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ABSTRACT 
 

Russia’s choice for gas export diversification has been precipitated by sundry factors. Most of all, it has 
been a result of combined ramifications of (adverse for Russia’s state-intensive economic system) 
changes in the EU regulation of its intra-regional gas markets, which started in 2009 and were taken 
even further in 2015; imposed in 2014 by the developed economies sanctions targeting mostly Russia’s 
vitally important energy sector; and the collapse of oil prices in the global market in 2014, which after 
a certain lag affected gas prices. Centring on the first two groups of factors as being relatively more 
controllable by Russia, this article seeks to examine whether Russia’s diversification strategy can be 
instrumental in overcoming the negative effects of the imposed by the West economic sanctions and the 
weakened institutional similarity as relates to Russia-EU gas relations. The diversification infers the 
rerouting of Russia’s traditional gas links with Europe to eliminate transit via Ukraine and the 
expansion towards new markets in Asia. The article reviews theoretical assumptions relating to the 
external drivers for institutional changes and the effects of economic sanctions on a targeted economy. 
Drawing upon available empirical evidences, the effects of the two groups of factors on Russia’s 
diversification strategy are delineated. The payoffs of the diversification strategy and the avenues for 
its optimisation are discussed. The article concludes that while it is too early to assess comprehensively 
the effectiveness of Russia’s course towards pipeline gas export diversification, further research is 
indispensable in order to assist all the sides concerned to improve the outcomes of their interactions. 
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Introduction  

 
Before 2014, the phrase “diversification of Russia’s gas export” would 

unambiguously have been understood as a shift towards Asia. Contemporary notion, 
however, involves the shifts along both European and Asian dimensions. 
Interestingly enough, if previously it was Russia’s pipeline gas exports to Europe 
that could have been characterised as relatively stable or at least predictable, the 
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current EU’s macroeconomic dynamics and regulatory reforms of intra-regional gas 
markets, as well as an array of Russia’s recent rather surprising moves - scrapping 
the South Stream for the Turkish Stream (TS) in December 2014 and announcing 
the Nord Stream-2 (NS-2) in June 2015 - have largely changed that. In rough 
features, in pursuance of pipeline export diversification vis-à-vis Europe, Russia 
may follow one of the scenarios: Russia’s Gazprom (together with other companies 
interested) may construct the Turkish Stream and the Nord Stream-2; alternatively, 
only one of these two pipelines may be implemented; or (and this is also probable) 
none of the pipelines may be built and Russia-EU will continue to rely on the 
existing infrastructure, including transit facilities in Ukraine. In Russia’s view, the 
former two scenarios are preferable as they help eliminate/ lessen the risks of transit 
via Ukraine and establish new export (business) model compatible with the EU’s 
gas markets harmonisation reform.  

 
The goal of expansion into the Asian gas markets has been articulated in 

Russia’s Energy Strategies 2020 and 2030 (adopted in 2003 and 2009, respectively) 
(Shadrina 2014a). The draft of Russia’s new Energy Strategy to 2035 (to be adopted 
in 2015) sets ambitious goals for Russia’s gas exports to the Asian markets: 31 per 
cent of Russia’s total gas exports by 2035 from the current level of about 6 per cent 
(Shadrina 2015c). Importantly, the idea of energy export diversification towards 
Asia is partially informed by the concern about domestic economic dynamics (or, 
more accurately, a lack thereof) and is incorporated into a broader vision of Russia’s 
eastern regions economic development (Karaganov et al., 2012, 2014, 2015; 
Shadrina 2014a). This reasoning together with the necessity to counter the negative 
ramifications of the introduced by the developed economies targeted sanctions in 
2014 and the (adverse as relates to Russia’s state-intensive economic system) 
changes in the EU regulation of its gas markets since 2009, have prompted Russia 
to intensify its efforts in Asia. On May 21, 2014, Russia eventually reached the 
agreement with China to construct the Power of Siberia (PoS) pipeline, which 
symbolised the beginning of long-awaited Asian era in the history of Russia’s 
pipeline gas exports. Later that year, mutual interest to resume negotiations over the 
Altai gas pipeline was reaffirmed adding credibility to Russia’s diversification plans. 
However, Russia’s recent initiatives signal that diversification does not imply 
shifting away from Europe,1 it rather signifies Russia’s attempt to develop more 
geographically balanced pattern of pipeline gas export.   
 

1 Медведев: поставки газа в Китай не обесценят сотрудничество с Европой, Oil Capital. July 
24, 2015 (http://m.oilcapital.ru/export/271607.html, retrieved July 24, 2015). 
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The article concerns to develop a framework for the analysis of Russia’s 
gas export strategy as relates to its post-2014 transformations. Drawing on the earlier 
work (Shadrina 2014ab, 2015 a), this article treats sanctions and the EU’s Energy 
Union developments as external triggers that change institutional environment and 
institutional arrangements of Russia’s gas policy. These, in turn, weaken the existing 
Gazprom’s gas export model and inform additional impetus for diversification.   
 

The primary question the article addresses is whether Russia’s 
diversification strategy can be instrumental in overcoming the negative effects of 
the imposed by the West economic sanctions and the weakened institutional 
similarity as relates to Russia-EU gas relations. In doing so, the article reviews 
theoretical assumptions relating to the effects of economic sanctions on a targeted 
economy and the external drivers for institutional changes. Drawing upon available 
empirical evidences, the effects of these two groups of factors on Russia’s choice to 
diversify are examined. The payoffs of the diversification strategy and the avenues 
for its optimisation are discussed. It is an exploratory article, which does not aim to 
answer the main question empirically, rather it intends to draw a sketch of how such 
an inquiry can be structured. Even though it is too early to assess comprehensively 
the effectiveness of Russia’s strategy for gas export diversification, a research of this 
kind is indispensable in order to assist all the sides concerned to better assess 
potential outcomes and improve the payoffs of their interactions. 

 
Russia’s Choices to Diversify   

 
Natural resources, most of all oil and gas, play vital role in Russian 

economy. Relatively insignificant in the early 1990s, the dependence on energy 
resources has been growing steadily; measured through the share of oil and gas 
revenues in Russia’s budget, it exceeded 50 per cent in 2014 (Figure 1). 
Traditionally, Russia’s oil sector has been making larger contributions to the 
revenues than the gas industry. In 2014, the latter is accounted for 11.58 per cent of 
oil and gas total revenues, which is nearly unchanged from 12.29 per cent in 2013 
and 10.86 per cent in 2012.      
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Figure 1: Russia’s Budget Revenues, % of GDP 

 
 
Source: Composed based on Исполнение федерального бюджета и бюджетов бюджетной 
системы Российской Федерации за 2014 год (предварительные итоги). Министерство 
финансов Российской Федерации. Москва, апрель 2015 (http://www.minfin.ru/common/upload/ 
library/2015/04/main/kniga%202014%20kolleg.pdf, retrieved July 30, 2015). 

 
The share of oil and gas in Russia’s total exports grew from just over 40 

per cent in the early 1990s to over 70 per cent in 2014 (Figure 2). Yet, using the 
indicator of natural resources rents, except for the period of 1993-2001, Russia’s oil 
sector has been much more efficient compared with the gas segment. Lately, natural 
gas rents have declined especially dramatically.      
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Figure 2: Russia’s Oil and Gas Rents2 and Fuel Exports, % of GDP 

 

Source: Composed based on World Development Indicators (http://databank.worldbank.org/data/ 
reports.aspx?source=2&series=NY.GDP.TOTL.RT.ZS,NY.GDP.PETR.RT.ZS,NY.GDP.NGAS.RT.Z
S,NY.GDP.COAL.RT.ZS,NY.GDP.MINR.RT.ZS,NY.GDP.FRST.RT.ZS#). 

 
Gas plays a special role in Russia’s economy. To ensure certain support to 

vulnerable low-income households and improve the competitiveness of domestic 
producers, the government continues to regulate gas prices. Therefore, the external 
demand helps Gazprom – the dominant producer and export monopolist – to 
compensate for the costs and limitations of such an uneconomic nature of the 
industry. Hence, Russia’s pipeline gas export has been traditionally oriented to the 
West. The history of (Soviet) Russian pipeline gas exports to the European markets 
dates back to the early 1980s. By the 2010s, however, various changes have 
stipulated the need for diversification.       

 
In this article, diversification is understood as Russia’s deliberate course 

intended to change the geographical composition of its pipeline gas export with the 
purpose to reduce the risks in the environment of enlarged uncertainty. Defining risk 
as fulfilling two conditions - there must be uncertainty about the potential outcomes 
from an event; and these outcomes must have utility3 - this study views Russia’s risk 
in gas export as originating from overdependence on the European markets. 
Declining absolutely and as relates to Russia-origin-gas demand in Europe signifies 

2 Natural resource rent is the total revenue, which can be generated from the extraction of the natural 
resource, less the cost of extracting the resource (including a normal return on investment to the 
extractive enterprise).  
3 Holton, Glyn A. (2004). Defining Risk, Financial Analysts Journal, 60 (6), 19-25. 
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a prospect of lessening export revenues for Russia, which can result in smaller 
budget revenues. Hence, Russia’s risk of pipeline gas export diversification concerns 
its ability to secure export revenues of value larger than prior to the diversification. 
In turn, uncertainty is linked with a problem of incomplete and/ or asymmetric 
information, which makes it hard to predict the sequence of events and the 
associated outcomes. Uncertainty is greatly contributed by the sanctions, 
developments involving the EU’s Energy Union (EU) and oil price dynamics. The 
scope of this study embraces the former two.  

 
When compared with the former Soviet economies, the European 

consumers in the far abroad4 purchase by far the most significant volumes of 
Russia’s gas (Figure 3). In 2014, Russia’s pipeline gas exports were 72.4 per cent 
far-abroad-bound and 56.7 per cent EU-oriented5 with the transit via Ukraine at its 
lowest. Russia’s gas composed 30.2 per cent in EU’s gas imports in 2014.6 However, 
while Turkey showed robust 7 per cent growth in import of Russia’s gas in 2014, 
European purchases declined by 11.5 per cent in the same year.7 Responding to 
sluggish demand in its major market – Europe, Gazprom produced 443.9 bcm of gas 
in 2014, significantly underusing its annual production capacity of 617 bcm.8,9 
 
 
 
 
 
 
 
 
 
 

4 This is commonly used by the Russian official statistics terminology; near abroad vs. far abroad to 
distinguish between the former Soviet republics and the rest of the European countries.  
5 Web-site of the Central Bank of Russia. 
6 “Gas Export and Enhancing Reliability of Gas Supply to Europe”, Gazprom’s Press Conference, 
June 9, 2015 (http://www.gazpromvideo.ru/en/gazprom-press-conferences/2015/export/, retrieved 
26 June 2015). 
7 Web-site of Eurogas. 
8 Полунин, Андрей (2015). Туркмения пытается вытеснить “Газпром” на восточном 
направлении, Caspian Barrel, 11 июля (http://caspianbarrel.org/?p=32352, retrieved July 11, 2015). 
9 Добыча «Газпрома» в 2015 году упадет до минимума в истории компании – 
Минэкономразвития, Интерфакс, 28.07.2015 
(http://www.vedomosti.ru/business/news/2015/07/28/602445-dobicha-gazproma-v-2015-g-upadet-
do-minimuma-v-istorii-kompanii---minekonomrazvitiya, accessed July 29, 2015).  
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Figure 3: Gazprom’s Gas Export to Europe 

  
Source: author, based on http://www.gazprom.ru/f/posts/38/513195/gazprom-investor-day-
presentation-2015.pdf and http://www.cbr.ru/statistics/print.aspx?file=credit_statistics/gas.htm&pid 
=svs&sid=vt3 

 
As far as the Asian markets are concerned, Gazprom, as is known, has no 

export pipeline facilities there, but plans to build such, targeting first of all China.10 
China’s gas demand has been growing rapidly (Figure 4) owing to economic growth 
and, more recently, because of the increasing role of natural gas in the country’s 
energy mix as part of the government’s vigorous efforts to tackle the problem of air 
pollution. However, China’s gas demand is certain to demonstrate declining growth 
rates to match its “new normal” rate of economic growth.         
 
 
 
 
 
 
 
  

10 “Gazprom in Eastern Russia, Entry into Asia-Pacific Markets”, Gazprom’s Press Conference. June 
16, 2015 (http://www.gazpromvideo.ru/en/gazprom-press-conferences/ 2015/pacific-rim/, retrieved 
26 June 2015). 
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Figure 4: China’s Gas Production, Consumption and Import, 1990-2014 (left-hand 
axis – bcm, right-hand axis - %) 

 
Source: author, based on BP Statistics and other sources. 

 
Concerned to address commercial risks associated with the EU’s pursuance 

of (disadvantageous for Russia) import diversification, as well as the risks of transit 
via Ukraine, and seeking new large and potentially growing markets, Russia has 
initiated the rerouting of its traditional pipeline links with Europe and the expansion 
towards new markets in Asia (Table 1, Maps 1 and 2). The former involves the 
construction of four lines of the TS, or, and what appears more likely to happen, 
only one line to serve Turkey’s demand exclusively; and the NS-2 to bring Russia’s 
gas directly to Germany. The latter implies building the PoS and PoS-2, with the 
probability being high for the second project to be postponed until China sees clearer 
its western provinces’ gas needs. Combined, these efforts in both west and east are 
believed to be instrumental in establishing Russia’s Eurasian gas pipeline network.   
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Table 1: Russia’s Recent Gas Pipeline Initiatives 
Europe Asia 
Turkish Stream (TS)  
proposed December 1, 2014: 
Gazprom and Botaş Petroleum 
Pipeline Corporation 
63 bcm/ 15.75 (for Turkey) + 15.75 
*3 (for Europe); €15.5 bn ($17.2 
bn); 1st line – end of 2016 
910 km (offshore)+180 km 
(onshore, Turkey) 
Russia (Russkaya) – Turkey 
(Kıyıköy) – Turkey/Greece (İpsala) 

Power of Siberia (PoS) 
agreed May 21, 2014: Gazprom and CNPC 
38 bcm/y ( 61 bcm); $55-70 bn, 1st stage – end of 2018 
3,177 km (3,968 km, after Kovyktinskoe is linked) (Kovykta, later 
stage) – Chayanda – Lensk  - Aldan – Olyokminsk – Neryungri – 
Skovorodino – Belogorsk – Blagovezchensk (China) – Birobidjan 
– Khabarovsk – Daljnerechensk (China) – Vladivostok – (South 
Korea - …) 

Chayandinskoe field – start 2018; reserves 1.2 tcm; gas extraction 
– 25 bn cm/y; Kovyktinskoe – start 2021; reserves 1.9 tcm, helium 3 
tn cm, gas condensate 77 mn t; gas extraction – 30-35 bn cm/y 

Nord Stream -2 (NS-2) 
announced June 18, 2015: Gazprom 
and E.ON, Royal Dutch Shell, 
OMV;  
1,224 km along NS; 2 lines 55 bcm; 
end of 2019 

Altai (PoS-2) 
confirmed May 8, 2015: Gazprom and CNPC 
30 bcm/y; $14 bn; 2018 
2,622 km: deposits in Yamal Nenets and Khanty Mansiisk 
Autonomous District, Tomsk and Novosibirsk Region, Altai Krai – 
Republic of Altai – Xinjiang region, Western China – West-East gas 
pipeline (Novosibirsk – Barnaul – Biisk – Gorno-Altaiisk  China)  

main field Yurubcheno-Tokhomskoe (reserves 709 bcm) and fields 
in Nadym Pur Taz region 

Source: Author, based on Gazprom’s official web-site information. 
 

Map 1: Russia’s Gas Pipelines and Azerbaijan’s TANAP and TAP for Europe  

 
Source: Adapted from VYGON Consulting. 
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Map 2: Russia’s China-oriented Gas Pipelines 

 
Source: http://rt.com/business/203087-putin-china-gas-deal/ 

 
Having attached “1” to denote the implementation of a respective proposed 

project and “0” to indicate the opposite case (Table 2), it is possible to realise the 
extent of uncertainty involved with Russia’s diversification plan;11 suffice it to say 
that there are 256 possible scenarios. Moreover, new initiatives to establish 
cooperative schemes (such as joint construction and exploitation of pipeline export 
infrastructure, co-exporting, swapping and so on) with other pipeline gas suppliers 
from the Caspian Sea region and Central Asia may make some corrections into 
Russia’s currently pursued vision of “independent” diversification.12    

 
  

11 Серов, 2015; Lossan, 2015. 
12 Создаётся азербайджано-российский газовый альянс [Sozdayotsya rossiisko-azerbaidzhanskii 
gazovyi aljyans], Caspian Barrel, July 12, 2015 (http://caspianbarrel.org/?p=32366, retrieved July 
12, 2015). 
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Table 2: Matrix of Scenarios of Diversification  
  Asia 

   
PoS 

 
PoS-2 

 
PoS & PoS-2 

E
ur

op
e 

 
TS  

[1,0] 
[1,0] 

[1,0] 
[1,0] 

[1,0] 
[1,0] 

 
TS,1 

[1,0] 
[1,0] 

[1,0] 
[1,0] 

[1,0] 
[1,0] 

 
NS-2 

 [1,0] 
[1,0] 

[1,0] 
[1,0] 

[1,0] 
[1,0] 

 
TS & NS-2 

[1,0] 
[1,0] 

[1,0] 
[1,0] 

[1,0] 
[1,0] 

 
TS,1 & NS-2 

[1,0] 
[1,0] 

[1,0] 
[1,0] 

[1,0] 
[1,0] 

Source: Author. 
 

Elements of the Analysis  
 

In the following, we rely on the notions of institutional environment (IE) 
and institutional arrangement (IA) (Davis and North, 1971: 6-7), understanding the 
former as a set of more fundamental political, social and legal rules that create the 
basis for production, exchange and distribution,13 and the latter as the ways in which 
economic actors interact. Alternatively, IE can be analogised to formal institutions 
and IA to informal ones. 

 
Formally speaking, institutions can be static or dynamic. The latter undergo 

transformations in two different ways: via evolution and spontaneous changes or via 
designed and managed processes (Williamson, 1996; North, 2005; Vatn, 2005). For 
institutional transformation to take place, the relationship between the scale of 
unanticipated shock and the size of accumulated institutional capital is crucial 
(Moriguchi, 2000:8). Institutional capital serves to preserve the continuity of IE, 
which tends to converge to a given equilibrium. The players accumulate knowledge 
and skills that reinforce and stabilize the existing IE. This is called the self-
reinforcing process of institutional development. Unanticipated shock, however, 
generates a shift in the strategic responses of the players. If a shock is sufficiently 

13 Contract law and property rights are the examples of the IE. 
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large relative to the size of accumulated institutional capital, the IE is likely to shift 
towards a new equilibrium causing institutional transformation. 

 
When engaged in the course of institutional change, the actors typically seek 

either improvement of efficiency or protection of their interest. Consequently, 
institutional changes are often analysed upon theoretical framework of transaction 
costs and vested interests. Institutions serve to reduce the transaction costs, more 
precisely, the ex post costs that result from the contracting. “Transaction economics is 
always … an exercise in comparative institutional analysis, comparing two or more 
feasible forms of organisation.” The efficacy of a form of organisation (market, 
hybrid, hierarchy or public bureau) “is examined in relation to the attributes of 
transactions” (Williamson, 1995: 185, 175). Transactions can be characterised by 
frequency (with which transactions recur), uncertainty (to which transactions are 
subject to), the degree of asset specificity and the ease of measurement. In transaction 
economics, mutual dependence between exchanging partners may cause opportunistic 
behaviour, unless they reflect the relevant contractual hazards (originating in assets 
specificity) in the terms of the exchange (price reflecting hazards and safeguards). As 
asset specificity increases and the needs for cooperative adaptation rise, markets give 
way to hybrids, which in turn give way to hierarchies (Williamson, 1995).  

 
Importantly, similar institutions (both political and economic) lead to similar 

policy preferences, and therefore less conflict (Souva, 2004). Institutions in Russia’s 
state-intensive economic system based upon “an institutionalised monopoly of the 
state, a ruled-ruler regime with a maintained rent appropriation” (Cohen, 2009: 40) 
display little similarity with those in the EU, but appear to be more compatible with 
those in China (Shadrina 2014a, 2015a; Karaganov et al., 2014).   

 
The article concerns Russia’s gas export diversification induced by 

institutional transformations relative to imposed economic sanctions and evolution 
of the EU’s intra-regional gas market regulations. 

 
Economic Sanctions and Associated Changes in Institutional Environment  

 
Russia’s gas policy evolves in response to the changes in IE (Shadrina, 

2014a, c, 2015a). Introduced in 2014 by the developed economies sanctions14 can 

14 For details see: Санкционные списки против российских граждан и компаний. RiaNovosti 
(http://ria.ru/politics/20140718/1016514535.html, retrieved July 23, 2014); Санкции в отношении 
России. RiaNovosti. July 31, 2015 (http://ria.ru/trend/eu_russia_sanctions_14032014/, retrieved 
July 23, 2014); and Ukraine-related Designations; Sectoral Sanctions Identifications. U. S. 
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be treated as a multi-factor parameter affecting IE of Russia’s gas export strategy 
(Shadrina, 2015e).  

 
Sanctions serve to express maximum disapproval of the target nation’s 

policies and are anticipated to weaken the military and/or economic potential of a 
targeted nation. In essence, sanctions serve to help transmit/impose policy 
preferences of one nation or group of nations (senders) on a target nation. Whether 
sanctions are imposed is a matter of costs - benefits equation as relates to both a 
target and a sender. Sanctions can be understood as resulting from incomplete and/ 
or asymmetrical information.    

 
Galtung defines sanctions “as actions initiated by one or more international 

actors (“the senders”) against one or more others (“the receivers”) with either or 
both of two purposes: to punish the receivers by depriving them of some value and/ 
or to make the receivers comply with certain norms the senders deem important” 
(1967: 379). While both purposes can be present, it is yet possible to distinguish 
which one is dominant. The term “economic sanctions” has no commonly agreed 
definition. Hufbauer, Schott, Elliott and Oegg define economic sanctions as the 
“deliberate, government inspired withdrawal, or threat of withdrawal, of customary 
trade or financial relations” (Hufbauer et al., 2007: 3).  

 
Sanctions literature is diverse. The domestic politics/ symbolic approach 

focuses on the politics within the sender and target countries (Kaempfer and 
Lowenberg, 2007). The signalling approach (Drezner, 2000; Pape, 1997) argues that 
in a world of imperfect information, substantial costs incurred by the sender (e.g., 
military expenses) can signal the intent that threats will be carried out. The conflict 
expectations model argues that if the sender and the target are adversaries, the target 
will be more reluctant to acquiesce under the pressure of economic sanctions 
because its concessions represent a transfer of political leverage to the sender, 
magnifying the long-term impact of the concession in the target’s eyes (Drezner, 
1999). Application of political economy approach enables employment of concepts 
of trade sanctions and disinvestment (Miyagawa, 1992; Kaempfer and Lowenberg, 
2007), interest group and game-theoretic constructs (Tsebelis, 1990). The 
voluminous literature is devoted to sanctions’ effects and effectiveness (Galtung, 
1967, 1996; Hufbauer et al., 1985, 1990, 2007; Drezner, 1990, 2011; Lopez and 
Cortright, 1995; Carim et al., 1999; Collins and Bowdoin, 1999; Kaempfer and 

Department of the Treasury. July 30, 2015 (http://www.treasury.gov/resource-center/ 
sanctions/OFAC-Enforcement/Pages/20150730.aspx, retrieved July 30, 2015). 
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Lowenberg, 2007; Tsebelis, 2009; Farzanegan et al., 2015 and so on).  
 

In the 1990s, the sanctions practices evolved to embrace the idea of 
targeted, or smart, sanctions, which include the freezing the offshore assets of the 
individual members of the target nation’s ruling elite, travel bans on government 
officials and wealthy business elite, restrictions on commercial transactions between 
the target nation’s companies in certain sectors with the outside world and so on. 
Smart sanctions are believed to be instrumental in putting pressure on a specific 
issue within objectionable behaviour group. Kaempfer and Lowenberg (1998, 2004, 
2007) applied public choice theory to examine the effectiveness of targeted 
sanctions. Game-theoretical framework has been used to estimate the incentives for 
both the sender and the target nation, examine scenario(s) and evaluate the payoffs 
of the two players involved (Tsebelis, 1990; Lacy and Niou, 2004; Hovi et al. 2005).  

 
Although targeted sanctions are designed in order to avoid significant 

humanitarian consequences, the empirical studies confirm that prolonged 
sanctioning practices unquestionably result in certain damage for the extended 
population (Hufbauer et al., 1997; Drezner, 2011; Farzanegan et al., 2015). The 
effects of targeted sanctions surpass the imaginary borders of political circles and 
business elite to toughen ordinary peoples’ lives. Quite logical, for instance, that oil 
embargoes and financial and technological sanctions on oil sector of an oil-
exporting economy eventually undermines the population’s well-being. Trade 
sanctions’ impact on economy is largely defined by price elasticity (Kaempfer and 
Lowenberg, 2007), and general economic equilibrium depends on elasticity of 
substitution and elasticity of transformation (Farzanegan et al., 2015). Economic 
decline in the targeted state impoverishes the lower classes and weakens the middle 
classes, while the regime shields and rewards the elites that support it. Sanctions 
typically cause the emigration of the intellectual elite. Sectorally, sanctions affecting 
transportation and financial sectors trigger profound consequences (Biersteker, 
Eckert and Tourinho, 2012). Between trade and financial sanctions, the latter are 
found to be much more potent (Hufbauer et al. 1990, 2007). Hence, economic 
sanctions have various effects on a target economy. Measuring the effectiveness of 
sanctions, however, is harder. Almost invariably, sanctions research confirm that 
targeted sanctions hardly succeed in coercing the receiver into making concessions 
(Galtung, 1967) and even if initially present, the negative effect tends to weaken 
after two years of sanctioning and eventually disappears due to the target economy’s 
adjustment to a new equilibrium (Dizaji and Bergeijk, 2013). Therefore, economic 
sanctions are generally seen as ineffective (Kampfer and Lowenberg, 2007; Nincic, 
2011). It is evidenced that while the targeted nation is often able to adapt to new 
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economic circumstances, popular discontent with sanctions more often translates to 
animosity toward the senders rather than the domestic leadership, producing the so-
called rally-around-the-flag effect (Galtung, 1967; Kampfer and Lowenberg, 2007). 
Similar effects of sanctions are observed in contemporary Russia.15  

 
Sanctions are not new to the Russian energy sector (Богатуров и 

Шаклеина, 2003; Борисова, 2014). In the early 1980s, the US initiated sanctions, 
which were, like nowadays, designed to target the Soviet Union’s (SU) fuel energy 
complex. Similarly to what is taking place now, the US have found the means to 
persuade Western European nations and Japan to join the punitive trade, financial 
and technological restrictions despite the fact that halting energy cooperation with 
the SU was against Europe’s and Japan’s commercial interests. If not for the US’s 
sanctions, the SU could have its first LNG plant constructed in Sakhalin by several 
decades earlier (杉本, 2015).        

 
In the course of the Ukrainian crisis, Russia-EU relations have significantly 

deteriorated across wide range of aspects, including energy. Condemning Russia’s 
position vis-à-vis the situation in Ukraine and seeing Russia responsible for the 
deepening Ukrainian conflict, the EU, as well as US, Canada, Australia, Norway, 
Japan and some other countries launched punitive sanctions against Russia in March 
2014. Initially, Russia’s gas sector was not targeted, which seems tenable given the 
role Russia plays as the EU’s gas supplier. However, some measures to restrict the 
activity of certain gas producing companies and businessmen were eventually 
imposed by the EU in September 2014.16  

 
Contemporary sanctions include trade, financial and technological 

restrictions (Table 3), which undoubtedly increase the transaction costs and result in 
various inefficiencies.  

 
  

15 See results of regular public polls: http://www.levada.ru/. 
16 The US introduced a larger scale of energy sector targeted sanctions as early as in July 2014. For 
more detail see: http://ria.ru/politics/20140718/1016514535.html#3 and http://ria.ru/trend/ 
eu_russia_sanctions_14032014/ (retrieved July 21, 2015) and Ćwiek-Karpowicz et al., 2015: 113-
150. 
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Table 3: Sanctions-Triggered Changes in IE for Russia’s Gas Policy 
Type  Measures  Effect Counter-measures  

Trade restrictions  Products under the EU’s deep water oil exploration 
restrictions => increasing technical and technological 
limitations   

Substitution by domestic 
supplies17,18 and imports 
from non-
(sanctions)senders 

Financial 
transactions 
restrictions  

Gazprombank, VTB Bank, VEB, Eximbank of Russia, Far 
East and Baikal Region Development Fund OJSC, Federal 
Center for Project Finance, etc. => lack of financial 
resources to fund exploration and production activity  

National Wealth Fund 
(NWF) funding,19 re-
orientation towards 
financing from non-
senders 

Bans on 
transactions with 
sanctioned 
entities  

Gazprom, Gazprom Neftj, Rosneft, Transneftj, 
Surgutneftegaz, Lukoil, Novatek, SJSC Vankorneftj, PJSC 
Verkhnechonskneftegaz, OJSC Angarsk Petrochemical 
Company, etc. => impossibility to continue wide-range 
cooperation with IOCs  

Diversification towards 
non-senders  

Restrictions in 
technology 
transfer  

Gazprom, Gazprom Neft, Lukoil, Rosneft, Surgutneftegas 
=> increasing technological insufficiency, especially in 
the segment of offshore “green fields” and non-traditional 
reserves    

Substitution by domestic 
supplies and imports from 
non-senders20 

Industry sector 
sanction list 

Line pipe, oil well drill pipe, mobile drilling derricks, etc.  Substitution by domestic 
supplies21,22 and imports 
from non-senders 

Travel 
restrictions  

Igorj Sechin (Rosneftj), Arkady, Boris and Roman 
Rotenbergs (Stroygazmontazh, etc.), Gennady Timchenko 
(Gunvor), etc. => limitations on companies’ transactions  

Re-orientation towards 
non-senders 

Source: Author. 

17 Импортозамещение обойдется в 1,5 трлн рублей [Importozameshchenie Oboidyotsya v 1.5 
Trilliona Rublei], Известия. April 2, 2015 (http://izvestia.ru/news/584888, retrieved June 2, 2015). 
18 Лабыкин, 2015. 
19 Лалетина, 2015. 
20 Российская "нефтянка" не может жить на западном обеспечении, Национальная 
Ассоциация нефтегазового сервиса. 12 июля 2015. (http://nangs.org/news/industry/rossijskaya-
neftyanka-ne-mozhet-zhit-na-zapadnom-obespechenii-1055, retrieved July 21, 2015).  
21 Об утверждении плана мероприятий по импорозамещению в отрасли нефтегазового 
машиностроения Российской Федерации [Ob Utverzhdenii Plana Meropriyatii po 
Importozameshcheniyu v Otrasli Mashinostroeniya Rossiiskoi Federatsii]. Министерство 
Промышленности и Торговли Российской Федерации. Приказ № 645. 16 марта 2015 
(http://minpromtorg.gov.ru/common/upload/files/docs/645.pdf, retrieved June 2, 2015). 
22 Самофалова, Ольга (2015). Санкции помогут вернуть в Россию производство нефтегазового 
оборудования”, [Sanktsii pomogut vernutj Rossii proizvodstvo neftegazovogo oborudovaniya] 
Взгляд, 11 марта (http://www.vz.ru/economy/2015/3/11/733772.html, retrieved March 12, 2015). 
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EU’s Harmonisation for Gas Market Regulation and Changes in Institutional 
Arrangements  

 
Specificity of assets in the energy sector has particular bearings because the 

inflexibility of the party which endures most of sunk costs creates a problem known 
as a hold-up problem. Gas disputes between Russia and Ukraine in 2006 and 2009 
are telling illustrations of this very nature. Lucidly, the only way to eliminate a hold-
up problem between the contracting parties is to jointly bear the sunk costs, thereby 
creating an authentic incentive for sharing the risks associated with the transactions 
with the asset. Transactions are embedded into uncertainties, both with respect to 
the behaviour of the contracting parties and with respect to the market 
developments. Because the frequency of interactions is inversely related to 
transaction costs, for the purpose of ease of regular dealings, the contracting parties 
create certain routines and implicit mutual understandings that reduce the need for 
formal enforcement mechanisms. Frequency is a quality of long-term (or at least 
long-term-oriented) relationship where ex ante – ex post gap is non-existent, 
negligible or manageable. In other words, to commit a long-term relationship the 
contracting parties need either to have homogeneous or very compatible formal and 
informal institutions or be ready to attune their differences to a mutually acceptable 
extent.  

 
Following this line, Russia’s diversification away from the European gas 

markets and towards the Asian consumers appears to be rational. As Russian 
supplier – Gazprom - faces growing uncertainties of demand in traditional European 
gas markets following the adoption of the EU’s Third Energy Package (TEP), it 
restructures its export portfolio to include Asia. Especially, Gazprom’s long-term 
contacts with the European customers have been increasingly challenged by the 
changing IE of the EU’s gas market.  

 
Starting from 2009, when the EU developed the TEP,23 Russia’s gas policy 

has been at sharp contrast with the EU’s course to harmonisation of regulation and 
integration of intra-regional gas markets. Gazprom’s business model for Europe has 
become incompatible with the proclaimed principles of strengthening the 
independence of regulators; establishment of the Agency for the Cooperation of 
Energy Regulators (ACER); development of cross-border cooperation between 
Transmission System Operators (TSO) and the creation of European Networks for 

23 Market Legislation Energy, European Commission (https://ec.europa.eu/energy/en/topics/markets-
and-consumers/market-legislation, retrieved July 12, 2015). 
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TSOs; and pursuance of transparency in retail markets to benefit consumers. In 
February 2015, the EU moved further and announced the creation of the Energy 
Union (EU) based upon such key pillars as energy security through solidarity, an 
integrated European energy market, increased energy efficiency, decarbonisation of 
the economy and intensified innovation. Gazprom realises that it needs to revise 
seriously its current business model for Europe, because such liberalisation and 
harmonisation of European intra-regional markets will certainly depress the EU’s 
demand for Russia’s gas if not immediately then over the medium to long term. 

 
Overall, progressively dynamic process of institutional changes towards 

integrated liberalised gas market in the EU has been contrasting with Russia’s 
incremental and path dependent statist approach to its gas policy. Indeed, although 
the introduction of bi-modal gas policy in December 2013 (Shadrina, 2014a) partly 
liberalised the segment of LNG exports,24 the monopolistic status of Gazprom in the 
pipeline gas sector and, in particular, in export of pipeline gas has been preserved. 

 
For a number of reasons, but mainly because of economic downturn and 

competition from new suppliers, Gazprom faces decreasing demand in Europe. 
Moreover, the European Commission makes it clear that if Gazprom intends to 
continue its exports to Europe, it shall transform its business model built upon long-
term contracts (LTCs), destination clauses, and oil indexation, in line with the EU 
gas market regulatory framework. In addition, the EU has been signalling that more 
constructive gas relations with Ukraine are very much anticipated.25 Initially 
Gazprom was rather firm about discontinuing the transit via Ukraine after the current 
contract expires in 2019,26 but recently it has been disclosed that the company 
examines the possibilities beyond 2019.27,28  

 
Attempting to retain its market share in Europe, Gazprom has been 

24 “Russia Approves LNG Export Liberalisation Law”, Argus Media, December 2, 2013. 
(https://www.argusmedia.com/News/Article?id=877545, retrieved December 2, 2013). 
25 EU Condemns Russia’s Plans to Ditch Gas Transit through Ukraine by 2019, RT, July 15, 2015 
(http://www.rt.com/business/273898-european-commission-ukraine-gas/, retrieved July 15, 2015). 
26 “Russia Has no Plans to Renew Contract for Gas Transit via Ukraine After 2019”, Oil & Gas 
Russia, April 14, 2015 (https://www.oilandgaseurasia.com/en/news/russia-has-no-plans-renew-
contract-gas-transit-ukraine-after-2019-%E2%80%94-minister#sthash.l2Z7XOG0.dpuf, retrieved 
July 12, 2015). 
27 “Putin Instructed Gazprom to Conduct Talks with Ukraine on Gas Transit after 2019”, Caspian 
Barrel, June 29, 2015 (http://caspianbarrel.org/?p=32053, retrieved July 12, 2015). 
28 Lossan, Alexei (2015). “Why Gazprom became so flexible?”, Russia beyond the Headlines, July 
6, 2015 (http://asia.rbth.com/business/2015/07/06/why_gazprom_became_so_flexible_47497.html, 
retrieved July 20, 2015). 
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demonstrating particular flexibility in pricing mechanisms. If, a result of adjustment 
of its business practises, Gazprom’s gas is transparently priced and competitive, 
there is no economic reasoning for the European consumers to reject these offers 
over the Eurasian pipeline gas and LNG imports from Qatar, Australia or the US. 

 
Effects of Sanctions and EU’s Gas Market Harmonisation on Russia’s Gas 
Sector  

 
The St. Petersburg Economic Forum (Forum) in June 2015 revealed a wary 

attitude of western business to the Russian economy under sanctions. The total value 
of the deals concluded at the 2015 Forum was estimated at $5.4 bn, or by $2bn less 
than in 2014. The sanctions exposed especially critical dependency of Russia’s 
energy sector on foreign technology. Ministry of Energy assesses the share of 
Russia’s own technologies for the development of traditional oil and gas deposits at 
80 per cent, for hard-to-extract hydrocarbon resources - at 40-60 per cent and for 
shelf (offshore) resources at less than 20 per cent.29  

 
Under the sanctions, Russian energy companies have been hoping to 

receive the national government support through the means of the NWF (not much 
was actually allotted30), as well as via the funding for import-substitution programs 
managed by the Ministry of Economic Development (Shadrina 2015e). Also, 
domestic energy companies themselves have been inventive in their attempts to 
bypass the imposed restrictions.31 Yet, the combined effect of sanctions, EU’s 
reforms and declining energy prices can be clearly sensed through the progress of 
recently proposed gas projects (Table 4).     
 
  

29 Лабыкин, Александр (2015). “Долгий путь к своим” [Dolgii Putj k Svoim]. Эксперт, March 
14 (http://expert.ru/expert/2015/12/dolgij-put-k-svoim/, retrieved June 23, 2015). 
30 Минфин затягивает выделение средств ФНБ нефтяным компаниям, Пронедра, 3 июня 2015 
(http://pronedra.ru/oil/2015/06/03/minfin-ekonomit-denigi-fnb/, retrieved July 3, 2015). 
31 Лабыкин, Александр (2014). “В санкциях полно лазеек” [V sanktsiyah polno lazeek] Эксперт, 
№ 40 (917), 29 сентября (http://expert.ru/expert/2014/40/v-sanktsiyah-polno-lazeek/, retrieved 
February 12, 2015).  
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Table 4: Principal Developments in Russia’s Gas Sector (as of the end of July 2015) 
Com-
pany 

Re-
gion   

Started  High Probabil-
ity of Imple-
mentation  

Scrapped* 
or Post-
2020  

Recent Developments under Sanctions  

Gaz-
prom 
(GP) 

East  PoS gas 
pipeline, 
5 bcm/a 
commis-
sioning 
2018 

PoS-2 (Altai)  
 
3rd train LNG 
plant Sakhalin 
II, 5  Mt/y 

Vladivos-
tok, LNG 
plant, 5 
Mt/a (15 
Mt/y) 
 
 

PoS construction started in September 2014; 
CNPC started its part of PoS in Heihe in June 2015;  
PoS cost $55-70 bn; GP’s possibility to fund out of 
$25bn of CNPC’s advanced payment;  
negotiations on Altai (PoS-2) continue, agreement ex-
pected within 2015; 
Sakhalin-2 is the world’s most efficient LNG project 
(111% capacity)32. GP and Shell signed agreement on 
Sakhalin-s 3rd train on June 18, 2015.  
GP retains monopolist position in pipeline sector; GP’s 
main strategy is expansion of exports to China 

West   TS, 1 line 
(15.75 bcm), 
2016  
 
NS-2, 1 line 
(27.5 bcm), 
2019 

the South 
Stream* 
 
NS-2, 2nd 
line; TS 2-4 
lines 
 
Baltiisky  
LNG 8Mt/y 

TS: GP, Botas and others; GP started and stopped some 
construction works along former South Stream route;  
funding of $17.2 bn (€15.5bn) for the TS is unclear; 
NS-2: GP and Royal Dutch Shell (together with Ger-
many’s E.ON and Austria’s OMV) to fund 30% of 
$11.2bn (€9.9bn) and 70% - via bank loans.  

Rosneft 
(RN) 

East    Daljnevos-
tochny 
LNG plant 
5 Mt/a 
(15 Mt/y) 

RN sought access for its 8 bcm/y gas from Sakhalin I 
to GP infrastructure, but failed to receive it;  
RN sold 10% equity in Vankor to CNPC and offered 
10% to ONGC; 
RN agreed with BP on 20% equity (approx. $700m) in 
Taas-Yuryakh Neftegazodobycha, (JV) to further de-
velop Sredne-Botuobinskoye oil field (SPBEF-2015);   
affected by sanctions RN is less likely (compared to the 
prior to the sanctions) to succeed in its LNG strategy;  
oil may remain RN’s major business in the short-term; 
China is RN’s major and growing oil importer; 

West 
and 
East   

  (coopera-
tion with 
Alltech 
Group) Pe-
chora LNG 
10Mt/y 

RN seeks trial liberalisation of gas export from 2016; 
price liberalisation and export liberalisation with some 
elements of government regulation by 2019-2022; full 
liberalisation, including gas export by 2022-202533  

No-
vatek 
(NT) 

West 
and 
East   

Yamal, 
LNG 
plant 16.5 
Mt/y 

Arctic LNG 1, 
Arctic LNG 2, 
Arctic LNG 3 

 3 new Arctic LNG export projects approved 
13.10.2014;  
affected by sanctions NT is yet likely to proceed with 
its LNG business; 
NT concludes 23-yr 1 Mt/y contract with France’s 
ENGIE (f. GDF SUEZ) June 2, 2015 

Source: Author. 

32 Производство СПГ России объявлено самым эффективным, 24 июля 2015 
(http://icontrade.ru/information/news/?id=1083, retrieved July 25, 2015). 
33 Серов, Михаил и Папченкова Маргарита (2015). «Роснефть» хочет разделить «Газпром» и 
полностью лишить его экспортной монополии. Ведомости, 23.07.2015 (http://www. 
vedomosti.ru/business/articles/2015/07/23/601845-rosneft-hochet-razdelit-gazprom-i-polnostyu-
lishit-ego-eksportnoi-monopolii, retrieved July 25, 2015). 
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In the west, Russia faced serious setbacks in negotiations with Turkey over 
the TS. After the Parliamentary elections Turkey’s domestic political environment 
changed making it clear that the country will not accept a role of a mere transport 
corridor for the Russian gas. If any Europe-oriented project with Russian gas is to 
be implemented on the Turkish land, it would demand more profound engagement 
allowing Turkey to fulfil its longstanding aspirations for becoming a gas hub.34 
Manoeuvring to strengthen its negotiating position vis-à-vis Turkey, in June 2015 
Gazprom has announced that Royal Dutch Shell and its long-time gas buyers 
in Europe – Germany's E.ON and Austria's OMV – had agreed to build the NS-2 
project. The 9.9 bn euros ($11.2 bn) NS-2 is said to be financed in a manner similar 
to the NS: 30 per cent came from shareholders and 70 per cent - from the bank loans. 
Supported by the European energy companies, the latter, however, has no backing 
from the European energy authorities, which set a target of no more than 25 per cent 
of gas from one supplier as one of the criteria for geographical diversification.  

 
Gazprom is interested to maintain cooperation with its international 

counterparts. At the 2015 Forum Gazprom announced the agreement with Shell, 
which envisages an expansion of the firms' joint $20 bn Sakhalin II LNG plant in 
the form of 3rd train of annual capacity 10 Mt, as well as global upstream asset 
swaps.35 Yet, Total decided to return Gazprom its 25 per cent share in Shtokman 
Development AG, created in 2008 to develop the first phase of the Shtokman gas 
field. Sanctions is one of the reasons for such decision. Total is said to have received 
permission from the French government to work only on three projects in Russia: 
Yamal LNG, Kharyaginsky and Thermokarst deposits. Another reason for Total's 
pullout is the overproduction of gas in the American market, for which the Shtokman 
gas was originally intended. Experts believe that the project may regain international 
relevance in 5-7 years.36 

 
As far as gas cooperation with China is concerned, the PoS construction 

started in Russia’s Yakutia in September 2014, but the negotiations over the PoS-2 
(Altai) seem to have slowed down. The latter is largely affected by two factors: the 

34 Abay, Emre Gurkan (2015). “Major Obstacles Stand in way of 'Turkish Stream', Anadolu Agency. 
July 23, 2015 (http://aaenergyterminal.com/newsRegion.php?newsid=5913464, retrieved July 23, 
2015). 
35 “Russia’s Gazprom Building Global Alliance with Shell”, Moscow Times. 23 June 2015. (retrieved 
from http://www.themoscowtimes.com/business/article/russias-gazprom-building-global-alliance-
with-shell/524289.html, 26 June 2015). 
36 “France’s Total to Return 25% Stake in Shtokman Gas Field Project to Gazprom”, Sputnik News, 
24 June 2015 (retrieved from http://sputniknews.com/business/20150624/1023774908.html#ixzz3 
e4e91U5V, 25 June 2015). 
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uncertainty of gas demand in the circumstances of China’s decelerating economic 
growth; and the uncertainty about the future dynamics of energy prices. China 
appears to be willing to wait until these trends reveal more clarity. 

 
(How) Can Russia Optimise its Strategy for Gas Export Diversification?      

 
Figures 5 and 6 demonstrate fluctuations in Russia’s gas export. The 

volatility is especially significant for the indicators of value of export. Also, while 
the share of export in production remains relatively stable, the parameter “export 
growth/ production growth” displays great variability.  

 
Figure 5: Russia’s Gas Production and Export (volume, bcm and growth rate, %) 

 
Source: Author, based on http://minenergo.gov.ru/activity/gas/ and http://www.cbr.ru/statistics/ 
print.aspx?file=credit_statistics/gas.htm&pid=svs&sid=vt3. 
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Figure 6: Indicators of Volatility of Russia’s Gas Production and Export  
(%, left-hand axis and times, right-hand axis) 

 
 

Source: Author, based on and http://www.cbr.ru/statistics/print.aspx?file=credit_statistics/gas.htm 
&pid=svs&sid=vt3. 

 
Given that pipeline gas is entirely Europe/West-oriented, two principal 

aspects seem to be especially relevant for the optimisation of Gazprom’s 
diversification strategy; these are: improving cost efficiency and embracing 
competition. 

 
Several facts and figures may help assess the scale of the problem of 

efficiency. Most recent Russia’s gas policy and Gazprom’s decisions have at times 
been dubious, to say the least. Gazprom, for instance, has spent RUR 51.7 BN (about 
$880 mn) for simply keeping the Italian Saipem ready for the construction of, 
initially, the South Stream and later on of the TS. After Gazprom eventually 
terminated the contract in July 2015, Saipem intended to seek some penalty for the 
cancellation of the contract. What is more, Gazprom has already endured 
tremendous expenditures on the expansion of the domestic pipeline infrastructure to 
link with the TS (the Southern Corridor). These are assessed at RUR 279.2 bn ($4.66 
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bn) in 2011-2014 with a plan for 2015 at RUR 278 bn, which is currently put on 
hold. On total, Gazprom is said to have wasted RUR 2.4 trn (approximately $400 
bn) on unfeasible undertakings,37 this equals to current capitalisation of Rosneft.   

 
Speaking of transit, it needs to be understood that even if Gazprom 

eliminate Ukraine as a route for pumping natural gas to Europe after 2019, it will 
still need to cover about $1 bn in annual transit fees to Slovakia and Bulgaria with 
which it has contract till 2028 and 2030, respectively. The fact that Ukraine’s 
Naftogaz, earned about $2 bn in transit fees from Gazprom in 2014, which is equal 
to about 6 per cent of Ukraine's budget revenues (Gazprom generates about 8 per 
cent of Russia’s GDP) needs to be attended with more consideration by all the parties 
interested in finding a better solution for the European gas supply security. Also, 
Ukraine’s role in transit of Russia’s gas may require more impartial analysis, 
because the available data suggests that Gazprom spent $43 to ship each 1,000 cubic 
metres via the Nord Stream in 2014 compared to $33 via Ukraine.38 

 
To enable the Asian vector, Gazprom relies on the Russian government’s 

fiscal incentives.39 Starting from January 1, 2015, there is, for instance, zero 
severance tax rate for natural gas from the fields in Yakutia and Irkutsk Region for 
15-year term since the start of commercial production with further severance tax 
growth from 0.1 to a full rate during ten year. There is also zero corporate property 
tax rate for gas trunklines and constructions being their essential process part, gas 
production facilities, helium production and storage facilities located in Yakutia, the 
Irkutsk and Amur Regions until January 1, 2035. The total value of tax exemptions 
associated with the implementation of the PoS pipeline is estimated at $1 bn 
(Shadrina 2015a).  

 
Without a doubt, Gazprom has commercial interests to continue gas 

business in the European markets. The company has certain advantage here owing 
to geographical location. The Soviet era built infrastructure is operated at relatively 
low costs, while the extensions and new routes are gradually constructed. Since the 
end of 2014, both Russia and the EU have engaged into a marathon of new pipeline 
projections. Gazprom needs to understand that any project based upon the traditional 

37 Серов, Михаил (2015). «Газпром» пострадал от мании добычи. Ведомости, № 3883. 
29.07.2015 (http://www.vedomosti.ru/business/articles/2015/07/29/602559-gazprom-potratil-24-
trln-rub-na-nevostrebovannie-proekti#.VbhUZ2Flwa0.facebook, accessed July 29, 2015). 
38 Golubkova et al., 2015. 
39 On the Amendments to the Law of the Russian Federation on Subsoil Resources and Individual 
Legislative Acts of the Russian Federation. Federal Law No. 364-FZ. November 30, 2011.  
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business model has no chance to succeed in Europe. On the other hand, the EU needs 
to realise that fulfilling its target of “diversification away from Russia’s gas at any 
cost” is highly irrational as it requires building new infrastructure, especially in 
Eastern Europe, where the density of pipeline network is relatively low and the 
capacity of LNG terminals is insufficient. When counting the costs associated with 
the construction of new re-gasification terminals, long-distance pipelines to bring 
gas from Azerbaijan, Turkmenistan and possibly even from as far as Iran and Iraq, 
Russia’s supplies are more price competitive for European consumers. In addition, 
it is obvious that it will take some time for the alternative supplies to reach the 
volumes comparable with the current Gazprom’s exports. The rational way of doing 
business is to attempt to find mutually acceptable solutions for the institutional 
divergence.    

 
Despite higher production costs in Russia’s east, geographical proximity to 

the Asian consumers makes transportation costs relatively lower, which in turn 
promises certain price competitiveness. Overall, if, Russia-based gas producers 
(national and international) are seriously interested in developing their Asian 
portfolios they are likely to find export opportunities in both pipeline and LNG 
segments. 

 
Touching upon the issue of competition, a result of financial and 

technological sanctions on Russia’s largest energy companies as well as Russia’s 
LNG export liberalisation, the competition in the domestic gas sector is intensifying. 
Gazprom’s monopoly is increasingly challenged by the aspirations of its principal 
rivals to export to the European markets (Novatek, LNG) and Asian markets (both 
Novatek (LNG) and Rosneft (LNG and pipeline gas). So-called independent gas 
producers are also steadily gaining their share in Russian gas sector. It appears that 
Gazprom, which is accustomed to operate in monopolistic market, has no choice but 
to prepare itself for the transformations that competitive market demands from a 
supplier. In Europe, while attempting to pursue its new undertaking - Turkish Stream 
– in compliance with the EU’s Third Energy Package (TEP) regulations, Gazprom 
will first compete with Azerbaijani SOCAR promoting its TANAP and TAP gas 
pipelines and later on with more producers from Central Asia and beyond, which 
are likely to follow suit. By concluding the PoS gas pipeline deal with China’s 
CNPC, Gazprom proved its competitiveness vis-a-vis Central Asian exporters. The 
developments on the PoS-2 (Altai) pipeline will demonstrate whether Gazprom’s 
competitive advantage is sustainable. Even though China’s gas imports growth rates 
are declining gradually due to modest economic growth coupled with success in 
indigenous gas (coalbed methane and shale gas) development, the country depends 
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for over 30 per cent on imported gas (Shadrina 2014c). Importantly, the development 
of LNG receiving infrastructure does not defy the prospects for pipeline gas imports. 
China’s wariness concerning the security of sea-lanes is one of the determinants 
behind its decision to create a pipeline link with Russia. Central Asian supplies do 
not undermine Russia’s prospects in China, because as China expands its domestic 
West-East Pipeline (WEP) network, more gas is needed for its less developed 
provinces in northeast and northwest. No less important, Central Asian producers 
have also realised the benefits of export diversification and now are willing to direct 
some of their supplies to the European markets. 

   
Map 3: Gazprom’s Gas Export Destinations 

Source: http://www.gazprom.ru/f/posts/38/513195/gazprom-investor-day-presentation-2015.pdf. 
 
 Overall, the competition in the European and Asian markets does not bar 

Gazprom from entry into the markets. As diversification has become the principal 
strategy of all the players involved, every actor has a chance to succeed in a chosen 
market. The payoff is to be determined by the timeliness and efficiency of strategic 
moves. The most critical matter Gazprom needs to address, and this is equally vital 
for both European and Asian markets, is development of a business model that can 
help the company adapt to the ongoing gas market transformations. Although gas 
business is not a genuinely global market, it has certainly become more globalised 
with the supply-demand dynamics overcoming purely regional limits, which in turn 
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informs the expectations for a more transparent price (free from arbitrage 
component) and efficient pricing systems. In the west, Gazprom’s task is to adjust 
its business model to enable the continuation of gas relations with Europe in the 
long-run, while in the east the company needs to establish an effective strategy for 
the Chinese and even broader for other Asian markets.40 In either case, the success 
is to be defined by the capability to operate in the environment of intensifying price 
competition. Given Gazprom’s poor financial performance in 2014 and the 
beginning of 2015, the company needs to focus on strategically prudent investment 
decisions, financial discipline and cost-effective solutions. 

 
Conclusion  

 
The sanctions inflicted damage to Russia’s energy sector (and broader, 

spreading to the rest of its energy-dependent economy) and induced further 
transformation in Russia’s gas policy towards Asia (Shadrina, 2014b, 2015e). 
Diversification has been the dominant strategy for the EU’s and Russia’s energy 
policy even prior to the sanctions. What sanctions have brought is a significant 
change in the IE, which is why albeit not the cause of energy policy transformations, 
sanctions may yet be seen as facilitator of the latter.   

 
Asia’s role in Russia’s gas exports is projected to grow dramatically turning 

the region into Russia’s key market. Yet, Russia’s understanding of diversification 
does not exclude Europe. In the meantime, Russia and the EU appear to have 
engaged in the diversification rush at any cost, casting commercial reasoning and 
profit-maximisation logic aside. Russia’s determination to commence with the 
construction of the TS gas pipeline in the beginning of 2015 was not supported by 
feasibility studies, preparatory contractual work and in absence of an 
intergovernmental Russia-Turkey agreement. Uncertainty has been lingering about 
every aspect of the project. The EU, on the other hand, has been hurriedly 
negotiating supply terms with alternative pipeline gas exporters who possess the 
potential to ship not more than 10 bcm/y to the South European markets not earlier 
than by 2020.    

 
The TS appears to be expedient for Russia for several reasons (Shadrina, 

2015d). One of the most important impacts of the TS is that it can help Russia 
conduct a realistic Eurasian gas policy. Objectively, in a more competitive 

40 Серов, Михаил (2015). Алтайскую трубу некуда тянуть. Ведомости, № 3878. 22.07.2015 
(http://www.vedomosti.ru/business/articles/2015/07/22/601621-zaklyuchenie-vtorogo-gazovogo-
kontrakta-s-kitaem-otkladivaetsya, retrieved July 24, 2015) 
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environment, Gazprom needs to engage in cooperation with the Caspian and Central 
Asian, as well as with other possible suppliers for the Southern Gas Corridor (SGC) 
project. In turn, such cooperation among Russian and Central Asian exporters is 
likely to define the terms of their competition in the Chinese market while helping 
to determine the parameters of Russia’s Asian pipeline gas policy. This may prove 
to be the very way to transform the existing disconnected regional gas markets into 
a more coordinated marketplace with a more uniform price.    

 
Thus, the materialisation of diversification strategy requires certain 

institutional changes in the realm of Russia’s gas policy: more specifically, a 
transformation towards more genuine liberalisation of gas business in Russia, so that 
Gazprom would become more prepared to compete in the international markets.41  

 
Speaking beyond the scale of particular projects, the year 2015 has revealed 

an array of new opportunities for improving institutional cohesiveness in Asia. 
Russia, China and other members of the Shanghai Cooperation Organisation and 
BRICS have declared that energy cooperation becomes one of the area for 
coordinated policy and cooperation.42 The BRICS initiative for the New 
Development Bank and China’s Asian Infrastructure Investment Bank are vital for 
the financial support of such multilateral initiatives.    
 
 
 
  

41 Минэнерго выступило за сохранение монополии «Газпрома» на экспорт, 28.07.2015. 
Интерфакс/Ведомости (http://www.vedomosti.ru/business/news/2015/07/28/602483-minenergo-
vistupilo-za-sohranenie-monopolii-gazproma-na-eksport, accessed July 29, 2015). 

42 Лидеры стран БРИКС договорились о расширении сотрудничества в области энергетики и 
энергоэффективности. [Lidery stran BRIKS dogovorilisj o rashirenii sotrudnichestva v oblasti 
energetiki I energoeffektivnosti] Министерство Энергетики. 9 июля 2015. (http://minenergo. 
gov.ru/press/min_news/2935.html, retrieved July 10, 2015).  
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