INDUSTRY INSIGHT
OIL & GAS
September 2015

A Quiet Revolution in Central and Eastern Europe
Gas prices start to converge across the continent

Summary
Much of the recent focus of the gas industry in Europe has been on large gas projects such as the
Nabucco, South Stream and the Turkish stream gas pipelines. However, a number of less high profile
developments have taken place over the last three years in Central and Eastern Europe (CEE) and
these are likely to have a more profound and long-lasting effect on the region’s gas markets. These
developments have increased the flexibility of gas flows across the region, reducing dependence on
Russian gas and causing the price differentials between countries to narrow. Gas prices in the Czech
Republic and Slovakia have already converged to German gas hub prices and this trend is expected
to continue once the necessary infrastructure is installed and individual markets open up. In the
meantime, European hub prices and the price of LNG in the Atlantic basin will increasingly be used as
a ceiling for the price of Russian gas imports into Eastern Europe.

Security of supply concern drives infrastructure investments
Although much of the recent focus of the gas pipeline industry has been on large gas projects such as
the Nabucco, South Stream and the Turkish stream gas pipelines, a number of less high profile, but
much more revolutionary developments have taken place over the last three years in Central and
Eastern Europe (CEE). These developments have been prompted by security of supply concerns (the
region is largely dependent on a single source of gas, from Russia), concerns which have been
heightened by the cancellation of South Stream by Gazprom and the conflict between Ukraine and
Russia.
European Commission stress tests have identified missing infrastructure links and long-term supply
contracts to a single supplier as the principal causes of the region’s energy insecurity. In response,
the Commission and 15 CEE countries have created a regional priority infrastructure roadmap and
signed a Memorandum of Understanding to develop missing gas infrastructure and thus enhance the
diversification of gas supplies to the region.
Figure 1: Central Eastern Europe Reverse Flow Points (2015)
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REVERSE FLOWS TO CZECH REPUBLIC
Germany: Waidhaus
15.6 BCM/Y
Germany: Brandov
36.0 BCM/Y
Germany: Brandov
INTERR unlimited
Germany: Hora sv. Kateriny
9.1 BCM/Y
Poland: Cieszyn
0.5 BCM/Y
REVERSE FLOWS TO HUNGARY
Slovakia: Balassagyarmat
1.8 BCM/Y
Romania: Csanadpalota
0.1 BCM/Y
Austria: Mosonmagyarovar
4.5 BCM/Y
Croatia: Dravaszerdahely
6.9 BCM/Y

Source: IPA analysis
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Poland: Hermanvice
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6.1 BCM/Y

Reverse flows to Ukraine have changed the status quo for ever
Work on enhancing gas pipeline interconnections and reversing flows has been underway for a
number of years - principally since 2009, following Russia’s decision to cut supplies to the Ukraine
creating major gas shortages. Nearly all existing transit pipelines can now handle reverse flows,
enabling much greater flexibility in deliveries compared to just two years ago.
The total CEE reverse flow capacity now stands at about 147 bcm/year, while a further 42 bcm/year
of new interconnection capacity has been added within Eastern Europe and between Central and
Western Europe over the last five years.
One of the most profound changes has occurred on the 4,500 km long Brotherhood pipeline which
traditionally delivered Russian gas via the Ukraine, Slovakia and the Czech Republic to Western
Europe:


In April 2009, reverse flow work at Lanzhot in the Czech Republic allowed gas to be supplied to
Slovakia;



In November 2012, Poland completed work allowing it to dispatch 1.5 bcm/year of gas to Ukraine
through the Hermanowice transit point;



In April 2013, Hungary installed capacity to send 6.1 bcm/year of gas eastwards through the
Beregdaróc point;



In August 2014, Eustream rehabilitated a disused pipeline allowing it to export up to 14.6
bcm/year of gas to the Ukraine.

Slovakia has become the main gas trading hub in the region as a result of these developments.
However, Poland is now keen not to miss out on the new business opportunities and plans to
increase its ability to transport gas eastwards. In December 2014, Polish GAZ-SYSTEM and
Ukrtransgaz signed an agreement to develop a new cross-border bi-directional pipeline with capacity
of 8 bcm/year from Poland to Ukraine and 7 bcm/year from Ukraine to Poland. In future this could
allow Ukraine to import gas via the proposed Polish LNG terminal in Świnoujście and should serve as
a hub for balancing, storing and redistributing gas between Ukraine and Poland.

Ukraine can be largely independent from Russian gas supplies
In an attempt to reduce its dependence on Russian gas, Ukraine signed an agreement with Slovakia
in April 2014 to allow EU states to deliver gas to Ukraine through Slovakia. This has strengthened
Ukraine’s negotiating position with Russia and has already affected gas import prices as deliveries
from the West have proved to be cheaper than Russian gas delivered directly from Russia. For
example, Naftogaz reported that Ukraine paid $322.5/ thousand cubic meters (tcm) for gas from
Europe against an average of $335.7/tcm for gas from Russia in January 2015.
Figure 2: Natural gas exports to and from Ukraine, January 2012 – June 2015
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The signing of the agreement between Ukraine and Slovakia instigated a sharp fall in gas deliveries
from Russia to Slovakia (both for Slovak domestic consumption and transit to Austria and south east
Europe) in the second half of 2014 – they remained significantly below previous volumes in the first
quarter of 2015 but then recovered in the second quarter of 2015 compared to 2013 levels (see
Figure 3 below). However, as Ukraine suspended Russian imports in July 2015, the second half of
this year is likely to replicate the trend experienced in the second half of 2014.
Figure 3: Natural gas imports to Ukraine from Russia and Europe, July 2014 – June 2015
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Net4Gas and Eustream are also winners
Net4Gas and Eustream, the Czech and Slovak transmission system operators, lost a large proportion
of their core transit business when deliveries of Russian gas to Germany and France were diverted
via the Nord Stream in November 2011 (44 bcm/year of Russian gas used to flow from East to West
through the Brotherhood pipeline just five years ago). However, they have since acted to exploit new
business opportunities presented by these changes.
Net4Gas now transports some gas through its Gazelle pipeline from Nord Stream to Germany.
However, the greatest boost to its business has come from increased flows from the West to Slovakia
and Ukraine through the Brotherhood reverse flow pipeline. Further, since the take-or-pay clause was
removed from the Czech contract with Gazprom, the Czech Republic is largely importing gas for its
own needs from German hubs or from Norway, further boosting West to East gas flows.

Poland has achieved remarkable flexibility
Poland may have been a laggard in adopting the EU Energy Directive but the connectivity of its gas
network has increased significantly in recent years. The Polish transport operator, GAZ-SYSTEM, has
established interconnections with the gas systems in Germany, the Czech Republic, Slovakia and
Lithuania. It can now import up to 5.5 bcm/year of natural gas from Germany using virtual reversal on
the Yamal gas pipeline; along with a further 2.7 bcm/year of gas due to interruptible capacity being
offered at the Mallnow reversal. These changes mean that the country can now import over 90% of its
natural gas import needs from the West and the South.
GAZ-SYSTEM is also the owner of Polskie LNG which was established to construct the LNG terminal
in Świnoujście – it is expected that this will now fully come on stream in 2017. The company has
announced ambitious plans for the period to 2023 – it is planning to increase the capacity of existing
connections to Germany, the Czech Republic and Slovakia, to build new connections to Lithuania and
Denmark, and to construct some 2,000 km of new gas pipelines in the western, southern and eastern
parts of the country. Although some of the more costly projects are unlikely to go ahead, the building
of smaller connections will certainly enhance flexibility.

Hungary, Romania and Croatia are also getting connected
The Hungarian transmission company FGSZ has likewise been constructing new pipelines and
reverse flows to Croatia, Romania, Ukraine and Slovakia. In June 2011 a 6.9 bcm/year capacity
pipeline between Hungary and Croatia was completed; in April 2013, Hungary completed the reverse
flow on a pipeline to the Ukraine (with a capacity of 6.1 bcm/year); in February 2014, the first stage of
a bi-directional pipeline between Arad and Szeged in Romania was completed; while in July 2015 a
new pipeline connecting Slovakia and Hungary was also completed – the pipeline has a capacity of
4.5 bcm/year from Slovakia to Hungary and 1.8 bcm/year in reverse. FGSZ is also planning new
connections to Slovenia and Austria, both of which will be bi-directional and should be completed by
2017.

Increased connectivity will drive CEE gas prices towards European
gas hub prices
Gas in the Ukraine may have attracted most attention, but the changes to networks elsewhere in the
region (and the flexibility that this has provided) are likely to have a more profound and long-lasting
effect on gas markets, in particular in that the previous dependence on Russian gas supplies will
diminish. This is already having an effect on gas prices which have been moving towards the levels
set by European gas hubs.
Gas prices in CEE countries have tended to be set by each country’s relative dependence on Russian
gas, as dictated by the existing infrastructure and the relative state of their political relations with
Moscow. As a result, gas prices have tended to be higher in countries further east. However, the new
infrastructure is causing the price differentials between countries to narrow. Gas prices in the Czech
Republic and Slovakia have already converged to German gas hub prices – this trend is expected to
be seen in the rest of the region once the necessary infrastructure is installed and individual markets
open up.
Ironically, Russia’s rerouting of its gas exports through Nord Stream has created a commercial
rationale for the use of West to East and North to South gas supply infrastructure in Eastern Europe.
Moreover, with local gas companies expected to extract themselves from long-term supply contracts
for at least a part of their imports, these volumes will more and more be driven by purely commercial
considerations.
Slower progress in gas market liberalization and the dominant position of incumbents in some of the
CEE countries may slow this process, but the gate has now been opened to gas-to-gas competition in
CEE, despite the fact that much of the new flows are re-routed Russian gas. Nevertheless, even
before the region achieves full connectivity, both European hub prices and the price of LNG in the
Atlantic basin will increasingly be used as a ceiling for the price of Russian gas imports into Eastern
Europe.

How can our Oil, Gas & LNG Team help?
IPA provides advisory services along the full oil and gas value chain, upstream development to
downstream markets. We have a team of experts across the entire value chain in oil, gas and LNG
providing fundamentals analysis, providing regional and global insights and techno-economic
analysis.
What services have we provided in Central Europe?
The IPA team has helped a range of clients to develop strategies, understand markets and to identify
their risks. We have assisted our clients with everything from regional & global market insight,
bespoke market analysis and price forecasting for gas, oil, and refined products, market entry, project
evaluation and competitiveness analysis. IPA has experience of numerous international gas projects
and markets, with extensive experience in undertaking regulatory and project appraisals, economic
and financial analysis of the wholesale, network and retail aspects of the gas supply chain. Such
experience allows us to develop intuitive insights, provide robust and compelling advice, as well as
workable integrated solutions and recommendations.
Who do we work with and where?
IPA works with governments, national and independent oil and gas companies, utility companies,
private equity investors, banks, regulators and lawyers in the UK, Europe, Russia/CIS, Middle East,
Africa and Asia.
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