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Jinsok Sung?!

Implications of sectoral sanctions on Russia’s gas sector

Abstract

This paper considers the implications of Western economic sanctions on Russia’s natural gas sector.
Despite exposures to increased risk to the gas industry, companies in the sector accelerated
localization of imported technologies and moved into new markets. Recent evidence of this shift
includes the launch of pipeline gas exports to China in 2019 and development of LNG capabilities to
serve the global market.
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1. Introduction

The EU, the US and other countries have imposed sanctions on the Russian economy. The sanctions
target various industries in the Russian economy, including the energy sector. The economic impacts
of sanctions on the Russian economy have been examined by Gurvich and Prilepskiy (2015),
Korhonen, Simola and Solanko (2018), Barseghyan (2019) and others. A general finding of these
studies is that sanctions caused Russia to suffer an annual GDP loss of 0.2-0.7% (Simola, 2019).

EU and US sectoral sanctions on Russia’s oil sector focused on thwarting Russia’s plans for
production in Arctic off-shore areas and deepwater oil fields, as well as complicating Russian efforts
at shale-oil production. The selective targeting of Western sanctions on specific companies and
projects in the oil sector has been extensively analysed by Fjaertoft and Overland (2015), Guliyev
(2015) and Mitrova, Grushevenko and Malov (2018). These authors suggest that sanctions have had
little impact on Russian oil production and exports.

Russia was the world’s second largest producer and largest exporter of natural gas in 2019 (BP
Statistical Review of World Energy, 2020). By law, Gazprom, has exclusive rights over the export of
pipeline gas from Russia. Gazprom, Gazprom Export, Gazprom Gazonefteproduct Holdings, Rosneft,
Yamal LNG, Arctic LNG 1, Arctic LNG 2 and Arctic LNG 3 hold federal licenses for the export of
liquefied natural gas (LNG).?

As a part of its export strategy, NOVATEK is actively developing LNG exports projects on the
Yamal and Gydan peninsulas in the Arctic circle. Gazprom and Rosneft have LNG projects in the
planning phase or under construction. The Russian investment group A-Property plans to build a large
LNG export terminal on the coast of Khabarovsk region in the Russian Far East.®

Russia has vast potential for “small-scale” LNG exports based on stranded gas fields (mainly
small fields that cannot readily be connected to pipelines in East Siberia).* Indeed, small-scale LNG
exports by rail from the Republic of Sakha (Yakutia) to Mongolia began in 2019.° Given the
increasing importance of natural gas in the global energy market, the role of the gas industry for
Russian economy, as well as the emerging importance of LNG exports and the Russia’ major position
in the global gas market, the implications of sanctions on the Russian gas sector warrants discussion.

| start the discussion with an examination of the influence of economic sanctions on the gas
sector in Russia and how the gas industry has responded to the challenges from sanctions in recent
years. | then consider Russia’s development of local manufacturing capabilities and localization of
critical technologies to LNG production. Finally, I consider Russia’s diversification of markets to
strengthen the country’s role in the global LNG market and support the pivot to Asian energy markets,
particularly the Chinese market.

2 TASS: https://tass.ru/ekonomika/9984947.

% Interfax Russia: https://www.interfax-russia.ru/far-east/news/yakutiya-k-2022g-planiruet-vernutsya-k-rostu-
ekonomiki-za-schet-proektov-gazproma-a-properti-kolmara-polymetal-i-nordgold.

4 LNG projects are often classified according to production capacity, e.g. small-scale, mid-scale or large-scale LNG.
While production capacity parameters of small-, mid- and large-scale LNG projects varies by organization, typical
definitions are (i) small-scale LNG = production capacity less than 80,000 metric tons per year, (ii) mid-scale LNG =
100,000 to 2 million tons per year, and (iii) large-scale LNG = more than 2 million tons per year. Large-scale (or
“world-scale™) LNG projects target consumers in the global LNG market. Target consumers of small-scale and mid-
scale LNG projects are generally domestic or regional buyers (SKOLKOVO, 2018b).

> Gazprom Export: http://www.gazpromexport.com/en/presscenter/press/2406/.
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2. Western sectoral sanctions on the Russian oil and gas industry

EU and US sectoral sanctions focus on three sectors of the Russian economy. They include companies
in the energy, finance and military sectors. EU and US sanctions apply to selected companies in these
sectors or to specific Arctic offshore, deep-water or shale-oil projects.® While the US has imposed
sanctions on the oil and gas industry, the EU’s energy sector sanctions only target the oil industry.
EU and US sectoral sanctions were introduced in 2014 enacted by EU Council Decision
2014/512/CFSP and Executive Order 13662, respectively.

The initial sanctions decision by the European Council (Council Decision 2014/512/CFSP
issued in July 2014) was amended by Council Decision 2014/659/CFSP in September 2014 and EU
Council Decision 2014/872/CFSP in December 2014. The Council of the European Union has since
reviewed and extended the sanctions every six months.

US executive orders, i.e. orders signed by the US president, have been used to manage US
government action. Directives for US sanctions on Russia are set by the Office of Foreign Asset
Control (OFAC), which is part of the US Department of the Treasury. US sectoral sanctions are
specified under Executive Order 13662 issued in March 2014. Directives 1 and 2, issued in July 2014,
were amended in September 2014 and September 2017 in response to the Countering America’s
Adversaries Through Sanctions Act (CAATSA), which was signed into law by the US president in
August 2017. Directive 3 was issued in September 2014. Directive 4 was issued in September 2014
and revised in October 2017. It was followed by the Protecting Europe’s Energy Security Act (PEESA)
of 2019. The act was incorporated into the annual national defence spending bill, the National Defense
Authorization Act for Fiscal Year 2020 (NDAA).

Table 1 presents EU sanctions on oil sector in Russia. The EU finance sanction, defined by
Article 1 of the EU Council Decision 2014/872/CFSP, prohibits access of specified companies to EU
capital market financing instruments with maturities exceeding 30 days. The financing sanctions on
the energy sector apply to Gazpromneft, Rosneft, Transneft, as well as their subsidiaries directly or
indirectly owned with 50% or larger stake. The oil project sanctions do not specify any companies.
These sanctions were added to the EU sectoral sanction list in Council Decision 2014/659/CFSP of
September 2014. The EU oil project sanctions, defined by the Article 4 under Council Decision
2014/872/CFSP, restrict access to certain technologies and services that could potentially be used for
oil production and exploration in Russia’s deep-water areas (150m depth line), shale projects or Arctic
offshore oil projects.

Table 1. EU sanctions on Russia’s oil sector

Article 1 of Council Decision Restricted access of specified companies to EU capital market
2014/872/CFSP (amending Council Decisions | instruments with maturities exceeding 30 days.
2014/512/CFSP and 2014/659/CFSP)

Avrticle 4 of Council Decision Restrictions on certain technologies and services that can potentially
2014/872/CFSP (amending Council Decisions | be used for oil production and exploration in deepwater (depths of
2014/512/CFSP and 2014/659/CFSP) 150m or more), shale projects or Arctic offshore oil projects.

Sources: EU Council Decision 2014/512/CFSP, EU Council Decision 2014/659/CFSP, EU Council Decision
2014/872/CFSP.

6 US sanctions on Russia, Congressional Research Service (CRS) (2020).
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US sectoral sanctions are listed in Table 2. Directives 1 and 3 are financial sanctions on the financial
sector and defence industries. Directive 2 places a new financing sanction on the energy sector. It
applies to loans longer that 60 days after a 2017 revision from 90-day lending to Rosneft, Transneft,
NOVATEK and their various subsidiaries where those entities hold stakes of 50% or more. Directive
4 prohibits US companies from doing business with identified companies involved in development
of Russian deepwater (500 feet) areas, Arctic offshore projects, or shale projects with potential to
produce oil. The oil project sanction covers Gazprom, Lukoil, Surgutneftegaz, Rosneft and their
subsidiaries where those entities hold stakes of 50% or more (Tables 2 and 3). The directive was
expanded in 2017 to cover projects anywhere in the world where companies on the list held an
ownership interest of at least 33% or a majority of voting interests (CRS, 2020 and US Department
of the Treasury, 2020).

Table 2. US directives under Executive Order 13662

Directive 1 Restrictions to new equity investment and financing other than 14-day lending (previously 90 and
30 days) for identified entities in financial sector

Directive 2 Restrictions to new financing other than 60-day lending (previously 90-day lending) for identified
entities in energy sector

Directive 3 Restrictions to new financing other than 30-day lending for identified entities in defence sector

Directive 4 It prohibits U.S. trade, provision of a certain services and technology with identified entities related

to the development of Russian deepwater (500 feet), Arctic offshore, or shale projects that have the
potential to produce oil project and such projects worldwide in which those entities have an
ownership interest of at least 33% or a majority of voting interests (previously applied to projects
only in Russia)

Source: US Department of the Treasury (2020).

Companies and projects under US oil project sanctions (Directive 4) are subject to the Export
Administration Regulations (EAR), implemented by the Bureau of Industry and Security (BIS) of the
Department of Commerce. EAR forbids the export, re-export and transfer certain goods to the
companies under sanctions without obtaining a BIS license. PEESA, included in the NDAA for Fiscal
Year 2020 allows for the imposition of sanctions on companies providing pipe-laying vessels for the
construction of the Nord Stream 2 and TurkStream natural gas pipelines (CRS, 2020).

Table 3 summarizes Russian oil and gas companies under the EU and US sectoral sanctions.
The EU and US sectoral sanctions on oil sector have a similar structure as when the EU and US
reportedly worked in conjunction to develop sanctions in 2014. The restrictions included finance
sanctions on the energy sector and provision of services and technologies related to Arctic, offshore
and shale oil projects. The Russian gas sector, in contrast, is only affected by the US sanctions.
NOVATEK is listed on the sectoral finance sanction and Gazprom on the oil project sanction. The
Nord Stream 2 and TurkStream pipelines are targeted by the NDAA for Fiscal Year 2020 (CRS,
2020).
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Table 3. Russian oil and gas companies subject to EU and US sectoral sanctions

Company/project | Company EU sectoral | EU sectoral oil | US sectoral | US sectoral | NDAA for

(*subsidiary) ranking by | finance sanctions (no | finance oil project | Fiscal
size in Russia | sanctions companies sanction sanction Year 2020

specified)

Gazprom 1 X

*Gazpromneft X X

*Yuzhno- X

Kirinskoe field

*Nord Stream 2 X

*TurkStream X

Lukoil 2 X

Rosneft 3 X X X

Surgutneftegaz 6 X

Transneft 13 X X

NOVATEK 15 X

Sources: CRS (2020). The largest companies in Russia: https://www.rbc.ru/rbc500/.

All sectoral sanctions have had or could have direct or indirect influences on Russia’s oil and gas
sectors, and US sectoral sanctions have tended to expand and strengthen over time. Russia’s gas
industry is less vulnerable to sanctions than its oil industry, thanks to massive conventional gas fields
that are yet to be developed or just under development. While Russian gas companies possess
adequate experience and skills needs to develop these fields on their own, some gas projects have
nevertheless been affected directly or indirectly by sanctions.

3. Russian gas projects influenced by US sanctions

This section considers three gas projects affected by US sanctions.

3.1. Yamal LNG

Total S.A., a French oil and gas company, was the first international company to join the Yamal LNG
project, acquiring 20% stake in the project in 2011. Total was followed by the Chinese state oil
company China National Petroleum Corporation (CNPC), which acquired a 20% stake in 2014, and
the Silk Road Fund, which acquired a 9.9% stake in the project in 2015. NOVATEK retains 50.1%
of shares. NOVATEK, an operator of Yamal LNG, was added to the US sectorial sanction list during
2014 in the midst of construction of Yamal LNG. The move by the US treasury department limited
the access of participants to dollar-based loans. According to media reports, the sanctions created
risks of project delays and even provoked discussion of calling the whole thing off.” In any case, it
was clear Yamal LNG faced obstacles in financing the project.

The project’s financing difficulties were eventually resolved through the increased participation
of Chinese, European, Japanese and Russian entities. In 2015, Silk Road Fund, a Chinese state fund,
acquired a 9.9% of stake in the project, while Russia’s National Welfare Fund provided a loan of 150
billion rubles.® In 2016, Chinese and Japanese state banks and European banks signed credit deals

7 Financial Times: https://www.ft.com/content/3f638d74-956d-11e8-b67b-b8205561c3fe.
8 Silk Road Fund: http://www.silkroadfund.com.cn/enwap/27389/27391/31799/index.html.
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with the project (see Table 4). Loans from Chinese banks provided much of the necessary external
financing capital through separate credit deals worth 9.3 billion euros and 9.8 billion yuan reached
with Export-Import Bank of China and China Development Bank, respectively. That same year loans
worth 3.6 billion euros from Sherbank and Gazprombank of Russia were signed. Further, two smaller
credit deals with Intesa Sanpaolo and Japan Bank of International Corporation worth 0.75 billion and
0.2 billion euros were also secured in 2016. In 2017, a final loan deal for Yamal LNG worth 0.425
billion euros was jointly provided by Raiffeisen Bank International AG and Intesa Sanpaolo.

The cost of the project is $27 billion. Out of that total, $19 billion in loan deals from Russian
and international financial institutions make it the largest project financing in Russian history.® The
remaining $8 billion have been provided by NOVATEK and its international partners, TOTAL,
CNPC and the Silk Road Fund, who joined the project by acquiring stakes in the project in 2011,
2014 and 2015, respectively (Table 4). Despite early stage difficulties in financing due to the US
finance sanctions, Yamal LNG was able to begin its operation at the end of 2017 as planned.

Table 4. Financing structure of Yamal LNG

Entity Amount Year of signing
NOVATEK 50.1% of shares

Total 20% of shares 2011

CNPC 20% of shares 2014

Silk Road Fund 9.9% of shares 2015

Russia's National Welfare Fund RUB 150 billion loan | 2015

China Development Bank and the Export-Import Bank of China | EUR 9.3 billion loan | 2016
China Development Bank and the Export-Import Bank of China | CNY 9.8 billion loan | 2016

Gazprombank and Sberbank EUR 3.6 billion loan | 2016
Intesa Sanpaolo EUR 750 million loan | 2016
Japan Bank of International Cooperation EUR 200 million loan | 2016
Raiffeisen Bank International and Intesa Sanpaolo EUR 425 million loan | 2017

Sources: press releases of NOVATEK, Henderson and Yermakov (2019). Ownership stakes of 2015.
The reported loan deals do not include any shareholder stake in the Yamal LNG project.

3.2. Yuzhno-Kirinskoe field

The field, discovered in 2010, contains gas and gas-condensate sources. It is operated by Gazprom in
the Sea of Okhotsk (east of Sakhalin Island). It was classified as a deepwater oil project under US
sanctions in 2015, and is the only oil & gas field singled out by US sectoral sanctions. The field is
classified as oil project because gas condensate is often classified as oil. Commercial production at
the Yuzhno-Kirinskoe field was initially planned to commence in 2021, but now commissioning has
been pushed back to 2023.1° While there is no direct indication the postponement was caused by the
US sectoral sanctions, some media sources claim that difficulties in purchasing offshore equipment
delayed the project.

While Russia is the largest exporter of natural gas in the world, its current presence in the Asian
gas market has been limited. Therefore, together with pipeline gas export projects to China, such as
the operating Power of Siberia 1 and the proposed Power of Siberia 2, the field can be an important

 Henderson and Yermakov (2019).
10 TASS: https://tass.com/economy/961912.
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source for Russian exports to countries in the Asia Pacific region in future as it could be a feedstock
field for potential Vladivostok LNG, Sakhalin 2 LNG expansion and Sakhalin-China pipeline projects.

3.3. Nord Stream 2 pipeline

Construction of the Nord Stream 2 gas pipeline, which stretches from Ust-Luga in Leningradsky
region of Russia along the Baltic Sea bottom to Germany, began in 2018. Its financing deal was
signed with ENGIE (French), OMV (Austrian), Royal Dutch Shell (British-Dutch), Uniper
(German)*! and Wintershall Dea (German) in April 2017. Gas transmission was originally scheduled
for early 2020. However, commissioning was postponed after the imposition of the US sanctions on
the project in December 2019 under the NDAA for Fiscal Year 2020. The TurkStream gas pipeline,
which was also included on the US sanction list, nevertheless began to supply gas to Turkey in
January 2020.%?

Both CAATSA and the NDAA for Fiscal Year 2020 can be used to oppose new energy export
pipelines from Russia to the US allies. However, CAATSA was not used to counter the construction
of Nord Stream 2 (CRS, 2020).*® The NDAA for Fiscal Year 2020 resulted in the departure of
pipeline-laying vessels of the Swiss-Dutch company Allseas, which was taking part in the Nord
Stream 2 project. Allseas suspended its involvement in the project to avoid US sanctions. Nord
Stream 2 received its final necessary permissions for construction from Danish Energy Agency
(DEA). In July 2020, the DEA granted Nord Stream 2 a permit for resumption and completion of
the pipeline construction through Danish territorial waters. In October 2020, an operation permit of
the project was granted by DEA.* Although the project is currently on hold necessary permits are
in place and Nord Stream 2 can begin construction of the 160 km leg needed to finish the pipeline.
The US Congress is preparing an amendment to the NDAA for Fiscal Year 2021, which may
include additional sanctions on Nord Stream 2 and the onshore extension section of the TurkStream
string that runs from Bulgaria to Serbia and Hungary.®

4. Russian gas companies respond to sanctions

4.1. Localization of LNG technology and shipping capabilities

Western sanctions have made the substitution of critical foreign technologies with local production
imperative. Although sanctions do not apply to the technology used in gas production and LNG
facilities, Russian energy companies have actively responded to the risk of future sanctions by
developing their own LNG technology. The importance of domestically produced LNG technology
was emphasized in the government’s “Road Map” on localization of critically important equipment

1 In March 2020, Fortum, a Finnish energy company, became the majority owner of the company.

2 TurkStream has parallel strings of gas pipelines running from Russia to Turkey. The first string carries gas to Turkish
customers, The second string is dedicated to gas transmission to southern and southeastern Europe. TurkStream has an
aggregate throughput capacity of 31.5 billion cubic meters, or 15.75 billion cubic meters per string.

13 US Department of State: https://www.state.gov/caatsa-crieea-section-232-public-guidance/.

14 Danish Energy Agency:
https://www.en-press.ens.dk/pressreleases/nord-stream-2-ag-may-use-pipe-laying-vessels-with-anchors-3020058, and
https://en-press.ens.dk/pressreleases/permit-for-operation-of-the-nord-stream-2-project-is-granted-by-the-danish-
energy-agency-3039449.

15 TASS: https://www.tass.com/economy/1179067.
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for mid- and large-scale LNG projects and LNG carriers approved in 2019.16 At the moment, only a
few international companies have experience in the construction of large-scale LNG production
facilities and their technologies are used in LNG export plants around the world. These technologies
are incorporated in the Sakhalin 2 LNG and Yamal LNG facilities.

Table 5 shows companies with natural gas liquefaction technology. Key LNG technology areas
and equipment required for local production in Russia include liquefaction technology, gas turbines,
compressors and heat exchangers. As of 2020, liquefaction technologies developed by five companies
are commercially used for large-scale LNG plants operations: AirProducts (US), ConocoPhilips (US),
Shell (British-Dutch) and Linde (US/Germany) and Equinor (Norway).

Localization efforts of LNG technologies in Russia is led by NOVATEK. The company has
developed its own LNG liquefaction technology. This innovation, christened “Arctic Cascade,” will
first be incorporated in Yamal LNG’s 4™ train, which has a production capacity of 0.9 million metric
tons per year. Arctic Cascade is suited to cold environments, which is where all NOVATEK’s planned
LNG plants will be located. Arctic Cascade technology will be used in Obsky LNG’s three trains.’
The facility has a planned capacity of 1.6 million metric tons per year.'® Train 4 of Yamal LNG is
scheduled to begin operation at the end of 2020, while Obsky LNG is planned to come on stream in
2024. Gazprom is also developing its own liquefaction technology for large-scale LNG projects, but
has yet to apply it.

There is a larger selection of liquefaction technology for small-scale LNG projects. For example,
the Finnish company Wartsila provides solutions for various small-scale LNG plants around the world,
including LNG fuelling stations for trucks and ships. Air Liquide (France) is another well-known
provider of small-scale LNG solutions.

Table 5. Companies with natural gas liquefaction technology

Producers of natural gas liquefaction technologies for large- | Country
scale LNG projects

AirProducts us
ConocoPhilips us

Linde US-Germany
Equinor (formerly Statoil) Norway
Shell British-Dutch
*Gazprom Russia

Producers of natural gas liquefaction technologies for | Country
small- and mid-scale LNG plants (selected)

Air Liquide France
NOVATEK Russia
Wartsila Finland

Sources: Mid-scale LNG in Russia: Between the sky and earth, SKOLKOVO (2018b), Company websites and media
sources.
* Not yet applied to LNG projects in operation.

16 Ministry of Energy of the Russian Federation (2019): https://www.minenergo.gov.ru/node/7693.
17 The LNG train is the LNG plant’s liquefaction and purification facilities.
18 Henderson and Yermakov (2019).
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Table 6 shows LNG technologies and equipment adopted for Russian LNG projects. Most
liquefaction technology, compressors, heat exchangers and turbines are imported. While such
equipment is also produced in Russia, it has not been used because its capacity was inappropriate for
the LNG projects in question or otherwise not specifically suited. For example, the liquefaction
technology of Shell and AirProducts is used for Sakhalin 2 LNG and Yamal LNG trains 1,2 and 3.
NOVETEK?’s Arctic 2 LNG relies on Linde’s technology.

Russia’s import substitution policies in the LNG industry are gradually beginning to show
results. Liquefaction technology, heat exchangers and compressors, made by Russian companies, will
be part of NOVATEK’s Yamal LNG 4 and Obsky LNG, and there are increased prospects for import
substitution in future LNG projects. While mid-scale Yamal LNG 4 has succeeded in increasing its
share of domestically produced equipment and Obsky LNG is expected to boost its share of
domestically produced equipment, it is early to judge how successful the localization process in
energy industry has been as a whole.'® While Western sanctions have been the driving force of
development of domestically made products, it is likely that some localization would have taken place
without such pressure. In pipeline construction, for example, Russia is largely self-sufficient. In other
words, the technologies needed for LNG exports would likely have been developed, but more
gradually.

LNG carriers are another important aspect of large-scale LNG projects. For Yamal LNG, a fleet
of Arc7 ice-class LNG have been built by a consortium of Finnish, Korean and Russian companies.
The fleet navigate from ports on the Yamal peninsula through some of the coldest seas on earth. The
15 Arc7 ice-class carriers have been designed by the Finnish Aker Arctic and constructed in the
shipyards of Korea’s Daewoo Shipbuilding and Marine Engineering (Aker Arctic). The Finnish
Wartsila will provide navigational systems for five ice-breaking LNG tankers?® for Arctic LNG 2.
The Korean shipyard Samsung Heavy Industry, a technology partner of Zvezda shipyard in
Vladivostok, will assist in the manufacturing of the LNG carriers. Even with these Arctic-class
carriers, the Northern Sea route cannot be navigated during winter. NOVATEK is thus planning to
set up transshipment and storage terminal on the Kamchatka peninsula from which LNG cargoes can
be transported to Asian countries throughout the year. The transshipment terminal could eventually
operate as a regional transit hub and storage terminal for NOVATEK.

19 Kommersant: https://www.kommersant.ru/doc/4227287.

20 Wartsila: https://www.wartsila.com/media/news/16-07-2020-wartsila-to-equip-5-Ing-gas-carriers-with-fully-
integrated-bridge-systems-under-arctic-Ing-2-project-2747275.

Samsung Heavy Industry: http://www.samsungshi.com/Eng/pr/news_view.aspx?Seq=1125&mac=
bfb3750527f64b5¢3916171df8d48565.
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Table 6. List of companies at Russian LNG projects

Project Capacity  of | Liquefaction Heat Turbine Compressor Status
production technology exchanger
line, (million
tonnes)
A. Operational LNG projects
Sakhalin 2 | 4.8 (x2) Shell Linde GE Elliott Operational
LNG
Vysotsk LNG | 0.66 Air Liquide Caterpillar/Sol | REP Holdings | Operational
ar Turbines
Yamal LNG T | 5.5 (x3) AirProduct AirProduct GE/Baker GE/Baker Operational
1-3 Hughes Hughes
B. LNG projects under construction or in planning
Arctic 1 LNG | Approximatel In planning
y 20
Arctic2 LNG | 6.6 (x3) Linde GE/Baker Siemens Under
Hughes/ construction
Nuovo
Pignone
Baltic LNG 6.5(x2) In planning
Far East LNG | 6.2 In planning
Obskiy LNG 1.6 (x3) NOVATEK Zio-Podolsk Siemens Kazancompres | In planning
sormash
PortovayaLN | 1.5 Linde Linde Under
G construction
Vladivostok 15 Gazprom In planning
LNG
Yamal LNG T | 0.9 NOVATEK Zio  Pololsk/ Kazancompres | Under
4 Cryogenmash sormash construction

Sources: Company websites and media sources.

4.2. Acceleration of market diversification

Gas deliveries from the Soviet Union to Europe began in 1968. Up to 2009, Russian gas exports were
entirely dependent on the European market (with the exception of sales to CIS countries through
pipelines inherited from the Soviet Union). The inauguration of Sakhalin 2 LNG in 2009 heralded a
new era of serving Asian customers, primarily Japanese and Korean companies at the start.

US sanctions have sped up Russia’s pivot to Asia. The shift to China has been particularly
beneficial for Russia’s energy industry (Paik, 2015). Specifically, economic sanctions accelerated
Russia’s negotiations with China on the Power of Siberia pipeline, which had previously dragged on
for years. Today, gas is transmitted from eastern Siberia to northeastern China. The Power of Siberia
pipeline allows Russia to deliver a considerable amount of gas to its fastest growing market, and even
increase market share in China. The planned Power of Siberia 2 pipeline, which will run from Yamal
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peninsular to China through Mongolia, has reached the pre-investment stage. Its feasibility study is
currently being conducted.?

The changing global gas market has also contributed to market diversification. While European
import volumes are expected to grow over the short and medium term (due to falling European
domestic production), the long-term demand outlook for the European market is stable at best as the
market embrace of renewables is fairly strong. It makes sense for Russia to increase gas sales volumes
in Asia and the LNG market, especially given the demand of it huge neighbour and the rapid growth
of the global LNG market, which is being led by countries in the Asia Pacific region. Russia’s gas
export policy thus must adapt on multiple fronts to deal with these new realities. Regional
diversification gives Russia opportunities to more flexibly react to changes in the main European,
Chinese and LNG markets.??

5. Conclusions

Sectoral sanctions on Russia’s energy sector have so far had limited impact on the gas sector.
However, expanding sanctions raises the spectre of investor risk and complicates project preparations
and risk-management. US sanctions on Nord Stream 2, for example, were implemented surprisingly
late in the project, sending a signal to investors that a project at any stage of development could be
targeted. Some investment slack in the Russian gas sector has been taken up by Asian investors and
companies, but not entirely. Western energy majors still possess critical technologies and have proven
track records in successfully executing world-class energy projects.

The Russian gas industry faces the possibility of an intensified sanction regime, low commodity
prices (including oil & gas) resulting from increased competition and demand shocks (e.g. the Covid-
19 pandemic), as well as uncertainly in long-term demand caused by Europe’s fast-changing energy
environment. In Russia, these factors have spurred companies to master key technologies and produce
equipment locally to protect projects from external risks and to facilitate export diversification and
development of LNG export projects. Although export markets for Russian gas continue to diversify
and Russia has achieved a certain level of success in substituting foreign LNG technologies with local
innovations, sanctions show no signs of easing and the business risks facing investors show no signs
of abating.

21 Gazprom: https://www.gazprom.com/press/news/2020/march/article502475/.
22 Konoplyanik (2015).
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