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Beyond Spot vs. Long Term:
Europe’s LNG Contracting Options
for an Uncertain Future

By Akos Losz, Dr. Kong Chyong, and Ira B. Joseph

An influx of high-priced liquefied natural gas (LNG) to Europe in 2022 alleviated the energy crisis
that followed the Russian invasion of Ukraine and the progressive reduction of Russian pipeline
gas supplies to the continent throughout the year. More than two-thirds of the European Union’s
estimated 78 billion cubic meter (bcm) supply gap in 2022, caused by Russian curtailments, was
filled with increased LNG imports, which rose 70 percent in 2022 compared to the previous year!
Europe’s increased reliance on LNG—and the continent’s rapid transformation from a market of
last resort to a premium market for LNG—is not a one-time fix but a structural shift that is likely to
remain a defining characteristic of the global gas market for several years.?

Most incremental LNG imports to Europe came in the form of spot market purchases or
destination-flexible LNG volumes drawn away from other markets—primarily Asia. Yet the
argument for signing new long-term LNG contracts to meet Europe’s increased LNG requirements
more reliably and on more predictable pricing terms competes with counterarguments about long-
term demand uncertainty amid EU decarbonization goals.?

The dilemma for European buyers is often presented as a choice between two extremes:
committing to new long-term contracts—preferably with pre-final investment decision projects
that would underwrite new LNG capacity but could only start delivering five to six years out—or
continuing to rely on spot and flexible LNG volumes to replace Russian gas supply. The former is
squarely inconsistent with the EU’s 2050 net zero target, while the latter raises the risk of falling
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short, especially if demand for LNG rebounds in Asia, where contract coverage is more widespread
and buyers have first call on divertible LNG supplies.

But this dichotomy is in many ways false. European buyers have at least two large pools of available
LNG supply that they can tap for short-term (up to five-year) or medium-term (five- to ten-year)
contracts: expiring legacy contracts with existing LNG producers and unsold LNG volumes in the
portfolios of major aggregators (also known as portfolio players) and trading houses. European
buyers could also make a concerted push for commercial innovation and try to compel suppliers to
offer new types of contracts, including seasonal and options contracts. This commentary discusses
these four potential purchasing avenues to meet Europe’s variable current demand and to better
suit the continent’s highly uncertain long-term LNG needs.

In with the Old: Recontracting Opportunities in the
Expiring LNG Contract Stack

The LNG industry developed in waves over the past six decades. The existing production base

of more than 500 bcm ensures that a substantial volume of LNG locked up in legacy contracts
expires each year (by virtue of the size of the market and due to a big stack of old long-term and
more recent short- and medium-term contracts that come up for expiration each year). Based

on publicly available information on active LNG sales purchase agreements (SPAs), the authors
estimate that contracts covering a combined 93 becm of yearly LNG supply will expire in 2023,

2024, and 2025, with the highest amount (35 bcm) expiring in 2024 (Figure 1).# By comparison, the
European Union imported a total volume of 128 becm in 2022, according to Bloomberg data, and the
incremental deliveries compared to 2021 levels totaled approximately 53 becm.
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Figure 1: LNG contract expirations by country of origin, 2023-25
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Note: Contracts exclude heads of agreements (HOAs) and memoranda of understanding (MOUs).

Source: Authors’ calculations based on data from the International Group of Liquefied Natural Gas Importers
(GIIGNL) as well as company websites and news reports.

More than 70 percent of the total contract volume terminating in the next three years originates
in regions that are better suited to supply Europe than Asia (namely in Africa, Europe, the Middle
East, and the Americas). Less than 30 percent is sourced from the Asia Pacific region, where higher
transportation costs to Europe make it more challenging—though not impossible—to target
European buyers. Only about 25 percent of these expiring contracts deliver mainly to European
destinations and less than 15 percent to destinations within the EU.

The LNG projects behind these expiring SPAs have typically already amortized their investments
and paid their debts.® In most cases, plant operators with no further debt obligations can
recontract LNG for shorter durations and more flexible terms.® One potential limitation is that older
legacy plants (e.g., in Algeria or Trinidad and Tobago) may have less LNG to sell than was included in
the original SPAs due to reserve depletion and because gas production levels have declined to well
below the LNG projects’ full output capacity. Still, the potential volumes available for Europe from
the expiring contract stack are nonetheless significant.
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Tapping into ‘Homeless LNG’

LNG portfolio players (also known as aggregators) and trading houses emerged in the 2000s

and 2010s, respectively, as intermediaries between producers and end users of LNG. Over the

years, these entities have built up substantial contractual positions as primary buyers of LNG, far
exceeding their sales commitments to end users and other secondary buyers.” This long contractual
position (also referred to as “homeless LNG”)? enabled these players to leverage short-term market
opportunities with available volumes to sell into the spot market.

The four largest LNG aggregators (BP, Naturgy, Shell, and TotalEnergies), which by one
classification® are the only companies qualifying as portfolio players, plus the four biggest trading
houses active in the LNG market (Glencore, Gunvor, Trafigura, and Vitol) are overcontracted to the
tune of 76 bcm as of 2023— with TotalEnergies holding the largest net long position by far (Figure
2). The corresponding volume is set to shrink to 60 bcm by 2025 (and to 36 bcm by 2030 if no new
contracts are signed), but that amount would still offer Europe the ability to tap into a substantial
pool of immediately available LNG."°

Figure 2: Difference between LNG purchase commitments and sales commitments under firm SPAs
held by the four main LNG portfolio players and the four largest LNG trading houses
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Note: Volumes represent the difference between LNG purchase commitments and LNG sales commitments
under firm SPAs as of April 30, 2023; HOAs, MOUs, and equity entitlements are excluded; trading houses
include Glencore, Gunvor, Trafigura, and Vitol.

Source: Authors’ calculations based on data from the International Group of Liquefied Natural Gas Importers
(GIIGNL) as well as company websites and news reports.
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Aggregators and trading houses do resell a substantial portion of their contracted portfolio to end
users, including on a short- and medium-term basis. The net long position in 2023 masks a total
sales commitment of nearly 82 bcm (against a total purchase commitment of 158 bcm), and about
11 percent of the 2023 sales are under ten-year or shorter duration contracts.

Portfolio players and trading houses might be reluctant to give up the upside during a period

of volatile prices and tight market conditions by signing additional short- and medium-term
contracts with European buyers. But a wave of new LNG supply (expected to hit the market from
2025 onward)," the heightened risk of policy intervention if prices rise too sharply (in the form

of price caps and windfall taxes), and even the possibility—however distant—of a partial return
of Russian pipeline gas flows to Europe within this decade could compel intermediaries to resell
greater volumes of their homeless LNG to European buyers on shorter, more flexible contracts.

Commercial Innovation in LNG Contracting

The recent reconfiguration of global LNG trade and Europe’s emergence as a premium LNG
market with a highly seasonal demand profile could inspire new ways of thinking about how LNG is
contracted, especially given Europe’s decarbonization agenda and energy security concerns.

The European Union has sizeable underground gas storage capacity in excess of 100 bcm.?
However, even with such a substantial storage buffer, the EU requires incremental imports in
addition to storage withdrawals to meet demand during the peak winter months. Any period
requiring supplemental imports to keep the system in balance is a period of heightened risk, as
competitive forces kick in. Seasonal LNG contracts could allow Europe to mitigate supply risks and
alleviate the burden on storage as the sole provider of flexibility during the most critical winter
months (at least until heat pumps, energy efficiency, and other measures reduce the seasonal
profile of gas consumption within the EU).

Given the uncertainties around European gas demand and Russian gas flows,”* an options contract
is another potential solution.* Such options contracts would give European importers the right

to buy a predefined volume of LNG when needed in exchange for a premium paid to the seller

of the options contract. An LNG options contract would follow the same logic as US LNG tolling
agreements (which are, in effect, options contracts), but extend the use of such contracts to a
much wider range of LNG supply sources beyond the US.

Seasonal contracts

A seasonal LNG contract would cover up to six months between October and March, when gas
demand in weather-sensitive markets can double or triple (Figure 3). These LNG contracts could
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be signed ahead of winter at a premium to the regional spot price benchmark (such as TTF) or
indexed to the Brent oil benchmark using a so-called price slope.” In this case, the buyer would pay

a 10-15 percent premium above the average of forward gas prices for the winter months prior to the
heating season.® The premium to be paid on the seasonal LNG contract would largely depend on the
summer-winter price spread at the time of signing the contract. The underlying price would be fixed
at the time the contract was purchased to avoid the upside risk of a stronger winter spot market.
Other variants could include fixing the underlying price at the peak winter price on the forward price
curve (which indicates the present price of gas for future delivery) or charging a wider premium.

Figure 3: Monthly natural gas supply in the European Union, 2017-2022
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Source: International Energy Agency, World Energy Outlook 2022.

For buyers, paying a premium for seasonal supplies would be justified by both the security of supply
the LNG contract provides and the convenience of not having to lift (i.e., take the contracted
amount), store, and hold the gas at cost during the other half of the year. From the sellers’
perspective, having to market excess LNG to two sets of buyers (one for the winter and one for the
rest of the year) might be an unattractive proposition, even in exchange for a premium. But the
prospect of looser market conditions post-2025 due to a new wave of LNG supply and the possibility
of a partial return of Russian volumes to Europe before the end of the decade could ultimately make
seasonal contracts a win-win for buyers and sellers. Seasonal contracts would at least relieve sellers
of 50 percent of their annual vulnerability to not being able to secure buyers and provide them a
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financial cushion for downside price risk during the injection season, when typically demand is much
lower, price spreads are less favorable, and sellers are at risk of cargo cancellations.

In the second and third quarters, most incremental LNG lands in European storage in any case,
because few other places require LNG for summer peaking or have the infrastructure to store it
seasonally. The EU’s new gas storage regulation also requires member states to fill their storage sites
to 90 percent of capacity ahead of the winter heating season.” Seasonal LNG contracts do not
alter this reality, but they would allow sellers to hedge against weaker European gas prices ahead of
the injection season.

Options contracts

An LNG options contract gives buyers the right to import a specified volume of LNG, if needed, at a
specified price. It is a right to buy LNG, not an obligation. In exchange for this right, buyers pay an
option premium (i.e., the price of the option) to the sellers of these contracts. The right to buy LNG
with no obligation to import is especially valuable in the context of a highly uncertain gas supply-
demand balance in Europe.

In September 2022, Greek utility DEPA signed with TotalEnergies what is likely the first LNG options
contract between a European buyer and a major portfolio player. The deal required TotalEnergies
to deliver two LNG cargoes per month to Greece between November 2022 and March 2023, but
DEPA reserved the right to cancel any cargoes in exchange for a fee.®

US LNG tolling agreements are also options contracts. Typically, buyers commit to paying $2-3
per million British thermal units (MMBtu) over 15-25 years to underwrite the capital expenditure
of an LNG export facility, which gives them access to US gas supply.” When the price differentials
between the US and other regional markets justify LNG lifting, buyers exercise their option and sell
the LNG to the highest price market. If the price differentials are too small or negative, less LNG

is exported from the US.2° The buyers pay the “tolling fee” (i.e., the option premium) but avoid the
volume risk.

The expiration of LNG contracts (Figure 1) and excess LNG in supplier portfolios (Figure 2) present
an opportunity for buyers and sellers to innovate in LNG contracting. LNG options contracts could
be seen as helping both sellers and buyers cope with a highly uncertain global LNG market outlook
in the years ahead.

There are several additional ways portfolio players could benefit from options contracts:

1. The unrealized revenue of holding uncommitted volumes is not insignificant. For example,
the forgone revenue of 20 mtpa (28 bcm) of uncommitted LNG—roughly the volume held by
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TotalEnergies in 2023 (see Figure 2)—priced at the current oil-indexed price of $13/MMBtu?' is
equivalent to $12 billion, or 8 percent of TotalEnergies’ market capitalization.?

In the event of a market oversupply, the underlying value of these uncommitted volumes can
drop dramatically. Both the European TTF price benchmark and the Asian JKM index fell by close
to 90 percent from their August 2022 peak to less than $10/MMBtu in late May, for example, and
both were trading below oil-indexed contracts (whose pricing formula is linked to oil prices) at
the time of writing. When the gap between spot prices and oil-indexed contract prices closes,
the economic incentive to hold uncommitted volumes for spot trading disappears.

The options premium offers an additional revenue stream to sellers of LNG, which could boost
profitability and provide more stable revenues in turbulent times. For example, the revenue from
selling options to access 20 mtpa at $3/MMBtu is nearly $3 billion annually.

The pricing of the underlying gas commodity within these options contracts (which buyers pay for
the fuel when the option is called) could be linked to the EU Agency for the Cooperation of Energy
Regulators’ newly developed LNG price benchmark.2 Using an index that is closely correlated with
the Asian JKM spot LNG benchmark minus transportation costs would make LNG portfolio players
indifferent between sending a cargo to Asia or Europe.?* Alternatively, gas pricing within the options
contracts can be a mix of spot and oil indexation that would suit portfolio players and European
buyers alike.

For European buyers, these types of contracts could be beneficial for three reasons:

1.

Options contracts have no volume risk, as buyers have only the right, not the obligation, to
receive LNG cargoes. This is an especially attractive feature in light of current market turbulence
and short-term uncertainty.

Using competitive LNG price benchmarks in options contracts to price the underlying
commodity would hedge against volatile TTF prices, which, for example, saw a large disconnect
with LNG market fundamentals in the second half of 2022 due to insufficient regasification
capacity and downstream infrastructure.

When the EU’s gas storage rule expires at the end of 2025, these options contracts could be
used as an alternative to mandatory storage obligations for European buyers to secure LNG
when faced with a supply emergency. The risk of non-delivery under such options contracts
can be priced at TTF, so if a seller is unable to deliver a requested cargo, the buyer would be
compensated at a price at which it can source replacement volumes from a liquid gas hub.
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Conclusion

The Russian invasion of Ukraine and subsequent Russian gas supply cuts to Europe have
structurally increased the European Union’s reliance on LNG imports in the medium term, but also
accelerated the continent’s transition away from gas in the longer term. As European LNG buyers
navigate an uncertain energy future, they have contracting options beyond long-term contracts
and spot market purchases. Expiring legacy contracts and substantial LNG volumes held by
portfolio players and trading houses present immediate opportunities for shorter, more flexible
contracts. Additionally, exploring innovative contracting approaches such as seasonal LNG
contracts and LNG options contracts can provide more tailored solutions to Europe’s variable and
uncertain LNG requirements in the face of the continent’s long-termm demand uncertainty and
decarbonization goals.
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spot JKM index, and the price differentials between the two regional spot indices reflect net
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