity is the new 
regulation on sulfur emissions enforced from 2015 in 
designated Emission Control Areas in Europe, North 
America and the US Caribbean Sea. The International 
Maritime Organization has set standards to lower sulfur 
content maximums in these areas from 1% to 0.1% 
from January 2015. In Europe, the stricter limit from 
2015 will apply to an ECA which stretches eastwards 
from the north-west tip of France into the North and 
Baltic seas of northern Europe.

For all other sea areas, IMO has set standards to lower 
sulfur content maximums from 3.5% to 0.1% from 2020, 
although the availability of fuel oil is to be reviewed in 
2018, and this stricter global sulfur limit could be 
postponed to 2025.

Rapid growth
The main use of LNG-fueled ships so far has been in 
northern Europe, but global demand for converting ships 
to LNG, as well as building new LNG-propelled vessels, 
has seen a sharp increase since operators digested the 
implications of the changes to emissions standards.

According to the latest figures from DNV GL, the ship and 
offshore classification group, there are currently 50 LNG 
fuelled ships in operation, double the amount in 2011.
There are 66 orders for new LNG fuelled ships, which 
means the total number of LNG fuelled ships in operation 
will more than double again in the next two years.

Current demand can be split into three main areas – 
Norwegian firms, other European companies and North 
American orders. South America accounts for a smaller 
share. The data does not include LNG carriers and 
inland waterway vessels.

According to DNV GL’s Shipping 2020 report projections, 
about 40% of the world shipping fleet will be impacted 
when the 0.1% sulfur limit is enforced in North America 
and Northern Europe in 2015. Under the most likely 
scenario, LNG will become a cost-efficient option for 
vessels spending more than 30% of their sailing time in 

ECAs, DNV GL says. If the current growth in LNG fuelled 
ships continues, DNV GL believes that there could be 
500 LNG fuelled vessels by 2018.

A key driver is that LNG prices are low compared with 
Heavy Fuel Oil, which favors investment in gas engines 
rather than scrubbers. In its report, DNV predicts 1,000 
LNG fuelled ships by 2020, and it maintains this view 
given current plans for emissions standards, says 
Matthé Bakker, Head of Section Solutions Netherlands 
for DNV GL. “So far we are on track for reaching that 
number, it [the market] shows an exponential growth 
development,” he says.

Port facilities
Shipping groups argue that the shift towards LNG has 
been limited by regulatory and supply issues, but these 
concerns are being addressed in Europe at a significant 
pace. As more and more port facilities offer LNG 
services, competition should also lower tariff rates for 
shippers, further boosting demand. To encourage early 
stage demand, the port of Gothenburg in Sweden has 
announced that LNG powered ships will get a discount of 
30% on all port tariffs from the start of 2015 until end-
2018. Gothenburg is developing an LNG terminal at the 
port and has received funds from the EU to establish 
LNG bunkering facilities.

The ports which lie on the stretch of coast from Le Havre 
in France to Hamburg in Germany account for 60% of the 
tonnage handled in the top 20 European ports, making 
bunkering facilities in this ECA-contained area particularly 
attractive. Along the North sea coast of Belgium and the 
Netherlands, the ports of Zeebrugge, Rotterdam and 
Antwerp have been working hard to put regulation in 
place that will attract LNG ships to use their facilities.

At Belgium’s Zeebrugge LNG terminal, operator Fluxys is 
building a second jetty to provide more capacity and 
increase the range of vessel sizes it can accommodate. 
The second jetty is scheduled to be commissioned in 
the fall of 2015, as Fluxys competes to become the 
European reference port for small-scale LNG shipping. 
Fluxys already provides truck and truck-to-ship loading of 
LNG from Zeebrugge, but the new jetty will make it the 
first large LNG import terminal where any size bunker 
vessels will be able to load LNG.

Fluxys has chosen to build a second “multifunctional” 
jetty to accommodate both bunkering vessels and larger 
ships, to spread the investment risk. Currently, the 
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Zeebrugge LNG terminal capacity is fully-booked through 
long-term contracts with Qatar Petroleum/ExxonMobil, Eni 
Gas & Power and GDF Suez. While the Zeebrugge 
terminal has a secondary market for LNG services, there 
is not sufficient availability for the LNG bunkering market.

Also, while maritime bunker ships can dock at the 
existing jetty, they need to have an LNG capacity of at 
least 7,500 cubic meters and conform to regulations on 
upper deck layout, a requirement which Fluxys does not 
expect to be standard for future small-scale LNG ships 
or small bunker vessels. The new jetty will accommodate 
vessels from 2,000 cu m capacity up to Q Flex, 
functioning alongside the existing jetty of 7,500 cu m up 
to Q-max. The preliminary studies for the project were 
co-financed by the EU under the Trans-European 
Networks program.

“We think it’s important to profile Zeebrugge both for the 
large vessels and for the small vessels,” says Rudy Van 
Beurden, Fluxys’ communications manager. Shippers 
have already booked some long-term docking capacity 
for small scale ships on the second jetty, in contracts of 
over five years, Van Beurden says.

In a bid to secure contracts for larger vessels, Fluxys 
has signed an early stage cooperation agreement with 
Yamal LNG, the group developing the 16.5 million tonn 
per annum liquefaction plant on Russia’s Yamal 
Peninsula, set to start up from 2017. The Yamal LNG 
project is 60% owned by Novatek and 20% each by 
France’s Total and China’s CNPC.

Yamal LNG is seeking a transshipment platform in 
Europe to be used when Arctic supply routes to Asian-
Pacific countries are frozen over in the winter. Fluxys has 
launched a consultation on the required regulatory 
changes to offer the LNG transshipment services 
alongside the operational unloading, reloading (via 
trucks), and truck loading services.

These regulatory changes include new access rules for 
the LNG terminal and new tariffs, which require approval 
by CREG, Belgium’s energy regulator. “Within a few 
months, we will be able to offer the services,” Van 
Beurden says. A successful deal with Yamal LNG would 
bring about more investment in the terminal, “most 
probably an additional storage tank,” he added.

As well as its proximity to major ports in the region such 
as Antwerp and Rotterdam, Zeebrugge’s position provides 
significant potential for LNG arbitrage, owing to numerous 
connections with neighboring gas markets. The Zeepipe 
pipeline from Norway lands at Zeebrugge, a new pipeline 
is being built to export from EDF’s planned Dunkirk LNG 
terminal in France into Belgium, and the Belgian grid is 
connected with the French, Dutch and German markets.

Fluxys is also Belgium’s gas grid operator and owns 
stakes in cross-border pipelines such as the 
interconnector between the UK and Belgium, and the 

TENP pipeline into Germany. The group hopes the LNG-
as-fuel market can help boost usage rates of its grid 
infrastructure. A major potential market for Zeebrugge 
and the nearby Gate LNG terminal at Rotterdam is 
Germany, which does not have an LNG terminal and 
remains heavily reliant on Russian gas.

The Zeebrugge terminal stands out for its gas market 
arbitrage opportunity, but the busier nearby ports of 
Rotterdam and Antwerp are also vying to be reference 
ports for LNG bunkering. At Rotterdam, the busiest port 
in Europe, the port authority has introduced new 
regulation to pave the way for LNG bunkering, and this 
has led to new commitments from Gasunie and Vopak, 
owners of the Gate LNG terminal.

The Rotterdam port authority is 70% owned by the 
municipality of Rotterdam and 30% by the Dutch state. 
Legislation was introduced so that from July 1 this year, 
seagoing vessels can bunker LNG in the port area. Last 
year, facilities in Rotterdam’s Seinehaven area were also 
commissioned, allowing inland shipping vessels to 
bunker LNG from an LNG tanker.

Since July, ship-to-ship LNG transfer has been possible, 
allowing container ships to bunker at the same time they 
transfer cargo. The change to legislation at Rotterdam 
followed consultation with other European ports, and 
allows LNG bunkering at designated locations within the 
municipality of Rotterdam.

At the nearby port of Antwerp in Belgium, the port 
authority announced in July that barges will be able to fill 
up with LNG at a permanent bunkering station at the 
port by the start of 2016. Truck-to-ship bunkering has 
been possible in Antwerp since 2012, with trucks 
collecting LNG at Zeebrugge and driving it to Antwerp, 
but the ship-to-ship transfer point represents a more 
permanent facility.

The port hopes to stir investment from the barge 
industry in using LNG as a fuel and it has tendered for a 
partner to design and build an LNG bunkering station. 
The project will be partly subsidised by the LNG 
Masterplan for the Rhine-Main-Danube, a project which 
falls within the EU-level Trans-European Networks 
support program.

The LNG Masterplan brings together operators to create 
a complete and harmonised European regulatory 
framework for LNG as a fuel and cargo in inland shipping, 
using the inland ports on the Rhine-Main-Danube axis as 
the main distribution points for LNG. As part of the plan, 
the port of Antwerp signed in April a collaboration 
agreement with the port operators of Basel, Mannheim, 
Rotterdam and Strasbourg, to maximize the penetration 
of LNG as a fuel in the Rhine corridor.

Antwerp also expanded port police regulations at the 
start of this year to provide a regulatory framework 
for truck-to-ship, ship-to-ship and terminal-to-ship 
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bunkering with LNG. These new port regulations only 
cover the port itself. The Rhine river waterway 
authority, the Central Commission for the Navigation 
of the Rhine, is also in the process of updating its 
regulations for inland shipping.

New deals
The significant progress made by the ports to expand 
regulatory and legislative frameworks needs to be 
followed up with concrete infrastructure investments, 
and two significant deals announced early July highlight 
energy firms’ increasing confidence in LNG bunkering. 
On July 3, Gasunie and Vopak announced that their 
jointly held Gate LNG terminal at Rotterdam will invest in 
a new LNG break bulk service to provide LNG bunkering 
services from first-half 2016.

The port of Rotterdam is working alongside the firms to 
provide a new harbour basin for the service, which will 
expand Rotterdam’s supply chain for LNG as a fuel. 
Some 280 berthing slots will be provided per year and 
Shell has been contracted as the launching customer. 
The break bulk services split up large-scale LNG 
shipments into smaller quantities, so they can then be 
distributed to trucks, maritime vessels, ferries and 
industrial sites.

The break bulk service will mean customers such as 
Shell will be able to supply LNG to bunker stations in 
nearby coastal areas, Scandinavia, the Baltics, and also 
along the inland Rhine-Main-Danube river network.

DNV GL performed the risk assessment for vessel 
collision for the Gate LNG break bulk facility. The original 
plan for the break bulk facility was to have a quayside 
facility, so that the vessels would lie on the waterway, 
but the plan was changed to a harbour basin to lessen 
the risk of collisions with passing vessels.

In addition, on July 1, a new framework agreement was 
announced between French energy firm GDF Suez and 
Japan’s Mitsubishi and NYK, with the aim of 
accelerating LNG bunkering activity in Europe and widen 
this to other areas of the world. The companies said 
they had agreed to build an LNG bunkering vessel with 
capacity of 2,400 metric tons, which will form the core 
infrastructure for a new LNG bunkering business based 
at the Zeebrugge terminal.

The LNG bunkering vessel will be built in the Korean 
shipyard Hanjin Heavy Industries & Construction with 
delivery expected by 2016. Its home port will be 
Zeebrugge where GDF Suez has long-term access 
rights at the Fluxys LNG terminal. NYK will operate 
the vessel, which will supply a range of end-
customers, starting with United European Car 
Carriers, a Norwegian automobile carrier, in 2016. 
UECC has purchased LNG from GDF Suez on a 
medium-term basis for two new dual fuel (LNG and 
marine gasoil) car carrier ships operating in the 
North Sea and Baltic Sea.

GDF Suez is Europe’s largest LNG importers and has the 
third largest LNG supply portfolio in the world, supplied 
from six different countries representing 16 mtpa. The 
French group controls a large fleet of 14 LNG carriers 
under mid and long-term charter agreements.

GDF Suez, Mitsubishi and NYK are planning to expand 
their LNG bunkering business to other areas of the 
world such as the US. The three firms are already 
partners in Sempra Energy’s planned 12 mtpa Cameron 
LNG export plant in Louisiana, where first production is 
expected to start in early 2018.

Activity in LNG bunkering in North America is also 
picking up, owing to restrictions on the sulfur content 
in fuel from next year, and there are bunkering plans in 
Asia, for example in Singapore, which hopes to 
become Asia’s LNG trading hub. The Maritime and Port 
Authority of Singapore signed late last year a 
memorandum of understanding with the ports of 
Antwerp and Zeebrugge to harmonize procedures for 
LNG bunkering and exchange information on 
infrastructure for LNG as a shipping fuel.

Lloyds survey
Lloyds Register published in April a global survey on the 
future of LNG bunkering, interviewing 22 Ports, of which 
15 were in Europe, four in North America and three in 
Asia. Some 59% of them said they already provide, or 
have plans to provide, LNG bunkering infrastructure for 
short sea shipping. Rotterdam and Houston were not 
present in the Lloyds survey.

Three quarters of the ports polled in the survey said they 
expect LNG bunkering operations to commence at their 
port within five years, with the remainder seeing start-up 
in five to ten years’ time. Of the ports in the European 
and North American ECA regions, the average estimate 
of total short sea bunkering volume at the port 
represented by LNG was 1.7% in 2015, rising to 13% by 
2020 and 24% by 2025. The potential share of LNG as 
a deep sea shipping fuel was estimated by the ports at 
1.4% by 2020, rising to 7% by 2025.

In its Global Marine fuel Trends 2030 outlook published 
ahead of the survey, Lloyds Register said it expects 
LNG to reach a maximum 11% share of the deep sea 
shipping fuel market by 2030, given a business as 
usual scenario in terms of globalization. Segments with 
a higher proportion of small ships will see the highest 
uptake, Lloyds said, projecting that the chemical/
product tankers segment will see LNG making up 31% 
of its fuel mix by 2030.

“From a non-existent share of the marine market in 
2010, LNG will have 5-10% share in 20 years. We are 
not saying that LNG will not be the fuel of the future. But 
seeing new ships built with LNG today (many of which in 
niche markets/short-sea shipping) and overturning the 
marine fuel landscape in less than a ship’s lifetime are 
two entirely different discussions,” Lloyds said.
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The European Commission this summer outlined how it would incorporate energy 
efficiency into its 2030 energy objectives. The potential contribution of this option has 
been reinforced by concerns about the EU’s energy security in the light of the Ukraine 
crisis. Yet while all agree on the principle of reducing the EU’s energy needs, how that 
goal should be achieved remains highly contentious. Francis McGowan

Energy efficiency in the EU

The EU has over the years devoted considerable 
attention to energy efficiency, devising a mix of 
measures designed to reduce energy consumption. 
Originally motivated by energy security issues, the 
concern with energy efficiency became refocused in the 
1990s around reducing greenhouse gas emissions. 
Throughout, advocates of energy efficiency have claimed 
that improving efficiency would produce an economic 
stimulus as buildings were refurbished and capital stock 
upgraded, as well as boosting household incomes by 
reducing energy costs, particularly for the poor.

Yet, while much has been done to address the EU’s 
energy efficiency (as improvements in energy intensities 
indicate), supporters claim that the potential has not 
been fully realized, with only a few countries fully 
embracing the opportunity. Why the majority of member 
states have not done so is down to a variety of 
institutional and behavioral factors, underlying which is a 
reluctance to commit to what are perceived to be the 
high upfront costs of investing in efficiency.

Target failures
EU member states have failed to agree robust 
measures. In 2008, when the EU agreed on its binding 
20% targets for renewable energy’s share of total energy 
consumption and for emissions reduction, the equivalent 
target for energy efficiency improvements (a 20% 
reduction compared with a “business as usual” trend in 
energy demand) was only voluntary. Indeed, finalizing the 
energy efficiency part of the Climate Package took place 
some years after. The Energy Efficiency Directive was 
only agreed in 2012 and was substantially watered down 
from what was originally planned.

At the time, advocates of energy efficiency doubted that 
member states’ efforts would be sufficient to secure the 
20% reduction. The Commission itself indicated that the 
EU would only achieve a reduction of 15-16%. Ironically, 
it now appears that the EU is on track to achieve the full 
20% reduction. This is because the EU’s economy has 
scarcely grown since the 2008-2009 financial crisis and 
energy consumption has been correspondingly 
moribund. In 2012, EU energy consumption was 6.5% 
lower than in 2008 and may have been lower still in 
2013, based on the International Energy Agency’s recent 
estimates for OECD Europe.

Given that eurozone growth is stagnant, according to the 
latest Eurostat data, the scope for increased economic 
activity to stimulate additional demand for energy 

remains limited. As a result energy demand in 2020 is 
likely to be much lower than the Commission originally 
expected and energy efficiency measures which were 
predicted to fall well short of the 20% target are now 
likely to ‘deliver’ the reduction.

However, even this partial achievement is premised on 
full implementation of existing legislation and it appears 
that member states are lagging behind in their 
commitments. The 2012 EED should have been fully 
transposed and applied by national governments by now 
yet only a few have complied. The Commission is 
beginning infringement proceedings against the 24 
member states who have not fully complied (adding to 
the list of such proceedings related to the failure to 
implement the energy efficiency acquis).

Moreover, even where member states have begun to meet 
their obligations under the EED, their initial commitments 
appear to fall short of what is needed. The Coalition for 
Energy Savings, an EU advocacy group which comprises 
parts of the energy efficiency industry, NGOs and think 
tanks, published a review of member states’ national plans 
to achieve the annual 1.5% saving in energy required under 
the 2012 EED. They found that only three – Denmark, 
Ireland and Croatia – had provided a credible roadmap 
showing how the savings would be reached. Others were 
too vague, incomplete or incorrect (for example, double 
counting of savings effects). Moreover, most of the plans 
take advantage of the exemptions provided for in the 
legislation enabling them to reduce their annual targets 
to just over half the headline 1.5% target.

EU funds and energy efficiency
In addition to the wide range of legislative measures and 
standards designed to improve the EU’s consumption of 
energy, the EU itself supports energy efficiency across 
the 28 member states by providing financial support 
under various budget headings. One of the main 
mechanisms for this support has been the budget for 
“cohesion”, which is EU terminology for regional 
development. As part of its attempts to give EU funds a 
greener aspect the Commission has sought to ensure 
that such funds should help accelerate development in 
poorer regions and member states by resourcing energy 
efficiency projects as part of infrastructure improvements.

However, the results of this effort have not been 
particularly effective. A 2013 report by the European 
Court of Auditors, the EU’s budgetary watchdog, found 
that only 10% of the funds intended for energy efficiency 
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were being allocated to the right tasks. Instead, member 
state authorities were using the money for more general 
refurbishment which would have very long pay back 
periods in terms of energy efficiency. The study was 
focused on projects in the countries which received the 
most funding for energy efficiency – the Czech Republic, 
Italy and Lithuania. It found that the average pay-back on 
these projects would be 50 years and as such they were 
poor value for money.

The ECA’s report was criticized by many supporters of 
energy efficiency as being oversimplified and taking too 
narrow an accounting approach in appraising the costs 
and benefits of schemes. In particular, the report did not 
take account of “co-benefits” from such projects, 
including the fiscal benefits from higher employment and 
reduced health spending. Nevertheless, its findings have 
raised questions about the best way to deploy financial 
support for improved energy efficiency.

Turning tide?
Energy security concerns have once again come to the 
fore. Just as the first wave of energy conservation 
policies was triggered by the disruption to oil supplies in 
the 1970s, the current revival is due in large part to 
worries over gas supplies in the light of deteriorating 
relations with Russia over the crisis in Ukraine. As each 
side ramps up the sanctions, the prospect that Russia 

may disrupt gas supplies to the EU or that Ukraine may 
prove unable to store sufficient gas to meet European 
demand over winter are being taken very seriously.

A disruption to Ukrainian gas transits has been an 
issue for the EU since 2006, when disputes over 
pricing between Russia and Ukraine led to some 
interruptions, though the more serious disruption 
came during the next pricing dispute in 2009 when 
no Russian gas was supplied to Europe for nearly 
two weeks, with the countries of Central and Eastern 
Europe particularly badly affected.

The risk has reinforced concerns over the EU’s growing 
vulnerability as it relies on imports for more of its energy 
needs. Energy import dependency rose to nearly 55% in 
2008. Although the EU’s energy dependence has fallen 
back slightly over the last few years – 53.4% in 2012 – 
this again seems to be another side effect of economic 
stagnation muting energy demand, coupled with rising 
renewable output. Economic recovery and/or colder 
winters, along with declines in the EU’s own fossil fuel 
production, would see a return to the long-run trend of 
growing import dependency.

As a result, there has been more attention paid to the 
potential contribution of efficiency measures. In 
February, the European Parliament called for a binding 

The EU – ahead of the curve?

While the EU debates how much more to do to 
improve its energy efficiency a recent report 
highlights that by global standards the bloc is 
performing well. The American Council for an Energy 
Efficient Economy recently updated its International 
Scorecard on Energy Efficiency, ranking 16 leading 
economies in terms of their policy efforts and actual 
performance. It includes the the major OECD 
members plus the BRICS. The EU is represented by 
France, Germany, Italy, Spain and the UK, as well as 
by the bloc as a whole.

The scoreboard’s indicators embraced energy 
efficiency measures and performance in the areas of 
buildings, industry and transport as well as overall 
policy efforts. Across all these indicators Germany 
scored highest followed by Italy, the EU as a whole 
and France (tied with China). Germany’s strong 
performance was due to its policies on building and 
appliance standards, which go beyond those required 
by EU legislation, its efforts to improve the efficiency 
of industrial energy consumption and the widespread 
diffusion of Combined Heat and Power.

ACEEE International Energy Efficiency Scorecard

 National effort Buildings Industry Transport Total Ranking

Australia 12 15 15 7 49 10
Brazil 4 10 2 14 30 15
Canada 17 15 7 11 50 9
China 15 19 13 14 61 4
EU 19 16 15 13 63 3
France 19 16 12 14 61 4
Germany 17 17 18 13 65 1
India 6 12 11 16 45 11
Italy 19 13 15 17 64 2
Japan 17 13 12 15 57 6
Mexico 3 13 3 10 29 16
Russia 7 6 11 11 35 14
South Korea 10 12 12 10 44 12
Spain 13 15 12 14 54 8
UK 18 14 10 15 57 6
US 11 14 9 8 42 13
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target for a 40% reduction in energy consumption by 
2030. The following month at its ‘Spring Summit’ the 
European Council emphasized the role of energy 
efficiency in addressing the Union’s energy security 
problems. In response, the Commission published a 
revised Energy Security Strategy, which highlighted the 
contribution of energy efficiency measures in reducing 
energy dependence.

Earlier in the summer Germany and six other member 
states wrote to the Commission calling for an ambitious 
and binding energy efficiency target for 2030, a call that 
was subsequently endorsed by the French government 
and by the incoming president of the Commission Jean-
Claude Juncker. But the goal of higher and more robust 
targets is not shared by all.

In a coalition reminiscent of that which limited the 
ambitions of other parts of the 2030 energy agenda, the 
UK and a number of East European governments, with 
the support of much of the business community, lobbied 
for a lower (25-27%), non-binding target for energy 
efficiency improvements. Moreover, within the 
Commission itself, some senior officials were arguing for 
lower targets to limit the damage to competitiveness 
and to the recovery of the carbon market (though the 
Commission’s own analysis of recent carbon market 
reforms indicates that they should be robust enough to 
overcome the effect of higher efficiency targets).

Given these contending pressures, it is not too 
surprising that the Commission’s proposals on energy 
efficiency remain tentative. Its analysis underlines the 
importance of energy efficiency for both security and 
sustainability: for every additional percentage point in 
energy savings, gas imports are reduced by 2.6%, while 
even a 25% energy efficiency target should be sufficient 
to deliver a 40% reduction in emissions (assuming more 
renewables are deployed).

However, overall, the Commission’s proposal favors a 
30% target arguing that the energy security benefits would 
outweigh the upfront economic costs and surcharges to 
energy bills (assuming that utilities would undertake the 
investment). Moreover, in terms of enforcing the policy, 
the Commission supports the existing approach of a non-
binding overall target coupled with some more specific 
commitments and national plans.

Responses to the Commission’s proposal have been 
mixed with most of the criticisms coming from those 
supporting a higher target. They argue that a 35% target 
would have cut gas imports by up to 40% and boosted 
employment. Advocates of more robust targets will put 
their efforts into lobbying the European Council, which 
will consider the proposals later in the year, as will the 
new European Parliament and Commission. But with a 
stalled economic recovery and a significant group of 
member states determined to limit EU-level efforts, their 
chances of securing a tougher target are slim – unless 
Russia turns off the gas taps.

National approaches to energy efficiency

France -- Energy efficiency is a cornerstone of the 
French government’s new energy strategy. While much 
of the attention around the plan has focused on the 
target to reduce nuclear power’s share of electricity 
production to 50% (currently 75%) by 2025 and to 
double the share of renewables to 40% by 2030, the 
plan also includes a number of energy efficiency 
incentives, such as a tax credit to encourage 
households to invest in insulation and providing 
access to zero interest loans for building renovation.

Germany -- Since its election last year the German 
coalition government has given greater emphasis to 
energy efficiency. This has been particularly apparent 
in a shift in its stance on EU-level measures. Whereas 
the previous coalition was quite hostile to an EU 
target (mainly due to the liberal FDP’s opposition), the 
involvement of the SPD in the new government has 
seen it take more of a leadership role in promoting 
such a target. At the national level, support for energy 
efficiency is apparent in the use of the state-owned 
development bank KfW to fund energy efficient 
refurbishments and the setting of ambitious targets 
for different economic sectors.

United Kingdom -- Coalition politics in the UK have 
been less positive for energy efficiency where the 
government appears conflicted on whether and how to 
promote it. Announcing the UK government’s Energy 
Efficiency Strategy in 2012, Secretary of State for 
Energy and Climate Change Ed Davey stressed that 
energy efficiency belongs at the heart of a low-carbon 
economy, highlighting its benefits in terms of cutting 
energy needs and carbon emissions and boosting 
export opportunities for businesses.

However, more recently, Conservative ministers, 
under pressure over rising energy bills and right-wing 
criticism of the government’s low carbon strategy, 
have sought to water down elements of the policy. A 
surcharge on energy bills to pay for energy efficiency 
programs was removed by Chancellor George 
Osborne earlier this year and tougher energy 
efficiency requirements on new building 
developments (which were supposed to set “zero-
carbon” standards by 2016) have been eased, 
excluding projects of less than 50 houses.

EU energy metrics
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Poland’s state-owned hard coal mining companies have been forced to the verge of 
bankruptcy. A combination of falling prices, international competition, declining 
domestic demand and rising production costs have seen them struggle to maintain 
liquidity. However, the renewed focus on energy security as a result of the Ukraine crisis 
could prove their saving grace. Adam Easton

Polish coal sector under pressure

Poland is the ninth largest coal producer in the world, 
and the second largest in the EU behind Germany. The 
country’s Kompania Weglowa is the largest hard coal 
mining company in the EU.

KW made a net loss of close to Zloty 700 million 
($224.2 million) last year and the trend has continued 
this year with the company posting a Zloty 342.3 million 
net loss in first-half 2014. KW has struggled to pay its 
workers’ monthly salaries and was forced earlier this 
year to impose an eight-day work stoppage across its 15 
mines to reduce costs.

Miroslaw Taras, KW’s new chief executive, has 
necessarily made restoring financial liquidity his short-
term priority and, in July, KW signed a debt restructuring 
deal with its bondholders. In addition, the government 
has encouraged the state-owned coking coal producer 
Jastrzebska Spolka Weglowa to buy KW’s Knurow-
Szczyglowice mine, which has significant coking coal as 
well as thermal coal reserves, injecting a much needed 
Zloty 1.49 billion into KW’s coffers in August.

“As a result the company averts the risk of bankruptcy 
and can expect the return of financial liquidity,” Taras 
said at the time. “It means that July’s salary payments 
will not be threatened. We will have access to the funds 
raised in the sale of the Knurow-Szczyglowice mine and 
freedom from bank pledges. This will give us time to 
implement the necessary remedial program for the 
company,” he added.

Losses widespread
However, the Polish coal sector’s problems run industry 
wide. Poland’s second largest hard coal producer, the 
state-owned Katowicki Holding Weglowy is also under 
threat. It posted a net loss of Zloty 69.2 million in 2013. 
In first-half 2014 its losses increased to Zloty 105.3 
million. “KHW urgently needs Zloty 200 million to maintain 
financial liquidity and it may not find this money,” Maciej 
Kaliski, director of the mining department in the Ministry of 
Economy told the Polish Parliament July 22.

Even state-controlled JSW, the EU’s largest high-quality 
coking coal producer, has been battered by falling 
coking coal prices in recent months. JSW has 
historically been cash-rich because of the relative 
strength of export markets for coking coal, compared 
with thermal coal. However, in January-June this year it 
made a net loss of Zloty 341.4 million after finishing 
2013 with a Zloty 77.3 million net profit.

“KW and KHW made net losses due to the market 
conditions and the situation inside the companies, 
for example, difficult mining conditions and the 
reluctance of the banks to provide short-term 
financing,” Kaliski told Platts.

Structural and seasonal influences
Polish miners’ problems stem from both internal and 
external factors, some seasonal, others more 
structural. Moderate temperatures caused growing 
amounts of coal to be stockpiled at the ports of 
Amsterdam-Rotterdam-Antwerp last year sending coal 
prices tumbling to a more than three-year low of 
about $75/mt in June before rebounding to $84.40/
mt in December, Kaliski said.

Rising imports from Colombia and falling demand in 
France contributed to average monthly prices falling 
again at the start of this year, reaching $75.13/mt 
in May. Polish coal prices tend to follow ARA prices 
and, in 2013, they fell 13% year-on-year to Zloty 
294.95/mt. As a result, despite a 6% year-on-year 
increase in Polish hard coal sales volumes in 2013, 
sales revenues dropped by 8%.

The sector as a whole has gone from making a profit of 
Zloty 37.14/mt in 2012 to a Zloty 6.41/mt loss last 
year. In January-May this year losses were five times 
higher at Zloty 30.96/mt, Kaliski told parliament in July.

The dire situation of the Polish coal mining sector 
caused Prime Minister Donald Tusk to set up an inter-
ministerial team in May to investigate ways to make it 
more competitive. Kaliski summarized its conclusions as 
follows: the sharp fall in coal prices has triggered a 
chain of negative events throughout the industry. Both 
demand for and the price of Polish coal are falling, 
despite the economy starting to grow again from the 
second half of last year. The deteriorating coal market is 
also going hand in hand with falling global oil and gas 
prices, providing price competition between feedstocks.

Falling demand, falling prices
Demand for Polish coal since 2000 has been 
relatively stable with fluctuations normally driven by 
changes in the GDP growth rate. However, in the first 
five months of this year, sales volumes fell 11% 
year-on-year thanks to falling demand from power 
and heating plants. So far in 2014 power 
consumption has dropped 0.2% year-on-year, owing 
in part to above average winter temperatures.
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More than half of the demand for Polish coal comes 
from the country’s power sector. About 15% comes 
from hard coal-fired district heating plants and 
Combined Heat and Power plants serving industry. 
An additional 15% comes from households that use 
coal to heat their homes. The remainder is coking 
coal used in the coke industry.

Thermal coal, which KW and KHW largely mine, fuels 
about a half of Poland’s electricity generation. One third 
is fueled by brown coal or lignite. The majority of 
Poland’s large power plants are clustered around the 
Silesian coalfields, and the low transport costs go some 
way to making KW and KHW competitive.

However, demand for thermal coal will continue to 
fall, according to Przemyslaw Vonau, managing 
director of Roland Berger Strategy Consultants, who 
conducted the first large independent review of the 
state coal mining sector for the Ministry of Economy 
late last year. Lignite, gas-fired and renewable 
energy generation in Poland is eroding thermal coal’s 
dominance in the country’s energy mix.

To meet the goals of EU climate and energy policy, 
Poland has pledged to produce 15% of its final energy 
consumption from renewable sources by 2020. The 
amount of installed renewable energy capacity rose by a 
quarter year-on-year in 2013, most of the new capacity 
provided by wind energy.

As of end-2013, Poland had 3,390 MW of wind 
capacity, with 894 MW installed last year and 880 
MW installed in 2012, according to European Wind 
Energy Association data. According to BP’s 
Statistical Review of World Energy, Poland’s 
consumption of renewables generation was 18.6 
TWh in 2013, 11.3% of total electricity generation, 
up from just 4.5 TWh in 2008, then representing 
2.9% of total electricity generation.

Another factor driving demand for thermal coal down has 
been the replacement of old inefficient hard coal-fired 
plants with modern coal plant. These are typically about 
one third more efficient, requiring less coal.

“All these things combined mean the demand for 
thermal coal is declining. KW and KHW have not 
really been on top of how the domestic market is 
changing, so historically perhaps with the exception 
of 2011, they have overproduced because they 
thought domestic demand would be much higher 
than it was,” Vonau said.

This had led to huge stockpiles of unsold coal. At end-
2013 there were 6.5 million mt stockpiled. That amount 
rose to 8 million mt by end-May. KW is desperately trying 
to think of ways to sell its stockpiles of 5.9 million mt in 
an already well-supplied Polish and European market. 
Rising stockpiles of coal in both Poland and ARA are 
helping to keep prices low.

Poland was a large exporter of coal to Germany and the 
UK in the early 1990s, but exports have become less 
and less profitable as production costs have risen while 
coal prices fell, Vonau said. Since 2006 unit production 
costs have risen 73% and exports have halved.

Polish coal is also under pressure from imports, largely 
from Russia. The country imported 4.1 million mt in the 
first five months of this year, Kaliski told Parliament in 
July. Imports have been driven by the household heating 
market, which has grown by 2.1% per annum since 
2000 thanks to an increase in housing. However, Polish 
mines are only able to excavate a fixed amount of coal 
suitable for burning in homes, ceding this area of 
market growth to imports.

Moreover, as there has not been enough domestic 
heating coal on the market, prices in this market 
segment have risen. That has led private Polish coal 
distributors to import more coal from countries like 
Russia. However, only about 30% of those imports 
are suitable for heating coal, so the remaining 70% 
is sold to small district heating plants, taking away 
market share from Polish thermal coal in this 
segment as well, Vonau said.

The government believes some distribution companies 
are increasing their market share through corrupt 
practices and is considering creating a state coal 
distribution system and licensing private distributors. In 
June, the directors of one of the largest coal distribution 
networks, Skladywegla.pl were arrested on suspicion of 

50

55

60

65

70

75

201320112009200720052003

Polish coal production and consumption

Source: BP Statistical Review of World Energy

(mtoe)

Consumption
Production

0

50

100

150

200

201320112009200720052003

Renewables outstrip demand growth

Source: BP Statistical Review of World Energy

(TWh)

Renewables consumption
Electricity generation



24 EnErgy Economist / issuE 395 / sEptEmbEr 2014

analysis poland Coal

committing fraud, VAT extortion and money laundering 
valued at Zloty 85 million.

The company’s co-owner, Marek Falenta, was later 
detained on suspicion of obtaining secretly recorded 
conversations between ministers and senior officials at 
Warsaw restaurants. The subsequent publication of 
these conversations in a weekly magazine seriously 
embarrassed Tusk’s government.

Polish coal’s future
Given the EU’s climate policy, the government recognizes 
the need to decarbonize its economy to some extent. In 
its ‘Energy Policy to 2030’ it plans to reduce hard coal 
and lignite’s dominant share in the fuel mix from around 
90% to about 55%. However, Tusk has said the 
country’s energy security will be based on coal for 
decades to come. Poland has 51.4 billion mt of hard 
coal resources, the largest in Europe.

“Maintaining a high share for coal in electricity and heat 
production cannot be treated as the continued 
dependence of the energy sector on this fuel. Coal is 
Poland’s national wealth and determines our energy 
security,” Kaliski told Platts. “By using domestic coal 
Poland is one of the countries in the EU with the lowest 
dependence on energy imports,” he noted.

Most of the coal resources lie in the Upper Silesian 
basin where coal has been mined since the 19th 
century. Much of the easily accessible coal has already 
been mined, Vonau said. “The rest is deep underground 
which means you have methane, water, tectonic 
movements. You’re literally fighting against the elements 
which means your production costs can be double that 
of younger and more modern mines,” he said.

Unit production costs at KW and KHW are 35% and 41% 
higher respectively than at the privatized Lubelski Wegiel 
Bogdanka mine in the Lublin basin. Some of the 20 or 
so mines operated by KW and KHW are old and loss 
making. Others are more modern and efficient. However, 
all are running at about 70% capacity, Vonau said.

“The smart thing to do would be to say there’s no point 
keeping the worst five or six mines operating because 
they are being subsidized by the lower cost mines. What 
frequently happens is the surplus from the efficient 
mines is not enough to plug the hole from the 
unprofitable ones,” Vonau said.

KW has closed unprofitable pits in the past, typically 
merging them with more profitable mines and gradually 
closing down operations at the ailing colliery. However, 
the closures always provoke civil unrest in Silesia. “Then 
nobody does anything for the next 5-10 years while 
demand slowly falls, and finally it catches up with them. 
That’s basically what happened last year,” Vonau said.

KW alone employs 55,000 staff including 41,800 
miners. Plans by KW management to reduce the 

number of its mines from 15 to eight through mergers 
were dropped in February following resistance from the 
powerful trade unions represented at the company. 
Vonau said restructuring decisions are “20% economics 
and 80% politics”.

“Instead of creating schemes to generate alternative 
employment, retrain miners and revitalize the region, which 
in the long term will have to move away from mining, the 
government seems more focused on propping up the 
unprofitable mines and maintaining the status quo,” he said.

In June, Tusk said his government had no intention of 
closing down unprofitable mines. “We are looking at 
ways of doing things that will be less severe for the 
labor market here in Upper Silesia and which will focus 
on ways to fix the situation at specific mines,” Tusk said 
following a meeting with coal company management and 
trade union officials.

One way to prop up unprofitable mines could be by 
raising energy prices. An option being discussed is to 
divide up the mines and attach them to the state-owned 
utilities, which all have some coal-fired generation. The 
utilities would assume the cost of the mines and the 
Economy Ministry would turn a blind eye to those costs 
being financed through rising power prices.

“It either means you’re propping up the inefficient mines 
or you’re giving someone else the problem. Then it’s a 
question of how tough you want to be with the trade 
unions. The problem is, I don’t see a Polish Margaret 
Thatcher around at the moment, which is a shame 
because the industry needs one,” Vonau said.

Vonau said his recommendation would be that KW and 
KHW review their portfolio of mines, assess their 
potential and match it to the market’s needs until 2030 
or 2040. “If I was KW or the Polish government I would 
reach out for public aid to close the unprofitable mines 
and devise a program to transform these traditional 
mining areas,” he added.

Upper Silesia is a densely-populated area with good 
transport links and academic institutions. The 
government should provide tax breaks to encourage 
more hi-tech industry into the area, Vonau said.
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“The guys working in collieries that should be closed and 
who want to remain miners could be bussed to the well 
performing mines given the road infrastructure there. 
Silesia is doing well economically. Closing some mines 
is not going to affect the region as much as closing 
down a factory in a single factory town,” he added.

Ukraine factor
Vonau believes there is room for an economically viable 
coal sector in Poland in the future, although he admits 
there is a regulatory risk given the EU’s climate policy. 
“If you consider the Polish hard coal mining sector will 
be producing about 40 million mt in 2030, its future 
share of overall electricity production and emissions in 
the EU is really small. It’s not an issue of Poland 
polluting half of Europe,” he said.

“Poland will reach its renewables target, but that still 
leaves a lot of room for other fuels. Poland is never 
going to burn a lot of gas at current prices and because 
it’s dependent on imports from Russia. Coal has the 
supporting industry and academic institutions already in 
place. From a pure economic perspective it makes 
sense,” he added.

Poland is hoping that Russia’s annexation of Crimea 
earlier this year and the continuing risk to European gas 

imports via Ukraine from Russia will continue to focus 
minds in Brussels on energy security rather than setting 
ambitious new emissions’ reduction targets.

“The introduction of new climate targets by the European 
Commission to reach a high level of emissions’ 
reduction will be difficult for Poland to achieve and 
demands further negotiation,” Kaliski said. “At the same 
time, on a positive note, the easing of the Commission’s 
approach to the coal sector should be noted, in 
particular with regard to increasing energy independence 
and improving energy security,” he added.

Until recently the future for Poland’s hard coal sector 
looked challenging in the light of the EU’s ever more 
ambitious greenhouse gas emissions’ targets. More 
than once Poland has found itself isolated in opposing 
greater cuts in emissions.

Moscow’s aggression towards Ukraine has undoubtedly 
altered the emphasis in the climate and energy policy 
debate towards security of supply and it may improve 
Warsaw’s bargaining power in Brussels. If Poland 
continues to increase its share of renewable energy 
generation, a leaner more efficient and less-polluting 
coal sector may become more acceptable to the 
European Commission.

Pipelines represent large investments that need to operate at close to capacity over long 
periods of time. But they also provide attractive targets for terrorists, militants, oil thieves 
and dissatisfied host communities. Pipeline security cannot be solved through brute force 
alone. The missing ingredient is often strong community relations that can both prevent 
damage and encourage incident reporting. Neil Ford

Pipeline protection

From Iraq and Syria to the Niger Delta and Mexico, 
pipeline security is a growing problem. Oil pipelines are 
a common focus of attack, but gas pipelines have also 
been a popular target for Balochi militants in Pakistan 
who are fighting for greater self-determination for their 
province and for rebels in Yemen keen to cut off one of 
the government’s main sources of funding.

The costs of pipeline attacks can be huge. The 
Yemeni government estimates that attacks on oil 
pipelines cost the country more than $1 billion in 
2012 and the figure could have been even higher 
last year, as the main export pipeline was blown up. 
The situation in Nigeria is much worse. National oil 
production is about 1 million b/d lower than it would 
otherwise be because of pipeline vandalism and oil 
theft, while investment has been withheld because 
of the high level of insecurity.

Pipelines are also extremely vulnerable in conflict zones, 
where they can be targeted as a means of economic 

disruption as part of a broader conflict. In May, the 
government of Ukraine announced that gas pipelines in 
the west of the country had been targeted as a result of 
Kiev’s conflict with Russian speaking separatists in the 
east of the country.

Ukrtransgaz, Ukraine’s national gas company, 
usually protects its gas network with its own guards, 
but these forces have now been complemented by 
police and state security forces. Aside from ongoing 
civil war, the pipelines may have been targeted 
because of Kiev’s refusal to pay the higher gas 
tariffs that Russian state gas company Gazprom has 
sought to impose.

Pipelines have also been targeted in Iraq since the 
upsurge in violence at the start of this year. Attackers 
identified as “Islamists” by the government blew up the 
Kirkuk-Ceyhan oil export pipeline in the Ain al-Jahash 
Desert in March and then prevented any repair work, 
keeping the pipeline out of action. About 325,000 b/d 
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of oil production has been shut-in, marking the most 
serious pipeline attacks in Iraq since the overthrow of 
Saddam Hussein.

Five engineers sent to repair the line were killed and 
more heavily armed parties fought off, prompting a 
spokesperson for Iraq’s North Oil Company to tell 
journalists: “We have decided to stop all repair 
operations in Ain al-Jahash until we are sure our crews 
won’t get killed. Oil flow is important, but the blood of 
our employees is more precious.” A senior security 
official said of the area: “It’s impossible for us to control 
it fully. It’ll take a whole army, with tanks and jets, to 
hold the ground.”

Even in North America, individuals with a grudge 
against local or national government have attacked 
pipelines over the past decade. Such attacks are 
usually prevented through public reporting to local 
police forces, highlighting the benefit of popular 
support for both the oil and gas industry and the rule 
of law. According to the United States’ Department 
of Transportation’s Office of Pipeline Safety, the US 
has 309,503 miles of natural gas transmission 
pipelines and 1.9 million miles of natural gas 
distribution pipelines, plus 161,189 miles of 
hazardous liquid pipelines.

Community support
In many parts of the world, oil and gas projects can 
be sanctioned by central government with little 
thought for local people. Host communities may 
have to deal with the negative impact of hydrocarbon 
development, such as loss of land and pollution, 
without receiving any of the benefits in terms of jobs 
or investment. This situation can be particularly 
galling when energy resources are taken from areas 
where people have limited access to electricity, gas 
or fuel. It is particularly difficult to turn community 
relations around once they sour.

This can create an atmosphere of resentment within 
which serious threats to pipeline integrity can be posed. 
Members of host communities can attack pipelines 
themselves or may be disinclined to provide information 
about those who do carry out such attacks.

In the Niger Delta, local people have sought to 
benefit from the oil trade through oil theft, which is 
locally known as ‘bunkering’, either by participating 
in the theft themselves, or by receiving payments 
from organized gangs in return for access to the 
pipelines. Although the 2008 militant amnesty had 
some impact, a number of armed groups operate in 
the Niger Delta. Some have taken on a more political 
character, demanding reparations for their 
communities, while others have become more 
focused on enriching their immediate membership. 
The natural target of these groups is the oil industry 
and its employees, the single source of wealth in an 
otherwise impoverished area.

But there are a number of ways of squeezing money 
from the oil trade, with direct theft of petroleum being 
just one option. It can be difficult to differentiate 
between protest attacks and criminal attacks. Pipelines 
can be attacked to provide the oil gangs with an 
opportunity to fit spur pipelines to steal oil, or attacks 
motivated by a desire to drive the oil companies out of 
the region. In addition, some pipelines are blown up in 
retribution for efforts to stem the theft.

There is an expectation by many governments that oil 
companies follow American Petroleum Institute 
regulations and advice. Under API 1160, operators are 
required to put robust measures in place to counter 
third-party pipeline damage.

The API security guidelines state: “In order to find the 
optimum approach to risk control, it is important that a 
variety of options, and perhaps combinations of 
activities, be considered, rather than just taking the first 
idea that is proposed or doing what has always been 
standard practice. This allows management to consider 
innovative solutions and perhaps new technologies that 
may be more effective in addressing risk.” It adds that 
the pipeline integrity program “must be continually 
evaluated and modified” to take “appropriate advantage 
of improved technology”.

However, the Niger Delta, for example, has a network of 
about 7,000 kilometers of oil, gas and product 
pipelines, with around 600 oil and gas fields, 5,300 
wells, 275 flow stations and ten export terminals spread 
over 1,500 communities. This infrastructure is extremely 
vulnerable to sabotage and interference, even with the 
protection of thousands of company security guards and 
the Nigerian military.

Apart from the sheer extent of the pipeline network, the 
geography of the Delta, with large areas of mangrove 
swamp, thick forest and a complicated mesh of rivers 
and creeks, makes surveillance and protection 
particularly difficult. In practice, it is virtually impossible 
to keep a pipeline safe without the consent of host 
communities.

Employment or extortion?
Oil companies sometimes make payments to 
communities or community leaders on an uncritical basis 
in the interest of avoiding further conflict and disruption 
of operations. The companies in question often regard 
such payments as part of their corporate social 

Iraq Oil Crisis

Crisis in Iraq: Oil and troubled water

ISIS’s offensive has effectively partitioned Iraq, 
cutting off semi-autonomous Kurdistan from Baghdad 
and the south and establishing a “caliphate” that it 
may well seek to extend beyond Syria and Iraq.

Read more on this feature at: http://plts.co/iraq-oil-2014 
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responsibility strategies, although making payments to 
one ethnic group can exacerbate local jealousies and 
encourage other groups to seek compensation.

Oil companies also pay compensation for damage 
caused by operations, sometimes in the form of 
development projects, and some of these claims 
may be either fraudulent or made on the basis of 
self-inflicted damage.

One method is to directly enagage communities in 
pipeline security. Oil companies have traditionally 
provided employment to host communities, such as 
catering and cleaning work, but surveillance contracts 
are also handed out. Operatives are usually selected on 
the basis of the communities within which they live, 
rather than their ability to do the job.

In some instances, contractors may have previously 
attacked oil industry infrastructure and there is evidence 
to suggest that some in the Niger Delta have been 
involved in oil theft even while employed as contractors. 
Such an approach is therefore fraught with difficulties, 
but is generally considered worthwhile. In Iraq and 
Pakistan, as well as in Nigeria, local militias can provide 
this service, for a fee. Whether this is seen as 
employment or extortion is a matter of perspective.

On a typical contract, teams of perhaps three or four 
surveillance operatives are required to patrol a section 
of pipeline of between one and four kilometres in length 
by walking the line, depending on the nature of the 
terrain and the scale of the threat. However, in practice, 
funding and supervision is often insufficient to maintain 
patrols 24 hours a day, seven days a week.

Attackers and oil thieves can target sections of pipeline 
at night and in more difficult to reach areas. In the 
Niger Delta, attacks often take place in swampy areas 
where pipelines enter or leave waterways. Surveillance 
operations can also be rather piecemeal, with sections 
of pipeline missed out on a regular basis, often 
because they are located a long way from the villages 
that supply operatives.

Some surveillance contractors lack boats and so cannot 
patrol watery areas. The sheer cost of such operations 
over thousands of kilometers of pipeline means that 
operatives are not always well-trained or well-funded and 
are often ineffective.

Even small payments to militants in Afghanistan and 
Nigeria have been sufficient to persuade many to halt 
attacks, suggesting that the lack of economic 
opportunities is behind much of the violence. Bonuses 
are widely paid in the industry, but there is some dispute 
over whether these should be paid for detection of 
incidents or a prolonged period of quiet.

The former may encourage pipeline attacks, but the 
latter may discourage reporting of those attacks that 

actually take place. The creation of a highly motivated 
workforce is more important that the payment system. 
Oil companies must also decide whether to funnel 
financial support to – and to work with – traditional 
leaders or those orchestrating violence, or both.

Illustrating the dilemma, a Shell Petroleum 
Development Company report from 2003 stated that 
the company had “tended to respond to the most 
violent or vocal groups in order to keep them quiet. 
This approach has legitimized violence and (further) 
undermined traditional leadership…Community 
contractors (e.g. pipeline surveillance) are not held 
to the same accountability standards as other 
contractors. Contracts are still seen as ‘gifts’ to the 
community rather than as actual contracts.”

The report continued, “For example, there are few 
monthly reports coming from such contractors, and 
even if contractors have failed to do their work 
(failing to report illegal oil bunkering, for example) 
SCIN [Shell Companies in Nigeria] is reluctant to 
take them to court…When no consequence 
management occurs for community contractors out 
of fear of the possible implications for security it 
sends a message of impunity. This message may 
increase the risks of sabotage rather than 
decreasing it through surveillance.”

Over and above surveillance work, in some countries oil 
companies use private security forces to patrol 
pipelines, but more often they rely on the state military 
of the country in question. When the military reacts to 
pipeline attacks in a brutal and indiscriminate manner, 
oil companies can be blamed by local people.

Moreover, in the Niger Delta and elsewhere, the military 
can become involved in the very oil theft that they have 
been deployed to prevent. In 2008, Omolubi Nuwuwumi, 
a member of Nigeria’s Waterways Security Committee, a 
local government-run body, told journalists: “The 
soldiers are deeply involved. There is no bunkering 
activity that is taking place in the Niger Delta that the 
military is not involved in.”

Technological solutions
There is an obvious trade-off between the costs of 
protecting a pipeline and the losses that can be 
incurred by attacks. Some media reports on the 
planned Turkmenistan-Afghanistan-Pakistan-India 
pipeline seem to envisage pipeline protection by 
armed patrols. These are used in many countries, 
but cannot effectively function on their own given the 
sheer length of pipelines and the remote terrain 
through which they pass.

Pipeline security can perhaps best be compared with 
border security in that it can stretch over thousands of 
kilometers, but cannot be achieved through physical 
barriers and armed patrols alone. Aerial surveillance 
used to rely on helicopters, but the high cost meant it 
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was often only used to investigate alleged attacks, 
rather than on routine surveillance patrols. However, it is 
becoming more common now, owing to the falling cost 
of unmanned aircraft, or drones.

Technological solutions as a whole are becoming 
much more important. Many companies have 
traditionally relied on fluctuations in pipeline 
pressure to warn them that pipelines have been 
compromised, but more advanced technologies are 
being made available. Radar is rarely an 
economically viable option, although LIDAR (light 
detection and ranging) can help to detect the 
presence of hydrocarbons close to the pipeline.

Most optimism surrounds Distributed Acoustic Sensing, 
whereby fibre optic cables are used as listening devices 
when connected to acoustical processing units, in a 
practice known as acoustic fingerprinting. It provides 
data on the location of any interference along a length of 
pipeline, while also differentiating between different 
types of activity.

It also provides warning of people walking or digging 
close to pipelines. Security patrols can then be warned, 
hopefully enabling them to intervene before a leak is 
caused. A single system can cover 100 kilometres of 
pipeline length. Manufacturers also claim that DAS can 
detect the sound of leaks that are caused by pipeline 
decay. Perhaps most attractively, DAS can be retrofitted 
to pipelines, providing a solution for pipeline security in 
regions that were previously peaceful.

Detection technologies enable oil companies to 
minimise the scale of pollution, thereby reducing 
remediation costs, and can also help to detect leaks, 
inline equipment failure or accidental damage, such as 
by excavation equipment or earth tremors.

However, despite recent advances, technological 
solutions are just one part of the package. Pipeline 
security should be seen in a holistic light, with 
surveillance, intelligence, technology and community 
relations used in concert to prevent attacks and detect 
those that occur as soon as possible.

Education campaigns are another part of a holistic 
strategy, even in industrialised countries, in order to 
inform farmers, construction workers and others of the 
dangers inherent in digging along a pipeline right of way. 
Hydrocarbon pipeline systems include thousands of 
sensors, pumps and valves as well as the pipelines 
themselves, so there is a great deal that can go wrong.

This should minimize commercial losses, pollution and 
the scale of remedial clean-up operations. Moreover, 
pipeline security is not a matter of one size fits all. 
Investment in security measures should reflect the level 
of threat posed in each location and not security 
managers seeking to tick the right boxes for 
shareholders, NGOs and governments.

Protective measures

Aside from external surveillance and protection, 
pipelines and associated infrastructure can be made 
more difficult to damage. The following measures 
were drawn up to protect a sensitive section of the 
Baku-Tbilisi-Ceyhan pipeline that transports 
Azerbaijani oil 1,770 km to the Turkish port of Ceyhan 
through Georgia:

■■ Pressure variations detected by a supplementary 
automatic leak detection system capable of 
responding to small subsurface leaks.

■■ A permanent local security presence, equipped with 
all-terrain vehicles and communications systems, to 
conduct daily monitoring and horse patrols.

■■ Additional monitoring of pipeline by special patrols.

■■ All-weather access roads for daily monitoring and 
emergency response.

■■ A year-round monitoring programme to check for 
presence of oil contamination in groundwater 
reserves, drinking water supplies and river water.

■■ Locally recruited, internationally-trained oil spill 
response personnel and permanently located 
equipment.

■■ Central operations control facility that immediately 
shuts down the pipeline in the event of a leak being 
detected.

■■ In addition, two block valves and two check valves 
to be closed in the event of a leak being detected, 
effectively limiting the amount of oil that could be 
lost in the event of an incident.

■■ Secondary leak containment systems to limit the 
spread of oil from the pipeline.

■■ Increased community awareness programs.

■■ Double the number of block valves required by 
international pipeline construction codes to isolate 
sections of the pipeline.

■■ Increased pipe wall thickness, high grade steel, 
pipeline buried at a depth of one meter.

■■ State of the art sensor systems, incorporating wavy 
wire and fibre optic sensors to detect any earth 
movements, illegal excavation, or third-party 
intrusion.

■■ Regular maintenance monitoring of pipeline to 
check for any internal or external faults or 
weaknesses.

■■ Additional route markers.

■■ The use of marker tape in the trench with an 
electronic alarm to detect breakage or interference 
and to alert people digging near or on the pipeline.
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8th Annual Global Procurement and 
Supply Chain Management for the Oil 
and Gas Industry
September 2-3
Barcelona, Spain
http://www.marcusevans-conferences-
paneuropean.com/8procurement_
confalerts

North American Power Symposium
September 7-9
Pullman, Washington, USA
http://www.etouches.com/naps

The Chilean International Renewable 
Energy Congress
September 9-10
Santiago, Chile
www.greenpowerconferences.com

Oil & Gas Producer Hedging and 
Marketing Forum
September 11
Dallas, USA
www.mercatusenergy.com

Unlocking Europe’s unconventional 
hydrocarbons: status and challenges
September 16
Manchester, UK
www.energyinst.org

3rd Annual Gas Supply Chain 
Management Summit
September 16-18
Amsterdam, Netherlands
http://gassupplychain.com/

IAEE Asian Conference: Energy 
Economics: New Challenges and 
Solutions
September 19-21
Beijing, China
http://iaeeasia.csp.escience.cn

Pipeline Development and Expansion 
Conference, 9th Annual
September 22-23
Houston, USA
www.platts.com

Coal Marketing Days Conference, 
37th Annual
September 22-23
Pittsburgh, Pennsylvania
www.platts.com

European Refining Summit, 8th Annual
September 23-24
Brussels, Belgium
www.platts.com

World Bio Markets Brazil
September 24-26
Sao Paulo, Brazil
www.greenpowerconferences.com

European Emissions Markets, 6th 
Annual
September 29
Brussels, Belgium
www.platts.com

North America Gas Forum
September 29-30
Washington DC, USA
https://energy-dialogues.com/nagf-
forum/

European Gas Summit, 8th Annual
September 29-30
Berlin, Germany
www.platts.com

NGLs Conference, 4th Annual
September 29-30
Houston, USA
www.platts.com

USEA 7th Annual Energy Supply Forum
October 2
Washington, USA
www.usea.org

Nodal Trader, 7th Annual
October 9-10
New York, USA
www.platts.com

2014 National Advanced Biofuels 
Conference and Expo
October 13-14
Minneapolis, USA
www.AdvancedBiofuelsConference.com

WNE – World Nuclear Exhibition
October 14-16
Paris Le Bourget, France
www.world-nuclear-exhibition.com

Financing US Power, 16th Annual
October 16-17
New York, USA
www.platts.com

Solar Indaba
October 22-24
Johannesburg, South Africa
www.greenpowerconferences.com

Singapore Energy Week
October 27-31
Singapore
www.siew.org

World Bio Markets USA
October 28-29
San Diego, USA
www.greenpowerconferences.com/
BN1310US

European Autumn Gas Conference 2014
October 28-30
London, UK
www.theeagc.com

World Oil & Gas Corporate Security 
Forum
October 28-30
London, UK
http://og-corporatesecurity.com/

IAEE European Conference
October 28-31
Rome, Italy
www.iaee.org

Gas-to-Liquids 2014
October 29-30
London, UK
http://atnd.it/11011-0

ecochem
November 11-13
Basel, Switzerland
www.echochem.com

California Power and Gas Conference
November 13-14
San Francisco, USA
www.platts.com

5th International Symposium on 
Energy from Biomass and Waste
November 17-20
Venice, Italy
http://www.venicesymposium.it

Solar Power Generation Europe
November 18-19
Milan, Italy
www.greenpowerconferences.com

Airline Hedging & Risk Management 
Forum
November 19-20
London, UK
www.airlineriskmanagementforum.com

Mexican Energy, 18th Annual
November 20-21
Mexico City, Mexico
www.platts.com

Smart Grid World Summit 2014
November 24-25
London, UK
http://smartgridworldconference.com

Geopower Global Congress
December 2-4
Istanbul, Turkey
www.greenpowerconferences.com

POWER-GEN International
December 9-11
Orlando, USA
http://www.power-gen.com/index.html

ENTECH ‘14/Energy Technologies 
Conference
December 22-24
Istanbul, Turkey
http://www.entechconference.com

13th Annual Utility Supply Chain 
Management
January 19-21, 2015
Orlando, USA
www.platts.com

EUEC2015
February 16-18, 2015
San Diego, USA
www.euec.com

Offshore Wind Power USA 2015
February 24-25
Boston, USA
www.greenpowerconferences.com

EvEnts

Conferences and events
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Policy change
A huge change in South Korean energy policy has raised concerns about the country’s long-term energy security 
as well as the sustainability of its state-owned oil and gas developers. State-owned Korea National Oil Corp. and 
Korea Gas Corp. spent the past decade trying to meet the energy “self-sufficiency ratio” targets set by previous 
governments. The self-sufficient ratio is the ratio of South Korean state companies’ equity oil and gas output 
compared with the country’s total oil and gas imports.

However, this decade-long policy has been abandoned and the two companies have spent the last year trying to 
meet the new government’s goal of cutting their debt-to-equity ratio by divesting the same assets they spent the 
last decade acquiring. President Park Geun-Hye, who took office early last year, has taken a series of steps to 
scale down expenditure on energy resource development.

Energy analysts warn that the government’s push for divestment could threaten the country’s energy security. 
“Restructuring is necessary for debt-ridden state firms, but divestment should be [done] cautiously,” said Sung 
Won-Mo, a professor at the Natural Resources Department of Hanyang University in Seoul. “The Park government 
has said that state firms should not seek new mergers and acquisitions, but M&As are necessary for state firms 
to be competitive in global markets,” he said. “Energy development is a long-term project that usually takes 
20-30 years. Abrupt changes in the government’s energy policy are definitely not desirable,” he added.

To meet former government self-sufficiency targets, KNOC, backed by a government promise of a massive 
capital injection, made a series of acquisitions. It bought the Ankor project in the Gulf of Mexico in 2008; 
Canadian oil producer and refiner Harvest Energy Trust, Peru’s Petro-Tech, and Kazakhstan’s oil firm Sumbe AO 
in 2009; and North Sea producer Dana Petroleum in its first hostile takeover in 2010.

Then, in 2011, it bought Anadarko Petroleum Corp.’s interest in the Eagle Ford shale, and a 10% stake in US oil 
and gas company Parallel Petroleum. In 2012, KNOC joined its first leveraged buyout of foreign assets for El 
Paso Corp.’s oil and natural gas assets. Kogas also entered the race for asset acquisitions abroad, revising its 
articles of association to include crude oil development in its official business operations in 2010.

As a result of the investment drive, South Korea’s self-sufficiency ratio jumped to 13.8% in 2012 from 4.2% in 
2007. The previous government had vowed to raise the ratio to 35% by 2020 and 40% in 2030.

However, Park has focused her economic policy on domestic demand and welfare programs. Economic 
slowdown has meant a mounting fiscal deficit and diminishing tax revenues, leaving little to spend on overseas 
energy development. Under the new policy, Kogas has been told to lower its debt-to-equity ratio to 274% by 
2017 from 438% in 2012. KNOC’s debt-to-equity ratio would rise to 177% by 2017 from 168% in 2012 based 
on existing investment plans, but it must now cut it to 130% in the long term.

As a result, KNOC has decided to terminate its contract for Yemen’s block 4 and an exploration project in 
Uzbekistan, and sell its stake in Kazakhstan’s South Karpovsky block. It also plans to sell its 8.91% stake in 
Indonesia’s offshore southeast Sumatra block, reduce its interest in Iraqi Kurdistan’s Sangaw South block and 
terminate oil exploration in the Bazian block. The company is also considering selling part of Harvest Operations 
and terminating a project to develop Peru’s northern onshore block 115.

For its part, Kogas plans to sell half of its 100% stake in Iraq’s Akkas gas field and half of its 20% stake in 
Shell-led LNG Canada, as well as its entire 19% stake in Uzbekistan’s downstream compressed natural gas 
cylinder project.

KNOC and Kogas will try to sell their stakes to South Korea’s private sector to keep the country’s combined 
interests overseas unchanged. This too is a major change of policy; formerly only KNOC and Kogas were allowed 
to lead such projects.

Kim Jun-Dong, deputy minister of energy and resources policy at the Ministry of Trade, Industry and Energy, said 
“State-owned companies will focus on exploration projects that entail higher risks, while private firms will be 
involved in blocks under production and other lower-risk projects.”

However, Park Hi-Chun, economics professor at Inha University, is another expert that sees risks with the new 
approach, arguing that while importing would be better than hanging on to unprofitable overseas investments, 
“the new government’s push for state-owned companies to sell their assets even though they can be profitable 
in the long term is not desirable.” Given the current market, it is unlikely that they will be able to sell their 
assets at higher prices, which could end up in another policy failure, Park warned.

In addition, Hanyang University’s Sung said the country’s private sector were less competitive and lacked funds. 
“State-owned firms should keep playing the key role in overseas resource development, while making an effort 
to improve their financial condition,” he said. This view was echoed by the Energy and Mineral Resources 
Development Association of Korea, a group of state-owned and private energy developers, which said that South 
Korean private firms’ E&P capacity lags far behind their foreign rivals.

— Charles Lee
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Industry optimism resurfaces
Egypt’s oil and gas sector faces long-term problems that have not been helped by the years of political turmoil 
and instability following the Arab Spring. Average annual rises of 7% in domestic gas consumption over the last 
decade, coupled with hefty domestic subsidies, have left the country short of gas for its LNG export facilities, 
while the low prices paid for gas sold on the domestic market have stymied upstream investment.

Egypt’s LNG exporters are struggling to cut their losses. BG Group has warned that its Egyptian joint venture is 
in jeopardy, owing to government-ordered diversions of gas away from its LNG terminal and a $1.2 billion 
shortfall in payments to the company. This has created knock-on risks for its giant West Delta Deep Marine 
project. Egypt’s other big LNG exporter, SEGAS terminal, owned by Spain’s Union Fenosa and Italy’s Eni, has 
been pursuing a deal with Israel’s Tamar consortium to supply Israeli gas for export from its plant at Damietta, 
owing to the lack of domestically-supplied gas. Only a few years ago, Egypt was an exporter of gas to Israel, if a 
somewhat irregular one.

However, some other companies see a willingness on the part of the new government of President Abdel Fattah 
el-Sisi to tackle the structural problems that dog the country’s oil and gas sector. A high ranking member of the 
Egyptian military El-Sisi was elected president in May, following the military overthrow of the democratically-
elected president Mohamed Morsi in July 2013.

Sea Dragon, a company with modest oil production in the Gulf of Suez and exploration assets in the Nile 
Delta, say they are encouraged by government plans to more than double power generation capacity by 
2020, from 27 GW at the end of last year. “If you talk about the future potential at the moment the big 
scope in Egypt is going to be a lot to do with gas because the gas market has been suppressed,” CEO Paul 
Welch told Platts in August.

State-owned EGPC “is focused on solving the power need, which is really driven by a gap in gas production.” 
“We’re seeing the fiscal terms improve, we’re seeing the government become more responsive and we’re 
seeing a lot of support for the sector from the ministry,” he said.

Larger players are also showing renewed interest. BP is looking to sign a $10 billion deal to develop deepwater 
Mediterranean fields holding 5 Tcf of gas. US upstream company Apache Corp. says it sees “prolific 
opportunities” in the Western Desert following two gas and condensate discoveries this year. In addition, Eni 
announced in August the start of production from its DEKA gas and condensate project offshore the Nile Delta, 
with production expected to peak in first-quarter 2015 at 6.5 million cubic meters/day.

Welch played down concerns about the new leadership’s political longevity, saying it had already succeeded in 
making some cuts to fuel subsidies, allowing retail prices to move closer to international levels. Retail prices of 
92 octane fuel recently increased by about 50% to about three quarters of international levels, with higher 
quality 95 octane fuel now close to international levels, he said.

The authorities are also being flexible on the previous ceiling of $2.62/MMBtu on payments for gas production, 
following legislative changes. Associated gas was barely paid for at all – associated gas from North West Gemsa 
in the Gulf of Suez, in which Sea Dragon holds a 10% stake, is priced at just $1.0/MMBtu. However, companies 
including BP have managed to secure higher prices, with petroleum and mineral resources minister Sherif Ismail 
proving “willing to negotiate on price to get things done,” Welch said.

While companies such as BG remain unhappy at the government’s failure to pay its debts, Welch notes Ismail’s 
public commitment to settle all debts to oil companies – currently running at around $6 billion – by 2017. He is 
also optimistic about Egypt’s exploration prospects. Following some big discoveries in the Nile Delta, Welch said 
he believed the Western Desert could also yield significant discoveries, particularly if the government manages 
to push through further market reforms, such as on pipeline tariffs.

Issues such as access to gas pipeline infrastructure have still to be resolved, while greater progress in the 
electricity market should lead to a proliferation of independent power providers, he said. “If you look to the 
Western Desert, [the industry is] still making discoveries that are 100 million barrels of oil equivalent in 
places. The issue is you haven’t explored some deeper horizons – the deeper horizons tend to be gassy 
and the gas market has been a problem in Egypt for a while,” he said. “Once the gas market changes I 
think you’ll start to see some unlocking of some deeper potential in the Western Desert. The gas future [in 
Egypt] is big.”

“The difference between Egypt and other parts of Africa is that because you have had a business there for 80 
years that’s been private you have a lot of indigenous service companies and you also have families that have 
been in the business for generations. Services are readily available and they’re cheap,” he said. Overall, the 
message from Egyptian authorities is a positive one, said Welch. “Sisi has come in, definitely provided security, 
has apparently – from the market perspective anyway – done the right thing with regards to economic policy, at 
least in the short term, so he’s off to a good start.”

— Nick Coleman
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Arctic drilling
Russia’s biggest oil producer Rosneft, together with its international partners, launched in August drilling at two 
northern offshore hydrocarbons projects, marking the next wave of Russia’s foray into the Arctic. Together with 
US major ExxonMobil, Rosneft started its first exploration well in the Kara Sea. The well, which is the farthest 
north to date in Russia, is expected to be complete by November.

A week later, Rosneft announced the start of exploration drilling with Norway’s Statoil, in the Norwegian part of 
the Barents Sea, at the Pingvin license. This is Rosneft’s first offshore exploration project abroad.

The projects are underway in cooperation with US and Norwegian companies despite both the EU and US 
imposing sanctions on Russia that directly target Arctic drilling. The get-out clause is that the sanctions only 
apply to new projects, which means that Russian companies will continue to gain valuable experience in 
offshore drilling for the time being at least.

In addition, Rosneft appears assured of the necessary equipment for several years to come as it signed a long-
term offshore drilling agreement with US-listed North Atlantic Drilling, a leading offshore harsh environment 
drilling company in late July, just days before the sanctions were announced. It has subsequently signed a 
framework agreement with NADL and Seadrill, which owns 70.4% of NADL, that envisages the acquisition by 
Rosneft of NADL shares through an exchange of assets and investment in NADL’s charter capital.

Arctic frontier
The well in the Kara Sea is a litmus test for future activity in the Arctic and success is expected to spark further 
exploration campaigns. These would be limited by US and EU sanctions should they remain in place.

The Arctic, which covers 6% of the earth’s surface, is thought to hold up to 13% of the world’s undiscovered 
conventional oil resources, mostly in the US Alaska zone, and 30% of the world’s undiscovered gas 
reserves, mostly in Russian waters, according to an assessment of Arctic reserves released by the US 
Geological Survey in 2008.

Russia, which owns the largest part of the Arctic area along its vast northern border, has intensified its efforts 
in recent years to tap an estimated 100 billion mt of oil and gas resources. These, it is hoped, will maintain the 
country’s oil output as production from mature assets in West Siberia declines. The first crude production in the 
Russian Arctic was launched in late 2013, at Gazprom Neft’s Prirazlomnoye field in the Pechora Sea, but Russia 
hopes the biggest discoveries are still ahead of it as the bulk of the area is unexplored.

Preliminary geological surveys conducted by Rosneft and ExxonMobil have indicated high potential for crude oil 
in the Kara Sea. Rosneft CEO Igor Sechin said the resource might be comparable with the current resources of 
Saudi Arabia and significantly exceed those of the Gulf of Mexico, Alaska and Canada.

However, concerns are high that oil and gas operations will damage the Arctic’s fragile ecosystem. Plans in 
other parts of the Arctic have largely been put on hold because of the environmental risks and regulatory 
uncertainties. In particular, Shell last year delayed plans to drill in the Chukchi Sea after a series of technical 
mishaps resulted in fines from regulators for safety and environmental violations. ConocoPhillips and Statoil say 
they still plan exploration in the Chukchi Sea in 2015.

By that time, US authorities are expected to have finalized new Arctic drilling regulations that would ensure 
stricter safety and environmental rules. These changes are expected to add costs to any drilling offshore Alaska 
and the companies are reported to be re-evaluating their investment plans, increasing the attractiveness of 
drilling in Russian waters.

In Europe, while EU lawmakers rejected an Arctic drilling ban in 2012, Greenland’s government in 2013 put a 
moratorium on new oil and gas drilling licenses. In Norway, recent drilling by Statoil in the northern part of the 
Barents Sea has proved disappointing following discoveries by Statoil and Austria’s OMV earlier this year. In 
addition, environmentalists have intensified their fight against drilling in the Arctic, calling for the establishment 
of a protected sanctuary around the North Pole.

The remoteness of the Arctic region, compounded by its harsh weather and ice, make it more difficult to register 
pollution and organize rescue and cleanup operations, while oil captured within drifting icebergs could spread 
over large areas, posing a threat to the ocean’s ecosystem far away from the location of the incident.

At present, Arctic nations have little capacity to deal with an oil spill. For example, the US Coast Guard has just 
one icebreaker ship operating in Alaska, according to Charles Ebinger, director of Brookings’ Energy Security 
Initiative. Russia has 25, but officials there have said many of those will be retired soon, according to Ebinger.

The development of Arctic shipping routes, which are becoming possible due to receding polar ice caps, is likely 
to help in establishing rescue centers. In the next five years, for example, Russia plans to build a total of 10 
such centers along the Northern Sea Route. However, this is unlikely to allay environmentalists concerns.

— Nadia Rodova
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The resilency business
Superstorm Sandy may be remembered not for its destruction, but for the re-construction it is bringing to the 
power sector. As a result of the 2012 storm, a new industry has formed, the business of building weather 
‘resilient’ infrastructure.

Fierce storms are nothing new from June through November along the Atlantic coast. But Sandy’s strike was 
different, a game changer because it damaged a vital organ – New York City, the nation’s financial center and 
most densely-populated metropolitan area. Some sections of the city lost power for two weeks. Local 
businesses were going broke and city-dwellers were hot, uncomfortable and angry.

This was the kind of incident that causes politicians to lose elections. But Northeast leaders were determined to 
show they were on the job. They emerged from the storm with stern language for utilities that they believed were 
responding too slowly to outages.

New political alliances and animosities formed. New Jersey Governor Chris Christie angered his Republican 
colleagues when he praised Democratic President Barack Obama for the assistance he channeled to New 
Jersey. In New York, Governor Andrew Cuomo shook up the management and governance of the Long Island 
Power Authority, privatizing certain operations of the public utility.

And now that the political wrangling has quieted, public money is starting to flow. Resiliency is the major 
justification for many new transmission and distribution investments, substation upgrades, as well as the 
installation of smart grids, distributed generation and microgrids along the eastern seaboard. The infrastructure is 
pretty much the same as that required to accomodate greater penetration of renewables into the energy system.

Christie in July moved forward with a $200 million New Jersey Energy Resilience Bank. The first such bank in the 
nation, it will help fund installation of Combined Heat and Power, off-grid solar, fuel cells, energy storage and 
other forms of distributed energy at hospitals, police stations, waste water plants and other critical facilities.

The state is emphasizing distributed generation in its resiliency efforts because one-third of the state’s grid-
connected population lost power for six days during Sandy. More than 100 transmission lines went out of 
service and more than 4,000 substations had to be replaced, according to a report by the New Jersey 
Department of Community Affairs.

Details are still being worked out, but the bank will focus on offering loans, loan guarantees, principal 
forgiveness and grants to leverage private capital for projects that can ward off outages from future storms. The 
first priority will be energy infrastructure for water and waste water treatment facilities. The state will place 
emphasis on distributed energy that can island from the main grid during a crisis.

The bank’s seed money comes from disaster relief funds channeled to New Jersey from the federal Department 
of Housing and Urban Development. The effort dovetails with a separate New Jersey plan to build 1,500 MW of 
distributed generation.

Despite the size of the bank, it will not offer enough financing to support all of the state’s resiliency needs, 
according to the report. So the state is also looking to various federal agencies for other funds, including the US 
Department of Transportation to help pay for a microgrid to serve the state transportation system.

In New York, Cuomo has announced $3.3 million in awards to research and test resiliency technologies. Cuomo 
described the projects as a way to prepare the state for “the new reality of severe weather.” The winners 
include an underground microgrid being developed in the village of Potsdam to serve local colleges, businesses 
and a hospital. Money also is going to development of a radar storm data system, computer algorithms to 
assess infrastructure damage, a grid link technology to export power, microgrid controls and other advanced 
distributed generation technologies.

New York is also looking at significant policy changes to encourage development of distributed generation. 
Called ‘Reforming the Energy Vision’, the plan would create a coordinated market for distributed generation, 
possibly with central dispatch, much like the market that now exists for wholesale power in New York. The New 
York Department of Public Service August 22 issued a straw proposal that includes immediate steps to set the 
plan in motion, beginning next year.

Massachusetts issued a grid modernization plan June 12, which calls on utilities to file 10-year plans to improve 
infrastructure. Like New Jersey and New York, Massachusetts places emphasis on distributed generation. Solar, 
in particular, is expected to benefit, in keeping with a state goal to add 1,600 MW of solar by 2020. 
Connecticut is also evaluating its second solicitation to fund $15 million in microgrid projects; in the first round 
it granted $18 million for microgrids at critical facilities. 

Major shifts in US energy policy can often be traced to specific events: the Oil Embargo, Three Mile Island, the 
2003 Northeast Blackout. It’s clear that Superstorm Sandy has joined the list; its legacy being big investment in 
a resilient energy grid.

— Lisa Wood
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Country-by-country breakdown of OPEC production (million b/d)

Country  July June May April March February  January December

Algeria 1.140 1.130 1.150 1.150 1.130 1.140 1.140 1.140
Angola 1.650 1.720 1.700 1.650 1.600 1.670 1.620 1.720
Ecuador 0.550 0.550 0.540 0.530 0.530 0.530 0.530 0.530
Iran 2.850 2.850 2.850 2.850 2.850 2.820 2.780 2.750
Iraq 3.040 3.120 3.280 3.250 3.150 3.350 2.960 3.020
Kuwait 2.800 2.800 2.800 2.800 2.780 2.800 2.800 2.800
Libya 0.440 0.240 0.200 0.210 0.220 0.360 0.530 0.250
Nigeria 1.960 1.980 1.920 1.900 1.960 1.980 1.950 1.920
Qatar 0.720 0.720 0.730 0.730 0.730 0.730 0.730 0.730
Saudi Arabia 9.900 9.780 9.750 9.650 9.600 9.700 9.760 9.800
UAE 2.780 2.750 2.750 2.700 2.700 2.730 2.750 2.740
Venezuela 2.300 2.300 2.300 2.300 2.310 2.300 2.320 2.320
Total 30.130 29.940 29.970 29.720 29.560 30.110 9.870 29.720

Source: Platts

markEt nEws oil

Libya’s crude production continued to rise in August 
despite an apparent escalation in fighting between rival 
factions. A spokesman for the state-owned National Oil 
Corporation said August 25 that output had reached 
630,000 b/d. The country’s oil production has been 
ramping up since July, with all its export terminals, 
including the eastern ports of Es Sider and Ras Lanuf, 
back under state control and operational.

However, not all oil fields are back in operation. 
“The Waha oil field is not operational yet, and 
there is no information about restarting it,” NOC 
spokesman Mohamed al-Harari said. “We have 
enough crude at the tank farms before we start 
operating all the fields at the same time.”

The 160,000 b/d field is operated by Waha 
Oil Company, a joint venture of NOC with three 
US firms – ConocoPhillips, Marathon Oil and Hess 
Corporation. Production is normally transported to 
the 340,000 b/d Es Sider export terminal and is 
expected to restart once storage space at the port 
is cleared. The first official loadings of crude since 
August last year at Es Sider started August 20. Es 
Sider was occupied by anti-government forces in 
August 2013 and was only handed back to NOC in 
July after rebels reached a deal with Tripoli. Exports 
resumed from the nearby 220,000 b/d Ras Lanuf 
terminal earlier in August.

Germany’s Wintershall, another major foreign oil 
producer, said in August it was ready to resume 
production at its onshore fields, but was waiting for 
approval from NOC. Wintershall operates the C96 and 
C97 blocks in the Sirte basin in southeastern Libya, and 
can produce up to 100,000 b/d. The blocks have also 
been shut in since August last year.

However, it remains unclear how stable Libya’s oil 
output will be given the continued lawlessness of the 
country and confusion over who is running the country. 
Rival militant groups and government forces continue to 

Libya oil output reaches 630,000 b/d despite chaos

Market News

clash around the capital Tripoli and in the east of the 
country. Fires continue to rage in August at oil depots 
close to Tripoli airport, with NOC reporting another fire 
breaking out August 18. The Libyan government has 
attempted to reassure shipowners that their vessels are 
safe to call at all of the country’s ports, including the 
commercial port of Benghazi in eastern Libya, despite 
threats from militants that they would target any ships 
attempting to enter.

In a further escalation of tensions, two air strikes on 
Islamist militants were reported to have been carried 
out by UAE warplanes flying out of Egypt in August, 
according to US officials. Neither the UAE nor Egypt has 
publicly acknowledged any role in the air strikes, but 
they appear to signal a step toward direct action in the 
Libyan conflict by regional Arab states. The air strikes 
failed to prevent the Fajr Libya (Libya Dawn) Islamist 
coalition taking control of Tripoli airport from the 
nationalist Zintan militia.

In addition, the Islamist-dominated General 
National Congress, which was officially replaced 
earlier in August by a newly-elected parliament, 
has re-emerged and elected a prime minister-
designate to form a rival administration. The elected 
parliament is in Tobruk, 1,600 kilometers from the 
capital Tripoli. The parliament, elected in June, and 
the government of Abdullah al-Thani decamped to 
Tobruk after the army proved unable to restore law 
and order to Tripoli and Benghazi, the country’s two 
largest cities.

“The GNC dismissed [interim premier] Abdullah 
al-Thani as head of government and gave Omar al-Hassi 
a week to form a salvation government,” spokesman 
Omar Ahmidan said at a news conference in Tripoli, 
where GNC members met. Thani rejected the GNC’s 
decisions. “The meeting was illegal, its decisions are 
illegal and the only legislative body is parliament,” he 
said in a televised news conference from Tobruk.
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China’s apparent oil demand in July fell 2.1% from a 
year earlier to 40.63 million mt, or an average 9.61 
million b/d, owing to weak demand for fuel oil and 
gasoil, according to Platts calculations based on recently 
released government data. This confirms earlier 
estimates based on preliminary statistics from customs 
and the National Bureau of Statistics.

China does not release official data on oil demand, 
or commercial and strategic oil stocks. Platts calculates 
apparent oil demand based on official data on refiners’ 
crude throughput and net oil product imports, as 
reported by the government.

The July figure was down a sharp 6.2% from the 
10.25 million b/d of apparent oil demand seen in June. 
In contrast, in 2013, apparent demand in July dipped 
1.7% from June. The decline in July pared back the year-
on-year growth for the January-July period to a marginal 
0.1% from 0.6% seen for January-June. Overall, apparent 
oil demand in the first seven months was 285.04 million 
mt, or 9.86 million b/d, compared with 9.84 million b/d 
over the same period last year.

The weakness in Chinese oil demand growth reflects 
the ongoing slowdown in its economy. Chinese 
macroeconomic data indicates slowing demand for fuel 
from the industrial sector, the major consumer of oil, 
market observers said. In a recent research note, Credit 
Suisse said the private sector in China remained 
uncommitted to industrial investment. Local infrastructure 
projects and housing construction were slow, and banks 
are still unwilling to lend to the real economy. In addition, 
the bank did not expect meaningful stimulus from the 
government, saying it was talking about a new norm in 
growth, indicating that Beijing is willing to settle for a 
slower rate of growth than in recent years.

China again became a net exporter of oil products in 
July, with total refinery throughput for the month rising 
2% year-on-year to 9.71 million b/d, preliminary data 
from the National Bureau of Statistics showed August 
13. Overall oil product exports rose 13.8% year-on-year 
to 2.13 million mt in July, while total oil product imports 

tumbled 42.8% to 1.86 million mt, leading to net exports 
of 450,000 mt. This stands in contrast to net imports of 
1.22 million mt in the same month of last year.

Detailed July customs data showed net exports of 
gasoil posted a 188% jump to 340,000 mt, or 81,710 
b/d, from 120,000 mt in July 2013, while net exports of 
jet fuel surged 112% to 555,000 mt and gasoline net 
exports rose 12.9% to 350,000 mt. This is the third 
month this year when China has been a net exporter of 
oil products.

Gasoil demand fell in July, owing to sluggish 
industrial activity, with apparent demand declining 2.2% 
year on year to 14.06 million mt, after growing 4.4% 
year-on-year in June. 60% of the fuel is consumed by the 
transport sector, and the remainder by industrial and 
commercial users. Actual rather than apparent July 
gasoil consumption was probably flat as data released 
by the official Xinhua news agency showed commercial 
gasoil stocks edging up 1.05% at end-July from end-
June. Based on Platts’ calculations, China’s apparent 
demand for gasoil for January-July fell 0.8% from a year 
earlier to 97.55 million mt.

Fuel oil apparent demand fell 28% year-on-year in July 
to 2.28 million mt, the lowest level since August 2013. 
The fuel oil market in China is suffering from a structural 
decline in demand, owing mainly to the country’s 
independent refiners switching from their traditional fuel 
oil feedstock to alternatives such as crude oil or a 
bitumen and tar-like blend referred to domestically as 
asphalt. During the first seven months of this year, 
China’s apparent fuel oil demand fell 17.8% year-on-year 
to 20.37 million mt.

At the other end of the barrel, apparent demand for 
gasoline rose 8.6% in July from a year earlier to 8.51 
million mt. Year-to-date apparent demand for the fuel, 
used in the booming transport sector, rose 10% year-on-
year to 59.71 million mt. Jet/kerosene apparent demand 
rose 7.2% year-on-year in July to 2 million mt and by 
12.7% year-on-year to 13.67 million mt for the January-
July period.

January-July Chinese apparent oil demand growth flat

China plans to send combat troops to South Sudan to 
protect oil fields that are increasingly under threat 
from rebel forces, South Sudan’s foreign affairs 
minister Barnaba Marial Benjamin told state-owned 
South Sudan Television in August. “China already has 
300 peacekeepers on the ground in South Sudan. 
Beijing has now agreed to send an additional 700 
soldiers to protect important installations including oil 
fields,” Benjamin said following a five-day trip to China 
that started August 18.

China is the largest investor in South Sudan’s oil 
industry. Sending troops abroad would mark a major 
step in Beijing’s willingness to protect its foreign energy 
supply chains. State-owned China National Petroleum 
Corp. has a 40% stake in South Sudan’s oil industry, 

followed by India’s ONGC Videsh Ltd. and Malaysia’s 
Petronas. China invested $20 billion in Sudan’s oil 
industry before the country split into two in July 2011, 
with the new country – South Sudan – controlling the 
majority of the oil.

The deployment of Chinese troops is being seen 
in South Sudan as a plan for them to fight alongside 
the South Sudanese army. But UN sources said the 
Chinese soldiers would bolster UN peacekeeping 
efforts. UN peacekeeping chief Herve Ladsous told the 
BBC in May that the soldiers were expected in South 
Sudan within “the next few months.” A diplomatic 
source in Juba told Platts in July that China appears 
keen to deploy the troops in Malakal, the capital of oil-
producing Upper Nile state.

China to deploy combat troops to South Sudan
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Mexican state oil company Pemex has been in contact 
with at least 80 international companies about negotiating 
joint ventures or farm-outs under the nation’s recently 
enacted energy reform, according to exploration and 
production director Gustavo Hernandez. The companies 
include Chevron, Shell, ExxonMobil, BP, Petrobras, 
Ecopetrol, Petronas, PetroChina, Iran’s NIOC, Cuba’s 
Cupet and Venezuela’s PDVSA, Hernandez said in August.

The companies are interested in associating with 
Pemex under what is known as Round Zero of the energy 
reform, in which Pemex, for the first time since the 1938 
nationalization of the oil industry, will be able to form 
upstream joint ventures. Round One of the reform will be 
the first upstream auctions open to all companies, 
including Pemex.

The Round Zero alliances with Pemex will have to be 
approved by the autonomous government regulator, the 
National Hydrocarbons Commission. Under Round Zero, 
the commission and the energy ministry have granted 
Pemex the rights to 83% of Mexico’s proven and 
probable reserves, some 20.6 billion barrels of oil 
equivalent. Pemex was also given the rights to more 
than 22.1 billion boe of possible and potential reserves.

This represents most of the producing fields and 
exploration prospects Pemex asked to hold onto before 
other Mexican fields were opened to private enterprise 
under the reforms. The fields reserved for Pemex will 
ensure the company more than 20 years of production 
at 2.5 million b/d, according to energy secretary Pedro 
Joaquin Coldwell. In addition, Coldwell said that Pemex 

has been granted 67% of the possible and “prospective” 
resources it had requested. The announcement came a 
month earlier than expected under the timetable 
scheduled by President Ernesto Pena Nieto.

The areas assigned to Pemex include its traditional 
onshore areas of southeastern Mexico and the shallower 
waters of the Sound of Campeche. In addition, they 
include some areas of non-conventional resources and the 
deep waters of the Perdido region on the Mexican side of 
the maritime border with the US in the Gulf of Mexico.

According to Emilio Lozoya, Pemex director-general, 
the company has identified ten opportunities for 
associations with other companies under Round Zero 
that will require a total of $32 billion of investment 
within five to ten years. The first opportunities will be in 
the deep waters of the Gulf of Mexico, mature fields, 
extra-heavy crude, and natural gas, Lozoya said.

In an address to company staff, Lozoya has also 
announced that Pemex is to be restructured following 
the loss of its monopoly under the reforms. The new 
structure will have two subsidiaries and three new 
affiliates, Lozoya said. Pemex’s existing exploration and 
production subsidiary will be kept as a standalone entity. 
The company’s other existing subsidiaries – in the gas, 
petrochemicals and refining sectors – will be brought 
under one umbrella as a new industrial processing 
subsidiary. Three affiliates will be created: a drilling 
company to service players in the new open market; one 
for logistics and transport, and a third for electricity 
cogeneration to provide power in the national market.

Pemex eyes ten JVs under energy reforms

US independent Apache announced an oil discovery in 
August at its first well in the Canning Basin off 
northwestern Australia, potentially opening up what could 
be a new oil province for the country. Preliminary 
estimates from the Phoenix South-1 well indicate the 
field might hold as much as 300 million barrels of oil in 
place, Apache said.

“Although evaluation is at an early stage, Phoenix 
South-1 is an exciting result,” said Thomas Voytovich, 
Apache’s executive vice president and CEO – 
International. “The oil and reservoir quality we have seen 
point to a commercial discovery. If these results are 
borne out by further appraisal drilling, Phoenix South 
may represent a new oil province for Australia.”

The Phoenix South-1 well is located in permit 
WA-435-P, 110 miles (180 kilometers) north of the 
Western Australian town of Port Hedland in 435 feet 
(133 meters) of water. The well has encountered at 
least four discrete oil columns ranging in thickness from 
85 and 151 feet between 13,648 and 14,763 feet 
below sea level. Evaluation of the formation is under 
way, Apache said.

The company has a 40% operating interest in 
WA-435-P and the adjacent permit WA-437-P. Its 
partners in the two permits are Australia’s Carnarvon 

Petroleum (20%), Finder Exploration (20%) and 
Japan’s JX Nippon (20%).

Carnarvon’s managing director Adrian Cook said, 
“This is the most significant new oil play in the North 
West Shelf since the Enfield discovery opened up the 
Exmouth Basin almost 20 years ago. The implications on 
the rest of our acreage are still being assessed, but the 
potential is extraordinary.”

Apache has exercised an option to acquire 40% and 
operatorship of two additional adjacent permits, 
WA-436-P and WA-438-P, where its partners are 
Carnarvon (30%) and Finder (30%). Those acquisitions 
give the US company a total acreage position in the 
basin of more than 5 million acres (20,000 sq km).

The acreage covers a number of large, undrilled 
structures including the Roc prospect in WA-437-P. 
Apache and JX Nippon have committed to drilling the 
Roc prospect in 2015 as a follow-up to Phoenix South 
and will pay earn-in costs to a cap of $70 million, 
Carnarvon said.

Despite Australia’s boom in LNG investment and 
production, oil output has been in decline since 
2000 when it peaked at 819,000 b/d. Production in 
2013 was 416,000 b/d, according to BP data, down 
from 489,000 b/d in 2012.

Apache find could herald new Australian oil province
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Imposing capital gains tax and windfall taxes on foreign 
investors risks deterring crucial investment in Kenya’s 
emerging oil and gas sector, oil executives said in 
August. President Uhuru Kenyatta announced earlier in 
the month that Kenya would reinstate capital gains tax 
in the extractive sector within a couple of months as 
part of government efforts to increase revenue.

The tax on profit made from the sale of shares 
and property was 30% before it was abolished in 
1985 to encourage investment. Despite its generous 
tax incentives, Kenya has in recent years attracted 
very low levels of foreign investment largely due to 
political violence and instability. However, major oil 
discoveries have been made by Tullow Oil and Africa 
Oil in the north of the country.

Kenya appears to be taking its cue from Uganda 
where Tullow is contesting in court the state revenue 
authority’s demand that it pay capital gains tax following 
its sale of assets to Heritage Oil. Kenya is expected to 
become a hydrocarbon producer and an oil export hub in 
the coming years based on Tullow’s oil discoveries in 
the country and the construction of a pipeline bringing 
crude to the Kenyan coast from Uganda.

Tullow and Africa Oil are working with the 
government on a plan to start field development 
and export pipeline construction as soon as next 
year. The companies are engaging the government 
to ensure the new taxation system does not deter 

investor interest in the nascent oil and gas industry. 
“These discussions are being held in parallel with a 
World Bank supported project to develop a Petroleum 
Master Plan for Kenya to ensure that such decisions 
are focused on maximizing the long-term benefit to 
the country,” Africa Oil’s vice president for external 
relations, Alex Budden, said.

Africa Oil and its partners have spent approximately 
$1 billion exploring in Kenya, of which Africa Oil’s share 
is over $400 million, Budden said. The company is 
currently investing $80 million, net to Africa Oil per 
quarter, in Kenya and sees that level continuing through 
2015, he said. “This is important foreign investment for 
Kenya and any decision must take all of these factors 
into account,” Budden said.

Australia’s Swala Energy, which is exploring block 
12B on the Nyanza Rift, said the government should be 
cautious in implementing such a tax regime. “Badly 
planned taxes always discourage investment and so the 
challenge would be to introduce a tax regime, if one is 
needed, that does not discourage activity and that is 
not, in fact, at odds with the fiscal stability clauses in 
most extractive industry contracts,” Swala’s CEO David 
Mestres Ridge said. “The assumption here is that taxes 
are needed,” he added, “but encouraging exploration 
activity would be more valuable for the country as 
revenues from royalties and taxes under the production 
sharing agreements will start to flow.”

Kenyan tax plans worry oil investors

Brazilian state-run oil company Petrobras has agreed to 
pay Bolivian counterpart YPFB $434 million to settle a 
dispute over natural gas payments and secure supplies 
of the fuel for a gas-fired power plant, the two 
companies said in August. The accord came as the two 
companies prepare to negotiate a new agreement 
covering the supply of 30 million cubic meters/d of 
Bolivian natural gas to Brazil. The existing take-or-pay 
contract expires in 2019, and Petrobras officials have 
said they are counting on continued imports from Bolivia 
to fuel Latin America’s largest economy.

Brazil previously agreed to pay Bolivia more for 
natural gas imports after Bolivian President Evo Morales 
nationalized the country’s hydrocarbons production in 
2006, placing YPFB in charge. Petrobras had some 
assets taken over by YPFB under the decree.

Petrobras declined to comment on the terms of the 
latest agreement, although the companies said the deal 
resolved “differences as to the performance of the 
Bolivian natural gas import contract.” The deal will 
generate a loss of $268 million on the company’s third-
quarter earnings, Petrobras said, adding that for the full 
year, the deal would generate a gain of $128 million.

Under the terms of the accord, Petrobras also 
received supply commitments from Bolivia to provide 
natural gas for a power plant at Cuiaba in Mato Grosso 
state until December 2016. In April, YPFB agreed to 

supply an additional 2.24 million cu m/d for the plant 
through August 30. Brazil desperately needed electricity 
generated by the plant during the run-up to the 2014 
World Cup, which it hosted in June and July.

Keeping the Cuiaba plant, which generates 
480 MW, online also eases pressure on Brazil’s 
struggling hydroelectric power system, which has 
seen reservoir levels fall to record low levels amid 
an ongoing drought. Brazil increased the use of gas-
fired power plants after the low reservoirs generated 
concerns about blackouts during the World Cup. 
Brazil last rationed electricity in 2002, when the 
country was hit by several major blackouts after the 
power grid was stretched beyond its limits.

The deal also gives Petrobras preferential rights to 
natural gas the company discovers in Bolivia, allowing 
Petrobras to export that gas to Brazil, Petrobras said. 
In April, YPFB said Petrobras would spend more than 
$2 billion on exploration of the Astillero, San Telmo 
and Sunchal areas in southern Bolivia. YPFB estimates 
that the three areas combined hold potential gas 
reserves of as much as 5.99 Tcf. At the time, YPFB 
said any discoveries would be developed under a joint 
venture that would grant YPFB 55% control and 
Petrobras 45%. Petrobras confirmed it was evaluating 
the three prospects, but declined to comment on the 
size of the investment.

Petrobras and YPFB settle natural gas dispute
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Mozambique has approved amendments to its oil law 
and other regulations governing the petroleum sector. 
The alterations to the tax regime seek to bring the 
country’s oil and gas legislation in line with 
internationally accepted practices in the sector.

The amended petroleum law allows the government 
to award new gas and oil exploration blocks, but it also 
requires investors to partner with the state-owned oil 
company, ENH. The revised law will come into effect by 
year’s end. A new licensing round for oil and gas 
exploration blocks is also expected by end-December.

The new legislation, which introduces a series of 
amendments to the existing 2010 Petroleum Act, states 
that at least 25% of gas produced must be sold on the 
domestic market. The ministry of mineral resources 
estimates Mozambique will need around 36 Tcf over the 
next 20 years, although industry officials expect this 
figure to rise as the downstream industrial sector grows.

Mozambique holds 184 Tcf of gas reserves. “The 
LNG will be sold to the international markets and on the 
spot markets, but 25% of the gas produced will be 
allocated to the local market,” ENH Commercial Director 
Tavares Martinho said. However, it remains unclear what 
percentage ENH is to have in production partnerships. 
Martinho said the company’s interest has not been 
defined in the law and will be “negotiable.”

If the percentage is too high, it could have the effect 
of putting off investment, as has been demonstrated in 
South Africa recently. The South African government 
earlier this year imposed a series of far-reaching 
changes to mineral and petroleum legislation, causing 
one major player to stall spending on exploration in the 
country. The bill, among other things, allows the state a 
20% free stake in all new energy projects, as well as 
allowing it to buy an unspecified additional share at an 
“agreed price.”

Mozambique’s new legislation also states that a 
percentage of the revenue generated in hydrocarbon 

production must be channeled into the communities in 
areas where the resources are discovered. The exact 
percentage will be fixed in the state budget each year.

US oil major Anadarko Petroleum and Italy’s Eni 
are developing multi-billion dollar LNG projects in 
the offshore Rovuma Basin in northern Mozambique. 
First LNG exports are expected to reach the market 
in 2018 or early 2019. ENH has a stake in each of 
Anadarko’s and Eni’s Area 1 and Area 4 blocks. The 
government, with ENH as its vehicle, expects to carry 
its shareholding through to the development of each 
of the blocks.

Financially, this undertaking will represent a major 
challenge for the government, but ENH believes that 
finance will not be a significant obstacle. “ENH will have 
to be part of the process, as well as being the 
government representative in future blocks, our role has 
many demands as we look to industrialize the country,” 
Martinho said. Anadarko estimates the gross cost of 
building the first two LNG trains in Mozambique with 
capacity of 5 million mt/year at $8 billion to $10 billion.

Eni and Anadarko have teamed up to build the Afungi 
LNG park in the Cabo Delgado province on the northeast 
coast of Mozambique. Eni is also pursuing a floating 
LNG unit and a number of onshore trains to speed 
development of its Mamba discovery resources in Area 
4. The final investment decision will be taken in 2015 
with a production start-up expected in 2020. In addition, 
the company is planning a floating LNG plant for its fully 
owned Coral field in Area 4.

Meanwhile, in neighboring Tanzania, the UK’s BG 
Group said August 27 that encouraging results from its 
latest offshore test well supports an onshore facility to 
export LNG. The Mzia-3 appraisal well flowed gas at a 
maximum rate of 101 million standard cubic feet/day, 
equivalent to approximately 17 000 b/d of oil 
equivalent, nearly double the flow rate of Mzia-2 well 
drilled in May last year, the company said.

Mozambique amends oil and gas laws

A $4.9 billion package of projects that Mexico’s state 
power company expects to put out for bid includes over 
$1 billion in pipelines to carry shale gas from the US, 
Energy Secretary Pedro Joaquin Coldwell said in August. 
The projects include four pipelines, two in Texas and two 
branch lines in Mexico. Other projects in the package 
include over $2 billion in new power plants. Officials with 
the company – the Federal Electricity Commission (CFE) 
– have promised to cut electricity tariffs by using a much 
higher proportion of natural gas for power generation, 
rather than more expensive fuel oil.

The proposed pipelines include a 277 kilometer, 
42-inch line in Texas from San Elizario to Waha. The line 
would have capacity of 1.45 Bcf/d, and investment is 
expected to be $495 million. Also in Texas, CFE 
foresees a 230 km pipeline running from Waha to 
Presidio near the Mexican border, with 1.35 Bcf/d 

capacity. That project is expected to cost $450 million. 
It would connect to the San Isidro-Samalayuca pipeline 
in Mexico that is now under bidding.

Auctions for both are to be held in Texas, with bids 
due by October 14 and winners announced by 
November 14. It would be the first CFE bid auction held 
in Texas. Commercial operation is targeted for June 
2017 in both cases.

Details for the branch lines in Mexico are scantier, 
with one simply described as being at Tula, in Hidalgo 
state north of Mexico City, according to the official 
bulletin. The 17 km line would handle 50,000 Mcf/d and 
cost some $50 million. Bids are to be received from 
November 14. The other branch line is described as 
being at Villa de Reyes in the central state of San Luis 
Potosi. It would handle 280,000 Mcf/d and cost $12 
million, with bids invited from October 14.

Mexico proposes $4.9 billion package of pipelines for US gas
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India’s private and state-owned natural gas producers 
have been asked to submit formally to the government 
their suggestions on a much-delayed and keenly awaited 
gas price hike, Indian media reported in August. A panel 
of government secretaries did not give any indication 
during a meeting with producers on how much the gas 
price hike might be, one industry source said.

Energy giants led by Reliance Industries, ONGC, BP 
and Cairn India have demanded an immediate hike in 
natural gas prices, saying the current sub-market price 
of $4.20/MMBtu was impeding development of over a 
dozen discoveries. Reliance Industries continues to 
lobby for a market-determined price, as specified in its 
Production Sharing Contract.

After coming to power this summer, the new 
government delayed until end-September a decision on a 
new price in place of the formula approved by the earlier 
government. More recently, the new government asked 
officials from the ministries of Petroleum and Natural 
Gas, Power, Chemicals and Fertilizers and Finance to 
look into gas price issue, forming the government’s 
Panel of Secretaries.

Under a formula developed by the previous 
government’s Rangarajan Committee, the price of natural 
gas in India was to have been revised April 1, and would 
have doubled from the current $4.20/MMBtu, a move 
expected to result in significant new upstream investment. 
The Rangarajan formula was based on the average price of 
imported LNG into India, and the weighted average of gas 
prices in North America, Europe and Japan.

The panel had suggested the price formula be fixed 
for a period of five years from April 1, 2014 and that the 
price be changed on a quarterly basis with a 12-month 
trailing average and a lag of one quarter. However, the 
price hike was put on hold by the former government 
ahead of elections called earlier this year.

While oil and gas companies want a higher and market-
linked price, end-user industries, such as fertilizer and 
power, have been demanding cheaper gas, saying higher 
prices would make their product costs unsustainable. The 
new government’s eventual decision on any change to 
prices paid for upstream gas production will represent a 
major statement on if and how it plans to address major 
subsidy problems that bedevil India’s energy sector.

Indian government consults on long-awaited gas price hike

Indonesia’s anti-corruption body Komisi Pemberantasan 
Korupsi has allowed BP to use the Trustee Borrowing 
Scheme to finance a third train at its Tangguh LNG 
facility as long as the government does not have to pay 
interest on the loan taken by the contractor to fund the 
expansion. BP is in talks with lenders to work out the 
interest payment mechanism since the company will now 
bear the entire interest cost, SKK Migas’ spokesman 
Zudaldi Rafdi said. Rafdi said he did not expect the 
project to face any delays due to this as the interest 
payment is “not huge.”

Following the conviction of the ex-chief of upstream 
regulator SKK Migas, Rudi Rubiandini, for bribery earlier 
this year, KPK has been keeping a close eye on all 
financial matters related to the oil and gas sector, and 
against this backdrop has questioned the TBS that is to 
be used to finance the third train at Tangguh. This has 
lent an air of uncertainty to the project.

Under the TBS, funds from lenders are channeled to 
an offshore trustee borrower, who then re-channels the 
funds to the project. All sales revenue from the project 
is paid to the offshore trustee borrower, who uses part 
of that to pay off the lenders based on a mutually 
agreed payment scheme that includes interest, while the 
remaining revenue is disbursed to the project’s partners 
and other stakeholders like the Indonesian government.

The TBS was developed decades ago to address the 
concerns of international lenders and foreign investors, 
and enable them to commit billions of dollars in funds 
required to develop projects in Indonesia, especially to 
finance state assets which may not be pledged as 
security for loans. It has been used to finance all 
previous LNG projects in the country.

However, KPK has said that in line with regulations 
announced in 2010, the Indonesian government should 
not have to pay interest on the loan taken by contractors 
to build a project, as the project has to be financed by 
the contractor and not the government.

SKK Migas is now targeting to complete the 
discussion on TBS with BP and the project’s lenders 
this year to allow the project to come on stream on 
schedule, Rafdi said. BP earlier said that it expected 
the 3.8 million mt/year Train 3 to start up in 2018-
2019. BP has pegged the investment cost of train 3 
at $12 billion.

According to Darmawan Syamsu, BP’s Indonesia 
Head, of the total $12 billion investment needed for 
Train 3, offshore gas production facilities, such as wells, 
platforms, and pipelines are expected to cost almost $7 
billion and will be equity-financed by the contractors. 
LNG processing and associated manufacturing facilities 
are estimated to cost around $5 billion and will be 
financed through the TBS..

BP was also given an environmental permit in August 
for Train 3. BP described the approval as a “significant 
milestone,” but noted that further permits are needed to 
continue with planning, design and procurement.

The Tangguh LNG project, which is located in Bintuni 
Bay in Indonesia’s Papua province, currently has two 
liquefaction trains able to produce a total 7.6 million 
mt/year of LNG. BP is operator of Tangguh LNG with a 
37.16% interest. The other partners are China’s CNOOC 
(13.9%), Japanese joint venture MI Berau (16.3%), 
Japan’s Nippon Oil Exploration (12.23%), Japanese 
venture KG Companies (10%), LNG Japan (7.35%) and 
Canada’s Talisman (3.06%).

Indonesia approves TBS use for Tangguh train 3
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China’s National Development and Reform Commission 
has ordered local governments to punish coal mines 
producing beyond approved capacity, Fenwei Energy 
reported in August, citing a circular released on NDRC’s 
website. Some mines have been producing beyond their 
approved capacities, causing severe disruptions to the 
market order. Overproduction must be effectively curbed 
to restore market balance, the NDRC said.

A week earlier, three ministerial authorities, including 
the State Administration of Coal Mine Safety, announced 
that they would conduct a joint inspection on safety, 
overproduction and unapproved capacity expansion of coal 
mines owned by central government companies. The 
NDRC asked local governments to submit a report of all 
registered mines and their approved production capacities, 
as well as a compliance pledge signed by miners to the 
NDRC, the National Energy Administration and the State 
Administration of Coal Mine Safety by end-August.

Miners are required to submit their quarterly or 
monthly production plans to local authorities, and actual 
output must not exceed approved volume by more than 
10%, while those without plans must not exceed 1/12th 
of their approved capacities. Miners that have produced 
more than half of their annual approved capacity in the 
first half of the year need to review production plans for 
the rest of the year to keep production within approved 
limits, the NDRC said.

Companies found to be violating production limits will 
have their licenses suspended and face a fine of Yuan 
500,000 to Yuan 2 million ($81,300-$325,203), while 
mine owners will also be fined Yuan 30,000-150,000. 
Mines that started production before receiving necessary 
approvals will be shut and those that are yet to obtain 
mining and safety licenses are prohibited from starting 
production, the circular said.

China’s coal sector has been severely hit by excess 
supply and sluggish demand, with more than 70% of 
miners posting losses, according to the China National 
Coal Association. China Shenhua Energy’s commercial 
coal sales plunged 53.5% year-on-year to a five-year low 
of 15.4 million mt in July, according to the company. This 
was the lowest monthly sales total by the miner, a listed 
subsidiary of the Shenhua Group, since March 2009. 
Market sources attributed the decline to a slump in 
purchasing by utilities amid high inventories and stronger 
hydropower output. The miner cut prices by up to Yuan 
55/mt ($8.96/mt) in July in a bid to attract buyers.

China Shenhua produced 26.9 million mt of commercial 
coal in July, up 3.5% year-on- year. Over January-July, it 
produced 181.9 million mt of commercial coal, down 
1.3% year-on-year. Total coal sales over the seven-month 
period fell 9.4% year-on-year to 250 million mt, comprising 
49.5% of seaborne shipments to China’s coastal 
provinces and the rest mainly sales to the inland market.

Overall, China’s July coal production fell year-on-year, 
but rose slightly from June on improved sales amid higher 
air-conditioning demand, according to the latest China 
Coal Transport and Distribution Association data. China 
produced 301 million mt of raw coal in July, down 1.63% 

year-on-year, but up 1.01% from June, the first rebound 
after three straight months of declines over April to June.

Over January-July this year, China’s coal output 
reached 2.163 billion mt, slipping 1.45% year-on-year, 
the association said. During the same period, China’s 
coal sales – which comprise mostly domestic sales and 
some exports – stood at 2.053 billion mt, down 1.54% 
year-on-year, with July sales falling 1.84% on the year. 
Key state-owned mines – owned by the central and 
provincial governments – produced 1.164 billion mt of 
coal in the first seven months this year, with July output 
edging up 0.6% year-on-year.

Coal imports fall
China’s imports of thermal coal slumped to a 13-month 
low in July, with the country taking delivery of 10.26 
million mt, down 23% on the year and 6% lower than 
June, according to China customs statistics released 
August 22. China’s July imports of higher calorific value 
bituminous thermal coal totaled 9.18 million mt, the 
lowest since October 2013.

Bituminous deliveries into China from most major 
origin countries fell during the month, with the exception 
being Australia – the largest supplier of bituminous coal to 
China so far this year – which shipped 5.55 million mt, a 
6% increase on the month. Chinese imports of Indonesian 
bituminous material fell 3% year-on-year to 2.04 million mt.

Sub-bituminous Indonesian coal imports into China 
fell to just 623,699 mt in July, down 70% year-on-year 
and the lowest monthly intake since Platts started 
collecting data in April 2010. China also imported 5.1 
million mt of Indonesian lower CV material classified as 
lignite in July, down 5% on the month. In the first seven 
months of 2014, China imported 85.71 million mt of 
bituminous and sub-bituminous thermal coal, up just 
0.3% from the corresponding 2013 period.
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Indonesia’s Ministry of Trade has decided to delay the 
implementation of its coal export license regulation to 
October 1 from September 1, to provide additional time 
for more license applications to be processed, a ministry 
official said August 22. On August 21, trade minister 
Muhammad Lutfi formally issued a revision to a July 15 
ministerial regulation, compelling Indonesian thermal 
and metallurgical coal exporters to secure a license with 
the ministry before they export. Coal industry players had 
called for a postponement in the implementation of the 
regulation, expressing concern about the lack of clarity 
regarding the process of obtaining a license, and fearing 
it could result in costly demurrage charges if it led to 
ships being delayed.

Gultom Guska, deputy coal director at the Ministry of 
Energy and Mineral Resources Directorate for Coal and 
Minerals, said there was still a long list of coal export 
license applications that need to be processed. Guska 
also clarified that coal miners with a “clean and clear 
certificate” would automatically be granted an export 
license by the trade ministry. Issued by the central 
government, the certificate is an indication that the mine 
has no outstanding royalty and other government debt 
obligation, has fulfilled its exploration and environmental 
commitments, has no property delineation issues and 
has obtained forestry permits.

However, the lack of clarity on the process of obtaining 
the license is an ongoing issue, sources said. A Central 
Kalimantan coal miner said that it was his understanding 
that a “recommendation” from the energy ministry is still 
required to be able to obtain an export license.

An Indonesia-based trader said he was still in the 
process of getting the “clean and clear certificate” from 
the central government, to be able to secure a 
“recommendation letter” from the Ministry of Energy and 
Mining Resources. He added that there was confusion 
about the process, preventing him from offering any 
thermal coal cargoes until there is further clarity. The 
trader said he has moved his spot cargo offers to October, 
hoping that that by that time, “things will be clearer.” He 
also noted that other traders must secure a “clean and 
clear certificate” to be able to get a recommendation letter 
from the energy ministry in order to proceed with securing 
an export license from the trade ministry.

Guska said most major Indonesian coal producers, 
already holding a Contract of Work, have a “clean and 
clear” certification and these miners should be able to 
receive their export licenses on time. But there are more 
than 1,000 applications for the certification from miners 
holding a mining license known as an IUP. Those with 
the IUP license mainly comprise smaller local miners. 
Guska pointed out that so far only about 85 “clean and 
clear certificates” have been issued to IUP miners.

The Central Kalimantan miner also said one of the 
advantages from the implementation of coal export 
licenses is that miners wanting to obtain these licences 
are now forced to move quickly to comply with 
Indonesia’s new requirements on curbing illegal coal 
mining. A second Indonesian coal producer with mines in 

East Kalimantan and South Kalimantan said: “Indonesian 
authorities are now very strict. The new regulations are 
very difficult for us. But it is understandable because the 
government really wants to take out all the illegal miners 
and to collect the royalties.”

Several Indonesian medium to small-sized 
thermal coal miners were earlier reported to 
have reduced or halted production ahead of the 
implementation of the new export license regulation. 
Others have attempted to shift stockpiles ahead of 
the deadline. Miners were reported to be offering 
cargoes at fire-sale prices as a result.

Platts assessed the price of FOB Kalimantan 4,200 
kcal/kg GAR coal at $36.65/mt and FOB Kalimantan 
3,800 kcal/kg GAR at $30/mt August 22. Platts also 
assessed the daily 90-day prices for FOB Kalimantan 
5,000 kcal/kg GAR coal at $50.10/mt and FOB 
Kalimantan 5,900 kcal/kg GAR coal at $63.50/mt, both 
unchanged on day.

An Indonesia-based trader said the confusion and 
original date of implementation (September 1) had 
caused a few traders to cancel their shipments, while 
most mine owners tried to sell their cargoes on the 
domestic market instead. He added that there was firm 
demand for thermal coal in the local market, with 4,200 
kcal/kg GAR offered at $32/mt FOB barge basis.

Another source from an Indonesian mining company 
said they were offering Handymax cargoes of 4,900 
kcal/kg GAR coal for September or October loading at 
$53/mt FOB, but there were no counter bids. “There is 
hardly any buying interest at the moment,” he added.

A major Indonesian producer source said traders 
were still concerned about booking cargoes with IUP 
license holders before October as they said the cargoes 
could get trapped at ports and incur demurrage costs. 
Another major Indonesian producer said there were 
some “desperate offers” for Panamax cargoes of 4,200 
kcal/kg GAR coal at $36/mt FOB level. He said these 
were offers from sellers who were trying to liquidate their 
stocks. The first major Indonesian producer source 
agreed that these fire sales were possible, especially for 
sellers who did not have proper documentation and 
could be caught by the new regulation if they do not get 
their cargoes out before the implementation date.
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US electric utility executives see growth of distributed 
generation, replacement of coal and nuclear generation 
and stagnant load growth in the decade ahead, 
according to a report from consulting firm Black & 
Veatch. The report is based on a survey of the power 
sector, with 43% saying load growth rates have not 
returned to historical levels since the economic downturn 
of 2008. Nearly 33% said their load growth rate is flat or 
declining, B&V said in the report, 2014 Strategic 
Directions: US Electric Industry.

The result, according to Robert Patrylak, a 
managing director in B&V’s management consulting 
business and one of the report’s authors, is that 
many utilities are holding off on large investments 
in generation until they see more certainty on 
issues such as proposed Environmental Protection 
Agency regulations on greenhouse gas emissions. 
Meanwhile, the trend toward natural gas-fired 
generation remains strong over the next five years, 
with 50% of respondents saying they plan to replace 
retiring coal capacity with gas-fired generation.

A separate B&V report projects that about 60 
GW of coal-fired capacity will be retired by 2020, 
with the electricity sector’s demand for natural gas 
nearly doubling in the next 20 years. However, the 
trend toward replacing coal and nuclear generation 
with gas-fired generation is less certain among utility 
executives who face replacing 20% or less of their 
capacity. At lower-replacement levels, respondents 
indicated that renewables and solar photovoltaic 
were among their first choices.

The Strategic Directions report sees significant 
growth in distributed generation, with nearly 43% of the 
respondents believing 6% to 10% of US power 
generation will come from distributed generation with 
capacities of 20 MW or less in the next five years. The 
trend is driven by the current low cost of natural gas and 
the declining cost of solar PV technology. In addition, 
rising electric utility rates, combined with low gas prices, 
are prompting increased interest in on-site generation 
among large industrial users.

The challenges that renewables and distributed 
generation are posing for the industry may require 
electric utilities “to reimagine their traditional vertically 
integrated model and role as the primary provider of 
power” toward an “emerging paradigm” of the electric 
utility as a systems integrator, B&V said. Reliability 
remained the top concern in the survey, with 
environmental regulation ranked second and economic 
regulation third.

US coal stockpiles fall
US coal stockpiles dipped to an estimated 116 million 
st in the week ended August 14, matching a low not 
seen since late March, according to Bentek Energy, a 
unit of Platts. With the majority of peak electricity 
summer demand behind, the weekly draw down of US 
coal stockpiles is likely to slow. US coal stockpiles are 
still roughly 26% below normal, said Bentek.

Bentek is forecasting utility coal stockpiles to remain 
below the five-year average through the balance of the 
year, as new natural gas projects in the Northeast come 
on line and help to meet power demand in the Midwest. 
“The five-year average [of coal stockpiles] represents a 
period of oversupply,” said Bentek senior energy analyst 
Tony Sweet at the American Coal Council’s Coal Marketing 
Strategies conference in Park City, Utah, in August.

Sweet estimates that coal stockpiles will reach 
approximately 145.5 million st in late December, below 
the 152 million st in the comparable period in 2013, 
and well below the 189.2 million st in 2012.

Bentek data suggests that Midwest states accounted 
for the most change in current coal stockpiles from 
recent years, as natural gas prices at nearby producing 
plays in the Marcellus and Utica shale are pricing at “big 
deficits” to the Henry Hub price. Bentek said that new 
projects will bring capacity to flow gas from the 
Marcellus play, supporting increased demand in the 
region. Last winter’s severe weather reduced energy 
stocks temporarily, alleviating coal market oversupply, 
said Sweet, but natural gas production is growing while 
power burn remains weak.

US utilities consider generation replacement scenarios: B&V

Turkish demand for South African thermal coal has 
accelerated because Ukrainian power generators are 
understood to have made firm enquiries to import coal 
due to a shortage brought about by the ongoing conflict 
in the country. With several Ukrainian mines and railways 
idled, a Switzerland-based trading source said that 
“there are a lot of fresh requests out of Ukraine for low-
volatile thermal coal,” similar to indigenous coal that is 
typically burnt in Ukrainian power plants.

He said that this development would tighten supply 
into Turkey as well as the broader Mediterranean 
market. A Turkey-based trader was sceptical that this 
would happen, saying that he only knew of two Capesize 
cargoes that would load at Richards Bay Coal Terminal 

bound for Turkey and said he doubted there were any 
more than three, with monthly imports not exceeding 
400,000 mt so far this year. During the first six months 
of the year, 1.18 million mt of South African material 
was sent to Turkey at an average of 197,000 mt/month. 
May imports were the highest at 397,939 mt.

However, the Switzerland-based trader said that 
some large power plants in Turkey – typically consumers 
of Colombian material – were now booking South African 
cargoes. He noted that spot South African 6,000 kcal/
kg NAR material – which is currently priced at around 
$69/mt FOB – could be shipped into Turkey on a 
Capesize for around $13/mt “making it very competitive 
against Russian and Colombian coal.”

Ukraine seeks coal imports
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International mining companies producing thermal coal 
in Australia reported year-on-year production increases in 
first-half 2014, despite falling Newcastle prices and 
earlier warnings by producers’ association the 
Queensland Resources Council that many are producing 
at a loss, company quarterly reports showed.

“Coal miners with the strongest portfolio have an 
interest to increase production. There is no incentive for 
these miners to reduce production, especially so if they 
have big coal reserves,” Singapore-based Standard 
Chartered Bank analyst Serene Lim said.

Mining giants Glencore, Rio Tinto, BHP Billiton, 
Peabody Energy, as well as Australia-listed Whitehaven 
Coal and Yancoal Australia, Thailand-listed Banpu, and 
Japan-listed Idemitsu Kosan have all reported either first-
half or second-quarter 2014 year-on-year increases in 
thermal coal production in Australia.

These miners have increased production despite 
continuing price falls. On August 15, Platts assessed 
the daily 90-day FOB price for Newcastle coal with 
a calorific value of 6,300 kcal/kg gross as received 
at $69.35/mt, a 63% drop from the all-time high 
assessment of $185/mt on July 4, 2008. The 
August 15 assessment was a 19.3% drop from the 
January 2 assessment of $85.90/mt.

Glencore said its first-half 2014 production of 
Australian thermal coal for export totaled 26 million mt, 
up 11.6% from 23.3 million mt in first-half 2013. Rio 
Tinto’s Australian coal operations posted net earnings of 
$124 million in first-half 2014, up from $122 million in 
first-half 2013. It said it produced 11.62 million mt of 
thermal coal in the period, up 5.33% from 11.03 million 
in January-June 2013.

The company said the increase in coal production 
was due to “productivity gains in the Hunter Valley and 
additional production from a processing plant by-product 

stream at Hail Creek.” It said the rise was partially 
offset by the absence of production from the Clermont 
mine, following completion of the divestment of its 50% 
interest in the mine to Glencore for $1 billion.

BHP Billiton reported production of 19.96 million mt 
of “energy coal” from its Australia operation in first-half 
2014, up from 18.01 million mt in first-half 2013. BHP 
Billiton is a major metallurgical coal producer in 
Australia. It produced 45.08 million mt of metallurgical 
coal from Australia in first-half 2014, up from 37.65 
million mt in in the year earlier period.

Peabody reported second-quarter seaborne thermal 
coal sales totaling 3.1 million mt, up 19.2% from a 
second-quarter 2013 total of 2.6 million mt. Its 
combined Australian thermal and metallurgical coal 
sales in the second quarter totaled 9.7 million mt, up 
from 8.6 million mt in second-quarter 2013.

Smaller miners also reported increases for the first half: 
Whitehaven +28% to 8.22 million mt, metallurgical and 
thermal coal combined; Yancoal +6% to 8 million mt; and 
Banpu +6% to 7.37 million mt. Idemitsu reported a 46.7% 
increase in net sales of coal from its Australian operations 
to Yen 24.2 billion ($237 million) in the first quarter.
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Australian coal operations increase output as prices drop

A 4 million mt coal export terminal could begin 
operations by the fall of 2015 after the Vancouver, 
British Columbia, port authority approved August 21 a 
project permit for Fraser Surrey Docks. The approval 
means FSD can begin construction planning.

“Over the past two years, a significant amount of 
work and a number of comprehensive studies have gone 
into ensuring this project is safe and that concerns 
raised were addressed,” FSD President and CEO Jeff 
Scott said in a statement. “We’re pleased that Port 
Metro Vancouver has granted the permit, and we will 
now begin moving toward construction.”

The decision will be welcomed by Powder River Basin 
coal producers, who want to sell more coal to Asia, but 
have been constrained by a lack of export capacity on 
the West Coast. There are three coal export terminals 
operating in Canada, but most are operating at capacity. 
In the US, there are only two relatively small terminals in 
Stockton and Long Beach, California.

Arch Coal and Cloud Peak Energy have already signed 
commitments to ship PRB coal through FSD, according to 
a market source, who spoke on the condition that he not 
be identified. Arch, Cloud Peak and Signal Peak Energy 
are among the US thermal producers who already export 
coal through British Columbia’s s three existing terminals 
– Westshore and Neptune in Vancouver and Ridley 
Terminals in Prince Rupert. In 2012, the three terminals 
combined to export 27.7 million mt of metallurgical coal 
and 13 million mt of thermal coal.

Oregon denies Morrow Pacific
Proposed terminals in Oregon and Washington state 
would add roughly 100 million mt of capacity on the US 
West Coast, but the projects are still in the early stages 
of a permitting process that is likely to drag into 2018 or 
later, according to industry sources. The state of Oregon 
earlier in August denied a construction permit to the 
proposed Morrow Pacific project.

Canadian west coast coal export terminal gains approval
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Four nuclear power analysts in Japan estimate four or 
five reactors, with total capacity of just over 4,000 MW, 
are likely to restart by end-March, according to a Platts 
survey. That would be equivalent to a little over 9% of 
the country’s 48 unit total of 44,264 MW of operable 
nuclear capacity.

None of Japan’s nuclear reactors has operated 
this year, as all remain shut following the Fukushima 
I nuclear accident in 2011. Before they can restart, 
they must clear a safety review by the country’s new 
nuclear regulator and receive approval from local and 
national authorities.

The analysts have divergent views and most of them 
said they could not predict how many reactors would 
restart after March. The estimate by the analysts differs 
from one made in late July by the Institute of Energy 
Economics Japan that said seven reactors would restart 
by March, with an additional 12 units coming back into 
operation by March 2016.

The IEEJ did not specify the units, but analysts 
suggest the most likely candidates are Sendai 1 and 2, 
Takahama 3 and 4, Genkai 3 and 4, and Ikata 3. The 
seven units have a total capacity of 6,770 MW, or 15% 
of Japan’s total nuclear generating capacity.

However, Shikoku EPC announced in July that it 
plans to build a new seismically-isolated emergency 
response center by January at Ikata, potentially 
slowing the schedule for that unit to restart. The 
new center will be designed to withstand 620 gal of 
earthquake-caused ground motion, revised from 570 

gal after discussions with regulators over the most 
likely earthquakes at the site.

The forthcoming restarts will be the first following the 
nearly two-year-old Nuclear Regulation Authority’s review 
of reactor systems’ conformance with safety 
requirements set after the accident at Tokyo Electric 
Power Co.’s Fukushima I reactor. The NRA requirements 
came into force in July 2013. Since then the agency has 
been reviewing individual applications for reactor restarts 
from nuclear plant operators.

Although NRA approval is required, consideration by 
local and national authorities will also affect when units 
restart, the analysts said. The NRA in 2013 formulated 
new resident protection guidelines to be followed by 
local governments where nuclear power plants are 
located. It is up to local governments to develop 
evacuation plans, according to Tatsujiro Suzuki, a 
professor at Nagasaki University and former vice 
chairman of the country’s Atomic Energy Commission. 
“It’s very difficult to organize those plans, and until the 
[evacuation] plans are established, it may be difficult to 
get local consent” to the restarts, he said.

Of analysts surveyed, all agreed Kyushu Electric 
Power Co.’s 890 MW Sendai-1 and 2 will be the first 
units to restart. The two Sendai units’ capacity 
represents 4% of Japan’s total. In its estimate, the IEEJ 
did not consider prefectural governments’ final say with 
respect to restart approval because that is one of the 
multiple variables, according to Tomoko Murakami, the 
IEEJ’s nuclear energy group manager.

4 Gw of Japanese nuclear back by end-March

US merchant generator Dynegy will nearly double the 
amount of capacity it owns under two separate deals 
that will see it acquire power plants from Illinois to 
Massachusetts. The company announced August 22 
that it has struck agreements to buy about 6,400 MW 
of generation assets from Energy Capital Partners for 
$3.45 billion and about 6,100 MW in generation 
assets from Duke Energy for $2.8 billion. Dynegy’s 
Duke deal also includes Duke’s competitive retailing 
business in Ohio.

“Upon closing both transactions, Dynegy will own 
nearly 26,000 MW of generating capacity nationally and 
provide retail electricity to residents and businesses in 
Illinois, Ohio, Pennsylvania and Michigan,” it said in a 
statement. Dynegy President and CEO Robert Flexon 
said the addition of the Energy Capital Partners and 
Duke portfolios “transforms Dynegy by adding 
considerable scale in the PJM and New England 
markets.” Dynegy said that of 12,500 MW being 
acquired, “5,053 MW are modern combined-cycle natural 
gas plants and 3,793 MW are environmentally compliant 
coal generation plants.”

The company said that under its agreement with 
Energy Capital Partners it will acquire plants held by 
ECP’s EquiPower Resources and Brayton Point 

Holdings units – the Milford, Lake Road, Dighton, 
Masspower, Liberty, Elwood, Richland, Stryker, Kincaid 
and Brayton Point plants in Connecticut, 
Massachusetts, Ohio, Illinois and Pennsylvania. The 
combined coal plants – Brayton Point, Kincaid and 
Lake Road – burned roughly 5.2 million st in 2013, 
according to US Energy Information Administration 
data. Brayton primarily burns Central Appalachian and 
imported Colombian coal, while the other two plants 
primarily burn Powder River Basin coal.

The Duke portfolio Dynegy has agreed to buy 
includes the Killen, Stuart, Conesville, Miami Fort, 
Zimmer, Hanging Rock, Washington, Fayette, Lee 
and Dicks Creek stations in Ohio, Illinois and 
Pennsylvania, Dynegy said. The Duke coal-fired 
plants – Killen, Stuart, Conesville, Miami Fort and 
Zimmer – burned nearly 17.4 million st in 2013 
from Central and Northern Appalachia as well as the 
Illinois Basin, according to the EIA.

The company said it will honor Energy Capital 
Partners’ commitment to close the coal-fired Brayton 
Point station in Massachusetts by May 2017. Both 
agreements must receive regulatory approvals, and the 
companies hope to close on the deals by the end of 
next year’s first quarter.

US Dynergy to aquire 12,500 Mw of US generation assets



45 EnErgy Economist / issuE 395 / sEptEmbEr 2014

markEt nEws powEr

Electricity consumption in China hit a 11-month high of 
509.7 TWh in August, up 3% from a year ago, and rising 
9.87% from June, Fenwei Energy reported, citing data 
released by the National Energy Administration. July was 
the sixth consecutive month to see a year-on-year 
increase in power consumption.

Power consumption by the residential segment was 
59.1 TWh in July, edging up 0.5% year-on-year and 
climbing 15.66% from June. For the non-residential 
segment, the primary industries – mainly the agricultural 
sector – used 12.1 TWh of electricity in July, up 7.6% 
year-on-year. The secondary industries – mainly the 
industrial sector – consumed 376.9 TWh of electricity, a 
3% increase year-on-year.

The industrial sector consumed 370.7 TWh of 
electricity in July, up 2.9% from the year before and 8.3% 
from June, with heavy industry accounting for 83.6% or 

309.9 TWh, an increase of 3.2% year-on-year. Power 
consumption by tertiary industries – mainly the services 
sector – stood at 61.6 TWh in July, jumping 4.6% year-
on-year.

Over January-July this year, China consumed a total 
3,137.4 TWh of electricity, up 4.9% from the same period 
last year, the NEA said. However, the average utilization 
of power generating units across the country fell 3.95% 
year-on-year to 2,482 hours in the first seven months of 
the year. Hydropower plants and thermal power plants 
logged average utilization of 1,853 and 2,790 hours, 
respectively, falling 1.54% and 1.93% from a year ago.

China added 42.65 GW of power generating capacity 
from January to July, including 14.53 GW of new 
hydropower capacity and 18.75 GW of new thermal 
power capacity, climbing 14.68% and 7.08% year-on-
year, respectively.

Chinese electricity consumption hits 11-month high in July

Renewable energy sources accounted for all US new 
electric generating capacity that came online in July, 
FERC’s Office of Energy Projects said in its energy 
infrastructure update released in August. New build or 
expansion projects that went into service in July included 
two projects that added 5 MW of hydropower, five projects 
representing 21 MW of solar power and two projects that 
brought 379 MW of wind power online, the report said.

According to the FERC report, renewable energy 
made up 53.8% of the 4,758 MW of new electric 
capacity installed in the first seven months of this year. 
This includes 1,226 MW of solar power, 1,196 MW of 
wind power, 87 MW from biomass, 32 MW from 
geothermal and 19 MW of hydropower. During the same 
period last year, renewables accounted for just 27.1% of 
the 9,502 MW of new electric capacity, the report found.

To date, there has been no new electrical generation 
put into service from coal, nuclear or waste heat sources 
this year, the report said. However, natural gas has 
accounted for 2,185 MW of added capacity between 
January and July, or 45.9% of the total installed electric 
capacity. The report noted that 11 MW of oil-fired 
generation has also been added. Renewables make up 
16.28% of total installed operating generating capacity 
in the US, the FERC report said.

Meanwhile, the DOE said in its annual wind 
technologies market report also released in August that 
the number of merchant-operated wind farms rebounded 
slightly in 2013 and could see further gains in coming 
years as installation costs decline. Wind projects without 
long-term offtake agreements accounted for one-quarter 
of the 1,087 MW installed across the US in 2013, the 
report said. That is up from approximately 20% each 
year from 2010-12 and 23% cumulatively.

The share of merchant or quasi-merchant projects 
may increase in the next two years considering wind 
installation expenses have fallen to levels competitive 
with wholesale electricity prices, at least in some parts 

of the country. But, fewer opportunities exist for power 
purchase agreements, the report said.

One state where merchant projects growth is 
expected is Texas, which recently completed the 
Competitive Renewable Energy Zones project, the report 
said. CREZ entails 3,600 circuit miles of transmission 
lines, providing “market access to a significant amount 
of new wind capacity within a hedge-friendly market,” the 
DOE study said. Utilities are the most common 
purchaser when long-term PPAs are involved, the report 
said. Offtake arrangements with utilities represented 
70% of wind capacity installed in 2013 and 54% of 
cumulative wind capacity.

Another offtaker, power marketers, have been signing 
fewer agreements. “The role of power marketers — 
defined here as corporate intermediaries that purchase 
power under contract and then resell that power to 
others, sometimes taking some merchant risk — in the 
wind power market has waned in recent years,” the report 
said. Power marketers did not sign long-term PPAs with 
any of the wind farms installed in 2013. And their share 
of the cumulative wind capacity has dropped to 8%, down 
from more than 20% in the early 2000s, the report said.

More broadly, in terms of overall installations, the 
trend should be more growth in 2014 and 2015, 
compared with 2013, the report said. Wind farms that 
began construction before end-2013, meeting the 
deadline for federal Production Tax Credits, will be 
coming online, the report said. Another factor 
contributing to wind construction will be improvements in 
terms of cost and technologies.

“At the same time, the prospects for growth beyond 
2015 are uncertain,” the report said. “The PTC has 
expired, and its renewal remains in question. Continued 
low natural gas prices, modest electricity demand growth 
and limited near-term demand from state Renewables 
Portfolio Standards have also put a damper on industry 
growth expectations.”

Renewables form majority of new US generating capacity
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Platts CO2 assessment monthly averages, 
August 1-26, 2014 (Eur/mt)

Delivery High – Low Midpoint

Dec-14 6.2788 – 6.2388 6.2588
Dec-15 6.4382 – 6.3982 6.4182
Dec-16 6.6153 – 6.5753 6.5953

All prices are in euros per metric tonne of carbon dioxide equivalent 
as traded under the EU Emissions Trading Scheme.

Source: Platts European Power Daily

CO2 price trend (€/mt)

Source: Platts European Power Daily
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The price of carbon dioxide allowances under the EU 
Emissions Trading System rallied to a five-month high in 
August, driven by reduced primary supply as governments 
scaled back their selling during the summer lull in 
trading. The price of EU Allowances for delivery in 
December 2014 reached €6.46/mt ($8.51/mt) August 
19 – the highest closing price since March 13, and up 
from an intra-month low of €5.93/mt August 7.

Trading volumes were below average in August as 
expected, although prices did show an overall uptrend in 
the month, as has been seen in August in previous 
years. The average December 2014 EUA price in the 
period August 1-22 stood at €6.26/mt, up from €6.00/
mt on average in July, according to Platts daily closing 
assessments.

Prices took support in August from a sharp reduction 
in the volume sold by governments via auctions, timed to 
coincide with the seasonal drop in trading volume as 
many traders took time off in the holiday season. EU 
governments sold an average of 4.6 million mt of EUAs 
per week in August, down from an average of 12.4 
million mt per week in the period January 1 to July 31. 
Normal auction volumes are set to resume in September.

Carbon prices have been supported this year by the 
decision to backload 900 million EUAs from auctions 
over the period 2014-16 until 2019-20, including 400 
million mt from 2014’s supply. A degree of background 
support for prices also came from expectations that 
work on the European Commission’s proposed Market 
Stability Reserve will continue in the EU Parliament and 
Council from September.

Any forward progress on the MSR could jolt the 
market higher, particularly if agreement begins to firm up 
around an earlier start date of 2017, rather than the 
Commission’s proposed date of 2021, because an early 
start would begin to curb government auction supply in 
the current third trading period of the ETS.

However, some industry groups oppose measures 
that could raise carbon prices, suggesting the legislative 
work in the Parliament may not be easy. In the 
Parliament, the lead committee for proposed carbon 
market reform is the Committee on Environment, Public 
Health and Food Safety (ENVI), with input also from the 
Industry, Research and Energy Committee (ITRE).

Indications emerged from EU Parliament sources in 
mid-August that ENVI will not discuss the MSR at its first 
meeting after the summer recess, scheduled for 
September 3. That was confirmed August 26 when the 
ENVI committee released a draft agenda for the 
September 3 meeting, which did not explicitly list any EU 
ETS-related items among its work for that date.

The committee is set to meet again September 24 and 
25, but a Parliament source said discussions on carbon 
market reform may have to wait until later meetings, 
possibly in October. In any case, what ultimately matters 
for the carbon market is final agreement on the proposal 

EU carbon climbs to five-month high

CO2 Market

by the Parliament in plenary, and a final vote is not 
expected until some time in first-half 2015.

Market sources have recently indicated a mix of price 
expectations for the end of the year, with a range of 
€5.00/mt to €10.00/mt heard, with an average 
centering around €7.50/mt. Any signs of delay in 
agreement on market reforms could be expected to see 
prices undergo a more bearish trajectory, while forward 
progress would likely be associated with price moves 
toward the higher end of the range.

Market sources also say the medium-term outlook is 
uncertain, given a hesitant European economy, which is 
keeping a lid on demand for electricity and CO2 
emissions-intensive goods from Europe’s industrial 
sectors. The German economy, Europe’s biggest, stalled 
in the second quarter, hit by weak exports and falling 
investment, data showed in August.

According to a preliminary estimate by the federal 
statistics office Destatis, German GDP shrank 0.2% in 
the period from April to June, following growth of 0.7% in 
the preceding three months. Analysts had been 
forecasting zero growth or even a minimal contraction in 
the second quarter after the unusually mild winter 
boosted activity in the first three months of the year, 
notably in areas such as construction. Recent confidence 
surveys suggest that the crisis in Ukraine has made 
German companies more cautious about their investment 
plans, but the impact of tit-for-tat economic sanctions is 
likely to have been limited so far, analysts said.
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Oil forecasts (million b/d)

  Change in  Total world Change in Supply/demand
 Call on OPEC non-OPEC supply OPEC NGLs oil demand demand balance

August 2014 forecasts for 2014

EIA 29.57 1.77 0.06 91.56 1.12 0.71
IEA 30.00 1.50 0.10 92.70 1.10 0.50
OPEC 29.60 1.50 0.10 91.10 1.10 0.50

August 2014 forecasts for 2015

EIA 29.55 1.09 0.25 92.96 1.40 -0.06
IEA 29.90 1.30 0.30 94.00 1.30 0.30
OPEC 29.40 1.30 0.20 92.30 1.20 0.30

Supply/demand balance is the change in non-OPEC supply plus change in OPEC NGLs minus change in demand, a positive number implying greater 
supply than demand. OPEC provides data that combines OPEC NGLs and global biofuels, both appearing as one figure under ‘Change in OPEC 
NGLs’. The EIA and IEA include global biofuels in their ‘Change in non-OPEC supply’ data.

Sources: EIA, IAE, OPEC

Dated Brent ($/b)

Source: Platts Global Alert
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International crude marker Dated Brent dipped below 
$100/barrel in August for the first time since June 24 
last year, reaching $98.615/b August 18, before 
recovering to $101.22/b August 26. The benchmark 
started August at $103.04/b.

Analysts said the drop in prices reflected 
weak macroeconomic data from China and Europe 
and declining risk of supply disruptions in major 
producing nations. Libyan state oil company NOC 
was reporting increases in output now that the 
country’s main ports have been opened and some 
major fields have returned to production. A NOC 
spokesman put Libyan oil output at 630,000 b/d 
August 22, compared with an average 440,000 b/d 
in July and 200,000 b/d in June.

The upward move towards end-August reflected more 
positive macroeconomic data in the US and expectations 
of central bank intervention in Europe. The latest US jobs 
data was bullish, with both initial and continuing jobless 
claims coming in below economists’ expectations. The 
market also got a boost from strong existing home sales 
data, which rose to 5.15 million in August from 5.03 
million in July. The Philadelphia Federal Reserve 
Manufacturing Index rose to 28 for August, up from 23.9.

Brent dips below $100/b

Market Indicators

Macroeconomic data out of China and Europe 
has been less encouraging, but analysts put a 
positive spin on the European figures arguing that 
this was a key indication that Eurozone bankers 
would soon opt for further monetary easing. 
The German Ifo Institute for Economic Research 
Business Climate Index for August came in at just 
106.3, down from 108 in July. European Central 
Bank president Mario Draghi warned in August that 
already weak inflation could be worsening.

OPEC crude production climbed back above 30 
million b/d in July for the first time since February on 
the back of output boosts primarily from Libya and 
Saudi Arabia, a Platts survey of OPEC and oil industry 
officials and analysts showed. July production from 
the 12-member oil producer group averaged 30.13 
million b/d, up 190,000 b/d from June’s 29.94 
million b/d. The total volume of increases – 360,000 
b/d – more than offset 170,000 b/d in reductions 
from Angola, Iraq and Nigeria.
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Platts forward curve for Dated Brent ($/b)

Source: Platts Forward Curve – Oil

August 26, 2014
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FOB Rotterdam Barges* 
Premium Gasoline 10 ppm 115.18
Gasoil 0.1% 115.11
Jet 118.07
Fuel Oil 3.5% 87.56

CIF NY 
Unleaded 93 0.3% Barge 122.76
No.2 Barge 115.00
Jet Barge 128.23
No.6 3.0% NY Spot cargo 87.35

FOB Singapore
Gasoline 92 unleaded 109.01
Gasoil Reg 0.5% sulfur 115.64
Kerosene 115.30
HSFO 180 CST 90.66

FOB Gulf Coast 
Unleaded 93 (waterborne) 119.80
No.2 (waterborne) 115.73
Jet 54 (waterborne) 121.61
No.6 3.5% 89.34

WTI Cushing Front month: 94.87 Brent front month: 101.14* Dubai front month: 100.11

* Prices updated on August 22
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NWE Note: Based on typical kg CO2/mmBtu rates of 101.5 for coal, 55 for natural gas; and on generating efficiencies of 49% for UK gas plant, 
54% for western Europe gas plant, 34% for all coal plant. Benchmark coal priced at ARA. Details of methodology at www.platts.com. 
US Note: Based on typical heat rates of 9,800 Btu/kWh for coal generation and 7,800 Btu/kWh for natural gas generation; no NOx controls on 
coal stations resulting in 0.6 lb/mmBtu NOx; benchmark coals meeting specifications for NYMEX look-alike and CSX-Big Sandy/Kanawha Central 
Appalachian coals, barged to Cincinnati and railed to Atlanta, respectively. For details, see methodology at platts.com.

NwE next month generating cost 
comparisons, profit/loss ($/Mwh)

Source: Platts European Power Daily
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Comparative power feedstock prices: US

($/MMBtu)

Values reflect Platts most recent one-month forward assessments 
for each product in each region, converted to $/MMBtu.

Source: Platts LNG Daily
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Asia LNG bottoms out
The Platts LNG Japan Korea Marker’s precipitous drop 
from a peak of $20/MMBtu in February to $10.525/
MMBtu in early August appears to have bottomed out. 
Deliveries for October were assessed up almost $2/
MMBtu over August at $12.4/MMBtu August 26. 
Numerous portfolio sellers – in addition to buyers in 
Asia, India, Europe and South America – are beginning 
to return to the market to buy ahead of higher prices 
expected in October and November.

Portfolio sellers in particular are looking to pick up 
cargoes to fulfil term contract and short positions later 
as spot prices for October, November and December are 
expected to be below that for term contracts linked to 
Japan Customs Cleared crude oil.

A sell tender from Australia’s North West Shelf LNG 
project attracted a large amount of interest. The price of 
DES cargoes loading in August and September was 
heard at about $11.50/MMBtu and that in October at 
around $12.50/MMBtu. The November cargoes were 
said to have been awarded at more than $13.50/MMBtu 
on an FOB basis, equating to a DES Japan price of 
above $15/MMBtu.

US gas prices rose over August, climbing from 
$3.798/MMBtu August 1 to $3.974/MMBtu August 
12 before falling and rising again to reach $3.937/
MMBtu August 25. The price rally was dented by 
the US Energy Information Administration’s weekly 
report of August 21 which showed an injection above 
analyst expectations at 88 Bcf. Stocks were 500 Bcf 
less than last year at this time and 535 Bcf below 
the five-year average of 3.09 Tcf.

However, prices picked up again end-August on 
predictions of warm weather increasing cooling demand, 
which was expected to boost power generation and slow 
storage refills. Some forecasters were also predicting a 
colder than normal winter.

In Europe, UK National Balancing Point day-ahead 
prices rose back above 40 pence/therm in late July for 
the time in five weeks and continued their upward trend 
through August. Toward month’s end, lower LNG sendout 
and maintenance work on the UK-Netherlands BBL 
pipeline pushed NBP day-ahead prices up to 43.75 p/th 
on the morning of August 26, with the UK system short 
by 18 million cu m.

UK imports from the Netherlands dropped to zero 
as a result of the pipeline maintenance, which was 
expected to last until August 30. Norwegian gas 
imports into the UK were down at just 20 million 
cu m, owing to maintenance work at the Emden 
EMS metering station, which boosted compensatory 
exports into France and Belgium.

The rise on the UK NBP fed into continental 
markets, with the Dutch TTF and German GASPOOL 
day-ahead contracts dealt at a parity of €18.80/
MWh August 26, a gain of 45 euro cents and 80 
euro cents respectively from the close August 22. 
Both the Dutch and German systems saw a slight 
rise in Norwegian deliveries, although Norwegian 
supply overall remains down by 66 million cu m/day 
until September 3 due to ongoing maintenance.

European coal prices rise
European-delivered CIF ARA spot prices remained around 
the $77/mt level during most of August, but did hit an 
almost six-month high of $78.40/mt mid-month, owing to 
persistent northwest European utility buying. European-
delivered spot prices were at $77.25/mt towards end-
month, up $1.30/mt from the start of August.

Market sources noted that, despite the rise in prices, 
there had been no major change to market 
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fundamentals, although stocks at ARA coal terminals 
moved progressively lower over seven consecutive weeks 
to a 19-week low of around 5.24 million mt. Stock levels 
had reached a year-to-date high of 6.4 million mt at the 
beginning of July

South African Richards Bay spot prices came under 
additional pressure during August from climbing dry bulk 
freight rates, as well as weak Asian demand as 
Australian coal continued to be competitively priced into 
the Indian market. Richards Bay spot prices fell to an 
over four-and-a-half year low of $68.40/mt August 21, 
down $1.25/mt from the beginning of the month.

The Asia Pacific market was keeping an eye on the 
implementation of Indonesia’s coal export license 

regulation, which was meant to come into effect 
September 1, but was delayed in mid-August to October 1. 
The industry has expressed concern regarding the lack of 
clarity concerning the process and worries that delays in 
receiving licenses could lead to costly demurrage charges.

In addition, freight market volatility made sellers less 
willing to offer Australian 5,500 kcal/kg NAR coal 
cargoes in the Chinese delivered market, with prices of 
the material rising $2.75/mt during the month to 
$58.75/mt. The CC8 (CFR South China) 5,500 kcal/kg 
NAR price rose $2.90/mt from the start of the month to 
$65/mt August 22, while the CC1 (FOB Qinhuangdao) 
price of 5,500 kcal/kg NAR Chinese domestic coal was 
relatively stable at Yuan 469/mt ($76.12/mt) FOB.



BOOK NOW conf_registrations@platts.comwww.platts.com/EuropeanEmissions +44 (0)20 7176 6300 +44 (0)20 7176 8512

September 29, 2014  |  Marriott Brussels  |  Belgium

www.platts.com/EuropeanEmissions 
GROUP DISCOUNTS 

AVAILABLE

WHY ATTEND:
 3   Examine European emission and energy policies to date

 3  Explore the latest EU ETS reform - has it gone far enough?

 3  Discuss ‘stop the clock’ proposals,  
consequences and impacts for aviation

 3  Hear power, chemical, cement, steel and  
shipping perspectives on the EU ETS

 3  Gain insights into the 2030 framework 
and look ahead towards phase 4

6th Annual 

“Vivid and engaging discussions, controversial 
presentations and a huge variety of opinions 
presented by excellent speakers, make this 
conference extremely interesting and helpful”

Steweag-Steg
EVALUATING EXISTING & 
FUTURE EU ETS REFORM

EUROPEAN EMISSIONS 
MARKETS

Supported by:

Sponsored by:



REGISTER NOW!   

Extreme Winter Weather Impacts on Coal 
Production, Transport Challenges, and  
Import/Export Expansion

KEYNOTE:

Murray Energy’s Strategies for Succeeding in  
Transitional Coal Markets

Robert E. Murray, Chairman, President, Chief Executive Officer,  
and Founder, Murray Energy 

Industry Experts Discuss:

Thermal/Met Coal Supply & Demand Trends 

• James McCaffrey, CONSOL Energy Inc. 
• Tony Reed, Southern Company 
• Mike Nobis, DTE Energy Services 
• Cyril Martinand, ArcelorMittal USA 
• Bruce Hartshorn, Alpha Coal Sales Co., LLC
• Jack Porco, Xcoal Energy & Resources
• Donald Swartz, J T Boyd Company
• Jeff Archibald, ICF International

Polar Vortex Impact on Coal Inventory & Production 

• Chuck West, AEP 
• David L. Owens, Tennessee Valley Authority 
• Andrew Ott, PJM

Plus much more!

VISIT COALMARKETINGDAYS.COM

37th Annual  

COAL MARKETING DAYS 
The Seminal Coal Buyers/Sellers Event  
September 22–23, 2014 • Wyndham Grand Pittsburgh Downtown Hotel • Pittsburgh, Pennsylvania

FOR MORE INFORMATION 
OR TO REGISTER:

Visit us online at www.coalmarketing 
days.com or call us at 866-355-2930 
(toll-free in the US) or 781-430-2100 
(direct). 

For more info and speaking 
opportunities, contact: 
Erica Giardina 
tel: 781-430-2115 
erica.giardina@platts.com  

For sponsorship opportunities, 
contact: 
Lorne Grout 
tel: 781-430-2112 
lorne.grout@platts.com  

For media inquiries, contact: 
Khushi Bhatia 
tel: 781-430-2109 
khushi.bhatia@platts.com

Registration Code:  PC426NLI


	Ukraine crisis escalates
	Russia-EU relations continued to worsen in August as both sides ratcheted up sanctions against the other. The possibility of direct conflict between Russian and Ukrainian troops is rising. Meetings held August 26 between Ukrainian and Russian leaders appe
	Algerian oil politics and corruption
	Abdelhamid Zerguine’s removal as CEO of state oil and gas company Sonatrach appears to be linked to his support of investigations into corruption in the company and concern over ambitious government proposals to exploit the country’s vast unconventional o
	Russian oil: sanctions impact
	Russia’s oil industry is entering a period of substantial change, as the government adapts its energy taxes and duties to encourage investment in both upstream supply and downstream refinery capacity. However, broader economic and political risks – partic
	LNG fuelled shipping gathers pace
	Environmental controls on marine fuel are spurring demand for LNG in shipping. Ports in northern Europe are putting in place the legislative and regulatory frameworks for the fuel’s use and the infrastructure to distribute it. New ship orders suggest the 
	Energy efficiency in the EU
	The European Commission this summer outlined how it would incorporate energy efficiency into its 2030 energy objectives. The potential contribution of this option has been reinforced by concerns about the EU’s energy security in the light of the Ukraine c
	Polish coal sector under pressure
	Poland’s state-owned hard coal mining companies have been forced to the verge of bankruptcy. A combination of falling prices, international competition, declining domestic demand and rising production costs have seen them struggle to maintain liquidity. H
	Pipeline protection
	Pipelines represent large investments that need to operate at close to capacity over long periods of time. But they also provide attractive targets for terrorists, militants, oil thieves and dissatisfied host communities. Pipeline security cannot be solve
	Ukraine crisis escalates
	Algerian oil politics and corruption
	Russian oil: sanctions impact
	LNG fuelled shipping gathers pace
	Energy efficiency in the EU
	Polish coal sector under pressure
	Pipeline protection

