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Fair Price for Gas. Oil-Indexed Gas is Not 
Overpriced Compared to a Broad Range of 
Commodities

Source: Bloomberg

 The price for major portion of traded 
commodities has grown 3-4 times 
during last decade

 In comparison with other commodities, 
gas prices have been growing slower
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Companies’ Costs Exceeded Revenues on a Unit 
Basis

• In 2011 All-in Costs of 
Shale Developers were 
above $256 per Mcme.

• All-in costs jumped 16% 
in 2011 over 2010, and 
are 53% higher than in 
2009. 

• Unit  operating costs 
have returned to pre-
crash levels.

• Unit  F&D costs, 
however, remain below 
peak land-rush levels of 
2008. 

• Commodity inputs like 
steel, labor, and various 
contract services are all 
still increasing for shale 
gas producers.

• Exxon Mobil CEO Rex 
Tillerson: “We don’t 
make money. 
Everything is red”.

Source: Company 10-Ks

$ Per Mcme 2005 2006 2007 2008 2009 2010 2011

Operating Costs 91.26 92.22 95.93 124.30 88.95 115.89 133.95

G&A 11.82 14.12 14.20 15.89 14.68 15.18 15.28

Interest 11.57 13.54 16.32 12.73 12.02 9.50 10.30

Current Tax 23.74 26.16 19.83 23.40 0.00 11.14 12.39

Cash Costs (incl Tax) 138.39 146.04 146.29 176.33 115.66 151.70 171.92

F&D Costs 72.63 103.50 88.86 134.73 52.18 68.61 85.68

Full Cycle Costs (incl Tax) 211.03 249.54 235.15 311.06 167.83 220.32 257.60

Realized Gas Prices 249.83 218.88 217.93 279.50 189.40 177.35 159.24

Wtd. Avg. Oil & Gas Prices 257.87 235.91 238.03 303.43 204.82 207.61 213.81

Henry Hub Price of Gas 307.13 233.43 248.82 309.85 139.85 154.32 139.31

Note: Cash Costs and Current Tax in units of production.  F&D costs are in units of reserve additions.
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Before Moving from A to B You Should 
Understand where You Stand now 

• In order for the European hub to produce a sustainable price benchmark they should 
meet two requirements:

– Firstly, these prices should be a genuine barometer reflecting total continental supply and 
demand conditions in Europe and/or at least a large segment of it (for example, of the 
North-West).

– Secondly, hub prices should be self-sufficient, fully independent from the oil-indexed 
prices, not driven by the fundamentals of another market.

• Mainstream European analysts share no doubts as to the readiness of the existing hubs 
to take over from oil products as price indexes for long-term supply contracts.

– For example, see J. Stern and H. Rogers, The Transition to Hub-Based Gas Pricing in 
Continental Europe. Oxford Institute of Energy Studies, NG 49, March 2011, pp.6-7.  

– They insist that there should be “a single mechanism for pricing gas” and hub prices 
“accurately reflect changing supply and demand conditions”.

– Further, even with all of their imperfections, they argue, European hubs provide the best 
indicator of a market price which long-term contracts increasingly need to reflect. Hub 
prices are driven by their own fundamentals and could be higher or lower than the oil-
indexed prices.

– According to the mainstream analysts, these two prices are independent from each other 
and exist nearly in parallel worlds.

• Realities of the existing hybrid gas market in Europe do not match with these 
mainstream conclusions.  
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U.S. Pricing Model

Hub

End-users

Distribution Companies

Producers of all types

PHUS – hub price in the USA
SUS – total supply
DUS – total demand

PHUS = F (SUS,DUS)

PHCE ≠ F (SCE,DCE)
PHCE – hub price in Continental Europe
SHCE – total supply = SHICE + SHEUCE + SLNGCE +SUKCE,
where:
SHICE – sales to hubs by importers
SHEUCE – sales to hubs by end-users (ToP obl.)
SLNGCE – LNG supply to hubs
SUKCE – UK supplies through the Interconnector & BBL 
DHICE – demand by importers for hub gas
DHEUCE – demand by end-users for hub gas
DUKCE – UK deliveries through the Interconnector and BBL 

PHCE = F{(SHICE + SHEUCE + SLNGCE + SUKCE),(DHICE + DHEUCE + DUKCE)}

Hybrid Pricing Model

Hub(s)

End-users

Distribution Companies

Pipeline gas suppliers
(3rd countries)

LNG suppliers
(3rd countries)

Importers

Short-term
contracts

Long-term
contracts

Arbitrage through 
Interconnector & BBL

Hub Prices are not an Indication of European Supply 
and Demand
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Asymptotic Contract and Spot Price Behavior   
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Hub Prices are in Fact Derivatives of Oil-indexed 
Prices

Source: ICIS Heren

That asymptotic relationship explains why hub prices 
are formally ‘delinked’ but they are driven by oil 
indexes. NBP and TTF prices are not only reasonably 
aligned to each other but have a strong positive 
correlation with Gazprom’s oil-indexed prices with 
coefficients of 0.75 and 0.79, respectively. Doesn’t this 
prove that these prices are not free enough but are in 
fact derivates of Gazprom prices?
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Reasons for Hub Prices to be Lower than Contract 
Prices in a Mature Hybrid Pricing Model 

• The major reason for the price diversion is the value of 
flexibility provided by long-term pipeline suppliers.

– Hubs offer standard lots with no flexibility. 

• The second reason why spot prices usually lag behind contract 
prices is the existence of one-sided balancing on hubs.

– In the case of a short-term undersupply, it is more convenient to 
use the existing long-term contract arrangements for securing 
additional deliveries.

– In the case of oversupply, selling gas at hubs is a quick-fix.  

• The third reason for diversion between hub and long-term 
contract prices is the availability of flexible LNG that is 
rerouted from the USA, cheap gas from the UK that arrives to 
the Continent through the Interconnector, or gas from storage 
that was acquired at a time when contract prices were lower.
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Mechanism for Gas Price Erosion

Price

TimePeriod 1 Period 2 Period 3 Period 4 Period Х
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USA & Continental Europe Pricing Models

1

USA Hub price is a function of total demand and supply

Continental Europe Hub prices are a function of multiple examples of arbitrage

2

USA One price at a level determined by Henry Hub

Continental Europe
Multiplicity of prices

Company supply managers determine the price of gas portfolio

3

USA
Majority of gas is sold on hubs

Majority of LT export contracts incorporate diversion clause

Continental Europe
Small volumes of physical trade on hubs represent primary sales

The remaining volumes of gas traded come from LT contracts for pipeline gas

4

USA High churn ratios

Continental Europe Churn ratio below 4 (low, but sufficient for balancing market)

Fundamental Differences
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THANK YOU FOR YOUR ATTENTION!


