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ANALYSIS

Russia’s Changing Gas Relationship with Europe
By James Henderson, Oxford

Abstract
Russia’s decision to cancel construction of the South Stream pipeline to Europe reflects a change in strategy 
toward its western customers. This change has been long in the making as Europe has sought to reduce its 
gas demand and diversify sources of supply away from Russia. Looking forward, Europe may indeed seek 
to import more Russian gas in the future, but then Russia may be in a stronger position since it will also be 
selling gas to Asian customers, particularly China.

Growing Pressure for Change
In one sense Russia’s interaction with Europe in the gas 
sector has never been stronger. Although gas exports 
to the continent in 2014 fell to 147 bcm (from a post-
Soviet high of 163 bcm in 2013), Russian gas neverthe-
less accounted for over 30% of supply to European cus-
tomers, a reflection not only of stagnating demand in 
the region and a lack of viable alternative sources of gas, 
but also of the importance of energy exports for Russia 
to its current western markets.

Despite these strong ties, however, Alexei Miller, the 
CEO of Russia’s monopoly pipeline gas exporter Gaz-
prom, strongly signalled in a statement issued in mid-
January 2015 that Russia sees a significant change in its 
role in the European gas market, asserting that:

“The principle of our strategy in relation to the 
European market is changing. The decision on 
stopping South Stream is the beginning of an end 
to our operation model of the market [sic] within 
which we oriented ourselves towards supplying 
[gas] to the end consumer… But you can’t win 
love by force. If the buyer doesn’t want the pur-
chase to be delivered home, well then perhaps he 
needs to get dressed and go to the store, and if it 
happens in winter, get dressed warmer. Well he 
could also take some package…which can well 
be the Third Energy Package, but what counts 
most is that it should not be empty. In our case 
the store is certainly the delivery point on the 
Turkish–Greek border.”1

Although the recent decision to cancel the South Steam 
pipeline project, which was due to bring 63 bcm of gas 
from Anapa, on the Russian Black Sea, to Varna, in 
Bulgaria, and from there on into South-East Europe, is 
the clearest manifestation of this change in strategy, in 
fact multiple catalysts have been building over the past 
decade towards a crescendo of disagreement between 
Gazprom and its European counterparts during the 
past 12 months. The origin of the current disputes and 

1 Interfax, 6 Dec 2014, “Europe will have to care about deliver-
ing Russian gas from Turkish border.”

the ultimate catalyst for action have been the same—
the issue of gas transit through Ukraine—but multi-
ple other factors have also been at work and it is impor-
tant to consider the history briefly before assessing the 
potential for future commercial and political relations.

Accumulating Disputes
Since the break-up of the Soviet Union in 1991, Russia 
and Ukraine have struggled to address the problem of 
transitioning from a situation where one country com-
bined significant state-owned gas reserves and a vast 
pipeline system stretching to the borders of Europe to a 
new reality where one country controls gas supply while 
another both relies on that supply and also has signifi-
cant influence over its delivery to important export cus-
tomers. Through the 1990s and early 2000s, Russia and 
Ukraine debated the balance of a fair gas price and cost 
of transit, with Gazprom always keen to see the price 
approach international levels, while Ukraine supported 
its need for low prices through its implicit strategic posi-
tion within the Russian sphere of influence and its pro-
vision of security of transport for Russian gas exports. 
Various remedies to the pricing issue were attempted, 
including the direct supply of Central Asian gas and 
the use of intermediaries, such as RosUkrEnergo and 
EuralTransGas, who provided a buffer for Gazprom in 
negotiations with Naftogas Ukrainy and the Ukrainian 
authorities. However, by the mid-2000s it had become 
clear that, with European gas prices rising rapidly in 
line with the oil price, Gazprom would need to take a 
direct hand in negotiations if the price discount enjoyed 
by Ukraine was to be reduced.

This new Russian strategy led to the start of a series 
of annual negotiations (normally held in late December) 
where the next year’s gas contract was discussed, includ-
ing agreements on price and volume. Given the impor-
tance of the outcome to both countries, the debates 
tended to continue to the very last moment, with the 
underlying threat of a cessation of supply from the Rus-
sian side matched by the threat of a cut in transit of 
exports to Europe by Ukraine. This threat finally mate-
rialised in 2006, when at the height of the annual dis-
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agreement, Ukraine started to syphon off gas intended 
for the European market, causing shortfalls in a number 
of countries in the south-east of the continent. Although 
no Gazprom customer suffered a complete cessation of 
supply, and the interruption was brief, and indeed was 
hardly noticed in some countries, the impact of the 
incident on Russian export strategy was profound. For 
President Putin, who is widely regarded as the primary 
driver behind Gazprom’s key decisions, it confirmed his 
view that Russia needed to continue its tactic of remov-
ing Ukrainian transit risk, already started via building 
the Yamal Europe pipeline, the Blue Stream pipeline to 
Turkey and the plans for the Nord Stream line across 
the Baltic Sea, by creating a new line through the Black 
Sea (South Stream) to finally free Russia of its reliance 
on a potentially disruptive neighbour.

This plan was re-confirmed in 2009, when a much 
more serious price dispute with Ukraine, catalysed by 
an initial agreement that would have seen Russian gas 
sold at, or even higher than, international prices that 
was subsequently rejected by a newly-elected Ukrainian 
government. Russia initially refused to supply gas to 
Ukraine unless it paid the agreed price, and then, fol-
lowing allegations of “theft” of gas by Ukraine to replace 
the lost volumes, supply through the pipe was shut down 
in its entirety, cutting off European customers for two 
weeks in the depths of harsh winter weather. However, 
although this dispute confirmed Russia’s “transit avoid-
ance strategy” and its plans for South Stream, it also 
caused deep concern in the EU over the security of Rus-
sian gas supply, and raised the question of the need to 
diversify to alternative sources as well as the imperative 
to enforce market rules to help the diversification process.

The announcement of the Third Energy Package 
(TEP) in 2011, which outlined the EU goal to create a 
liberalised gas market in Europe via the unbundling of 
vertically integrated gas companies and the imposition 
of third party access rules and publicised tariffs, marked 
the start of this progression, but also caused huge con-
cern for Gazprom as it would mean a significant shift 
in its traditional business model. In particular it threat-
ened its pricing structure, which had always been based 
on a long-term oil-linked methodology, and its plans for 
access to customers via controlled infrastructure. These 
issues became manifest in two clear ways. Firstly, Gaz-
prom’s use of the Nord Stream pipeline, running from 
the Leningrad region in Northwest Russia to the Bal-
tic coast in Germany, was interrupted by an EU Com-
petition Commission ruling that the onshore pipeline 
connected to it (OPAL) could not be monopolised by 
Gazprom, and limited use of its firm capacity to 50%. 
Gazprom argued that it was the only conceivable user 
of the pipeline and should have access to all 36bcm of 

capacity, but the EU remained firm and Gazprom’s abil-
ity to use Nord Stream was cut by 18bcm, leading to a 
long-running legal dispute which appeared to have been 
resolved prior to the Ukraine crisis, which then pre-
vented publication of the decision. Secondly, in 2012 DG 
COMP challenged Gazprom’s commercial practices and 
pricing methodology in eight Central and East Euro-
pean countries, alleging that it was preventing compe-
tition and abusing its monopoly position by charging 
high oil-linked prices. The case is ongoing, with an ini-
tial ruling expected in the first half of 2015.

Decreasing Demand and Growing 
Diversification
Furthermore, this increasing level of dispute between 
Gazprom and the EU has been taking place against 
a backdrop of declining European gas demand and 
increasing attempts to find alternative sources of gas 
supply. The most notable example of diversifiction is the 
planned arrival of 10bcm of Azeri gas via the TANAP 
and TAP pipelines from the end of this decade, while 
the continuing growth of shale gas production in the 
U.S. has provided increasing hope of LNG exports arriv-
ing at Henry Hub-linked prices from 2016. Meanwhile 
European gas demand has declined as a result of the 
continuing effects of the 2008/09 economic crisis and 
the rise in the use of renewable energy and cheap coal 
imports in a number of countries. This combination of 
measures has led to gas consumption falling from 577 
bcm in 2008 to 528 bcm in 2013,2 with the outlook 
for demand growth remaining relatively bleak, as most 
forecasters do not see demand recovering to 2008 lev-
els before the mid-2020s at the earliest.3

Within this context, Russia’s strategy of pursuing the 
South Stream project was seen as a potential threat to 
Europe, despite ostensibly solving the security of transit 
risk posed by Ukraine. Russia’s plans were seen as under-
mining European diversification plans in the south, but 
more overtly as a challenge to the TEP itself, because 
Gazprom signed a series of individual inter-governmen-
tal agreements with countries in south-east Europe that 
would have provided exclusive access for South Stream 
gas in contradiction to the new third party access rules. 
Essentially the EU made it clear that South Stream gas 
imported through any new onshore pipelines via EU 
countries such as Bulgaria, Hungary and Austria, would 
need to comply with TEP rules, which largely ignored 
the fact that rules on access to new capacity would not be 

2 Total for EU35 provided by Eurostat.
3 For example Honore, A. (2014), The Outlook for Natural Gas 

Demand in Europe, OIES, p.64, IEA World Energy Outlook 
2014, p. 139.
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finalised until 2018. Gazprom continued a debate with 
the European Commission and some progress towards 
a resolution appeared to be made until all discussions 
were halted by the annexation of Crimea and the start 
of the conflict in Ukraine in February/March 2014.

At this point all commercial negotiations on pipeline, 
supply and pricing issues were overwhelmed by politi-
cal priorities on both sides, with Gazprom asserting that 
it would continue to build South Stream regardless of 
EU objections. Meanwhile the Commission remained 
firm in its decision that the onshore section was illegal 
under TEP rules, and reinforced this decision by issu-
ing a statement of objections against the Bulgarian pro-
curement process for pipes, which brought construction 
to a halt in that country. For Gazprom, a crunch point 
was reached in December 2014, when the pipeline was 
on the point of being laid, with one string of pipe hav-
ing been purchased and already located at Varna, with 
another on order, and pipe-laying vessels having been 
contracted and ready to begin operations. At this point 
it became clear that a huge amount of money, already 
in shorter supply because of falling oil prices, could be 
wasted on a pipeline that might remain empty, or at 
least under-utilised, for years, so Russia decided in early 
December 2014 to cancel the project.

A Turning Point
However, far from implying a cessation of relations with 
Europe, the cancellation of South Stream looks to mark 
a turning point in Russia’s gas export strategy and a re-
assessment of its efforts across all its export markets. As 
Miller’s statement implies, Gazprom will continue to 
make its gas available to Europe, ostensibly on its own 
terms, but implicitly acknowledging the force of the 
TEP. At this early stage, when anger and annoyance 
at EU decisions is clearly driving Russian rhetoric, it is 
difficult to understand exactly what Gazprom intends 
or can achieve, but one clear message is that it plans to 
focus its efforts on Europe’s one expanding gas market, 
namely Turkey. It aims to ensure that it can supply this 
important customer without interruption, with the new 

“Turkish Stream” pipeline essentially using much of the 
South Stream route (and all of the purchased pipe) to 
deliver gas into the Istanbul region. In this way the 14 
bcm of gas that currently transits Ukraine before using 
the trans-Balkan pipeline to reach Turkey can be sent 
directly via the new pipeline. This will secure Turkish 
supply and provide the opportunity to expand sales as 
the market grows, and Gazprom hopes that it can also 
use Turkish Stream to send 10 bcm of gas into south-
east Europe by reversing the flow in the trans-Balkan 
line. Achieving this goal would imply the construction 
of two pipelines, covering from a half to the total 63bcm 

potential capacity of the line. It is unclear if this will 
be allowed under TEP rules, providing another possi-
ble area of dispute with the EU.

Gazprom’s other plan, to send all the gas it currently 
supplies to Europe via Ukraine to a new hub on the 
Turkey/Greece border, is equally questionable. It would 
imply the construction of a full 4-line Turkish Stream 
and would also rely on the construction of new inter-
connectors by independent operators on the European 
mainland to move the gas to end-users. In addition it 
could necessitate the re-negotiation of all of Gazprom’s 
existing supply contacts, if Miller really means what he 
says about providing Russian gas at a new Greek hub. 
Such an outcome may be inevitable in 2019, when Rus-
sia’s current transit agreement with Ukraine expires, and 
so Gazprom may just be anticipating this event, but in 
any case the discussion of a re-direction of some or all of 
the volumes currently passing through Ukraine involves 
some significant legal considerations. As stated earlier 
many of the initial Russian assertions on this issue need 
to be treated with caution as they are likely driven by 
anger at the EU as much as by logic, but nevertheless it 
would seem that the combination of weak gas demand, 
EU legislation, a sense that Russian gas is much less wel-
come in the EU and a re-assessment of the global gas 
market is changing Gazprom’s attitude towards Europe. 
Two other recent events in December 2014 would seem 
to confirm this view.

Firstly, Gazprom announced the cancellation of a 
deal with BASF under which it would have increased 
its stake in Wingas, a German gas marketing com-
pany with activities across Europe, from 50% to 100% 
in return for equity in upstream assets in West Sibe-
ria.4 This move essentially signalled the reversal of Gaz-
prom’s previous intention to market its gas to end users 
in Europe more aggressively, perhaps understanding that 
this might again attract the attention of the EU competi-
tion authorities. Secondly, Gazprom gave up its attempts 
to have the EU decision on access to the OPAL pipe-
line reversed by allowing a deadline for a renewal of the 
negotiations to pass at the end of the year.5 Again, this 
would appear to signal that Gazprom plans to take a 
more passive approach to its gas sales in Europe, essen-
tially implying to European buyers that the gas is avail-
able if it is wanted but that Gazprom is no longer going 
to actively press for access to specific infrastructure. To 
paraphrase Alexei Miller’s comments following the can-
cellation of South Stream, “you can’t force the buyer to 

4  Wall Street Journal, 18 Dec 2014, “BASF, Gazprom call off asset 
swap amid political tensions.”

5  Natural Gas Europe, 23 Dec 2014, “OPAL exemption process 
to be reset.”
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take your gas…if he doesn’t want it delivered to his bor-
der then he can come and get it from a hub of our choice.”

Given Europe’s clear antipathy towards Russia and a 
desire to reduce dependency on its gas, delivering supply 
to a distant hub would seem to be a rather risky strat-
egy, but Putin and Gazprom have reasons to be relatively 
confident in their stance. Firstly, the contractual com-
mitments between Gazprom and its European custom-
ers mean that gas exports are unlikely to decline much, 
if at all over the next decade. Secondly, even if those 
contracts were to be renegotiated as a result of Gaz-
prom’s new strategy, there is every likelihood that the 
European requirement for Russian gas will increase not 
decrease over the next 10–20 years, as demand rebounds 
from its current lows and indigenous supply continues 
to fall. Europe’s import requirement is likely to rise by 
as much as 100 bcm by 2030, and it is hard to see suf-
ficient alternatives to Russian gas that could meet this 
demand. As a result, Gazprom has an innate confidence 
that demand for its gas in the west will not decline over 
the longer term, but rather that its bargaining position 
could get much stronger over time.

Thirdly, Gazprom has developed a clear diversifica-
tion strategy involving the opening of a new market in 
the East, where demand is growing fast and imports are 
more urgently needed. The particular focus to date has 
been on the Chinese market, with the signing of one 
pipeline deal completed in May 2014 and the potential 
for a second at some point in 2015, which could see Rus-
sian exporting as much as 68bcm by the early 2020s.6 
Furthermore, although Gazprom’s LNG plans would 
currently seem to be on hold due to the impact of lower 
prices and sanctions, in future Russia could also start to 
supply Pacific markets via sea, and additional sales to 
China could also take place via an existing pipeline in 
the Far East of Russia from Sakhalin Island.

As a result, sanctions, Russia’s perception of EU leg-
islative tactics, Europe’s plans to reduce dependency on 
Gazprom and the outlook for European gas demand 
have finally spurred Gazprom into a commercially ratio-
nal gas export strategy spanning west and east that the 
company has been contemplating for more than a decade. 

The result is that, even in a worst case scenario in Europe 
where customers only buy Russian gas at the lower end 
of the take-or-pay range (assumed to be 70% in Fig-
ure 1 overleaf), Gazprom’s exports to non-CIS coun-
tries would dip to a low of 120 bcm for the next 2–3 
years before rebounding towards levels seen in 2013. In 
a more benign scenario, where European customers pur-
chase 100% of their contracted gas the figures would 
be as much as 50bcm per annum higher, showing the 
potential upside for Gazprom if Russia is correct about 
the future need for its gas in the West.

Conclusion
This analysis might suggest that it should be Europe that 
should be worried rather than Russia, especially as gas 
via the Altai pipeline to China will be coming from the 
same source as exports to the west, allowing for poten-
tial arbitrage. However, a more realistic outcome is that, 
while all sense of a strategic energy partnership between 
Russia and the EU has disappeared, in reality commer-
cial relations will remain strong. Russia will not want 
to become reliant on exports to a single powerful cus-
tomer, such as China, and will use its European options 
as a balancing item in the same way that sales to Asia are 
currently being used to make a geo-political and com-
mercial point to European leaders. Furthermore, total 
sales to Europe are likely to remain the biggest source of 
revenue for Gazprom, albeit that China could become 
the biggest single customer, and as a result, although 
the relationship between Russia and its customers in 
the west is likely to remain politically fractious for the 
foreseeable future, the mutual benefits of a rational com-
mercial outcome in the energy sector are likely to pre-
vent any significant breakdown in gas trade. Further-
more, if Gazprom does pursue a strategy of increased 
trading on hubs rather than delivery to end consumers, 
its powerful bargaining position as a low cost producer 
with vast gas resources close to Europe could ultimately 
result in an expanding market share over the long term 
rather than the decline which currently seems to be the 
EU’s preferred outcome.
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Further reading: please see overleaf

6 Financial Times, 10 Nov 2014, “Putin snubs Europe with Siberian gas deal that bolsters China ties”
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Figure 1: Potential Outlook for Russian Gas Exports to Europe and China (bcm)

Source: Author’s analysis
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