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For the first time, European Gas Markets will 
provide an 18-month forward curve assessing 
the value of long-term gas supply contracts 
into Europe. The value of pipeline contracts 
into Germany from the Netherlands, Russia 
and Norway is assessed, along with the Al-
gerian LNG contract price into Spain. These 
forward contract prices are plotted against 
forward hub prices for a quick assessment 
of potential arbitrage opportunities between 
the two types of supply.

The increasing flexibility of supply con-
tracts and an increasing diversity of formulae 
have made assessments of individual con-
tracts less relevant. As well as higher numbers 
of competitors downstream sourcing gas 
from the upstream, there has been a sharp 
shift towards spot-price indexation in many 
contracts since the end of 2009.

European Gas Markets has launched its 
new contract price series to enable companies 
to navigate the shifting contract environment 
in a more practical way.

For more information on how the prices 
are calculated, please see our new methodol-
ogy, available on our website (http://www.
icis.com/heren/egm_methodology.htm).

Much of the gas sold throughout Europe is 
sold through traditional long-term contracts 
that are indexed to oil or oil products for 
delivery to a specific border point. And much 
of the gas sold through this long-term mar-

ket is the starting point for the physical gas 
traded on Europe’s growing number of spot 
markets.

Whereas hub-traded gas prices react to 
and reflect changes in the supply and de-
mand of Europe’s gas markets, prices paid by 
purchasers under long-term contracts do not, 
due to their link (or indexation) to different 
commodity markets – principally, oil and oil 

products – as well as other variables (such as 
coal, inflation and electricity). These price es-
calators are calculated with trailing averages 
(for example, oil prices over the past six to 
nine months), which further reduce response 
to price signals.

The seasonality that exists in hub prices – 
a fall in demand in summer months and a rise 
in demand in winter months – does not exist 
(at least, not to the same degree) in long-term 
contracts as a whole.

This lack of volatility among long-term 

contract prices is in stark contrast to hub prices 
(see Chart 1, comparing the German import 
price with the TTF month-ahead index price).

Similar price level regardless of source
Although the gas industry has a wide variety 
of long-term contracts in operation – since 
buyers and sellers agree terms that best suit 
their specific requirements and local market 
conditions – comparable indexation patterns 
found across the industry means that similar 
price levels for delivery to different border 
points are not unexpected.

For example, long-term contracts from 
Russia, Norway and the Netherlands have 
similar indexation patterns that include a 
large proportion of low-sulphur fuel oil and 
gasoil indexation, as well as a spot element, 
resulting in similar prices.

By contrast, the main determinant for Al-
gerian long-term contract prices is the crude 
oil price, while long-term gas sourced from UK 
fields is indexed to the NBP as well as general 
inflation indices, with a much smaller propor-
tion indexed to heavy and light fuel oil.

Spot versus long-term arbitrage
Where possible, traders look to arbitrage 
between the spot and long-term contract 
prices, which can diverge significantly. Chart 
2 illustrates the current arbitrage opportunity 
between the October price for long-term 
contracts delivered to four key border 
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points and the four most liquid gas hubs. 
Traditional long-term contracts also have 

a wider range of pricing arrangements, which 
include options to reduce offtake, and may 
include summer discounts, seasonal prices 
and options to take a proportion of gas at a 
spot or fixed price.

It is this flexibility that permits buyers 
under long-term contracts to respond to arbi-
trage opportunities between spot and long-
term contract prices: turning down volumes 
under long-term contract and substituting for 
spot gas at hubs or LNG where appropriate; 
or maximising long-term contract volumes 
where spot prices move above the long-term 
contract price, and profiting from the sale of 
any extra volumes on the spot market.

Previous big arbitrage opportunities
During the winter of 2005/2006, UK spot gas 
prices rose to exceptionally high levels – far 
above the oil-linked long-term contract price.

This was because of a number of factors, 
including market fears of a cold winter and po-
tential gas supply shortfalls, which pushed for-
ward prices for Q1 ’06 to previously unknown 
levels – above 70pence/therm, or even 90p/th 
during a price spike in November 2005.

In February 2006, the North Sea’s Rough 

gas storage site closed because of fire, ex-
acerbating a supply shortfall in the UK and 
spiking NBP spot prices.

Conversely, the global recession that 
began in the late 2000s pushed British and 
continental spot prices far below long-term 
contract prices – where they have remained 
ever since, thanks to lower demand and an 
oversupply situation exacerbated by extra 
LNG available because of North American 
unconventional gas production.

Pressure to drop oil link 
Although there have long been calls from 
regulators and new market entrants in 
particular encouraging the evolution of long-
term contract pricing towards gas indexation, 
the preference of oil indexation among 
producers and the European incumbents has 
prevented this from happening.

The oil link is as old as Europe’s gas in-
dustry itself. The original rationale was that 
consumers could switch from burning gas to 
burning oil products if given a price incentive 
to do so. Long-term contracts were negoti-
ated on a “competing fuels” basis, with fuel 
indexation introduced or altered as consump-
tion patterns changed across industrial and 
domestic end-users.

However, the ability of current gas con-
sumers to switch to oil products is far more 
limited. And this limited ability will continue 
to decline while European demand is driven 
by an expansion of gas-fired power plants – in 
particular, combined cycle gas turbine (CCGT) 
plants, which are designed to burn only gas. 
Although some gas-fired plants might be 
capable of burning oil in emergencies, doing 
so would shorten the life of the turbines, 
increase maintenance costs and cause them 
to run less efficiently.

Illusive hub liquidity
With the introduction of competition and 
liberalised gas markets in Europe, it was 
expected that long-term contract prices 
would, in turn, move from oil-indexed to gas-
indexed prices created by trading at one or 
more of Europe’s traded gas hubs (see map 
on following page).

This was the outcome in Britain, where 
long-term contract prices tend to have a 
greater indexation to the NBP, and in North 
America, where Henry Hub prices set the 
price for the whole country.

However, the slower progress towards 
competition and liberalisation seen in con-
tinental Europe (compared with Britain), is 
mirrored by the slower development of conti-
nental hubs, where overall liquidity (including 
total volumes traded and the churn rate) 
remain far below the NBP.

A caveat remains, however, that NBP 
liquidity was severely impacted by the de-
parture of many American players after the 
collapse of Enron in 2001, as well as the 
ensuing limitations on credit. NBP liquidity 
remains largely focused on the prompt and 
near curve, despite the fact that gas is traded 
up to 10 years ahead among a small number 
of large players, providing supporters of the 
continued use of oil indexation with an argu-
ment that spot-indexed contracts might still 
be open to price manipulation.

Such an argument is even more compel-
ling when looking at liquidity on the com-
paratively less developed continental hubs. 

But the long-held consensus that none 
of these hubs has sufficient liquidity to act 
as an acceptable index is being undermined 
as liquidity continues to rise and new hubs 
form. Some long-term pipeline contracts 
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for delivery of Russian and Norwegian gas 
already contain a spot element linked to the 
TTF, while some LNG deliveries into Zeebrugge 
are linked to the Zeebrugge hub.

A new approach to gas buying
In August, Klaus Schäfer, the new CEO of 
E.ON Ruhrgas said: “We have to make long-
term supply contracts future-proof, so that 
we can respond flexibly to the prevailing 
market situation.”

This view represents a radical departure 
from the traditional relationship between 
European buyers and their suppliers in gen-
eral – and from the Ruhrgas business model 
in particular.

It was also at odds with the company’s 
former head of gas supply, Jochen Weise 
(replaced by Hans-Peter Floren in August). 
According to those who knew him, he always 
supported the more traditional long-term rela-
tions with producers. This entailed only a very 
limited role for gas indexation. Oil indexation 
was preferable to gas, so the argument goes, 
as oil is the more deeply traded market. 

Weise was part of the camp that thinks 
that the current deviation of spot and oil 
prices are more of a temporary issue.

The new E.ON strategy to secure gas sup-
ply is far more trader-orientated. E.ON has 
made it known that it is keener on optimising 
trading between different commodities – for 
example, using spark spreads – than the 
traditional Ruhrgas model, which tried to 
keep gas and power separated, for trading 
purposes. It remains to be seen if this change 
is a temporary or permanent one.
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EUROPE’S TRADED GAS HUBS

Polish gas incumbent to raise output by 
300Mm³/year
Polish incumbent PGNiG is set to ramp up 
production of high-calorific gas by up to 300 
million cubic metres (Mm³)/year, it said on 12 
October. 

A nitrogen-removal facility and a nitrogen-
rich gas storage facility, which both opened 
on 12 October, will allow PGNiG to increase 
domestic production of nitrogen-rich gas that 
would otherwise not be able to enter the na-
tional grid as it has a lower calorific value.

Using the new facilities, PGNiG can now 
produce, store and most importantly convert 
a growing volume of nitrogen-rich gas into 
high-calorific gas.

The cost of the entire investment, includ-
ing the expansion of its gas wells in and 
around Wielichowo, was around zlotych (Zl) 
500m (€126m), PGNiG said. These wells have 
recoverable deposits of more than 3.5 billion 

cubic metres (Gm³), it is predicted, and will be 
able to produce 200–300Mm³/year.

The new storage facility at Bonikowo has 
cost Zl170m to build. The facility, which has 
a 200Mm³ capacity, can inject 1.68Mm³/day 
and withdraw 2.40Mm³/day.

The final part of the investment has 
been to build the nitrogen-removal facil-
ity in Grodzisk. Modelled on PGNiG’s other 
nitrogen-removal plant at Odolanów, it cost 
Zl120m.

According to PGNiG’s 2009 company 
results, last year it converted 1.12Gm³ of 
nitrogen-rich gas into high-calorific gas, an 
increase of 30% year on year. Combined 
domestic production of high-calorific gas and 
nitrogen-rich gas in 2009 was 4.11Gm³.

A byproduct of the nitrogen removal 
process, which involves treating the lower 

methane content gas at extremely low levels, 
also produces LNG, liquid and gas helium, 
and liquid nitrogen.

A small portion of Poland’s grid, oper-
ated by GAZ-SYSTEM, is designed solely for 
nitrogen-rich gas.

The Bonikowo storage unit will “stabilise 
the operation of the nitrogen-rich gas system 
and help improve managing production ca-
pacities of the neighbouring fields,” PGNiG 
said.

The company added that third parties 
would be entitled to capacity at the site, if 
they were distributors of the nitrogen-rich 
gas. ICIS Heren is not aware of any other 
company that sells this gas in Poland, how-
ever.

Last year PGNiG opened its first nitrogen-
rich storage unit, the 30Mm³ Daszewo facility.
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Will the current pressure to switch away from 
traditional oil indexation to gas indexation in 
long-term gas contracts continue?
The original rationale for the linkage of 
prices in long-term gas contracts to those of 
oil and oil products – that consumers could 
switch from burning gas to burning oil prod-
ucts if given a price incentive to do so – was 
justifiable in the early days of Europe’s gas 
markets thirty-plus years ago.

But the ability of current gas consumers 
to switch to oil products is far more limited. 
And this limited ability will continue to de-
cline while European demand is driven by 
an expansion of gas-fired power plants – in 
particular, CCGT plants, which are designed 
to burn gas only.

It is this decreasing relevance of oil and oil 
products and, therefore, price movements in 
those markets to Europe’s gas markets that 
has undermined the original rationale behind 
oil indexation.

More recently, proponents of oil indexa-
tion – including producers, exporters and 
incumbent utilities – have countered that 
no acceptable alternative to oil indexation is 
available for long-term gas contracts, since 
the lack of liquidity on continental hubs lays 
them open to price manipulation. Proponents 
also point to the benefit of the oil link as a 
hedging tool against risk.

But the argument that no suitably liquid 
continental hub exists for indexation in long-
term gas contracts is not a solid one. Many 
long-term gas contracts – including those 
for gas from Russia, Norway and the Neth-
erlands – use fuel oil as an escalator. Unlike 
gas oil – which has openly quoted prices and 
a verifiably liquid market – the fuel oil market 
is an illiquid physical market. 

As such, futures in fuel oil are not traded 
on an exchange, and the product gener-
ally suffers from price opacity. Second, the 
number of continental hubs, and the volume 

and churn rate at those hubs, continues to 
grow. This has pushed continental buyers – 
emboldened by cheap spot prices driven far 
below long-term contract prices, on the back 
of a demand slump and oversupply – to suc-
cessfully renegotiate price clauses to include 
a spot element.

But will this pressure continue once the 
wide gap between spot and long-term prices 
narrows? Interestingly, a byproduct of the 
current situation – where buyers under long-
term contract are forced to take and pay 
for volumes beyond their needs – means an 
increasing amount of gas is being traded on 
Europe’s hubs. This boosts liquidity at those 
hubs, and, in the medium term, makes them 
increasingly credible as a substitute price 
reference to traditional oil indexation.

Even though a move to gas indexation 
is a natural evolutionary step – albeit long 
overdue in the minds of those currently 
suffering under more expensive oil-indexed 
contracts – it will take years to become the 
norm across Europe. 

Its uptake will be quicker in northern 
Europe, where the most liquid hubs continue 
to flourish, thereby providing an increasingly 
viable alternative to oil indexation. But we 
shouldn’t underestimate the conservative cul-
ture within the wider European gas market, of 
both buyers and sellers, and their reluctance 
to change the status quo.

The current pressure to decouple gas con-
tracts from oil prices stems from the desire by 
consumers to pay less. If gas indexation did 
completely replace oil indexation at a time of 
oversupply, a consequent downward price 
shift would undoubtedly increase solidarity 
among exporters looking to improve their po-
sition, and to develop a more attractive price 
mechanism – possibly via a stronger GECF.

COMMENT

Back Page

1 Procter Street, Holborn, 
London WC1V 6EU, UK

Tel: +44 20 7911 1920
Fax: +44 20 7911 1851
Website: www.icis.com/heren
Email: info@icisheren.com
Enquiries
ICIS Heren Customer +44 20 7911 1919 
Support sales@icisheren.com

Head of Gas, Power, Emissions & Coal
Louise Boddy   +44 20 7911 1948 

louise.boddy@icisheren.com

Managing Editor, ICIS Heren
Katie Tucker    +44 20 7911 1946 

katie.tucker@icisheren.com

Commercial Director
Simon Platt     +44 20 7911 1957 

simon.platt@icis.com

Head of Design and Production
Alexis Rendell
Head of Sales
Richard Haddrell

Managing Editor, EGM
James Allpress  +44 20 7911 1943 

james.allpress@icis.com

Reporters
Reg Ajuonuma, Ed Cox, Zoe Double, 
Marie-Louise du Bois, Simon Ellis, Ben 
Essex, Domitille Lainey, Siobhan Lismore, 
Tomas Marzec-Manser, Christopher 
Noon, Filipe Rufino, Aura Sabadus, Isabel 
Save, Charles Shaw, Robert Songer, 
Freddie Staermose-Johnson, Jaime 
Stewart, Elizabeth Stonor, Manca Ulcar, 
Ben Wetherall, Katya Zapletnyuk

Production Editor
Joseph Williams  +44 20 7911 1944 

joseph.williams@icis.com
Production
Dan Bloch, Domini Down, Robert Evers, 
Joseph Gyure, Rachel Kemp, Fred Seelig
Sales and Marketing
Douglas Strien, Ilja Paskevic,  
Krystjan Chanerley, Kirsty Fleck, 
Emilie Bastrup, Briac Lemee

European  Gas Markets is published twice monthly by ICIS Heren, 1 Procter Street, Holborn, London WC1V 6EU, United Kingdom. ICIS Heren accept no liability for commercial decisions based on the content of this report. Unauthorised 
reproduction, onward transmission or copying of European Gas Markets in either its electronic or hard copy format is illegal. Should you require a licence or additional copies, please email us at sales@icisheren.com.
ISSN 1743-257X. ©2010 ICIS Heren

Proponents of oil 
indexation argue 
that no acceptable 

alternative is 
available


