Centeron
Global Energy Policy
at COLUMBIA | STPA

1 a} May 2024

The Future of the Power
of Siberia 2 Pipeline

By Dr. Erica Downs, Akos Losz, and Dr. Tatiana Mitrova

As Russian President Vladimir Putin prepares to visit China on May 16-17, 2024, the proposed

Power of Siberia 2 (PS-2) natural gas pipeline is likely high on his agenda. After all, Russian energy
exports to Europe have fallen precipitously since the invasion of Ukraine in February 2022, with
pipeline gas and oil flows to Europe declining by more than 80 percent and coal exports by nearly
100 percent. Although Russia has been able to redirect most of its oil and coal exports to other
markets, it has been unable to do so with natural gas due to a lack of infrastructure linking its
western production basins to consumers in Asia (Figure 1)

PS-2, with its 50 billion cubic meters per year (bcm/y) design capacity, could offset nearly half of
the decline in Russian pipeline gas export to the EU between 2021 and 2023. While the Kremlin has
made no secret of its eagerness to expedite the project,? its fate remains uncertain, largely because
China has refrained from committing to it.

This commentary explores the future of PS-2 through an analysis of the broader China-Russia
energy relationship and the Russian and Chinese positions on the project. It also examines
implications of the pipeline’s potential completion for global gas markets. The piece contends
that despite Russia’s intentions, PS-2 has made limited progress because China currently stands to
benefit from keeping the project in a holding pattern. But if China can secure an attractive price
for PS-2 gas, and if China’s relations with the United States continue to deteriorate, Beijing could
be motivated to reverse course. The completion of PS-2, if it happens, would likely therefore be on
China’s terms, and could reshape global gas markets in important ways.

This commentary represents the research and views of the authors. It does not necessarily
represent the views of the Center on Global Energy Policy. The piece may be subject to
further revision.

Contributions to SIPA for the benefit of CGEP are general use gifts, which gives the Center
discretion in how it allocates these funds. More information is available at https://energypolicy.
columbia.edu/about/partners. Rare cases of sponsored projects are clearly indicated.
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Figure 1: Change in Russian energy exports between 2021 and 2023
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Source: IEA, S&P Global Commodity Insights, Energy Institute, General Administration of Customs of the
People’s Republic of China, Interfax, Tass, Vedomosti, and ENTSOG.
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The China-Russia Energy Relationship

The China-Russia energy trade relationship was sizeable before Russia’s invasion of Ukraine and
has grown even larger since. In 2021-23, Russian crude oil exports to China increased by one-third,
while coal and LNG exports nearly doubled (Figure 2). In 2023, Russia was China’s largest supplier of
crude oil, second-largest supplier of coal, and third-largest supplier of LNG. Russia is also a growing
exporter of pipeline gas to China. It increased deliveries through the Power of Siberia 1 (PS-1)
pipeline from 10.4 bcm in 2021 to 22.7 bcm in 2023, accounting for 34 percent of China’s pipeline gas
imports.? Russia expects PS-1to reach its full 38 bcm/y capacity by 2025.# Additionally, China and
Russia signed an agreement in early February 2022 for another pipeline, the Far Eastern Route, to
deliver 10 bcm/y by 20275

Figure 2: China’s imports of Russian fossil fuels, 2021-23
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Note: Import volumes of each commodity are reported in kilograms by the General Administration of
Customs of the People’s Republic of China. The National Bureau of Statistics converts natural gas and LNG
volumes from tons to cubic meters using a conversion rate of 1ton = 1,380 cubic meters.

Source: General Administration of Customs of the People’s Republic of China, CEIC Data, and Tass.
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The Russian Perspective

Russia regards the loss of the European market as irreversible.® While the Kremlin understands that
expanded bilateral gas trade with China will never fully compensate for the loss of gas export
revenues from Europe,” and will naturally increase Russia’s dependence on Ching,? it continues to
prioritize PS-2 for several reasons.

Geopolitics

When it comes to natural gas exports, geopolitics is the foremost consideration for Russia.
Moscow regards gas as a potent tool in its dealings with counterparties across Eurasia. Until

the 2010s, gas was widely used as “geopolitical currency” in the post-Soviet space: Russia
offered gas at below-market rates in exchange for geopolitical alignment or control over critical
energy infrastructure.®

A similar calculation is likely at play with PS-2. By selling large volumes of cheap gas to China, Russia
can potentially tie Beijing into a closer geopolitical alliance. Russia’s bargaining power with China

is much weaker than it was with its former satellite states in previous decades, however. Convincing
China to commit to such a large project during the war would be a geopolitical coup for Moscow,
demonstrating to the West and the Global South that it is able to deepen its energy relationship
with China despite the war.

The Economy

PS-2 would most likely be less profitable than PS-1, due to its higher construction cost and the lower
expected sales price of gas to China.® However, the pipeline is expected to generate a positive free
cash flow, especially if it receives tax breaks as PS-1did." The project would also generate orders for
Russia’s steel producers and subcontractors and accelerate the economic development of eastern
Russia,” a top priority for Moscow.®

Russia is preparing for a long period of international isolation and transitioning to a wartime
economy,* which supports large-scale, state-funded infrastructure projects. PS-2 could be one
such flagship project, simultaneously marking Russia’s decisive breakup with the West and its
pivot to the East. Russia’s indication in December 2023 that it was prepared to start building PS-2
without a supply contract underscores that the economic benefits associated with the project go
far beyond the sale of gas molecules.®
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Gazprom'’s Viability

Gazprom, Russia’s state-owned pipeline monopoly, has its own reasons for championing PS-2
that dovetail with those of the Kremlin. In 2023, Gazprom suffered a collapse in gas revenues,
leading to a staggering $6.8 billion net loss—the company'’s first annual loss since 1999." On top of
its recent financial woes, the company has no large-scale infrastructure projects planned aside
from PS-2 and the stalled Baltic LNG terminal.” The PS-2 project therefore poses an existential
challenge to Gazprom: completing it can reaffirm its role as Russia’s natural gas champion; failing
to do so could jeopardize the company’s very existence, with its assets potentially being divided
among various elite groups inside Russia.

Gazprom’s main domestic rival, Rosneft, has been seeking to challenge Gazprom’s monopoly over
gas export in Russia. In 2014, Rosneft tried to connect to PS-1, but Gazprom was able to retain full
control over the pipeline’s capacity, despite Rosneft’s political heft. In 2023, Rosneft’s CEO repeated
arguments from a decade before for allowing the company to use PS-2: the ability to monetize

8 bcm/y of associated gas in Eastern Siberia, the prospect of unlocking additional oil production

in the region, and the possibility of reducing gas flaring and reinjection volumes.”® Rosneft is still
seeking to secure access, though it faces long odds. Nonetheless, the company is closely monitoring
Gazprom for any mistakes that can sway Russian decision-makers to change course.

The Chinese Perspective

China has the luxury of time when it comes to PS-2 because it does not need the gas right
away. Moreover, China is spoiled for choice in its supply options. As Beijing assesses whether and
how PS-2 fits into its future import portfolio, its considerations almost certainly will include the
following factors.

Projected Imports

One reason Chinais in no hurry to finalize an agreement for PS-2 is that the country is unlikely to
need the gas before the mid-2030s. Projections of China’s natural gas balance indicate that imports
will reach around 250 bcm by 2030 (from less than 170 bcm in 2023),” which largely (or entirely) can
be met by already contracted supplies (Figure 3). Reference case projections also show, however,
that there will most likely be room for PS-2 in China’s import portfolio by 2040. In that year, China'’s
gas imports could approach (or exceed) 300 bcm, with only 150 becm covered by existing contracts.
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Figure 3: China’s natural gas balance and import demand in 2030 and 2040
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Note: High-end and low-end projections for consumption, production, and implied net import requirements
were derived from six forecasts published after the 2022 energy crisis by CNPC Economics and Technology
Research Institute, Sinopec Economics & Development Research Institute, CNOOC Energy Economics
Institute, Shell, BP, and the Energy Information Administration. Average represents the simple arithmetic mean
of the projections in the analyzed forecasts. Import demand in 2030 and 2040 is based on the average values
derived from industry projections. Import commitments consider only existing LNG contracts signed with
projects that already reached a final investment decision (FID) as of March 2024. Additional contracts (and
FIDs by projects that already have signed contracts with Chinese buyers) would reduce the projected supply
gap correspondingly. Import commitments assume flat deliveries from Central Asia (at 40 bcm/Yy, in line with

6 | energypolicy.columbia.edu



May 2024

estimated 2022—23 levels) and from Myanmar (at 4 bcm/y, in line with 2020—22 historical levels). Import
commitments from Russia include 38 bcm/y via Power of Siberia 1and 10 bcm/y from the Far Eastern Route.

Source: Authors’ analysis based on CNPC ETRI 2060 World and China Energy Outlook (2022 Edition), Sinopec
China Energy Outlook 2060 (2024 Edition), CNOOC Energy Outlook 2060 (2023), Shell LNG Outlook 2024,

BP Energy Outlook 2023 (New Momentum scenario), EIA International Energy Outlook 2023, and S&P Global
Commodity Insights (Liquefaction Projects and Contracts Data, March 8, 2024).2°

PS-2 faces competition nonetheless. China’s LNG import capacity is set to increase from 144 to
250 bcm/y between 2022 and 2027.7' This will allow China to absorb the 85 bcm/y of new LNG
supply contracted in 2021-23—and to ink new agreements.?? China could also increase pipeline
imports from Central Asia via the stalled Line D project, which could deliver an additional 30
bcm/y from Turkmenistan if completed.

Price

If China moves forward with PS-2, it will look to secure a lower price for PS-2 gas than it secured for
PS-1gas, since it is in an even stronger negotiating position with Russia than it was in 2014 when the
supply contract for PS-1 was signed. China customs data from December 2019 through December

2021 show that PS-1gas was cheaper than China'’s other pipeline gas and LNG imports (Figure 4).2

Figure 4: Average price of China’s natural gas imports by source, December 2019—-December 2021
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Note: Average import prices were derived by dividing the total value of Chinese natural gas imports from
each supply source by the total volume received from each source between December 2019 and December
2021. This date range was selected based on data availability. Chinese pipeline gas imports from Russia
started in December 2019, and China Customs ceased to report country-level pipeline import volumes after
December 2021.

Source: Authors’ estimate based on China Customs data
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LNG prices will probably also factor into China’s PS-2 calculus. Sinopec noted in its long-term
energy outlook that a likely increase in future LNG prices may necessitate the development of new
import pipelines.?*

Bargaining Power

Slow-walking PS-2 also gives China’s importers leverage in contract negotiations with Russia

and other suppliers; the discussions themselves put pressure on suppliers to sign contracts or risk
losing a share of China’s natural gas imports. Indeed, as those discussions have unfolded, Chinese
companies have signed new LNG supply contracts, including three 27-year deals with Qatar.?
Moreover, in May 2023, China’s leader Xi Jinping told Central Asian leaders that construction of Line
D should be expedited.?® These moves are reminders to Russia that China is pursuing other options
to meet its import requirements.

Supply Security

The fate of PS-2 will partly depend on Beijing’s assessment of the relative risks of greater
dependence on Russian pipeline gas versus greater dependence on LNG imports. PS-2 would
increase Russia’s pipeline capacity to China to 98 bcm/Yy. If this capacity is built and fully utilized by
2030, China’s net import dependence on Russian pipeline gas could reach 40 percent by 2030, on
par with the EU’s dependence before Russia invaded Ukraine (Figure 5).

Figure 5: Russian pipeline gas import dependence in the EU (2021) and China (2030)
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Source: Authors’ analysis based on Eurostat and the average of net import projections presented in Figure 3.
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On the other hand, China'’s reliance on LNG would almost certainly increase without PS-2. Chinese
analysts have identified overreliance on US and Australian LNG as a vulnerability for China, which
can be mitigated by growing gas imports from Russia.?” Indeed, as mentioned previously, it seems
likely that a prolonged deterioration in the US-China relationship would prompt Beijing to look more
favorably upon PS-2.2

Implications for Global Gas Markets

PS-2 would have profound implications for global gas trade. The project would bring up to 50
bcm/y of stranded Russian gas to the global market by displacing LNG in China’s import portfolio.
For comparison, this volume is greater than Russia’s total LNG exports (43 bcm) and slightly less
than Africa’s total LNG production (56 bcm) in 2023.2°

Prolonging the Global LNG Glut

If PS-2 starts deliveries by 2030, as Gazprom’s current plans suggest,*° the extra gas from Russia
would likely arrive in a market still coping with excess supply from the latest wave of LNG
investment. Between 2024 and 2030, close to 300 bcm/y of new LNG export capacity could start
operations.? Most analysts maintain that this unprecedented supply wave will push the market into
oversupply from 2025-26 until the late 2020s or early 2030s. China is expected to absorb much of
the surplus.?? PS-2 could exacerbate this glut by weakening China’s LNG appetite.

Weakening Russia’s LNG Ambitions

There is a tension between PS-2 and Russia’s plans to more than triple LNG exports by 2030 (to
100 million tons per annum or 136 bcm).* Facing Western sanctions and possibly EU LNG import
bans, Russia is increasingly reliant on Chinese equipment, financing, shipbuilding, and LNG offtake.
China would likely have to reduce its LNG imports to make room for PS-2 gas, removing an obvious
destination for incremental Russian LNG supply. Without a concerted effort to create additional
demand for Russian LNG in emerging economies (potentially by offering affordable LNG to the
Global South at a modest profit in exchange for geopolitical influence),** PS-2 would call into
question the viability of Russia’s planned LNG projects.

Reinforcing China’s Role in LNG Trading

PS-2 could also turbo-charge the emergence of Chinese LNG importers as global traders.3> Adding
50 bcm/y of pipeline gas to China’s import portfolio would force Chinese companies to be even
more agile in their optimization of import flows, especially contracted LNG. This could entail greater
reloading capabilities within Ching, joint LNG optimization schemes with other importers, and
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reserving LNG regasification capacity in overseas terminals. A long position in LNG following the
ramp-up of PS-2 and a more prominent role in global LNG trading could reinforce China’s role as
a global LNG market balancer in the 2030s, with far-reaching consequences for LNG trade flows,
market liquidity, and energy geopolitics.

Conclusion

China has been content to keep PS-2 on the drawing board for now, affording it time to assess
its post-2030 import needs, including the balance between pipeline and LNG imports. But
certain geopolitical considerations for both China and Russia could propel the project toward
completion, even if China has no immediate need for additional pipeline gas. Russia’s push for
the project has been driven by noncommercial factors all along. For China, the price of gas
and overreliance on a single supplier have been the primary concerns until now, but worsening
relations with the US could lend additional support for PS-2. If and when the project is built, it
likely will be on China’s terms—and it may well reshape the global gas market.
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