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The Energy Crisis Is Only
Just Beginning

Next winter is where the real challenge lies.

KEY INSIGHTS

= Transitioning away from Russian gas will be a major challenge in 2023 as
countries struggle to find and process enough imported liquefied natural gas

to meet the shortfall.

= Renewable energy is the long-term solution, but the infrastructure does not yet
exist for renewables to replace fossil fuels.

= \We believe that the scramble to obtain enough fossil fuels to meet short-term
demand will lead to higher energy bills and a likely recession.
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holesale gas prices surged

in the summer of 2022,

leading to dire predictions
of blackouts, rationing, and people
freezing in their homes. Since then,
prices have retraced as it has become
clear that most European countries
have largely succeeded in filling their
gas storage facilities ahead of the
winter. It would be a mistake to assume
the energy crisis is over though—in
many ways, it is only just beginning.

After the invasion of Ukraine, Russian
President Vladimir Putin sought to

use Russia’s vast oil and gas reserves
as a tool to weaken opposition

among western countries. Given the
dependence of Germany, ltaly, and other
European countries on cheap Russian
energy, there were concerns that
standing up to Russia would inflict more
economic and social damage than the
continent could stand.

But the threat of turning off the gas was
a weapon that Putin could only fire once.
As the threat became clear, countries
began scrambling to find alternative
sources of energy. Since the invasion,
gas imports from Russia to European
Union (EU) countries have fallen
significantly, largely offset by a sharp
increase in imports of liquefied natural
gas (LNG) from the U.S. and Qatar. At
one point, there were so many LNG
tankers queuing up at European ports

that gas spot prices briefly went negative.

At the same time, European countries have
announced energy price caps to protect
people and businesses from the fallout
of the energy crisis. These expensive
programs have fueled government
borrowing but have helped to prevent
social instability and sharp economic
contraction. Gas consumption has also
fallen significantly as a result of soaring
prices, warmer weather, and demand
destruction in the industrial sector.

..the threat of
turning off the gas
was a weapon that
Putin could only
fire once.
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Transitioning away
from Russian
energy will not

be easy....

Gas Storage Facilities in Europe Are Largely Full
(Fig. 1) The continent is well placed to navigate the winter

100 m 2017 m 2018 ®m 2019

m 2020 m 2021 --- Average (2017-2021)

80

60

Index Price

40

20

N NN SO
¢ F @ W@ Y

As of December 7, 2022.

[eZXZY Index*
88.36

74.43
69.96
64.24
 53.54 |
NN N NN o
Ky o
O (_OQ,Q o S ¢ OQ'O

*Europe % Gas Full Index (last price available, December 7, 2022).

Source: Bloomberg Finance L.P.

Gas storage facilities in Europe are well
stocked compared with previous years
(Figure 1) and, based on the current
rate of demand, the continent is likely

to head into spring 2023 with 30 billion
cubic meters (bcm) to 50bcm of storage
remaining—a much better position than
could have been imagined just a few
months ago. This means that Europe is
unlikely to face a major energy crisis this
winter unless there is a spike in demand
due to cold weather or a reversal of
demand destruction patterns.

It is far too soon to declare victory in the
energy war, however. Although Putin’s
attempt to use Europe’s dependence on
Russian gas as a blackmail tool has failed,
Europe still faces a major challenge in
ensuring its energy needs are met in the
winter of 2023 to 2024 and beyond. The
era of Russia acting as a major supplier
of Europe’s energy needs is over—there
is no going back to the pre-Ukraine

war status quo. Russia would not have
sabotaged its Nord Stream pipelines to
Germany if it was considering sending
gas to Europe again—and even if it were,
there is no appetite in Europe to become
dependent on Russian energy again.
Europe’s future energy needs will need to
be met in other ways.

Transitioning away from Russian energy
will not be easy, however. Despite the
fall in energy imports from Russia since
the invasion, Russian still accounts for
more than 40% of Europe’s stored gas
for this winter. Put simply, if Europe has
around 50bcm of gas storage left next
spring, it will need to attract a very large
quantity of LNG again to make it safely
through to spring 2024. At current levels
of demand, this would mean that Europe
would need to attract 30% of the global
LNG market, or 35% of the global spot
market once already-contracted volumes
are stripped out.

This may be a tall order. There was a
12% increase in LNG imports to Europe
from the U.S. in 2022, but this rate of
growth cannot be sustained because
U.S. production and export capacity is
currently at a maximum. Even if more
U.S. exports were available, there is
currently limited capacity in Europe to
process LNG imports. While there are
plans to build new LNG-processing
infrastructure in Europe, this will likely
take several years to complete.

What’s more, much of the LNG
imported to Europe in 2022 came
from Russia, which will not be possible
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in 2023 due to sanctions. Global
demand for LNG is also likely to rise in
2023, particularly as China has begun
to loosen its “zero-COVID” policies.
LNG is already very expensive, and
prices will likely increase in 2023 as
demand increases.

In the long term, renewables will replace
Russian imports as a key supplier

of Europe’s energy needs, but this
prospect is some years away. Planning,
funding, and building wind and solar
farms is a multiyear process. Installing
the pipes and other infrastructure to
enable households and businesses to
use wind and solar power may take even
longer. Supplies of wind turbines and
solar panels are also limited because

of bottlenecks arising from China’s
COVID lockdown policies, as well as
delays in permissioning and financing.
Renewable energy is the future but not
the only solution to Europe’s energy
requirements in the immediate future.

Which means that fossil fuels will
continue to play a vital role for some time
to come. The short-term story is therefore
one of elevated prices and heightened
volatility as countries scramble to identify
alternative sources of gas. This will come
at a huge cost as governments deal

with rising prices while simultaneously
subsidizing their populations’ energy bills.
If countries struggle to source all the gas
they need, consumption may have to be
cut—but persuading people to use less
gas and electricity will not be easy.

We believe that many European and
other countries face a recession this
year, largely caused by the energy crisis.
It is clear, then, that Russia’s invasion

of Ukraine will continue to reverberate
through energy markets for an extended
period. The threat to turn off the gas
pipes may have been a weapon that
Russia could only fire once, but its
macroeconomic impact will be felt for
years to come.
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T. Rowe Price focuses on delivering investment management
excellence that investors can rely on—now and over the long term.

To learn more, please visit troweprice.com.
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