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Oil and Gas Prices
Record oil and gas prices

August 2005 – $70 per barrel
January – natural gas – $550 per 1000 cub. m.  
The tendency from the last weeks is the oil price to drop down to $60, which is connected with the seasonal decrease of oil demand after the winter in the northern  hemisphere and the stated by OPEC keeping production on the same level because of the high prices, as well as the statement of Iran that will not stop the oil supplies so that to oppose the pressure against its nuclear programme.
In the last weeks the price of gas in Great Britain also reached record levels, the reasons for this being the outage of the gas storage Rough, the outage of some of the fields in North Sea, the strikes in France, blocking the movements of tankers of LNG, and also the below-capacity works of the Interconnector.

Firm and irreversible tendencies towards increase of oil and gas prices because of:

· Accelerated global economic growth and increased demand in the developing regions like Asia. Each year the world demand for oil increases by 1,5% and of gas – by 2%.

· Decrease of the production in the producing regions like North Sea,  together with the decrease of free production capacities -  putting them in close proximity to the demand levels and  causing sensibility towards political instability, disasters and other accident factors;
· Increase of the import of the biggest consumers of oil and gas such as USA, China, Europe and Japan. The import takes about 50% of the consumption and will reach 70% by 2015.

· Necessity to invest for production increase
- for OPEC countries – about $100 billion will be invested for the period 2005 - 2010
in the development of new fields and production enhancement (half of the investments will be in Nigeria and Saudi Arabia);
- In the countries out of OPEC the leadership is hold by Russia. The boom in the production during last years decreased also because of the needed investments;
- Need for  investments for discovering new oil and gas fields in new unexplored areas like the deep water zones of the Mexican Gulf and the Black Sea.

Oil
Current production
OPEC holds 41% of the current production, Russia – about 12%, Caspian region – about 2,5%

Current oil reserves

OPEC holds about 75% of the world oil reserves, Russia – about 6%, Caspian region – about 4%.

The forecasts are:

Shares in world oil production will reach the shares of world reserves, which means: drastic increase of the share of OPEC from 41% to 75%, increase of the share of Caspian region from 2,5% to 4% and decrease of the share of Russia from 12% to 6%.
Gas

There is some increased interest recently  in LNG, but as a whole the gas market is dominated by pipeline supplies and that is why it is regionalized.

In Europe, only in UK the gas trade is characterized by spot market and the price of gas in a great extent is separated from the price of oil. In continental Europe the trade is based on long term contracts and the price of gas is linked through a formula with the changing price of oil, usually on a quarterly basis. 
EU tries to implement transparent rules in continental Europe, similar to those in UK, which would give the possibility for participation of new suppliers and for creation of healthy competition.

EC reckons that the efforts till now did not bring considerable results and the pre-liberalization status did not change with the characteristics of high levels of market concentration, absence of liquidity and effective utilization of transit capacities.

At the moment the trade develops slowly and is dominated by incumbents which hold markets with wide control over the production and/or the imports of gas.
In many cases the transit capacities and the capacities of the gas storages are owned by the suppliers of gas and the insufficient separation of these two functions leads to insufficient opening of the market.
The initial estimates of the EC for further actions for achieving market liberalization are connected with consideration of legal and regulatory circumstances:
Circumstance connected with the competition law
- market concentration should be considered as a major problem for achieving liberalization of the market and the EC will identify the corresponding criteria for estimating the violation of law for the particular marker environment;

- long term contracts in the cases when the competition law is violated; 

- third party access to the transit capacities and the gas storage capacities.
Circumstances connected with the regulation of the gas market

- the transparency should be increased to be also  obligatory as a regulation or under the competition law;
- the “grandfathering” rights which seriously impede effective entry of competitors and undermine the pro-competitive operation of the market;
- international gas pipeline projects need additional regulatory environment, which will ensure investment protection and security.
Southeast Europe and Balkan Region
Oil

Oil Production

With exception of Albania and Romania, the indigenous production of Balkan countries takes insignificant part of the oil supplies. 

As a whole the production in the Balkan countries declines.

Oil Import
The import of oil in the countries from the region is realized through the Mediterranean Sea (Greece, Turkey, Croatia, Albania) or Black Sea (Bulgaria, Romania) or through pipelines from Mediterranean Sea (Serbia, Macedonia, Hungary). Hungary is basically supplied through a pipeline from Russia.

Mediterranean supplies are well diversified with supply sources from Iraq, Iran, Libya, Saudi Arabia, Syria, Algeria, Egypt, Tunisia as well as the supplies of Russian and Caspian oil coming through the Bosporus. 

The Black Sea supplies of oil to Bulgaria and Romania usually are confined only to Russian oil.

Semi-locking position of the Bosporus, as well as the better prices of Russian oil hold down the diversifications of imports for Bulgaria and Romania. If Romania produces half of the needed oil, Bulgaria relies 100% on import.
Prices
The countries from the Balkan region import oil and correspondingly the oil prices are international. In the majority of the countries from the region the market of fuels is open and non-regulated (Gredece, Turkey, Bulgaria, Romania, Hungary). In Serbia and Macedonia the prices are defined by the government using a formula linking the fuel prices to the Mediterranean oil prices. 

The recent upsurge of oil prices caused margin shrinking for  retail traders and exerted pressure on the small-revenue market players, though it is considered that some part of them participate in the grey economy and continue to be present on the scene because of avoiding high fuel taxes.

Diversification options

Possibilities for diversification will come with discoveries of new deposits and  production enhancement of the existing ones.

It is considered that the possibilities for diversification will be improved with further development of the privatization deals (Petrom privatized by OMV, NIS in Serbia, Tupras by Koc Holding and  Shell in Turkey) as well the change in the ownership structure (LUKoil, Hellenic Petroleum). 
Development of the trans-Balkan transit schemes (AMBO, Bourgs-Alexandroupoilis) will facilitate the diversification of global supplies, but also will facilitate the diversification of supplies in the region.

Gas

Gas production

With the exception of Romania, indigenous production takes less than 50% of the demand of the countries from the Balkan region. In the majority cases, indigenous production is small to insignificent. In Romania Petrom and Romgaz produce gas covering 70% of the domestic consumption. In Bulgaria the deposit “Galata” in the Black Sea contributes with local production for 15% of demand. The field, however, will be exhausted in several years. Hungary, Serbia, Croatia and Turkey produce less than 50% of the consumption, the rest of the countries in the region have almost zero production.
Indigenous gas production of the countries from the region dramatically decreases.
Gas Import

Gazprom is the only importer of gas to the Balkan countries with exception of Greece and Turkey.

In Turkey 40% of the import comes from Iran and LNG from Algeria and Nigeria.

In Greece considerable part of the supplies is imported as LNG.
In general the countries from the region are dominated by one import source.

Characeristic feature of the gas market environment in the region is the dominance of one source of supply and participation of Gazprom subsidiaries or their joint ventures in the gas trade as intermediates.
Gas prices

The prices of gas in the countries from the region depend on the shares of local production, import and transit of gas. The price is updated quarterly according to the changes of the world oil price. The price of gas is higher when the share of transit and production is small and is low when the share of production/transit is big. 

Due to considerable share of  transit gas versus consumption, the gas price in Bulgaria, contrary to normal market logic, is lower (with 30% and more) than the import price. Romania will continue increasing the indigenous gas price to international levels  to ensure investments for holding production decline. 
Prices of Russian gas

Prices of Russian gas to the CIS have been consistently below European prices for several years.  The increase in world prices in 2005 made this differential even wider.  What we saw since the beginning of 2006 is how Gazprom started increasing prices.

Press reports indicate a near doubling of Russian prices from around $60 mcm in 2005.  Azerbaijan is to pay $110 mcm.  Turkmenistan is reported to receive $65 mcm, up from $44.  The only CIS country to get a ‘special deal’ appears to be Belarus, where a price of $48 has been agreed, which is close to the Russian domestic price. 

Gazprom reached an agreement with Ukraine according to which  Gazprom will pay Ukraine in cash, not in gas, the rate  being fixed at  $ 1.67 per 100 km per 1,000 cub m. The gas which Ukraine previously received from Gazprom for the transit will be paid by Ukrnaftogaz  at the price of $ 230. According to the deal the import to Ukraine will be realized by RosUkrEnergo (50/50 owned by Gazprom and Raiffeisen Bank). RosUkrenEnergo will buy 17 Bcm gas from Gazprom at the price of $ 230 and 43 Bcm from Turkmenistan at price of $ 65  and will sell the mixture  to Ukrnaftogaz at a price of $ 95. 

The gas price increase shows that the political benefits of low gas prices in Ukraine have been exhausted and the time has come for getting financial return rather than political. Increase of gas prices will increase Gazprom incomes needed for the implementation of expensive  gas project expansion, in particular the Baltic gas pipeline, Stockman field, etc. - to a certain extent, the gas price increase is indicative of Gazprom’s orientation from cross-countries pipelines to cross-sea pipeline supplies (Baltic Sea and Blue Stream) to  avoid increasing regulation within the terrotory of European Union.  
The price increase to the CIS  comes to show a positive  inversion of pricing towards Russia, rather than outside. The next price increase, hopefully, will be the gas price increase within Russia (at present the gas prices in Russia are about $ 30 per 1,000 cub m)
The increase is in accordance with the Gazprom’s  opening its shares (removed “ring fence”) to be sold to foreign companies. The announced gas price increase will make it more attractive to buy shares and participate in the Gazprom profit. In return, Gazprom fund raising through selling shares will increase the potential for project implementation;  the five-fold increase asked by Gazprom shows how vulnerable the market environment is and how needed alternative routes of supply are, like 4th gas corridor.

After increasing the gas prices in Ukraine,  Gazprom requested from Bulgargaz to change the  terms of the contract signed in 1998, concerning (1) the supply to Bulgaria and (2) the transit of gas by Bulgaria to Turkey, Greece and Macedonia. According to the existing contract, which expires in 2010, Gazprom is paying for transit through Bulgaria at the rate $ 1.67 per 1,000 cub m per 100 km. Transit services  are  paid not in cash, but in-kind by  gas at a fixed price of $ 83/1,000 cub m. In such a way, annually Bulgaria receives for transit 1.3 Bcm. The price of the supplied gas (1.7 Bcm per year) is quarterly updated according to the current USD exchange rate and oil price (the present supplied gas price is $257). Bulgargaz used to  mix the cheap gas received for transit with the expensive one received from the suppliers Overgas , WIEE and Gazexport, and offered to Bulgarian  gas consumers the gas  price “at the entrance of the system” ( the present  “entrance” gas price is $172). Gazprom wants to change the in-kind payment into cash payment, which will save gas for Gazprom, but will increase the Bulgarian “entrance” price to the levels of supplied gas.

Gazprom and Bulgargaz were quoted to consider not changing (increasing) the price in the contract  in return for Bulgarian support in  investments in gas distribution network  of Gazprom subsidiary  Overgas, as well as participation of Gazprom  in Bulgarian nuclear projects.

Possibilities for diversification

- New discoveries in the deep waters of the Black Sea 

- LNG

- 4th gas corridor

Fourth gas corridor includes supplies from south of the Black Sea. Compared with the existing corridor to the north of the Black Sea , 4th gas corridor is in initial phase of implementation and according to the latest developemnts includes Azerbaijan, Turkey, Greece, projects Nabucco and Posseidon

BBSPA Statements and Positions

Statements and positions of Balkan and Black Sea Petroleum Association on raised issues concerning various aspects of upstream and downstream petroleum industry

General

· Given the strong to full dependence on oil and gas import, the expectations are that the countries from the region, and especially Bulgaria, will make additional efforts for improving oil and gas supply diversification, which supposes discovering of new oil and gas fields, enhancement of production and creation of possibilities for realization of international oil and gas projects from alternative sources  of supply.
On issues of oil and gas exploration and production 

· As far as oil and gas exploration is concerned, the oil companies are concerned about legal guarantee referring to the implication of license regimes. The Association would suppose legislative improvements, which would give more security in compliance with the good world practices
· Investment in exploration  for oil and gas is extremely risky, especially in frontier areas beyond the conventional technical limits, which is the case with the deep waters of the Black Sea. The Association would propose amendments to the Law for Mineral Resources which would make more attractive the exploration in the deep waters of the  Black Sea, after the example of Turkey,  where there are tax benefits connected and dependent on the depth of the sea where exploration is carried out. 
On issues of natural gas

· Mixing of supplied and transit gas to achieve below-European-price levels, though beneficial for consumers, can be considered as non-market practice distorting the market environment. Such practices link the national economy to a definite supply scheme, leaving no flexibility and possibility for investments in new supply options. Such practices can be considered also as counter-productive in terms of complying with the recently signed energy community treaty for SE Europe based on the market economy values of freedom of choice; 

· Notwithstanding this fact, the contract between Gazprom and Bulgargaz will expire in 2010 and there is no clear evidence that it should be altered. After 2010, cash payment for transit will be introduced and gas prices for gas consumers will be transferred to European levels. The long-term contract between Bulgargaz and Gazprom carries  risks for both parties - the present price of oil and the USD exchange rate places Bulgargaz in a more beneficial position; on the other hand, however,  in the early years of the contract, the situation was more in favour of Gazprom. In other words, there is an inherent risk in the contract connected with the situation of oil price and this situation was  beneficial as well as non-beneficial over time  for both parties;

· The expressed “support for Gazprom subsidiary to invest in the gas infrastructure and nuclear projects” will further deepen the supplier’s monopoly and can be considered as non-acceptable practice in market relations. If Gazprom, through its Bulgarian subsidiary Overgas, will be ready to invest in infrastructure, this should be referred to Bulgarian license authorities with the relevant competition rules applied. Overgas has already received without tenders licenses for gas distribution in about 30 Bulgarian towns (among which is the capital city of Sofia), exercising in such a way the download of external supply monopoly onto distribution level.

