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Abstract

This paper deals with production and pricing policies for the Groningen gasfield. It will provide an evaluation of the past and
a view to its future in a liberalized European gas market. The lifelong production potential and high productivity of the
Groningen gasfield is unique. The extremely low-cost field is also unique in the sub-optimal manner in which it has been ex-
ploited over the whole of its forty year life to date. Its initial monopolistic situation in the West European energy economy cre-
ated an opportunity for its development to be limited to production levels, whereby super-normal profits were generated on
high value sales at the cost of consumers’ welfare.

The breach in the monopoly, through competition from Soviet gas, readily able to undercut Groningen prices, posed a seri-
ous threat both to unit values and market expansion. Fortunately, the fortuitous 1973/4 international oil supplies and pricing
crisis restored Groningen’s fortunes. Following the upward price adjustments for foreign sales, the stage was set for achieving
high company profits and massive government revenues. Dutch society in a broader sense benefited only indirectly through
government tax expenditures. Again, energy consumers’ welfare gains were ignored.

This remains the essence of the situation, pending agreement on the introduction of the liberalized market to meet EU di-
rectives. Currently the Dutch gas regime and policy objectives are being adjusted to the requirements of operating in a liberal-
ized market. These changes recognize: first, the invalidity of the government’s long-held fears for gas scarcity in such a way,
that the earlier steps to restrict both foreign and national sales have been abandoned, and second, the need to reinstate
Gasunie as an active, rather than a passive, player in the European gas market, in which other participants have subverted
Gasunie’s earlier dominance. ‘

The second part of the paper will examine, whether and how these changes can be reconciled with the core elements of the
Dutch gas policy, i.e. state and private revenues, co-ordination of supply and production, the ‘small fields policy’ and the bal-
ancing role of the Groningen field. The liberalization of the European gas market, together with changes in the pattern of sup-
ply and demand and stated Dutch policy objectives of energy policy may give rise to conflicts between the interests of the
Dutch State, the owners of the field and, again, the consumers.
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Introduction catalyst with respect to the evolution of the European

gas industry. In the first part of this paper, we evalu-

As shown in a succession of papers published at regu-
lar intervals over the period since 1969 (Odell, 1969;
1975; 1979; 1984; 1988; 1992; 1995; 1997; Correljé,
1998), we concur with the view expressed in the title
given to this conference, that Groningen has been a
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ate the way, in which this catalyst worked — for better
and for worse — in the past; while in the second part
an analysis is made of the impact of fundamental pol-
icy changes, at both the European Union and the na-
tional levels, on the prospects for Groningen gas.
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Groningen’s Past

Groningen was an extraordinary phenomenon, both
in its own right as a super-giant gasfield and in terms
of its mode and pattern of exploitation. Our concern
is with the politico-economic aspects of the latter,
though also involving the issue of the public presenta-
tion of the former with particular respect to the size
and productivity of the field and of the costs of ex-
ploiting it.

Given its discovery within a unified concession (ex-
cept, of course, for the small part of the field underly-
ing German territory) operated by a single company
(Nederlandse Aardolie Maatschappij B.V., NAM,
owned 50%-50% by respectively Shell and Esso) plus
a state interest, there was a near-perfect monopoly,
especially in the context of an absence of any signifi-
cant alternative sources of gas within a radius of a
thousand kilometers at the time of its discovery and
early development.

Its existence as a natural monopoly was thus never in
question and this, in combination with the position of
the NAM in the Netherlands, established the frame-
work for the supply side of its exploitation. On the de-
mand side the conditions were equally propitious:
Groningen was located close to the center of one of
the world’s most energy intensive consuming regions,
with, in addition, the two most important suppliers of
hydrocarbons to most of the market area being the
two companies, which had discovered the field. Given
these conditions, the creation of a set of national or
regional monopolistic transporters and another set of
monopsonistic distributors and marketers of the po-
tential gas supply from Groningen was axiomatic.

This resulted in the establishment of N.V. Neder-
landse Gasunie, which had the exclusive right to pur-
chase, transport, market and sell natural gas pro-
duced in the Netherlands. Gasunie’s shareholders are
the Dutch state (50%) and Shell and Exxon (25%
each) (for details see Taverne in this issue).

Monopoly plus monopsony was thus imposed and
implemented on the emerging national gas industry.
This was achieved in an ordered way — as per the sys-
tem illustrated in figure 1 — and within which the
price of the gas offered (the volume of which was ini-
tially restricted to well below the competitive opti-
mum level) was related to the opportunity costs in the
markets. At the period of extensive introduction of
the gas to the markets (see Fig.1), Europe consisted
of a set of relatively high-priced energy markets aris-
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ing from a situation of highly protected indigenous
coal and a less than fully competitive supply of oil
products. The netback value of the Groningen gas
marketed was thus a multiple of the very low long-run
supply price of the commodity, with consequential
super-normal profits for the producers and generous
revenues for the state. Energy consumers were, of
course, the losers: but this was largely unrecognized
by them in the context of the ordered system im-
posed. They were, in any case, used to high energy
prices. Gas, in effect, was offered on a take-it or leave-
it basis as a so-called premium fuel at so-called “com-
petitive” prices, so that no lower prices were attain-
able. Monopoly power was effectively exercised.

Monopolies, however, are inherently fragile and, as
shown in figure 2, alternative suppliers emerged on to
the European gas scene. In the case of the UK, with
its newly-found offshore gas fields, this happened
even before the planned Dutch exports could be im-
plemented. This sequence of events, whereby the
planned Dutch gas exports to the UK market in 1965
were excluded, led to the physical separation of the
British and mainland European systems for 30 years.
It also meant, that the nature of the British gas supply
system developed in a completely different way from
that generated elsewhere in Europe by the Groningen
phenomenon. Had events been otherwise, the privati-
zation and liberalization of the British market may
not have occurred and thus not have had the strong
demonstration effect on reorganization of the gas in-
dustry in the rest of Europe, as now in progress.

Elsewhere on the mainland of Europe, initial imports
of pipelined Soviet gas and of North African LNG
were made available at locations, where prices could
be competitive with those for Groningen gas. Such
competitive forces were, however, soon restrained by
the enhanced opportunities for selling gas, which
were created by an important external development,
viz. the oil price shock of 1973/4. Gas consumers’
hopes, that gas would be offered as an alternative low-
er-priced energy source were, however, quickly thwar-
ted as the steeply upward sloping demand curve — in
the context of fears over the security of oil supplies —
led to a tightening of the oil price/gas price links, so
enabling gas producers’ profits and host-govern-
ments’ revenues to be boosted. The ordered system,
originally established to market Groningen gas, was
now made more extensive and intensive across much
of the continent — to the great advantage not only of
the various suppliers now acting oligopolistically, but
also to that of regional monopsonistic distributors
which achieved high sales margins.
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Fig. 1. Groningen gas: a 1969 estimate of Gasunie gas export as planned for 1975 (after Odell 1969, p.12).

But not even these structured restraints on the pace
of gas developments satisfied the Dutch gas supply
industry. Another factor was now introduced to curb
demand growth and to add to upstream profits, viz.
the “declaration” of gas to be a scarce commodity.
This eminently and demonstrably false vision of the
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future of gas availabilities (even at the time, let alone
in retrospect, Odell, 1973) led to actions — both at
various national and the European levels — to con-
strain gas demand, while Dutch policy deliberately
sought to constrain supply (Odell, 1989).
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Whilst demand growth constraint was successfully
achieved post-1976 — as can be clearly seen from the
data in Table 1 — gas suppliers, except for the Dutch,
sought to expand their markets. This involved much
enhanced Soviet exports — with Ruhr gas and SNAM
as the facilitators and beneficiaries; increased Norwe-
gian investments in both field developments (notably
the new super-giant field, Troll) and in gas delivery
systems to the mainland of Europe; the expansion of
Algerian potential through the Trans-Mediterranean
pipeline to Italy and as LNG to market areas hitherto
entirely dependent on Dutch gas (most notably Bel-
gium); and, finally, the belated decision by the UK to
inter-connect its hitherto isolated gas system with
that of mainland Europe.

These supply-side reactions to the Dutch decisions to
limit supplies as a matter of policy served to under-
mine not only the dominance in the European gas
system previously secured by Groningen gas, but also
the role of NAM/Gasunie as the leading actors in the
gas supply system. In terms of the Dutch contribution
to mainland Western Europe’s demand (outside the
Netherlands itself), the decline was steep and contin-
uing — as shown in Table 2 — from almost 54% in
1971 to only 36% in 1981 and to less than 20% by
1997. Groningen, in particular, as in effect a supplier
of last resort (given the preference extended by the
Dutch government to small fields’ exploitation) was
even more significantly affected: so much so, in fact,
that it can be described as having lost its role as a cat-
alyst in the system. In spite of its ultra-low costs of
production, it became, as with Saudi Arabia — the
lowest cost oil producer in the international oil sys-
tem - the swing producer, responding to, rather than
initiating, changes.

Eventually, though already much too late to restore
the status quo ante, the fallacy of gas scarcity was final-

Table 1. Natural Gas Demand in Western Europe, 1961-1996.

Year No. of Total Use Gas Use as %
Countries of Energy Use
Using Gas x10° m? % increase

1961 5 16 - 1.8

1966 7 25 77.8% 3.3

1971 8 106 416.0% 9.7

1976 10 183 72.6% 13.4

1981 11 200 9.3% 14.7

1986 15 218 9.0% 15.2

1991 15 270 23.9% 19.4

1996 17 344 27.4% 21.5

Source: BP Gas statistics, various years.
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Table 2 Dutch Gas Exports in 109 m3to Mainland W. European
Markets, 1971-1996.

Year Dutch Gas Demand in % of Dutch Gas
Exports the Markets to the Markets
1971 25.2 46.7 54.0
1976 39.4 93.8 42.0
1981 43.0 118.0 36.4
1986 35.3 131.7 26.8
1991 30.9 166.3 18.6
1996 45.8 212.1 21.6
1997 40.1 210.7 19.1

Source: BP Gas statistics, various years.

ly discarded. As shown in figure 3, the cumulative use
of Groningen gas failed to draw down the volumes of
declared, remaining recoverable reserves: in part be-
cause of the factors noted above, but in part also be-
cause of the guarantees of volume and price extended
to production from Dutch fields other than Gronin-
gen, in a policy which, yet again, was deliberately sub-
optimal in economic terms (Correljé, 1998). Thus,
the attempts to revive the flagging fortunes of Dutch
gas — through belated offers of additional gas to for-
eign customers — have achieved only modest success.
A recovery from the 1991 production low has been
secured (see Table 2), but the national share of the
relevant European market has, nevertheless, hardly
increased. The national reserves to production ratio,
meanwhile, remains at a generous *25 years, while
technological advances and new investments
(Schweppe, 1999) appear to remain capable of ex-
tending the productive life of the Groningen field be-
yond the end of the first quarter of the twenty-first
century: and beyond a 3000 10° m® of total recovery,
compared with the reserves declaration in year one of
production of only 1100 10° m? (see Fig. 3).

It was perhaps the eventual recognition by the mid-
1990s of the economically sub-optimal results from
the country’s exploitation of its gas resources — and
the irrational combination of a limited market devel-
opment with the simultaneous existence of a resource
“overhang”, that really motivated the fundamental
reappraisal of the organization and structure of the
Dutch gas industry then undertaken, rather than the
threat of EU pressures for the eventual liberation of
the sector.

Liberalization
Much to the surprise of the European energy com-
munity, the Third White Paper on Energy ( EZ, 1996)

contemplated a fundamental change to the traditional
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Fig. 3. The Groningen gas field: Cumulative production, 1965 -
1990 and the evolution of estimates of recoverable reserves from
1959 - 1990 (Odell 1991).

organization and the operation of the Dutch gas in-
dustry. The 1998 draft Gas Law (EZ, 1998) provided
that customers would have free choice regarding their
gas supplier(s). Large consumers, accounting for
around 46% of Gasunie’s home market sales, were
explicitly allowed to seek alternative suppliers imme-
diately. In 2002, medium sized users, representing
16% of the market, will follow. Eventually, in 2007,
the small users will be allowed to shop around freely.

Gasunie’s right of first refusal to Dutch gas producers
has been withdrawn. New suppliers and traders have
been given the right of negotiated access to the trans-
port and distribution systems. Gasunie and the distri-
bution companies will have to establish Chinese walls
between their trade and transport activities and pub-

lish separate indicative prices for the services provid-
ed.

The basic structure of the industry, with a key role for
Gasunie and De Maatschappij/NAM - including a
cross shareholders-ship — is maintained. This is be-
cause, as is argued, it provides scale and organization-
al advantages and allows for the continued co-ordina-
tion of gas sales and purchases from Groningen and
the small fields (EZ, 1998, p. 18-22). This raises the
question whether and how the changes in the trade
regime can be reconciled with the core elements of
current Dutch policy, viz. the maintenance of state
and private revenues (the aardgasbaten), the small
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fields policy and the balancing function of the
Groningen field and the depletion policy.

To appreciate the consequences, it is essential to take
note of the institutional and financial framework of
the Dutch gas industry. Gasunie ‘passes on’ most of
its revenues to its suppliers, NAM and the other gas
producers. Its operational costs are less than 1
cent/m3 and its shareholders receive a fixed annual
dividend of only Dfl 80 million. In 1997 Gasunie’s to-
tal requirements were 84 10° m?, of which around 3.4
10° m*® was imported. 29.4 10° m>® was purchased
from Groningen and 50.4 10° m>® from the smaller
Dutch fields (Gasunie, 1997). The gas produced from
smaller fields is being purchased with priority, in rela-
tively constant volumes, and at an ‘adequate’ price.
The daily and seasonal balance is met by purchases
from Groningen. This implies, that a fall in Gasunie’s
overall volume of sales will bring about an immediate
decline in production at the Groningen field (Cor-
reljé, 1998, p.145-158).

The net revenues of the producers are split between
the companies (around 30%) and the state (70%).
Crucial, however, is that the production costs in
Groningen are estimated at less than 1 cent/m?, while
at the larger off-shore and on-shore fields these costs
are respectively around 7 and 4 cent/m? (Kunneke et
al., 1998). This implies, that the private and state rev-
enues on Groningen production are much larger than
those on production elsewhere and that — conse-
quently — the parties involved have an enormous in-
terest in maintaining output at Groningen. Therefore,
the need to primarily protect its sales volume must lie
at the heart of Gasunie’s strategy. Note that, in 1996,
the overall production objective was set at around 80
10° m® annually up to 2010.

Yet, the first supply contracts without Gasunie in-
volvement have been signed. Trading affiliates of
Dutch distribution companies import UK gas,
through their own Zebra pipeline and the Interconnec-
tor — and not through the Gasunie system. Gasunie
counts with a loss of around 20 % of its sales over the
mid-term, although the Minister of Economic Affairs
at that time, Wijers stated, that he was fully confident
that Gasunie would be able to underbid alternative
suppliers. Gasunie foresees a loss of around 10% of
its throughput for 1999 (Volkskrant, 1996; Gas, 1997;
NRC, 1999; Het Financieéle Dagblad, 1998), while it
will have to cope with competitive prices in its home
market as well as abroad.

These developments may prompt a revision of
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Gasunie’s marketing strategy, in which compensation
for falling sales and/or revenues is sought through an
increase in the exports of Dutch gas. While the home
market is saturated, by and large, the current develop-
ment of gas demand in Europe certainly provides
Gasunie with an opportunity to — at least — stabilize
its overall sales volume. Yet, so far, gas exports have
been restricted, as a consequence of the requirement
to maintain sufficient proven reserves to satisfy the
Netherlands’ consumption over a ‘rolling’ 25 years’
period ( EZ, 1996, p. 133; EZ, 1997, p. 18); Al-
gemene Energie Raad, 1998, p. 10.).

Gradually, though, it is accepted that this require-
ment is excessive — not the least by Gasunie (Verberg ,
1998.). The draft Gas Law states that Gasunie can no
longer be held responsible for the long-term security of
supply for importing consumers, while it is also explicitly
stated that “Dutch gas cannot be reserved primarily
for Dutch consumption”. It can be expected, that this
revised view is bound to meet a lack of understanding
from the Dutch public, which has been brought up
for 25 years with the idea, that Groningen gas is a
scarce asset and that it should be reserved primarily
to Dutch consumers. Nevertheless, an enhanced sup-
ply position for Gasunie would be supportive to the
further penetration of gas in Europe, with the associ-
ated advantages regarding environmental effects and
efficiency in energy use. If combined with flexible
supplies, it could stimulate the creation of additional
outlets for long distance high load-factor gas from
Norway, Russia and elsewhere (including supplies by
the foreign affiliates of Gasunie’s own shareholders
Shell and Exxon in North-Germany, Norway and the
UK.). The storage facilities in depleted reservoirs, in
Alkmaar (with Amoco), Langelo, Grijpskerk and -
above all — the flexible production at Groningen are
instrumental in this respect (Energie Nederland,
1998, p. 8).

We conclude, that the liberalizing steps taken by the
Dutch government, so far, and the changes that can
be observed in Gasunie/NAM’s strategy, may do jus-
tice to the magnificent low cost supply potential of
the Groningen field, ultimately. The apparent revision
of the concept of long-term supply security is essen-
tial in this respect (gas exports, that have to be com-
pensated by imports, yield relatively moderate profits,
because the crucial up-stream profits flow to foreign
producers and governments). Instead of selling limit-
ed volumes at high prices, Gasunie will have to be al-
lowed to return to the European market as an active
and strategic player — unconstrained by an increasing-
ly burdensome limitation of exports.
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The benefits of the liberalization of the Dutch gas in-
dustry — as a unique element of international compet-
itive advantage to the Dutch economy - to the smaller
and medium Dutch consumers will depend on the
manner in which the new Gas and Mining Laws and
the Dutch competition authority will enforce third
party access to transportation, storage and handling
facilities. Yet, it is precisely through its control over
these storage facilities, that Gasunie is in the position
to protect its home market. By withholding alterna-
tive suppliers access to these essential facilities the
market will remain incontestable and thus the smaller
and medium sized consumers will hardly experience
the potential benefits of liberalization ( Energie Ned-
erland, 1999, p. 9)

Eventually, however, extending the benefits of liberal-
ization to these smaller users may turn out to be a po-
litical necessity. Indeed, otherwise, it will be rather
difficult to explain the newly accepted ‘non-scarcity’
paradigm and an expansion of Gasunie’s internation-
al role, given the long-time deliberately fostered per-
ception of the need — or even the right — of Dutch
users to be supplied with Dutch natural gas far into
the next century.
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