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When President Vladimir Putin arrives in China on Tuesday, he will be in a hard bargaining
position, given ongoing tension on Russia's western front.

Diplomatic exchanges between Russia and China have been increasing in substance over
the past several years. Already pundits are speculating about how likely it is that a pricing
agreement will be reached on the sidelines of the upcoming Conference on Interaction
and Confidence Building Measures in Asia Summit in Shanghai. China's heavily regulated
domestic market means that Russia's making even a modest profit from natural gas export
will be difficult.

China's energy demand is growing substantially and will continue to do so. Natural gas is
a core growth component of its energy mix, although coal will likely remain dominant for the
next 10 years. Currently coal is used for 80 percent of China's electricity and 92 percent of its
heating.
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Up until now, the predominant sticking point has been the low prices that make even Russian
gas uneconomical to transport to China for sale. Interestingly, conflicts in Ukraine come at a
very convenient time for China, which will make it possible for China to exact a more
favorable energy deal.

Taking into account that Russian natural gas export only brings 30 percent of the overall oil
and gas revenues to the federal budget, these contracts are ultimately more political in nature
than economic. At the same time, however, it is unlikely that Gazprom will operate at a loss
given increasing extraction and development costs coupled with increased investment
programs.

But China may have an opportunity to leverage its geopolitical position to provide
an incentive for Russia. The markets in the Asia-Pacific region are ripe for a new major
exporter. This struggle for market share is likely to evolve around dual poles of Russia
and Australia and their respective energy companies' presence in the region. Russia has
a particularly advantageous position, given that traditional allies in the region have not
tapped their own reserves.

There is a recognizable potential for China to utilize this market opening in negotiations with
Russia to help reduce the price of imported natural gas. This is possible through China's
ability to help liquefy Russian natural gas for export to southeast Asia. China is a huge market
for Russia's natural gas, but it is not likely to be a profitable one.
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