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AAA Australian Automobile Association

ABS Australian Bureau of Statistics

ACM Australian Chamber of Manufactures

ACORC Australian Cooperative Octane Requirement Committee

ACTU Australian Council of Trade Unions

AIP Australian Institute of Petroleum

AIRC Australian Industrial Relations Commission

AMC Australian Manufacturing Council

Ampol Ampol Limited

AMSA Australian Maritime Safety Authority

ANZEC Australian and New Zealand Environment Council

ANZECC Australian and New Zealand Environment and Conservation
Council

APADA Australian Petroleum Agents and Distributors Association

APCO Anderson Petroleum Company

APRA Australian Petroleum Retailers’ Association

ATC Australian Transport Council

AVGAS Aviation Gasoline

AVTUR Aviation Turbine Fuel

BP BP Australia Ltd

BOMA Building Owners and Managers Association ACT Division

bpd barrels per day

BTCE Bureau of Transport and Communications Economics

Caltex Caltex Oil (Australia) Pty Limited

CEPA Commonwealth Environment Protection Agency
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CIE Centre for International Economics

CNG Compressed Natural Gas

CPI Consumer Price Index

Customs Australian Customs Service

CVP Continuous Voyage Permit

DEST Department of the Environment, Sport and Territories

Diesel Automotive diesel fuel

DIST Department of Industry, Science and Technology

DTAC Department of Transport and Communications

EBIT Earnings before interest and tax

Esso Esso Australia Limited

FDA Free delivery area

Franchise Act Petroleum Retailing Marketing Franchise Act (1980)

GMHA General Motors Holden Automotive Limited

Gull Gull Petroleum (WA) Pty Ltd

IAC Industries Assistance Commission

IGAE Inter Governmental Agreement on the Environment

LPG Liquid Petroleum Gas

MFD Act Motor Fuel Distribution Act of South Australia

MFLB Motor Fuel Licensing Board

MIDC Maritime Industry Development Committee

MMC Monopolies and Mergers Commission

Mobil Mobil Oil Australia Limited

MTAA Motor Trades Association of Australia

MTASA Motor Trades Association of South Australia

MTBE methyl-ter-butyl-ether

NAASRA National Association of Australian State Road Authorities

NEPA National Environmental Protection Authority
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NHMRC National Health and Medical Research Council

NRMA National Roads and Motorists’ Association

NRTC National Road Transport Commission

NSC National Standards Commission

NZIER New Zealand Institute of Economic Research

OECD Organisation of Economic Cooperation and Development

OICPAC Oil Industry Code of Practice Administration Council

PCB poly chloro butane

Petrol Automotive gasoline or motor spirit

PJT Prices Justification Tribunal

PPPA Petroleum Products Pricing Authority

PSA Prices Surveillance Authority

RACQ Royal Automobile Club of Queensland

RACV Royal Automobile Club of Victoria

SABRRO South Australian Regulation Review Office

SCOCAM Standing Committee of Consumer Affairs Ministers

SCTM Standing Committee on Trade Measurement

SECV State Electricity Commission of Victoria

Shell The Shell Company of Australia Limited

SIRA Shipping Industry Reform Authority

Sites Act Petroleum Retailing Marketing Sites Act (1980)

SVP Single Voyage Permit

TPA Trade Practices Act (1974)

TPC Trade Practices Commission

TWU Transport Workers’ Union of Australia

UST Underground storage tank

Victorian EPA Victorian Environmental Protection Authority

VOCs Volatile organic compounds
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GLOSSARY

B-double A combination road freight vehicle consisting of a
prime mover hauling two semi-trailers with the second
semi-trailer mounted on a turntable at the rear of the
first.

Barrel A barrel is an imperial measure used by the oil
industry.  One barrel is equivalent to 158.987 litres.

Branded Dealer Purchases the product and the brand name from the
supplier and sells the product through his/her own site.

Commercial
Customer

A business to which the supplier will pay the cost of
transporting the product from the supplier’s base to the
business’s site.

Company-owned
and Managed Sites

An oil major employee manages a site owned by the oil
major.

Commission Agent Receives a commission for selling the supplier's
product through a site owned by the supplier.

Distributor Business operated for the pupose of receiving, storing,
selling and delivering petroleum products to resellers
and other end users.

Franchisee Earns a margin for selling the supplier’s product
through a site leased from the supplier.

Independent
Distributor

Purchases the product from the supplier and sells it
through its own depot and equipment.

Independent
Wholesaler

Source fuel either from the oil majors or from imports
and use their own distribution facilities to supply their
own retail networks.

Independently
Owned

No proportion of the sites and assets of the wholesale or
retail business is owned by the any of the oil majors.

Jobber Accesses multiple supply sources, wherever it is
cheapest, and sells it through his/her own depot and
equipment.

Jointly-Owned
Distributorship

The distributor and oil major each own a share,
normally 50 per cent, of the distributor business.



PETROLEUM PRODUCTS

XVI

Lessee Distributor Owns the distributor business but purchases the product
from the oil majors and sells it through oil major owned
depot and equipment.

Oil Majors The refining/marketing companies — Ampol, BP,
Caltex, Mobil and Shell.

Own-brand Dealer Purchases the product from anywhere and sells it
through his/her own site under its own brand.

Primary Distillation The different boiling points of individual crude oil
components are utilised to separate light and heavy
fractions.

Refinery Exchange Reciprocal agreements between refiners for an
exchange of product between the areas serviced by
these refineries.

Refining Sector The conversion of crude oil into petroleum products,
with the products transferred to storage terminals.

Regional Agents Sells product on the behalf of the oil major for a
commission using depot and equipment owned by the
oil major.

Reseller Buys the product from a supplier and sells it to a third
party.

Retail Sector The sale of petroleum products through retail outlets.

Retailer Sells product to the final consumer.

Secondary
Processing

A catalyst of silicon/aluminium is used to break down
large hydrocarbon molecules to yield a high proportion
of petrols.

Solus Trading Reseller sells only one brand of product.

Tied Resellers Supplier owns the assets of a reseller's site, either retail
or wholesale.

Wholesale Sector Responsible for receiving, storing, selling and
delivering petroleum products to retailers and
consumers.
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TERMS OF REFERENCE

I, George Gear, acting for and on behalf of the Treasurer, in pursuance of Section
7 of the Industry Commission Act 1989, hereby:

1. refer the petroleum industry (including petroleum refining, distribution and
marketing but excluding oil and gas exploration and extraction processes,
gas distribution, and petrochemicals) to the Industry Commission for
inquiry and report within twelve months of the date of receiving this
reference;

2. specify that 'petroleum products' be defined to include all refinery products
and by-products;

3. specify that the Commission report on institutional, regulatory (including
environmental and safety) and other arrangements subject to influence by
governments in Australia which affect the efficient allocation and use of
resources, and advise on courses of action to remove or reduce any
identified inefficiencies — giving priority to areas where the greatest
efficiency gains are in prospect, and where early action is practicable;

4. without limiting the scope of the reference, request that the Commission
report on:

(a) the current structure and competitiveness of the industry, including
cost and pricing structures;

(b) the scope for improving the efficiency of the petroleum industry, 
including through changed management and work practices, 
the removal of structural impediments and the use of, and investment
in, technology;

(c) the implications for the petroleum industry and the economy generally 
of regulations and arrangements in the industry, including the benefits 
and costs of possible changes;

(d) the impact of recent initiatives towards industry self-regulation; and
(e) implementation issues associated with the introduction of more 

efficient pricing policies;

5. specify that the Commission have regard to the established economic, social
and environmental objectives of governments; and

6. specify that the Commission take account of recent substantive studies
undertaken elsewhere.

GEORGE GEAR
5 May 1993
* The Treasurer has extended the reporting date to 5 July 1994.
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OVERVIEW

By many standards the petroleum products industry — refining, distribution and
marketing — is performing well, yet it is regarded with suspicion and even
hostility by many Australians.

Australia’s refineries compare favourably with refineries of similar size and age
abroad; refined products compete without tariff protection; retail prices of petrol
and diesel (before and after tax) are consistently low by comparison with most of
the industrialised countries; safety standards are high; and there is a record of
environmental protection.  The retail sector of the industry has been innovative in
responding to changing consumer demands.  Overall, the industry accounts for 1
per cent of Australia’s GDP and 1.5 per cent of business investment.

Higher levels of performance are possible.  Indeed, if Australia is to maintain a
competitive edge in the supply of petroleum products and remain a net exporter
of refined products, improved performance is essential.  The aim of this inquiry is
to identify and help remove impediments to better performance.

Areas of concern

The importance of petrol and diesel as transport fuels, and the lack of immediate
substitutes, mean that prices are under constant public scrutiny.

The misgivings of city motorists are reinforced when they observe that their local
service station may be selling petrol one week at 61.9 cents per litre and the next
week at 71.9 cents.  Their natural response is to ask why companies that can
discount petrol by this margin should not lower their prices on a permanent basis.

Country people are angered by what they see to be an inequitable gap between
country and city prices.  Farmers, miners, transport operators and others who use
petroleum products in their businesses are concerned about the impost of taxes on
petrol, diesel and fuel oil.  For environmental groups and many others in the
community the more important issues are pollution, substitute fuels and
environmental regulation.

Within the industry itself, the refiners are concerned about low profitability and
the additional investment needed to meet environmental standards and adapt
refineries to heavier feedstocks.  Many distributors and retailers are also
concerned about their profitability, but see the core issue to be their vulnerability
in commercial dealings with the major oil companies.
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Underlying all of these concerns are views about the appropriate means of
regulating the industry to ensure the greatest public benefit.

The industry in Australia is extensively regulated.  Apart from health, safety and
environmental matters, governments have largely intervened in response to
concerns that:

• competition is not sufficient to safeguard the public interest; and

• there is an imbalance in contractual power within the industry, leading to
instances of 'unfair' trading.

These same concerns were noted by the 1976 Royal Commission into the
Marketing and Pricing of Petroleum Products and, despite the intervening
regulation, they underlie much of the ill-feeling towards, and within, the industry
today.

Is competition sufficiently strong?

Since competition is a powerful stimulus to improved performance, the extent of
competition is central to the Commission’s analysis.

With five refiners — Ampol, BP, Caltex, Mobil and Shell — the refinery sector is
relatively concentrated and these 'oil majors' also account for the bulk of
petroleum products imported.  They have strong contractual links with their
distributors and retailers.

The fewer the sellers in a market the less the likelihood of vigorous competition
and the greater the opportunity for collusion.  That said, many industries in
Australia are characterised by a small number of vertically integrated producers.
As with the petroleum products industry, they are required to operate within the
competition and fair dealing provisions of the Trade Practices Act, an Act that
has been strengthened in recent years by an increase in penalties, changes in
merger provisions and a new provision covering unconscionable conduct in
commercial transactions.

Any assessment of the level of competition must have regard not only to the
number of refiners but also the potential for independent distributors to import;
the potential for new entrants (refiners, resellers or importers); competition from
substitute fuels and lubricants; and the extent of any countervailing power on the
part of buyers of petroleum products.  Even without pressure from these sources,
the oil majors must overcome considerable difficulties if they try to co-operate,
explicitly or tacitly, to raise prices over any prolonged period of time.  Such co-
operation is particularly difficult beyond the refinery gate where there are many
sellers.
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In Chapters 4 and 5, the Commission concludes that there is effective
competition in most petroleum product markets most of the time.  In the refining
sector, the number of sellers is small and there are some obstacles to entry, but
there is a continuing threat of imports.  In any event, collusion would prove
difficult.  Most refiners have some excess capacity and an incentive to maximise
refinery throughput to increase the financial return on costly refinery facilities.

In wholesale and retail markets, the large number of sellers coupled with the
generally low barriers to entry and exit point to strong competitive pressures.
Indeed, the volatility of retail prices in the major metropolitan markets is
indicative of vigorous competition.  In most country markets there is effective
competition, but there are local circumstances in some country towns that
combine to weaken competitive pressures.  There is no evidence of excessive
profits at any level in the industry (see Chapter 3).

Petroleum product pricing

There is understandable concern when petroleum product prices are perceived to
be too high, too stable or too volatile.  But public perceptions regarding prices
(and levels of competition) in this industry are frequently at odds with the
evidence.  Parallel pricing, for instance, is not necessarily evidence of collusion.
It can be associated with fiercely competitive markets.

Retail prices of petrol and diesel in Australia are low by comparison with other
OECD countries — whether measured before or after petroleum taxes.  Taxes
almost double the price of petrol and diesel in Australia, yet many OECD
governments tax petroleum products at rates several times the rates in Australia.

Wholesale price controls

Any assessment of the behaviour of country or city prices must have regard to the
role of the Prices Surveillance Authority (PSA).  This is because the PSA sets
daily maximum wholesale prices for petrol and diesel sold by the oil majors.
These so-called intervention prices are based on estimates of the cost of
importing refined products into Australia — in effect an import parity price.  The
PSA also determines maximum freight charges on wholesale sales by the oil
majors to resellers throughout Australia.

The freight and storage costs permitted for certain outports — sea ports into
which petroleum products are shipped — are set at zero by Ministerial Directions.
Certain delivery costs and costs of storage in country areas are also excluded
from the declared wholesale prices by Ministerial Directions.  These costs are
included in the so-called 'local component' which forms part of the PSA
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maximum wholesale price.  These costs can only be recovered where markets
allow this.

One objective of PSA regulation is to lower country fuel prices (primarily in
western Queensland) at the expense of capital city consumers.  However, the
reality is that fierce competition ensures that wholesale prices in city markets are
well below the maximum set by the PSA (after allowing for price or profit
support provided by the oil majors).  Accordingly, there is little scope to bring
about a transfer in favour of country consumers.  In those country markets where
the Ministerial Directions do not allow for the full recovery of costs in wholesale
prices, the end result can be poorer service, less investment and less competition.

In metropolitan markets, the strong competition means that the PSA wholesale
maximum is not a constraint on prices — instead, it may act as a price target to
which companies return after a cycle of discounting.  Consequently, it may add to
the volatility of prices.

Retail price discounting

The two aspects of petroleum product pricing that Australians find most
perplexing are the volatility of prices in major cities and the disparities between
country and city prices.

The volatility of petrol prices reflects recurrent bouts of price discounting.
Discounting can benefit consumers and is indicative of strong competition.  As it
is largely confined to the cities, it contributes to the price differentials between
city and country markets.  On average, country prices are above those in the
capital cities and reductions in wholesale prices are passed on to country
consumers less quickly than in the cities.

Price discounting stems from the opportunistic behaviour of individual firms
intent on 'stealing a march' on their competition.  It gains momentum through the
price responses of retail outlets, independent wholesalers and refiners seeking to
protect their sales volumes or minimise losses.  The practice can make
commercial sense for the individual firm, but has little effect on total sales of
petroleum products.  It can provide a temporary lift in sales by the discounter, but
any financial benefits may be short-lived.

The intensity and length of a so-called 'price war' is likely to depend on the extent
of price discounts or 'price support' that the oil companies are willing to provide
to resellers.  Discounting typically ceases when the cost of providing temporary
support becomes too high to sustain.

There is no simple explanation to account for the recurrence of price wars in one
locality and not in another.  Competition for market share in the presence of
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refinery underutilisation or stock build-up can play a part, but there can be any
number of triggers.

Oil refining is capital intensive, and the cost of supplying additional units of
output is very low up to the capacity of the plant.  Accordingly, refiners can
minimise unit costs by maximising their throughput.  Refined product is costly to
store (relative to its value) and the storage capacity held by the oil majors is small
relative to their processing capacity.  It is impractical to shut down and re-open
capacity at short notice.  Thus the oil majors have every incentive to promote
sales at certain times through lower prices.  Refinery output is passed through the
distribution chain quickly —  often discounted through high volume retail outlets
in populous areas close to oil terminals.

The operations of independent wholesalers and retailers — for instance Gull
(Perth), Koala (Sydney) and Matilda (Brisbane) — can add to the volatility of
prices.  They largely compete in metropolitan markets where they take supplies
from the oil majors or import product.  By comparison with the oil majors, they
have low overheads;  their retail outlets have fewer frills; they provide a smaller
range of services; they can survive on smaller margins; they are innovative; and
they can change direction quickly. For these reasons, the competition that the
independent operators bring to markets is out of proportion to their comparatively
small size.  Refined products imported by them add to domestic supplies and
reinforce the incentives to discount.

The benefits of price discounting are not evenly spread between users of petrol.
The Victorian Coalition Parliamentary Backbench Petrol Pricing Committee sees
this as a major issue and in commenting on the draft report said:

The concern is only the inequity of prices ... The draft report ... accepts ... that discounting

benefits consumers, but without recognising that the current position is inequitable in that

the majority of consumers do not have practical access to discount price petrol. (sub. 135,

p. 1)

Notions of equity are frequently one-sided and ignore the reality that there are
trade-offs between equity and efficiency.  It costs more to supply non-
metropolitan markets.  Hence access to petrol at uniform prices for all consumers
would require extensive cross-subsidies, leading to distortions in prices and in the
use of resources.  Concern for equity alone might well encourage measures (such
as outlawing even competitive price discrimination) which would depress
competition and be to the detriment of the community.  In this inquiry the
Commission has focussed on ways to improve efficiency through the avoidance
of price distortions.



PETROLEUM PRODUCTS

XXII

Country retail prices

Non-metropolitan areas account for about 20 per cent of total sales of petrol and
35 per cent of sales of diesel.

The higher retail prices of fuel in country towns was highlighted by many
participants, some of whom contend that the gap between city and country prices
is both inequitable and a constraint on regional development.

The retail prices observed in country towns are not always a reliable guide to the
amount charged.  This is because 'under-canopy' discounts off the price board are
available to selected customers (particularly for diesel), and wholesale prices may
be charged where fuel is purchased on oil company cards.  Even allowing for
adjustments of this type, there are many instances of high retail margins in some
country towns.  The gap between the observed retail price and the PSA wholesale
intervention price (including the freight differential for the town in question) is
frequently 6 cents per litre in Victoria and can be higher in other States (see
Chapter 5).  At the depth of a city price war, the gap between city and country
retail prices can be 10 cents or more per litre.

It is to be expected that country prices will exceed those in the cities if only
because of higher freight and depot charges, different modes of retailing and
typically lower fuel volumes per site (hence higher retail margins).  The
Commission received evidence that the average country throughput per site (for
sites franchised to an oil major) is about two-thirds that of franchised sites in
metropolitan areas.  The average for other (non-franchised) country outlets
supplied through distributors by the same oil major was only one-fifth that of
similar metropolitan sites.

With smaller populations in country towns, there are limited opportunities to
attract a regular passing trade or to move large volumes of product very quickly.
There is correspondingly little incentive for the oil companies to offer wholesale
price discounts.

A review of fuel prices in country towns in New South Wales, Victoria and
Queensland (see Chapter 5) indicates that city-country price differentials are
explained by the additional costs of supplying country markets and the higher
retail margins in the country.  The retail margins in the country can be traced to
features of country retailing (low volumes and low non-fuel sales) which are
largely beyond the control of the retailer, as well as the disproportionately large
effect of certain local factors in their pricing strategies.  Competition can be
dulled for reasons steeped in history or local business and personal relationships,
leading to lengthy periods of behaviour that can only be described as tacit
collusion between resellers in the area.
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Case studies of service stations between Traralgon and Sale (Victoria) and in the
area of Taree (New South Wales) indicate that the inertia observed in retail prices
can be broken eventually by changes in competition at wholesale or retail levels.
The events triggering more vigorous competition can be many and varied.  The
dissemination of price information by consumer groups can help, as can growth
in the regional demand for petroleum products.

The absence of retail discounting adds to the perception that country people are
subsidising city motorists.  However, any attempt by an oil company to earn
abnormal returns in country markets, in order to finance subsidies elsewhere,
would encourage undercutting by other oil majors or independent distributors in
the area and the entry of new suppliers.

That said, high retail margins in country towns may not attract competition if a
potential competitor concludes that the market will not sustain an additional
outlet, or if aggregate petrol and diesel sales in the district are tending to decline.

Wholesale price controls are a further complication.  The PSA determines freight
differentials on wholesale sales of petrol and diesel by the oil majors to resellers
in country towns and some other locations.  These differentials are added to the
daily maximum wholesale prices set by the PSA.  In country markets, only a
small proportion of sales of petrol and diesel appear to be directly subject to price
regulation.  While sales by the oil majors are covered by the PSA regime,
wholesale sales by their distributors are not.

The official freight differentials can understate the costs involved in supplying
country markets.  In any event the PSA controls can be circumvented by the oil
majors channelling supplies through distributors.  The distortions that this can
bring to distribution networks are likely to be greatest where the costs of
supplying country towns exceed the allowance in the PSA maximum wholesale
price (see Chapter 5).

Competition in country centres will be enhanced by removing price controls and
other impediments to the efficient transport and distribution of petroleum
products.

Discrimination in wholesale prices

For many resellers (distributors and franchisees) tied by exclusive supply
arrangements to an oil major, the industry’s problems centre around price
discrimination — that is, the sale of the same products by the same supplier to
different resellers at different prices.

Differentials in wholesale prices can sometimes be explained in terms of the
costs of supplying and the buying power of independents and resellers with large
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throughput.  Price discrimination is also an integral part of the marketing
strategies of oil companies keen to maintain their market share.  It can make
commercial sense for the oil companies concerned, while benefiting motorists
and the wider community.  However, it can threaten the livelihood of some
resellers caught in the cross-fire and it contributes to much of the conflict and ill-
feeling within the industry.

Price discrimination is not an offence under the Trade Practices Act unless it
substantially lessens competition (under section 49).  The Trade Practices
Commission (TPC) has concluded that the practice in this industry is pro-
competitive and the evidence presented during this inquiry supports this view.

Price controls are not the answer

The existing wholesale price controls are not providing the reassurance that many
are seeking.  Yet they are preventing prices from playing the important role of
guiding investment and resources into their most efficient uses.  The reality is
that:

• In markets where the bulk of petroleum products are traded, competition or
potential competition is sufficiently strong to prevent firms raising prices by
exploiting market power (see Chapter 4).

• The volatility of petrol prices in the major cities is indicative of vigorous
competition (see Chapter 4).

• In some country towns the level of competition can be weak, but this is
predominantly due to local factors not amenable to correction by price
controls (see Chapter 5).

• The setting of maximum wholesale prices may add to price volatility in the
cities and increase rather than reduce any potential for tacit collusion (see
Chapter 6).

A question for this inquiry is what action by government (or others) can be taken
to address any weakness in competition in particular country markets without
imposing costs and rigidities on the whole petroleum products market.  To date,
the major way in which governments have sought to influence country prices is
through Ministerial Directions and wholesale price surveillance by the PSA.  The
problems with country prices appear to be in the retail margins, which are not
addressed by PSA wholesale price regulations — and in any event the answer is
not to be found in price controls.  Such controls treat the symptoms rather than
the cause of perceived problems.
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The Commission will recommend that price surveillance be withdrawn.  This is
consistent with the approach of the 1993 Independent Committee of Inquiry into
National Competition Policy (Hilmer) which found that a 'prices oversight'
regime should be targeted at those cases where pro-competitive reforms are not
practical or sufficient.  This is not the case in this industry.

Prices oversight in the cities is unnecessary because of the competition observed
in those markets.  And the reforms proposed by the Commission will enhance
competition, especially in country markets.

The gathering of information on retail prices and its dissemination by consumer
groups could improve the operation of petroleum product markets.  In Chapter 6,
the Commission discusses a role for motorists’ associations and other groups in
keeping the community better informed about prices and retail margins —
particularly in those country towns where there is prima facie evidence that retail
margins are high and competitive pressures weak.

However, more formal monitoring may have some appeal as a measure to
reassure a sceptical community and secure public support for the removal of price
surveillance.  If governments wish to implement monitoring for this reason, it
should be on a temporary basis and in a way that focuses on competition in the
wake of the market changes that might follow from the implementation of
recommendations in this report.  This form of monitoring would have regard to a
range of indicators of competition, including profits and barriers to entry.  Prices
would be of interest, but only as one indication of the strength of competition.
The proposed Australian Competition Commission would be an appropriate body
to undertake this task.

Monitoring that is ex-post and endeavours to ascertain whether outcomes are
persistently different from those anticipated in a competitive market can be
distinguished from price surveillance — which sets out to curtail monopoly
pricing before it occurs.  In Chapter 6, the Commission examines the arguments
for and against monitoring and concludes that it can adversely affect the
allocation of resources.  Even light-handed measures would need to be adopted
with considerable caution.

Access to oil terminals

Many participants called for measures to ensure that any licensed reseller or
carrier of petroleum products can gain access to an oil company terminal.  They
sought immediate withdrawal of the Laidely Agreement.  This Agreement,
between the Transport Workers Union and the Australian Petroleum Agents and
Distributors Association (APADA), establishes certain award conditions and
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defines delivery areas for tanker drivers employed by the oil majors and members
of APADA.  The latter part of the Agreement runs counter to a number of
provisions of the Trade Practices Act, but the TPC has been unable to intervene
other than to prevent its extension.

The oil majors are not bound to provide access to terminals to all purchasers at
the times they want it, and there is no guarantee that they would do so if the
access provisions of the Agreement were set aside.  They would not want
opportunistic sales to over-ride longer term supply arrangements with resellers.

Shell said that without the Agreement the amount of product delivered by non-
company operated tankers would be substantially higher.  The Motor Trades
Association of Australia (MTAA) referred to the Agreement as the greatest single
impediment to improving efficiency in the petroleum products industry (sub. 136,
p. 5).  The National Farmers Federation contended that it is a prime cause of the
higher prices of fuel in country centres.

The Agreement can mean double handling for some distributors.  It also supports
refiners who quote delivered prices as against prices at the terminal.  However,
there has already been considerable progress, through enterprise agreements, in
opening up access to oil terminals.  Thus the effects of removing the Laidely
Agreement are unlikely to be as great as assumed by some participants.

Road tanker fleets operating out of oil company terminals are a cost-effective
way to deliver fuel.  Consequently, it can be advantageous to the oil majors, and
sometimes consumers, for product to be supplied on a delivered basis.  Whether
oil company delivery is the most efficient approach will not be demonstrated
while potentially low-cost operators are denied access because of the Agreement.

APADA said that the Agreement had been largely overtaken by events.  The
Transport Workers Union argued that problems such as double handling should
be dealt with on a terminal by terminal basis.  Other participants sought measures
that would have the effect of outlawing the Agreement.

Another option is negotiated withdrawal on a terminal by terminal basis.  The oil
majors are in a position to hasten this process, but do not appear strongly
motivated to do so.  They express 'in principle' support for open access to
terminals, subject to safety requirements, but are concerned to avoid industrial
action akin to the original Laidely dispute.

The Commission will recommend that the Commonwealth Government
encourage APADA, the Transport Workers Union and the oil majors to
accelerate the negotiated withdrawal of the Laidely Agreement.  Failing progress
in that direction, the Government should consider legislation to eliminate those
provisions in the Agreement that have the effect of restricting competition.
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Withdrawal of the Laidely Agreement will remove a barrier to the activities of
independent operators and make more transparent the conditions under which
distributors get access to supplies.  Oil companies that do not accommodate
customers who want to take delivery at a terminal could surrender some
advantage to their competitors that will.  However, the change will not
necessarily meet the concerns of those who want fuel to be sold on a 'fair,
equitable and non-discriminatory' basis.  To many participants, this means open
terminal access and 'terminal gate' pricing.

Terminal gate pricing

In a less regulated environment, individual oil companies may elect to quote
terminal gate prices in order to foster better working relationships with
distributors or franchisees.  However, many participants sought a more formal
approach to pricing.  The MTAA, for instance, argued that:

... if all [refiner] companies are required to post an ex-terminal price that accurately

reflects the cost plus a reasonable profit to produce and store the finished product, all

resellers will then be starting on a level playing field. (sub. 49, p. 98)

Under these arrangements free delivery areas would be abolished;  freight would
be calculated on a cents per kilometre formula;  and all refiner oil companies
would be committed to refrain from “any sort of selective price support or any
price discrimination, including voluntary discounts, rebates or any other
allowance, within different classes of buyer” (sub. 49, p .99).

The proposal calls for substantial involvement by the PSA in marshalling the
'commitment' of the oil majors to refrain from price discrimination and in relation
to other elements considered by MTAA to be essential in a terminal gate price,
for instance “separation and quantification of ex-refinery costs for verification by
PSA”.

APADA (sub. 179) favoured a terminal gate price set by the PSA to which would
be added (by negotiation) customer-specific costs — while allowing major
customers with buying power advantages to qualify for prices below the terminal
gate price.

The system favoured by the Victorian Coalition Parliamentary Backbench Petrol
Pricing Committee would preclude even discounts for volume.

... all cash customers with a legally qualified vehicle to pick up the product, could obtain

petrol at the same price, and at the same or similar price at up to 10 or 12 terminal gates

throughout Victoria. (sub. 135, p. 3)

The adverse effects of the existing system of price regulation — on investment
and the allocation of resources — would not be in any way alleviated should the
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PSA operate on the basis of a regulated terminal gate price instead of delivered
wholesale prices.

Following the public hearings on the draft report, the MTAA submitted that:

... the issue of a terminal gate price and how that would be defined is a matter for further

discussions between ourselves and the individual oil companies, taking into account, at all

times the wider issue of the public benefit and the need for the market to operate in the

most effective and hence competitive way. (sub. 191, p. 1)

Terminal gate pricing achieved through regulation is neither necessary nor
practical.  Its effect would be to re-instate price regulation, but at the terminal
gate rather than the wholesale level.  It would be no more successful in avoiding
price discrimination than was 'rack' pricing.  It is not a pro-competitive measure
and it would involve unwarranted intervention where competition is already
effective.  By reducing the scope for selective discounting it may add to the
wholesale price of petroleum products.

Fair dealing within the industry

Inquiry participants cited many cases of what they considered to be high handed,
ruthless, or unconscionable conduct on the part of the major oil companies.
There were also claims of predatory pricing.  Indeed, for many distributors and
service station operators the central issue in the inquiry is not competition but
'unfair' trading on the part of the oil majors.  The concern stems from the strong
equity and contractual links which the oil majors have with their distributors and
other resellers.

The strained relationships within the industry have persisted despite the
safeguards, since 1980, that the Sites Act and the Franchise Act sought to
provide.

Vertical arrangements and imbalance in contractual power

The petroleum products industry is vertically integrated insofar as the refiners
own and operate retail sites.  The extent of integration varies between products,
but the oil majors also have commercial relationships (including exclusive supply
agreements and contractual arrangements) which give them an influence over the
operations of many resellers (see Chapter 2).

The bulk of retail sales of petrol are through sites owned or headleased by the oil
majors.  The remaining sales are largely through dealer owned sites having long
term supply agreements with oil majors.  Of the 9 800 retail sites, at least 80 per
cent are believed to carry the brand of an oil major.
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There are about 600 distributors, of which 63 per cent in 1993 were owned or
jointly owned by the oil majors.  A further 9 per cent were independent but had
supply agreements with a major brand.

Some supply arrangements are for short periods and do not impose restrictions on
the reseller.  Other arrangements incorporate restrictions that make the parties
interdependent.  Franchisees on retail sites, for instance, are obliged to sell only
the parent company’s fuel, subject to provisions of the Trade Practices Act
relating to exclusive dealing.  Once they have entered into a contract, they have
little scope to negotiate on contractual conditions.

The typical service station franchisee heads a small business in which an oil
major has made a much larger investment.  Depending on the location, the
franchisee may have outlayed $100 000 to $200 000 in stock, equipment,
operating capital and fees paid to an oil major.  This outlay has to be seen
alongside the oil major’s investment of perhaps $2 million in the site.  In these
circumstances it is not unreasonable for the oil majors to want to maintain tight
control over their investment.  Similar control can be seen in other franchised
operations.

Vertical arrangements can bring significant commercial benefits through lower
transaction costs and reduced risk.  For these reasons, firms in many Australian
industries — for instance, paper, steel, glass, motor vehicles and numerous
foodstuffs — have integrated their production operations with activities further
downstream.  The high volume, low value features of oil refining add to the
incentive to enter into vertical arrangements.

Concern that vertical relationships between the refiners on the one hand and their
wholesalers and retailers can lead to exploitation of those with the least
bargaining power, has led to calls for divorcement (where the oil majors are
denied the right to operate any retail site).  Where this has been attempted in
other countries, the benefits have not been commensurate with the costs.  In the
Commission’s view, divorcement is not a realistic option (see Chapter 8).

Improving business relationships

Any complacency about the commercial dealings between the major oil
companies and their distributors and other resellers would be dangerous.
However, there is a fine line between aggressive competition and practices that
border on the unethical.  Claims of unfair trading have been central to the 30 or
so inquiries into the industry since 1974 — inquiries that have largely determined
the regulatory regime under which the industry is now operating.

The oil majors and other parties have to co-exist in the industry in accord with
competition and fair dealing provisions of the Trade Practices Act. Commercial
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reality also suggests that oil majors that misuse their bargaining power will fail to
attract and retain quality business partners — be they distributors or franchisees.

A great deal of fence mending is called for on the part of the oil majors.  In
particular, they need to address the concern within the industry that managers at
middle and lower levels do not apply the ideals of behaviour expressed at more
senior levels.  Relationships with franchisees and distributors appear to be most
at risk when agreements come up for renewal.

Improving performance

Earlier sections of this Overview dealt with pricing issues.  Under the proposed
changes, the Ministerial Directions determining freight differentials would be
withdrawn;  the PSA would no longer set maximum wholesale prices; and there
would be more open access to oil terminals.  In support of these changes there
could be retail price-watch arrangements in country markets and monitoring of
the strength of competition generally in the industry.

The following sections deal with other institutional and regulatory reforms.
Their effect would be to remove regulations that are ineffective or depressing
performance, while strengthening self regulation and promoting reforms in the
areas of transport, retail trading, environmental regulation and taxation.  The
areas covered are:

• legislative reforms;

• self regulation;

• state and local government regulation;

• environmental considerations;

• transport; and

• taxation.

Legislative reforms

For the reasons set out below, the Commission proposes that the following pieces
of Commonwealth legislation be repealed:

• the Petroleum Retail Marketing Sites Act (1980); and

• the Petroleum Retail Marketing Franchise Act (1980).

The repeal of this legislation is consistent with the approach of the Hilmer
Committee which favours a universal and uniformly applied set of rules across all
industry.
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Repeal of the Sites Act

The Petroleum Retail Marketing Sites Act (Sites Act) was passed in 1980 to limit
the number of retail sites owned and operated by the oil majors.  On
implementation, it brought about an immediate reduction in the number of sites
under the direct control of the oil majors.

Most oil majors now operate far fewer sites than their quotas allow, but the
potential remains for the Act to distort decision-making in the management of
retail outlets.  Some companies prefer more company operated sites than others
in their marketing mix.  BP maintains its site numbers close to its quota.

The MTAA argues that the Act should be retained because:

... removing restrictions on site numbers in which oil companies are permitted to directly

operate would allow further domination of the retail market. (1993, p. 11)

What is often ignored is that vertical arrangements also bring benefits in terms of
lower costs and the spread of risks and responsibilities between the parties
concerned.  In the absence of evidence that vertical arrangements significantly
inhibit competition, any attempt to deny firms the use of a variety of vertical
arrangements can impose unnecessary costs.

The Sites Act was an attempt at partial divorcement — that is, constraint on the
number of sites operated directly by the oil majors (or importers).  However,
companies can work around the restrictions by operating larger sites and building
up the range and quality of services offered on the sites that they are entitled to
operate.  By taking equity ownership in a distributor they can gain some
influence over its associated retailers.  They can also tie resellers to the supply of
company products, subject only to the exclusive dealing provisions of the Trade
Practices Act (see Chapter 8).

One option is to withdraw the Sites Act over an extended period — as by the
progressive expansion of site quotas.  However, for the reasons outlined in
Chapter 8, the Commission recommends that the Commonwealth Government
repeal the Act by 30 June 1995.

Repeal of the Franchise Act

Supply agreements, usually between an oil company and a reseller, have been the
source of most of the friction within the industry.  The issue is not necessarily
one of competition in the market, but the imbalance in negotiating power
between the parties to a contract and whether both parties have equal access to
the relevant information.
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The Franchise Act has formed the basis for existing franchise agreements,
effectively providing a nine year assignable tenure, improving the flow of
information to prospective franchisees and providing conditions for termination
and assignment.  There is a provision within the Act to deal with price
discrimination by an oil company as between its franchisees.

The MTAA argues that service station operators require the Franchise Act (and
the Sites Act):

... to prevent abuse of market power against them by the, in the main, foreign-owned oil

companies. (Media Release, 28 March 1994)

The Act has brought benefits to franchisees, but also costs in terms of higher
franchise charges.  By charging higher franchise fees, the oil companies are
compensated for some of the extra risks that can arise from the performance of
the franchisee over a longer tenure.

The Franchise Act has not increased the scope for franchisees to negotiate on
product prices nor, in the opinion of the bulk of participants, has it prevented
price discrimination between like-branded franchisees.

A franchisee operating an oil company owned site who wishes to negotiate lower
prices from another supplier can only do so by first finding a buyer for the
existing franchise (or terminating the agreement) and relocating to another site —
perhaps to be tied to a new franchisor.

Under the Trade Practices Act, price discrimination that does not reflect cost
differences is illegal only if it is of such magnitude and of such frequency that it
substantially decreases competition in the market.  The prohibition under the
Franchise Act is different, but is by no means an answer to the problem of price
discrimination as seen through the eyes of a franchisee.  Under the Franchise Act,
if a wholesaler charges different prices, to as few as two franchisees, it may
breach the Act — even though this could not influence competition in any
substantial sense.  On the other hand, differences in price that reflect differences
in supply costs, or a reaction to regional competition are permitted.

Many aspects of the Franchise Act are now incorporated in Oilcode — a process
of industry self regulation.  Indeed, the eight codes developed since 1989 have
already extended Oilcode well beyond provisions in the Franchise Act.  In the
Commission’s view all necessary safeguards can be encompassed within Oilcode.

Repeal of the Franchise Act would benefit industry adjustment.  It would also
place the petroleum products industry on the same footing as other industries that
have adopted self regulation as a complement to legal remedies through contract
law and the Trade Practices Act.  There are many ways in which Oilcode and,
where necessary supplementary codes, can be strengthened to underpin behaviour
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in the oil industry.  The industry needs to address these possibilities and
implement those that offer the best ways to strengthen Oilcode so that it too
covers all issues that can divide participants in the industry (see Chapter 8).

The Commission will recommend that the Commonwealth Government repeal
the Franchise Act by 30 June 1995, while ensuring that the rights of existing
franchisees under the Act are protected during the nine year term of their current
agreement.

In respect of new franchisees, the period of tenure should be no less than three
years, without the present near-automatic right of renewal.  Prospective
franchisees should benefit from lower franchise fees if they accept shorter tenure
than that now required.

Self regulation

Oilcode has been a very positive development.  It provides the best prospect for
improving relationships between all parties in the industry — not just those
between the oil companies and their franchisees.  Nevertheless, Oilcode should
be strengthened in areas covering the negotiation and conduct of franchises.

The rights and obligations of the parties to franchise agreements need to be
clarified, while allowing scope for innovation in the contractual provisions.  This
would not preclude minimum contractual conditions being specified in regard to
tenure, disclosure of information, termination, assignment and renewal of
franchise agreements.

Some administrative arrangements are also in need of review.  Not all industry
participants have joined Oilcode; there may be inadequate penalties for breaching
the Code;  and better provision is needed for the annual review of Code
operations.

In Chapter 8, the Commission has listed matters that it believes should be on the
reform agenda.  Given changes in those areas, the arguments for legislative
underpinning of Oilcode would be weak.  However, it is important that changes
in Oilcode be made with the approval of the TPC since discussions within
Oilcode on prices, margins or discounts could be construed as attempts to collude
and would not be countenanced by the TPC.

The industry and the TPC should jointly decide whether effective price
discrimination provisions should be built into a strengthened Oilcode.

The MTAA has indicated support for the view (expressed in the draft report) that
whatever the term of tenure, franchisees need to be better informed as to the risks
and likely returns from the investment.  Critical factors in the success of a
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franchise and in avoiding disputation are adequate disclosure on the part of the
franchisor and adequate assessment of the potential of the business by the
franchisee.

A franchise can be a risky investment, yet many franchisees appear to have
entered into agreements without adequate information; without the benefit of
professional advice; and with unrealistic expectations as to the independence they
might enjoy in a retail site in which they may own a comparatively small share of
the assets.  A strengthened Oilcode can help to ensure that prospective
franchisees are better informed about their prospects, but responsibility for
negotiating a satisfactory franchise agreement must ultimately rest with the
individual concerned.

Whatever the changes in Oilcode, it is unlikely to give service station franchisees
the degree of control they seek over fuel prices, price discrimination and
contractual conditions.  Much will remain for negotiation between the relevant
parties when the franchise is established or comes up for renewal.

State and local government regulation

Some States continue to intervene to protect particular interest groups within the
industry.  A prime example is South Australia’s Motor Fuel Distribution Act.

Repeal of the Motor Fuel Distribution Act

Introduced in 1973, the South Australian Motor Fuel Distribution Act provides
for the number and location of petrol retailing outlets in South Australia to be
determined by administrative fiat rather than by competitive firms responding to
consumer preferences.  The Act is administered in ways that increase barriers to
entry, reduce competition and impede structural adjustment.  The Commission
will recommend the repeal of this Act.

Commercial restrictions on retailing

The petroleum products industry operates under a maze of commercial
restrictions applied at State, Territory and local levels.  The conditions under
which service stations can sell petrol and non-petroleum products differ from
State to State, but extend to the siting of outlets, hours of operation and the range
of products sold.

Not all regulations have kept pace with the changing face of petrol retailing.
Retail outlets now range from 'mega-sites' to convenience stores in which sales of
petroleum products make a small contribution to profits.  There can be efficiency
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costs whenever regulations inhibit commercial responses to competitive
pressures.

Planning controls can inflate site costs and place constraints on competition.
This is most evident in the ACT where planning controls, including signage
restrictions and the siting of retail outlets in neighbourhood shopping centres,
have minimised the incentive to engage in price discounting.  The recent
response of the ACT Government has been to release a retail site on favourable
terms to a distributor prepared to offer discount prices while denying the oil
majors the opportunity to bid for the site.  This is discussed in Chapter 9.

Restrictions on operating hours have been repealed in most States, but remain in
Western Australia where the Retail Trading Hours Act (1987) restricts trading in
Perth and some larger towns.  Together with restrictions on the products that can
be sold, they impede the development of convenience stores attached to service
stations.  Although they protect some retailers from competition, the restrictions
stifle innovation, reduce consumer choice and convenience, and impede the best
use of assets in petrol retailing.  The policy in relation to trading hours is under
review in Western Australia.

Restrictions on the floor area in which non-petroleum products may be retailed in
service stations remain in force in Queensland.  In the ACT, the restrictions are
more flexibly applied but still constrain the scope of service station proprietors to
generate income from sales other than petrol.

The Commission will recommend that restrictions on trading hours, the retail
area, and the range of goods sold at service stations not be applied as a means of
protecting other businesses.

Environmental considerations

Major areas of environmental concern in relation to petroleum products are
emissions (particularly lead in petrol), site contamination, alternative fuels and
waste oil.  These are matters examined in Chapter 10 and in greater detail in the
Commission’s reports on Urban Transport and Costs and Benefits of Reducing
Greenhouse Gas Emissions.  Alternative fuels are discussed in Appendix D.

Most of the power to form and enforce environmental policy rests with the States
and Territories.  The standards to which firms are required to conform are not
uniform between jurisdictions, nor is uniformity necessarily appropriate.
Because regions differ in their capacity to absorb pollutants, equivalent outcomes
across regions may dictate different standards.  That said, unnecessary disparities
between States and Territories in their handling of environmental matters add to
uncertainty and increase the cost to business.  Whether they are uniform or not,
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governments should ensure that environmental regulations are clear, consistent
and do not overlap.

There remains scope for additional self regulation by industry (as through
accreditation schemes) within the broad context of environmental regulation, and
for the use of market-based instruments like taxes and transferable entitlements in
preference to exclusive reliance on command and control instruments.

Given the uncertain costs and benefits, the Commission supports a cautious
approach to the abatement of emissions, including lead in petrol (see Chapter 10).

The extent of site contamination from fuel tanks in Australia is not well
documented, though there is an appreciation that the impact on the environment
is more serious in some locations than others.  The Commission supports the
development of  national guidelines on financial liability for site remediation.

In principle, about half of the lubricating oil used in Australia is recoverable,
though some uses are more benign than others.  Recycling should be at a level
that has regard to both the environmental and economic benefits and costs.  A
starting point is to ensure that disposal costs, including collection and waste
disposal charges, take into account the full cost to society.  Since the disposal of
waste oil can lead to environmental damage and pose health risks, the
Commission considers that the Commonwealth should take the lead in
developing a national waste oil strategy.

Transport issues

Notwithstanding achievements to date in transport reform, there is considerable
scope for savings in the transport of petroleum products.  The reforms proposed
by the Commission in Chapter 11 are pro-competitive and would lower transport
costs.

Road transport

Some important gains have yet to be made through reforms in road transport.
Areas of concern are mass limits, regulations restricting the deployment of B-
doubles and the absence of uniform inspection standards.

Commonwealth regulations do not presently allow the gross mass of six-axle
articulated road tankers to exceed 42.5 tonnes.  One effect is to slow down the
introduction of newer styles of articulated vehicles — vehicles with the potential
to reduce road wear for the same vehicle load.  The National Road Transport
Commission (NRTC) is to report on this matter in 1995.
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The restrictions on the use of B-doubles mean that large tankers have limited
access to loading and unloading sites in some locations.  The use of smaller six-
axle articulated vehicles leads to smaller payloads and higher costs of transport.
Attempts to achieve consensus among the States on the introduction of B-doubles
are continuing through the NRTC.

Inspection requirements vary between States and there are varying degrees of
reciprocity of inspections.  As with the question of mass limits, the Commission
considers that the NRTC is best placed to promote transport reforms.  A national
approach can reduce administrative and other costs to industry.

Commonwealth, State and Territory Governments need to jointly agree on a
nationally recognised B-double network, route selection, and vehicle standards.
The issue of mass limits should be resolved as soon as possible after the NRTC’s
review has been completed.

Rail transport

Victorian regulations require petrol and diesel to be carried by rail over the last
80 kilometres into some of the State’s largest regional centres — notably
Horsham, Mildura, Wodonga, Shepparton and Swan Hill.  Other States no longer
protect their rail systems in this way.

The Victorian restrictions add to the cost of country deliveries of fuel.  They lead
to double handling and restrict competition from independent operators who
source the cheapest fuel and rely on road transport for delivery to country
consumers.  Shell estimated that the requirement to use rail increases transport
costs by as much as 40 per cent.

In the draft report, the Commission recommended the withdrawal of the so-called
'rail head' system.  The Victorian Government has now made known its intention
to abolish the arrangement from June 1995.

Coastal shipping

The Commonwealth Government’s policy of cabotage requires that cargo
transported around the Australian coast be carried on Australian vessels with
Australian crews.  Despite recent reforms, Australian freight costs for petroleum
products appear to be well above international costs — the margin being at least
35 per cent.  The major cause is the cost of crewing Australian tankers.  Single
voyage permits are possible where no Australian vessel is available, but these are
of limited value to operators wanting to plan ahead.

Australia’s coastal shipping fleet has a sound record of safety and protection of
marine ecology.  Shipping standards can be maintained, however, without
reliance on cabotage.  The Commission recommends that the Commonwealth
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Government determine the process and timetable for the withdrawal of cabotage.
Safety standards should be addressed as a quite separate issue.

The seamen’s engagement system is another area in need of reform.  At present
there is a central register, and crew members are assigned to vessels at each port
according to a roster.  Attendance money is paid to seamen who are available but
not assigned.  The arrangement cannot foster a shared interest between employers
and employees;  crews have little incentive to ensure that their assigned vessel is
competitive;  and there is little incentive for shipowners to invest in the training
of crew members.  The efficiency losses go well beyond the petroleum products
industry.

The Commission recommends that shipowners should have the right to employ
crew on terms negotiated under an enterprise agreement.

Taxation issues

By international standards, Australian taxes on petroleum products (excise and
State franchise fees) are not high.  The community would nevertheless gain from
reforms that lighten the burden on businesses that use petrol and diesel to
produce other goods and services (see Chapter 13).  As a detailed examination of
this matter would have taken the Commission well beyond the scope of the
inquiry, the Commission will recommend that the Commonwealth Government
initiate a comprehensive review of taxes on intermediate inputs.

In this report the Commission has not proposed major changes in the taxation of
petroleum products, but has considered ways in which the diesel fuel rebate
scheme might more effectively exempt businesses from excise on diesel fuel used
as an intermediate input.  The Commission will recommend that the
Commonwealth Government modify the diesel fuel rebate scheme to include
diesel used in rail transport;  include all diesel used on a mining lease;  remove
diesel used in residences;  and adjust all rebate rates to 100 per cent of the diesel
excise.

The current structure of rebate rates came about through a series of ad hoc
adjustments, the effect of which is to favour primary production over mining and
offer other categories even lower rebates.  The Commission will recommend that
all rebates be adjusted to 100 per cent, thereby eliminating (for those eligible) a
tax on an intermediate input.

Economic modelling suggests that the reforms in fuel excise will bring
substantial benefits in terms of Australia’s GDP — of the order of $1 billion (see
Chapter 13).
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Some effects of reform

Given the importance of petroleum products and the size of the industry in
Australia, even small reforms can bring substantial community gains.

The reforms proposed by the Commission will bring gains from improved
investment decisions and better allocation of the community’s resources.  A
minority of country consumers will probably experience small increases in retail
prices in the short term.  But in time, the gains will flow through to all
consumers.  Most will see the benefits in the form of lower prices.

New investment is occurring within the industry at the rate of about $800 million
a year. But at a time when domestic demand is overtaking refinery capacity,
much of the investment at present is to accommodate technological change and
meet environmental requirements rather than increase capacity.  The
Commission’s approach acknowledges the view put by the parent company of
Caltex that:

... the Australian oil industry does not rate well when competing against opportunities in

other countries ... excessive government intervention, both direct regulation and indirectly

through the workings of the Prices Surveillance Authority, is a significant impediment.

(sub. 41, App. 5)

The removal of price regulation will advance the reforms begun in 1988 with
deregulation in the domestic crude oil market.

With the withdrawal of declared maximum wholesale prices and freight
differentials, the prices of petroleum products may fall within and between some
regions, and rise in others.  This should not be a signal for a State or Territory to
reinstate price controls.  Higher prices should be allowed to induce additional
investment by existing firms and attract new entrants where that is appropriate.
Firms should have the opportunity to operate responsibly in a less regulated
environment without the immediate threat of renewed controls.

The package of reforms will not bring dislocation or undue hardship to any group
within the petroleum products industry.  The group that might be thought to be
most at risk, service station franchisees, will retain the benefit of provisions built
into their current franchise agreements — agreements that will remain in force for
at least another four years for most franchisees.  New franchisees entering the
industry under new terms and conditions will be better informed as to their
prospects in the business.

The industry has a history of restructuring.  Since 1970, the number of retail sites
has fallen from about 20 000 to 9 800; the number of wholesalers from 7 000 to
600; and the number of refiners from nine to five.  The changes proposed by the
Commission may increase the pace of restructuring, but this is an outcome
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favoured by the majority of inquiry participants.  The MTAA called for
government intervention or guidance that might reduce the number of retail sites
by 3 000 to 3 600 sites.

In the Commission’s view, governments should not be involved in restructuring
this industry, other than by changing the institutional and regulatory settings
where they detract from efficient operations.  The industry should be allowed to
develop in accord with changing market conditions.

The withdrawal of Ministerial Directions on freight differentials will affect
distributors and resellers in some centres as the oil companies develop more
efficient country networks.  However, as with the reforms in road, rail and
coastal transport, the changes will occur over an extended period and without
undue dislocation.

The recommendations listed below call for a mix of regulation and self
regulation.  The approach is not based on a theoretical view of the virtues of
deregulation.  Rather, it acknowledges the practical difficulties with the existing
regulation and the scope for the industry to do better while developing its own
forms of self regulation.

The low standing of the industry in the eyes of the community cannot be ignored
since it has the potential to hold back the reform process.  Community misgivings
and misconceptions about the industry need to be addressed.

In large part this is a task for the industry itself.  The major oil companies, in
particular, need to give more attention to community concerns that they abuse
market power and that they are incapable of co-operating with others in the
industry.  There is already some recognition that solutions must come from
within the industry.  As pointed out by Caltex:

... we cannot rely on, or expect, government agencies to correct collective, or

institutionalised, poor behaviour. (sub. 123, p. 1)

Governments too can help by dispelling myths of widespread collusion,
conspiracy and monopolistic behaviour.

The facts are that Australia has some of the cheapest petroleum products in the
industrialised world, before or after tax; competition is effective in markets
where the bulk of petroleum products are sold; and community disenchantment
with the industry is for the most part misplaced.  There needs to be recognition
that:

• retail price volatility is indicative of strong, not weak, competition;

• city-country price differentials are sometimes large, but do not indicate that
country consumers are subsidising the cities;
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• where the level of competition is weak, as in some country towns, this is
predominantly due to local factors.  Price controls are not the solution; and

• imbalance of power between contracting parties in the industry is not an
indication of lack of competition.

The petroleum products industry is capable of operating under the same
competition and fair trading rules as most other industries.  The thrust of this
report is that where there are impediments to better performance they should be
removed, leaving the industry to operate on its merits without the present high
level of government intervention.
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Findings and recommendations

Recommendation  1

The Commonwealth Government should withdraw the Ministerial
Directions and terminate the existing price surveillance arrangements
in relation to petroleum products.

Recommendation  2

State and Territory Governments should refrain from regulating
petroleum product prices.

Recommendation  3

The Commonwealth Government should encourage the Australian
Petroleum Agents and Distributors Association, the Transport
Workers Union and the oil majors to accelerate the withdrawal of the
Laidely Agreement by negotiation.  Failing progress in that direction,
the Government should consider legislation to eliminate those
provisions in the Agreement that have the effect of restricting
competition.

Recommendation  4

The Commonwealth Government should repeal the Petroleum Retail
Marketing Sites Act by 30 June 1995, leaving the Trade Practices Act
to deal with issues of abuse of market power.

Recommendation  5

The Commonwealth Government should repeal the Petroleum Retail
Marketing Franchise Act by 30 June 1995, leaving a strengthened
Oilcode to deal with the conduct of franchise agreements.  In
repealing the Act, provision should be made to preserve the rights of
existing franchisees for the balance of their nine year term.  In respect
of new franchisees, the period of tenure should be no less than three
years, without the option of near-automatic renewal.



OVERVIEW

XLIII

Recommendation  6

A review committee comprising representatives of the petroleum
products industry and an independent chairperson should explore
means of strengthening Oilcode, having regard to the matters set out
in Section 8.3 of this report.  The committee should report by 30 June
1995 and the report should be available to the public.

Recommendation  7

The South Australian Government should repeal the Motor Fuel
Distribution Act.

Recommendation  8

Restrictions on trading hours, the retail area and the range of goods
sold at service stations should not be applied as a means of protecting
other businesses.

Recommendation  9

Commonwealth, State and Territory Governments should agree to
nationally recognised vehicle standards and network and route
selection criteria for B-double vehicles as soon as possible.  The issue
of mass limits should be resolved as soon as possible after the
National Road Transport Commission’s review has been completed.

Recommendation  10

The Commonwealth Government should determine the process and
timetable for the withdrawal of cabotage, addressing safety standards
as a separate matter.

Recommendation  11

Shipowners should have the right to employ crew on terms negotiated
under an enterprise agreement.

Recommendation  12

The Commonwealth Government should modify the diesel fuel rebate
scheme to:
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• include diesel used in rail and sea freight;

• include diesel used on a mining lease;

• remove rebates on diesel used in residences, other than by remote
households; and

• adjust all rebate rates to 100 per cent of the diesel tax.

Recommendation  13

The Commonwealth Government should initiate a comprehensive
review of taxes on intermediate inputs.

The Commission draws attention to its findings that:

• governments cannot determine the optimal number of firms in each sector
of the petroleum products industry and should avoid intervention to
restructure the industry with that objective in mind (Section 3.1);

• motorists’ associations and consumer groups have a potentially powerful
role in gathering and disseminating information on retail prices of
petroleum products, with emphasis on country markets where competition
is thought to be weak (Section 6.5);

• should governments favour monitoring of the petroleum products industry
following the withdrawal of prices surveillance, monitoring should:

- be directed at the strength of competition in markets where
competition is thought to be weak;

- focus on prices, profits and barriers to entry in rural markets;

- not focus exclusively upon prices since even light-handed monitoring
can induce distortions in much the same way as price regulation; and

- not continue beyond two years without a further review of levels of
competition in the industry (Section 6.5)

• the proposed Australian Competition Commission would be an appropriate
body to monitor the industry (Section 6.5);

• terminal gate pricing achieved through regulation is neither practical nor
warranted (Section 7.3);

• the Commonwealth Government should take the initiative in developing a
national waste oil strategy (Section 10.5); and

• mandatory temperature correction of petroleum product sales is not
warranted on economic efficiency grounds (Section 12.5).
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1 INQUIRY ISSUES AND APPROACH

Australia’s size and the location of cities and industries make the cost
of fuel and the efficient operation of the petroleum products industry a
vital component in Australia’s economic performance.  This inquiry is
about identifying factors which hold back the performance of the
petroleum products industry.  Reform in this industry would
complement reforms taking place in Australian industry, railways,
roads and on the waterfront.

1.1 Scope of the inquiry

The terms of reference (see page xii) require the Commission to report on
institutional, regulatory and other arrangements subject to influence by
governments in Australia which affect the efficient allocation and use of
resources.  The Commission has been asked to advise on courses of action to
remove or reduce any identified inefficiencies.  The terms of reference also ask
the Commission to report on specific items relating to costs, prices and
regulation.

The inquiry covers three main areas — the refining, wholesaling and retailing of
petroleum products.  The terms of reference exclude activities upstream of
refining, namely, oil and gas exploration and extraction processes.  Also excluded
are gas distribution and petrochemicals.  The Commission has focused on the
products that have the greatest demand and the greatest impact on the Australian
economy.  Those products are automotive gasoline or spirit (petrol), automotive
diesel fuel (diesel), aviation turbine fuel (AVTUR), aviation gasoline (AVGAS)
and liquefied petroleum gas (LPG).

1.2 Participants’ views of the key issues

Questions of regulation lie at the heart of most of the submissions.  This is not
unexpected since the petroleum products industry operates under a maze of
health, safety, environmental and commercial regulations.  On the commercial
front, the petroleum products industry has been largely by-passed in the drive to
deregulate Australian industry (including the crude oil market).  The consensus
among inquiry participants seems to be that government intervention in this
industry has gone too far and should be wound back.  Virtually all participants
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were critical of some aspect of government regulation, including the cost of
compliance.

The Department of Industry, Technology & Science (DIST) (which has
departmental responsibility for petroleum products marketing) favours a less
regulated regime, but reasoned that arguments supporting deregulation, on the
one hand, and the status quo, on the other, have so far made it indifferent to
initiating change.

The oil majors favour deregulation to allow them more commercial freedom in
pricing and marketing.  They seek greater flexibility to deal with what they see as
intense price competition and low profitability at a time when additional
investment is required to meet environmental standards and to adapt refineries to
a heavier feedstock.  With minor variations, they called for:

• repeal of the Sites Act;

• repeal of the Franchise Act;

• greater reliance on self regulation;

• the Prices Surveillance Authority (PSA) to cease setting a maximum
intervention price;

• withdrawal of the Ministerial Directions;

• removal of State and Territory1 Government regulations on service station
trading and (in Victoria) regulations requiring the use of rail for the freight
of petroleum products;

• the opening of coastal shipping to international vessels and to company
employment of crew members; and

• harmonisation of franchise fee rates and more uniform regulation between
States.

Distributors and retailers favour some deregulation, subject to certain safeguards.
For many distributors and retailers, the core issue is their commercial
vulnerability in the face of the superior market power of the oil majors.  They
point to the discriminatory pricing and heavy-handed commercial practices of the
oil majors, including 'take-it or leave-it' style contracts for distributorships and
retail franchises or supply arrangements.

Many of the proposals put forward from within the industry would have the
effect of dismantling one set of regulations and installing another — one reliant
upon terminal gate pricing and/or prohibition of ownership of facilities by the oil
majors beyond refineries and terminals.

1 Hereafter in this report, unless otherwise indicated, the word State refers to States and
Territories.
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Virtually all those participants who see the industry’s problems as stemming
from price discrimination on the part of the oil majors, favoured limiting the oil
majors’ control of retail facilities by divorcement or divestiture.

The growth in oil major equity participation in distributorships is seen by many
participants as extending the vertical integration of the oil majors, and a threat to
independent competition.

The weight that inquiry participants attach to particular issues differs, but even so
there is much common ground.

The slow pace of retail site rationalisation is a theme common to most
submissions from within the industry.  Since 1975, the loss of sites has averaged
about 3.5 per cent per year, but participants argued for a much higher rate of
rationalisation in metropolitan markets.  At issue is whether the regulatory
framework is impeding rationalisation and whether there is any justification for
the community to be involved in varying the pace of change.

Participants from within the industry are also on common ground in their support
for self regulation (as through Oilcode — although participants differ on whether
self regulation needs to be underwritten by legislation); their opposition to
temperature correction of retail fuel deliveries; and their concern over State
regulation of retailing activities such as opening hours and food sales.

Other issues raised by participants reflect particular views as to the industry’s
problems.

Consumers were generally critical of petrol pricing.  Price discounting observed
in capital cities is at the heart of most complaints.  Country motorists argue that
the difference between prices in capital cities and rural towns cannot be explained
by freight costs.  City motorists observe heavily discounted prices available
during price wars, and suspect the oil majors of 'gouging' when prices return to
higher levels.

Labour market issues were of concern to the oil majors, but participants were
divided on the importance of issues such as cabotage (the requirement to use
Australian flag vessels, crewed by Australians) and labour constraints on access
to terminals (the Laidely Agreement).  The MTAA saw terminals as 'essential
facilities' and recommended that access to all carriers, meeting reasonable safety
requirements, be enforced.  They drew on the recently released Hilmer Report on
national competition policy to support this recommendation.  The MTAA saw
terminal access as an essential component for the passing on to consumers of any
gains in efficiency. For its part, the union movement argued that labour market
reforms are occurring and should be allowed to continue within the framework of
current negotiations.
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Environmental groups see the important issues in terms of site and environmental
pollution, the lead content of fuels, substitute fuels and environmental regulation
in general.

Farming and mining interests and organisations with an interest in alternative
fuels were particularly concerned with questions of fuel excise.

1.3 The Commission’s approach

Guidelines set out by the Commonwealth Government require the Commission to
take an economy-wide approach.  This approach recognises the effects which
actions or policies in one segment in the economy can have on the entire
community.  Even where the petroleum products industry manages its affairs
competently within the existing operating environment, it may be possible for the
community’s overall welfare to be improved if a better operating environment
can be created.  This community-wide approach distinguishes the Commission’s
inquiry from most of the thrity or so inquiries that have looked at various aspects
of the Australian petroleum products industry in the past.

The guidelines set out in the Industry Commission Act (1989) also require the
Commission to have regard to the desire of the Commonwealth Government to:

• encourage the development of efficient industries;

• facilitate structural adjustment;

• reduce unnecessary industry regulation; and

• recognise the interests of other industries and consumers generally.

Consistent with these guidelines the Commission is concerned with the impact of
various government interventions on the performance of the industry — notably
interventions which:

• could be improved to achieve their valid objectives;

• have unintended negative outcomes;

• are unnecessary and impose costs or constraints on the industry; or

• favour one sector of the industry over another, or over the rest of the
community.

The Commission is also concerned with the actions of other parties, such as those
associated with the Laidely Agreement, which are an impediment to performance
and which governments can influence.
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1.4 Consultations, submissions and public hearings

The petroleum products industry was referred to the Commission for inquiry on 5
May 1993.  Following preliminary discussions with interested parties, an issues
paper was released in May 1993 to assist participants in the preparation of
submissions.  A total of 197 submissions were received from 135 participants.  A
list of those who made submissions is included in Appendix A.

Public hearings were held in Melbourne, Canberra and Sydney in July and
August 1993.  Further public hearings were held in Sydney, Melbourne, Adelaide
and Perth in May 1994 to receive comments on the draft report.

The Commission held discussions with a wide range of organisations and
individuals with an interest in the inquiry.  A list of the people and organisations
visited is in Appendix A.
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2 AUSTRALIAN PETROLEUM PRODUCTS
INDUSTRY

This chapter outlines some of the key features of the petroleum
products industry and its markets.  For the purposes of this report, the
petroleum products industry comprises three sectors — refining,
wholesaling and retailing.

The petroleum products industry accounts for more than 1 per cent of Australia’s
GDP, 1.5 per cent of business investment and around 40 per cent of total
domestic energy supplies.  Petroleum products are important inputs to industry
and households.  Their significance to the household sector is illustrated by their
contribution to the consumer price index — 4.8 per cent.1

2.1 Refining

Currently there are five refiners2 operating eight major refineries in Australia.
Each refinery is located near a capital city, close to port facilities and large
demand centres (see Table 2.1).

Table 2.1: Location and ownership of Australia’s major refineries

Oil major Location

Ampol Lytton, Qld
BP Bulwer Island, Qld
BP Kwinana, WA
Caltex Kurnell, NSW
Shell Clyde, NSW
Shell Geelong, Vic
Mobil Altona, Vic
Mobil Port Stanvac, SA

Refining is highly capital intensive with dedicated production units.  Therefore,
unit costs can be minimised by maximising refinery throughput.  However,
refineries cannot operate at 100 per cent of capacity all year round because of the
need to undertake routine maintenance.

1 This is a direct weighting and does not allow for the indirect impact of petroleum
product prices on the prices of goods and services which use petroleum products as
intermediate inputs.

2 Hereafter termed 'oil majors'.
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In 1983, throughput totalled around 80 per cent of capacity, with total national
refining capacity3 around 830 000 barrels a day.  Since then, some refining
companies have left the industry and refining capacity has been shutdown or
mothballed.4  This reduced national capacity to around 730 000 barrels a day in
1993, and helped increase average utilisation to its current level at around 92 per
cent.

The major material cost in refining is crude oil.  Changes in crude oil prices
significantly influence the price of petroleum products (see Figure 2.1).

Figure 2.1: Crude oil and petrol prices, December 1989 to
September 1993
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Sources: ABARE Quarterly Statistics, various issues; Platts

The refining sector is concentrated, with only five refining companies.  This
reflects the need to achieve economies of scale in production in a comparatively
small domestic market.  The minimum efficient scale of a refinery implies that
our larger cities can be most efficiently serviced by only one or two refineries.

There are no refineries in the Northern Territory and the Australian Capital
Territory.  In each State, except Tasmania, there are one or two refineries.  This
reflects the historical situation where refineries were established to serve regional

3 Total refining capacity is determined by primary distillation capacity.
4 BP’s Westernport refinery (1985; 60 000 barrels a day) and the Total refinery at

Matraville (1984; 12 000 barrels a day) were closed and Caltex mothballed a 40 000
barrels a day crude distillation unit at its Kurnell refinery (1986).
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markets.  Each of the oil majors5 gain access to supplies in other States through
refinery exchange agreements.  The six-monthly agreements between refiners
allow the oil majors to supply regions distant from their refineries at lower cost
than if they transported their own product to the area.  Like product is exchanged
for like product, on a litre for litre basis. Exchanges of unlike product are also
carried out, but these are negotiated in separate agreements.

Following the changes in the demand mix in the 1970s (see Box 2.1), the oil
majors switched the focus of their production away from industrial fuels, such as
fuel oil, and into transport fuels (petrol, diesel, AVTUR and LPG).  Petrol, diesel
and AVTUR now account for 84 per cent of current output volume (see
Table 2.2).

Table 2.2: Refinery output, imports and exports, 1992-93

Product Refinery output Imports Exports

(megalitres) (per cent) (megalitres) (megalitres)
LPG 960 2.5 115 1 480
Petrol 17 708 46.0 387 678
Aviation Gasoline 176 0.5 0 0
AVTUR 4 164 11.0 0 390

Kerosene 93 0.2 0 0
Heating Oil 212 0.4 0 0
Diesel 10 471 27.0 671 585
Industrial and Marine Diesel 89 0.2 0 0
Fuel Oil 2 484 6.3 1 053 0
Lubricating Oil 682 2.0 0 0
Bitumen 626 1.5 0 0
Other 959 2.4 1 413a 1 005a

Total 38 623 100.0 3 639 4 138

a ABARE estimate.
Source: ABARE Quarterly Mineral Statistics, Vol. 5, No. 3, pp. 22-24

The oil majors’ ability to meet the changing mix of demand has been enhanced
by the availability and quality of local crude.  However, as the Bass Strait fields
are depleted, local refiners may be forced to import crudes which require
secondary processing.  The oil majors are currently adding to secondary
processing capacity.

5 Mobil does not market in Western Australia.
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Box 2.1: Composition of demand

Prior to the oil price shock of 1978-79, the demand profile was skewed toward
heavier products, particularly fuel oil.  When crude oil prices rose, many
industrial users converted to alternative fuels, such as coal and natural gas.  As a
result, the demand mix shifted toward transport fuels (see Figure 2.2).

Figure 2.2: Sales of petroleum products, 1992-93
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a Includes aviation gasoline (0.2 per cent), kerosene (0.1 per cent), heating oil (0.4 per cent),
industrial and marine diesel fuel (0.3 per cent), and other products (2.3 per cent).

b The proportion of total petrol sales which are made up of unleaded petrol sales has increased to
approximately 51 per cent since the ABARE data were collected.

Source: ABARE, Quarterly Mineral Statistics, Vol. 5, No. 3, p. 26

Reflecting this shift in demand, the road transport sector now dominates
consumption, accounting for 60 per cent of petroleum use.  Road transport
continues to rely on petrol and diesel.  Together, these fuels accounted for 96.7
per cent of energy demand in that sector in 1992-93.

Demand for petroleum products is expected to grow more slowly than GDP over
the rest of the decade.  Growth in petrol demand is expected to be limited while
growth in the demand for diesel should keep pace with GDP.

It is expected that land transport fuels (petrol, diesel and LPG) will continue to
dominate petroleum product sales, although unleaded petrol will increasingly
replace leaded petrol.  Aviation fuels are expected to maintain strong growth
reflecting growth in tourism.  The demand for non-transport fuels (lubricants,
greases, bitumen, solvents, naphtha, refinery fuel and specialty feedstocks) shows
only slow growth (AIP, sub. 50, p. 14).
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Exports and imports of petroleum products over the last ten years are shown in
Table 2.3.  The refining sector is, for the most part, domestically focused, but
around 10 per cent of refined product is exported.  LPG, AVTUR, diesel and
petrol (see Table 2.2) are  sold under long term contracts to destinations such as
New Zealand, Papua New Guinea, the Pacific Islands and Japan.  The sector’s
reliance on imports of refined products to supplement supplies is small (around 6
per cent of domestic demand).  Imports mainly comprise product brought in by
the oil majors to meet gaps in the refined product mix, although some product is
brought in by independent importers.

Table 2.3: Australian production, exports, imports and
consumption of refined petroleum products, 1982-83 to
1992-93

Year Production Exports Imports Consumption

(megalitres) (megalitres) (megalitres) (megalitres)
1982-83 34 692 2 427 2 666 35 156
1983-84 35 586 2 925 2 526 36 505
1984-85 35 924 2 207 2 823 36 753
1985-86 35 171 2 383 2 761 36 808
1986-87 34 826 2 270 4 078 37 244
1987-88 37 579 2 738 3 319 38 861
1988-89 38 149 2 769 4 112 40 676
1989-90 39 184 2 421 4 274 41 425
1990-91 40 207 2 952 2 439 41 091
1991-92 41 160 3 813 1 980 41 151
1992-93 38 623 4 138 3 639 38 783

Sources: MTAA, sub. 49, p. 42 & ABARE Quarterly Mineral Statistics, vol. 6, no. 1, p. 26

Refinery investment in recent years has centred on installing units capable of
producing the required product mix from heavier types of crude oil and lowering
the lead content of petrol (see Chapter 3).

The core of refinery investment will probably continue to be 'de-bottlenecking' of
processes to increase throughput without major additions to capacity.  There will also
be investment to respond to a possible decline in the availability of 'sweet' crude oil in
those refineries, such as Ampol’s, which are geared to these crudes. (Ampol, sub. 40,
p. 101)

BP stated that the current influences on refining investment are:

... the need to upgrade the environmental performance of the refineries in line with
changing community expectations. ... [In the future] investment is more likely to be
incremental at existing plants and driven by productivity/product
quality/environmental considerations. (sub. 138, p. 5)
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BP expects local demand to come into balance with supply over the next four to
six years (sub. 138, p. 5).  If no further additions are made to primary capacity,
Australia could change from being a net exporter to a net importer as it was
generally between 1982-83 and 1989-90 (Shell, sub. 137, p. 6).  Ampol, however,
stated that this situation:

... could prompt refiners to invest in expansions of existing units, or possibly the re-
commissioning of a 'mothballed' crude unit or the construction of a new unit in
existing refineries. (Ampol, sub. 40, p. 102)

Caltex agrees that there is potential for investment into primary capacity.  Such
projects, however, would be primarily aimed at import replacement (sub. 144,
p. 16).  Mobil stated that:

... it is unlikely that local industry could compete for international markets against the
large scale refineries that currently exist in Singapore or that will be established in
other Asian areas to meet anticipated growth in demand for petroleum products for
the Pacific Rim/Asian region. (sub. 139, p. 14)

2.2 Wholesaling and retailing

Petroleum products are marketed through three channels: direct to commercial
customers, through retail outlets to individual consumers or, through wholesalers
to commercial customers, retailers and consumers (see Figure 2.3).  While LPG
and, to a lesser extent, diesel are mainly supplied direct to commercial users, over
90 per cent of petrol is marketed through wholesale and retail outlets (Mobil,
sub. 56, p. 14).

Figure 2.3: Distribution channels
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In 1993, there were around 600 wholesalers, the number having fallen from 7 000
in 1970 (APADA, sub. 26, pp. 3 & 5).  Oil company data (see Table 2.4) show
that at least 430 wholesalers (72 per cent) were associated with the oil majors
through ownership or branding.

Table 2.4: Distributors, 1993

Number Per cent

Jointly-owned distributors 76 13
Lessee distributors 303 50
Independent distributors with major brand 51a 9
Total with oil major association 430 72

Independent distributors with own brand and jobbersb 170 28
Total wholesalers 600c 100

a Does not include independent distributors with BP branding, the data for which were not available.
b Data giving the number of independent distributors with their own brand and the number of jobbers

were not available.
c APADA estimate.
Sources: Oil major data; APADA, sub. 26, pp. 3 & 5

Data collected by MPSI Australia (MPSI) indicate that there are 17 independent
wholesalers6 operating in Sydney, Melbourne, Adelaide, Brisbane and Perth.
While the geographic range of the survey data is limited, the data should provide
a reasonably close estimate of the number of independent wholesalers, since
independent wholesalers tend to concentrate their operations in capital cities.

Some of the major independent wholesalers operating in Australia are:

• Matilda Fuel Supplies: operates in Brisbane with  around 53 retail sites and
has an average monthly throughput per site of 149 kilolitres.  Matilda was
supplied by BP until 1992, but is currently supplied by Mobil;

• Gull Petroleum, operating in Western Australia, has  over 70 retail sites of
which  over 50 are in  Perth.  Gull’s average monthly throughput is at least
150 kilolitres per site.  The company structure of Gull separates the
marketing company from the terminal storage company and the product
trader.  Gull buys product in the international market, although the product
may be sourced from Australian refineries and terminals.  The storage
company operates a tank farm with six product storage tanks totalling 58
million litres;

6 Independent wholesalers differ from other wholesalers in that they tend to operate in
competition to the oil majors.  Independent wholesalers source fuel either from the oil
majors or from imports and use their own distribution facilities to supply their own retail
networks.
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• Amgas, operating in Perth, has 23 retail sites with an average monthly
throughput per site of 148 kilolitres.  Like Gull, Amgas has a trader buying
product on its behalf.  A separate company, Coogee Chemicals, operates the
storage.  The fuel may be imported or sourced from an Australian refinery
or terminal; and

• Southern Cross has around 30 sites in Melbourne, Sydney, and Adelaide.
Product is delivered to its Melbourne and Sydney sites by the oil majors
while, in Adelaide, Southern Cross has its own distribution facilities.
Southern Cross sites have an average throughput of 72 kilolitres a month.

Other independent wholesalers include Independent Fuel Supplies, APCO,
Koala, and Wimmera Mallee Petroleum.  Bogas’ wholesale business is partly
owned by Caltex, but its retail network is run as a separate business.

Independents are low cost operators with minimal overheads and innovative
styles.  For example, Amgas has a small office, low overheads, does not offer
credit and sells only to the retail sector.  It contracts out supply, storage and its
prime movers and drivers and has contracts with its franchisees and commission
agents.

Large retail networks are also established by independents who are not
wholesalers.  Burmah, a subsidiary of a UK company, operates a network of 120
retail outlets carrying the brand names Burmah, Astron and Major which are
supplied directly by Shell under long term contract.

Of the 9 800  retail sites estimated to be operating in 1993, 267 carried the brand
of an independent wholesaler (see Table 2.5).  Eighty-three of these sites were
owned by independent wholesalers, while 184 were dealer owned.

It is not clear what proportion of retail sites are owned by the oil majors, or how
many carry the oil majors’ branding. The most comprehensive data available are
incomplete because the oil majors, with the exception of Shell and Ampol (which
provided a best estimate), were unable to provide information on retail sites
supplied by their distributors.  Shell’s data show that it owns around 30 per cent
of the sites supplied by distributors of Shell products.   If all the other oil majors
also owned 30 per cent of distributor supplied sites, then the proportion of all
retail sites owned or headleased by the oil majors would be 75 to 80 per cent.
The proportion carrying an oil major brand would be even higher if dealer-owned
sites carrying an oil major brand were included.
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Table 2.5: An estimate of the number of retail sites, 1993

Number Average monthly
volume

(kilolitres/month/site)
Supplied directly by the oil majors
Commission agency, oil major owneda 299 225
Franchised sites, oil major owned 3 618 200
Owner dealer, major brand 863 158
Number of sites supplied directly by oil majors 4 780 194

Supplied by distributors
Number of sites supplied by distributors b 4 036 na

Supplied by independent wholesalerc

Commission agency, independent wholesaler owned 23 74
Franchised sites, independent wholesaler owned 60 83
Dealer owned, independent wholesaler brand 184 100
Number of sites supplied by independent wholesalers 267 86

Supply unclassified
Owner dealer, own brand 710d na

Total sites 9 800e

a The number of commission agency sites the oil majors can own and operate is limited by the
Petroleum Retail Marketing Sites Act (1981).

b Data disaggregating the number of retailers supplied by distributors were not available.
c Supplied by their own distribution system with product purchased from either the oil majors or an

independent importer.
d Taken from MPSI data which only cover Sydney, Melbourne, Adelaide, Brisbane and Perth, and

therefore under-estimate the number of own brand dealers nationally.
e This is an approximation of the total because of gaps in the data.  Figures will not add to the total.
na Not available.
Sources: Data provided by the oil majors; Ampol, sub. 40, p. 25; MPSI

Retail sites owned either by the oil majors or by independent wholesalers cannot
change branding or supplier unless the site changes ownership.  Dealer-owned
sites, however, are able to change their branding and supplier whenever the
supply contract is renewed.  There are at least 1 755 dealer owned sites (see
Table 2.5).  The total number of dealer owned sites is difficult to determine as
data are only available for major metropolitan areas.

With the exception of Sydney, single dealer sites are uncommon in metropolitan
areas (see Table 2.6).  The reason for the relatively high number of single dealer
sites in Sydney is unclear.
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Table 2.6: Independently owned and branded sites, 1993

Independenta

retail networksb
Single dealer

sitesc
Average volume

per site of
independent retail

networks

Average volume
per site of single

dealer sites

(no.) (no.) (kilolitres/month) (kilolitres/month)
Melbourne 20 2 243 212
Sydney 11 38 108 177
Brisbane 13 2 121 96
Perth 7 0 139 0
Adelaide 2 1 128 65

a No oil major equity.
b Two or more sites owned by the one company.
c Single dealer site is where the dealer owns only one site under its own brand.
Source: MPSI, 1993

The retailing sector has almost gone a full circle in terms of complementary
products.  At the turn of the century, petroleum products were distributed by
grocery stores, among other outlets.  As demand for petroleum products rose,
grocery stores, ironmongers, cycle shops, hotels and carriage makers all
competed for this growing market.  With bulk distribution by tanker, firms which
specialised in the storage and repair of vehicles began to dominate the retailing of
petrol.  However, over the last decade, the link between general retailing and
petrol has re-emerged with the advent of convenience stores by which retailers
can realise economies of scope.7  Until the 1950s, service stations carried more
than one brand.  As the demand for motor vehicles grew, economies in
distribution could be achieved by 'solus' trading.8  Larger storage tanks could be
used thus reducing the number of times that a site needed to be supplied.

Solus trading however, resulted in a proliferation of sites in the 1950s and 1960s.
There were two reasons for this.  First, by the mid-1950s, Shell and Mobil had
acquired the leases of most of the existing service station sites.  This forced the
other marketing companies to build new sites in order to compete.  Second, in
many instances, the cost of building new sites was cheaper than refurbishing
existing sites.

Outlets at this time tended to compete on the basis of service and, where possible,
trading hours.  The rise of the independents in the late 60s and early 70s,

7 Economies from undertaking a range of activities in one business.
8 When pumps were first introduced, retail sites (then independently owned sites) had

several pumps offering different brands.  In 1951, Shell introduced 'solus' trading where
service stations sold only one brand.
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however, focused attention away from marketing and on to price.  Shell was the
first to introduce self-service outlets in the 1970s.

In the 1970s, the large number of service stations and the higher prices caused by
the oil price shock meant that competition was particularly fierce.  In response,
the oil majors began to cut back the growth of service stations.

The number of retail sites has declined by more than 50 per cent since the mid-
1970s9 (see Figure 2.4) and the nature of activities undertaken by retail sites has
also changed.  Shop sales have supplanted workshop sales as the most important
secondary product range of typical retail sites.  Outlets selling petroleum
products now range from the 'mega-sites' for which fuel accounts for an
overwhelming share of turnover, to convenience stores for which petrol sales are
secondary to shop sales.

Figure 2.4: Number of retail sites, 1970-1993
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5 0 0 0
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Source: Caltex, sub. 41, p. 8b

Recently, there has been a move to develop multi-site operations.  Multi-site
operations are where a single franchisee leases a number of sites with an
individual franchise agreement covering each site.  Each site manager is an
employee of the franchisee.  According to Shell:

Multi-site operations can lead to efficiency gains by simplifying administration and
offering economies of scale.  Shell will continue to develop its marketing practices
with the aim of meeting the needs of customers and improving efficiency. (sub. 137,
p. 6)

The factors driving structural change since the 1970s include:

9 The initial closures were sites which did not fit the traditional service station mould (eg
corner stores that had one or two pumps outside).
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• the rise of independent retail sites in the mid 1960s accompanied by greater
price competition;

• the introduction of technology to permit self-service with resulting
increases in economies of scale;

• specialisation of engine maintenance with increasingly complex cars;

• the need for less frequent oil changes and other motor vehicle servicing;

• greater reliability of new cars;

• specialisation in the retailing of automotive replacement parts such as tyres,
mufflers and batteries; and

• consumer acceptance of the greater range of products on offer and hours of
operation of service stations incorporating convenience stores.

Investment in the wholesale and retail sectors has sought to upgrade assets in
order to meet customer expectations, technological changes and fulfil marketing
strategies.  Ampol considers that future investment in the wholesale and retail
sectors:

... will largely be determined by demographic factors and a changing and diversifying
business mix.  The shift from workshop to [convenience] store will probably
continue.  There will be relatively heavy 'investment' in site decontamination. (sub.
40, p. 101)

2.3 Vertical arrangements

There are currently four main vertical supply arrangements between oil majors
and wholesalers and retailers:

• vertically integrated: the oil major owns and operates the reseller site;

• partly integrated: the oil major owns the reseller site,10 but the business
operating that site is only partially owned by the oil major;

• franchised: the oil major owns the reseller site, but franchises the site to a
business in which the oil major has no equity; and

• contractual arrangement: the oil major neither owns the reseller site nor has
equity in the business operating the site, but a term supply contract governs
the relationship between the oil major and the reseller business.

10 Where the oil majors own the assets of a reseller's site, either retail or wholesale, this
will be referred to as a 'tied reseller'.
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Table 2.7: Vertical arrangements between oil majors and
wholesalers and retailers

Vertical
arrangement

Type of
operator

Ownership of assets and supply Level of
integration

Wholesaler sector
Vertically
integrated

Regional
agent

no opportunity to change supplier. Fully
integrated

Partly
integrated

Jointly-
owned
distributor

distributor and major each own part of the business with
oil major owning the assets.  No opportunity to change
supplier while the oil major owns the assets.

Highly
integrated

Franchised Lessee
distributor

tying and exclusive restraints.  No option to change
supplier of capital and petroleum products until ownership
of capital assets changes.

High vertical
restraints

Contractual
arrangement

Independent
distributor

distributor has untied product.  Owns capital assets,
captures own brand goodwill, provides own management
and marketing.  Can seek product supplies from more than
one source and can change supplier on renegotiation of
contract.

Low vertical
restraints

Spot market
transactions

Jobber jobber has untied product. Owns capital assets, provides
own management and marketing.  Seeks supplies from
numerous sources.  Normally no supply agreement.

No vertical
restraints

Retail sector
Vertically
integrated

managed or
agency

no opportunity to change suppliers of products. Fully
integrated

Franchised company
owned but
franchised

tying and exclusive restraints, allows appropriation of
some goodwill because of assignment conditions under
Franchise Act.  No option to change supplier on any
segment of product until ownership of capital assets
changes.

High vertical
restraints

Contractual
arrangement

branded and
unbranded
dealer

branded dealer has only partially untied product but can
change supply at renegotiation of contract depending on
availability of supply from other oil majors, independent
distributors and imports.  Usually owns the capital assets,
rents the brand, and uses the majors’ marketing.

unbranded dealer has untied product.  Usually owns
capital assets, captures ownbrand goodwill, provides own
management and marketing.  Can seek product supplies
from more than one source and can change supplier on
renegotiation of contract.

Low vertical
restraints

Low vertical
restraints
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Even if a reseller site is not owned and operated by an oil major, it can be
brought close to full vertical integration by the oil major:

• owning the site’s capital assets, such as pumps and tanks;

• tying the use of capital assets owned by the oil major to the supply of
petroleum products; and

• developing an exclusive supply arrangement with the independent reseller.

Table 2.7 shows the vertical arrangements between wholesalers, retailers and the
oil majors, and the related level of integration and ownership.

Vertical arrangements define the terms and conditions of the trading relationships
between the oil majors and resellers.  Arrangements can be for short periods and
allow the parties to remain completely independent or they can incorporate
restrictions that make one party totally dependent on the direction of the other.
The more restrictive conditions can include an agreement to source products only
from the other party (exclusive conditions).  Arrangements that include exclusive
conditions can approximate full vertical integration in the level of control the
supplier has over the reseller’s actions.

Vertical arrangements act to reduce costs and transfer risk and responsibility.  By
extending the intervals between negotiation by, say, introducing long term supply
contracts, negotiation costs can be reduced.  Exclusive supply provisions, on the
other hand, open the reseller's profit to the risk that prices will become
uncompetitive and that the reseller will be unable to secure products from other
sources (see Appendix B).
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3 INDUSTRY PERFORMANCE

By many standards, the petroleum products industry is efficient.
Rationalisation and new investment are enhancing capital
productivity.  Workplace reforms, particularly the introduction of
company and site based awards, have improved labour productivity.
But there is further scope for improving productivity.  Restrictions on
access to the oil majors’ metropolitan terminals remain an
impediment to greater efficiency.

This inquiry is concerned with impediments to the efficient operation and
development of the petroleum products industry.  This chapter looks at how well
the industry has performed in terms of industry rationalisation, investment,
management and work practices, profits and prices.  Performance is also affected
by the degree of competition, which is discussed in Chapter 4.

3.1 Use of capital

In response to growing demand for petrol in the 1950s and 1960s,1 new refineries
were built and existing ones expanded.  The configuration of these refineries also
changed in order to process the light and sweet Gippsland crude oil into standard
grade petrol.  The rapid growth in demand for products such as super grade
petrol, aviation fuel and unleaded petrol was a long way off.

Internationally, major markets in the Asia-Pacific region were yet to develop and
oil companies controlled production at well heads in the Middle East.  Crude oil
prices were relatively low.

Retail site proliferation occurred as firms sought to expand their market presence
after the introduction of solus trading (where a site is tied to one brand and no
longer supplies several brands).

The number of wholesalers expanded in the 1950s and 1960s to match the growth
in retail sites.  The oil companies’ strategy of 'a service station on every corner'
was matched with the desire to have 'agents in every town'.  The existence of nine
major brands led to many market areas having as many branded wholesalers
(APADA, sub. 26, p. 4).

1 Due to increased car ownership, improved road infrastructure and economic growth.



PETROLEUM PRODUCTS

22

3.1.1 Rationalisation

Rationalisation has been extensive in all three sectors of the petroleum products
industry over the last 20 years as industry participants sought to reduce capacity.
This was due to the oil price shocks of the 1970s which drastically reduced the
growth in domestic demand for petroleum products.  There have been closures of
refining capacity, distribution facilities and retail sites.

Removing under-utilised assets from an industry improves efficiency as the
productivity of the resources remaining in the industry increases.  In other words,
the same output is produced from fewer inputs thus reducing the fixed costs
incurred in the production of that output.

Refining capacity peaked in Australia in 1983.  At this point, total national
refining capacity was around 830 000 barrels a day.  Domestic demand, however,
was substantially less.  Since then some refining companies have left the industry
and refining capacity was shutdown or mothballed.  Currently, national capacity
totals around 730 000 barrels a day.  The Australian Institute of Petroleum (AIP)
forecasts that domestic demand will reach 95 per cent of domestic refinery
capacity in 1994 and 100 per cent in 1996.  This situation could prompt refiners
to invest in the expansion of existing units or possibly recommission mothballed
units (see Chapter 2).

The number of distributors has fallen dramatically.  In 1993, there were 600, the
number having fallen from 7 000 in 1970 (APADA, sub. 26 pp. 3 & 5).  In the
process of rationalisation many small distributorships were closed or merged to
form larger distribution networks.  By rationalising, costs could be lowered
through economies in storage and tankers.

The number of retail sites has declined by more than 50 per cent since 1970 (see
Figure 2.4).  The Commission estimates that there are currently around 9 800
retail sites (see Table 2.5).  This is a substantial reduction from the 20 000 retail
sites operating in 1970.  Rationalisation has seen the average volumes handled by
individual sites increase by over 200 per cent (MTAA, sub. 49, p. 37).  This
reflects increases in economies of size in the retail sector and lower fixed costs
associated with selling a given litre of fuel.

Mitigating against rationalisation of retail sites has been the growth of non-petrol
services such as groceries and automotive services.  These sources provide
additional income that can reduce the pressure to rationalise from low petrol
sales.

The Motor Trades Association of Australia (MTAA) contend that further
rationalisation of sites is needed to restore profitability in the retail sector.  The
MTAA estimates that between 3 000 and 3 600 sites would have to close to
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ensure that the sector was earning 'normal' returns.  The analysis used to generate
this estimate was carried out by Access Economics (see Box 3.1).

Box 3.1: The Access Economics/MTAA petrol retailing model

The model estimates the number of retail outlets and the level of retail prices
(and margins) which are consistent with normal profits in retailing.  Spatial
competition in retailing is incorporated by including travel time and vehicle
running costs in the total 'price' that consumers have to pay.

The behaviour of service stations is incorporated by a range of assumptions about
the degree to which they expect neighbours to match their prices (zero, 30 and 60
per cent of their price changes).

The analysis estimates that the number of service stations would need to fall and
sales volumes per station to rise to restore profits to normal levels.  The net result
is a slight increase in prices as lower unit costs (due to higher volumes per site)
do not outweigh the adverse price effects of the drop in competition (as service
stations leave the market) and the increase in non-price costs to consumers (as
service stations are located further apart).  In contrast, an exogenous decrease in
the wholesale price of petrol is projected to lead to lower pump prices.

The results are used to support the following reforms advocated by the MTAA:

• a reduction in service station numbers, of perhaps 3 000 to 3 600;

• the introduction of terminal gate pricing; and

• a reduction in the allowance for local marketing costs in maximum
wholesale prices set by the Prices Surveillance Authority.

The MTAA contends that there is over-capacity in retailing.  The model lends
support to this view by predicting fewer service stations under various
assumptions of the expected price response of competitors, implying that there is
less than free exit from retailing.

The model’s reliance on the Financial Management Research Centre survey
raises some doubts about whether the data are representative (see Section 3.3.2).
The empirical evidence to support the assumptions about price matching is at
best indirect.  The Commission’s assessment of the Access Economic’s model is
found in Appendix C.
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The MTAA argued that rationalisation through the action of normal market
forces is impeded by the following factors:

• retailers who have invested significant amounts of capital “cannot at present
secure the release of that capital” (MTAA, sub. 49, p. 188);

• the desire of oil majors to retain the sites in order to maintain market share
and throughput; and

• oil major apprehension that the sites would be re-opened by independents
(MTAA, sub. 49, p. 130).

Provision is made within Oilcode to protect the interests of franchisees when a
site is closed.  However, the MTAA claimed that Oilcode has not been adequate
in this regard.  This issue has been dealt with in Chapter 8.

The interdependent nature of the industry and a refiner’s need to maintain volume
throughput may be slowing rationalisation.  The effect that market share has is
noted by BP.

... if BP were to undertake a major rationalisation of its retail network and our
competitors were not to follow immediately we would lose money and we would lose
market share ... (Transcript, p. 1071)

The effect that concerns over market share have for rationalisation is difficult to
gauge.  The Commission notes that despite obvious interdependency,
rationalisation has been occurring over the last 20 years in an environment of
strong competition between the oil majors to maintain market share.

The MTAA contend that the only solution to these impediments is one developed
by joint industry consultation.  Joint consultation has not been permitted because
the Trade Practices Commission (TPC) considers that attempts to co-ordinate
rationalisation between competitors would be anti-competitive (MTAA, sub. 49,
p. 131).  This issue rests with the TPC.

Joint industry consultation on rationalisation should not result in long term
management of entry and exit which could entrench current technology and
protect inefficient operators.  Similarly, there are risks in attempting to pre-
determine the number of sites to be closed.  The factors determining the number
of closures may change during the rationalisation process.  Also the method of
determining the number of closures could be open to question, as the
Commission has found with the Access Economics model (see Appendix C).
Governments cannot determine the optimal number of retail sites and should
avoid intervention to restructure the sector with that objective in mind.

It is important to recognise that concern over market share is not the only factor
impeding rationalisation.  The tenure provision of the Franchise Act (see Chapter
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8) and depressed market values for real estate due to the recession also explain
fewer site closures.

There are limits to the productivity gains that can be made through shedding
excess capacity.  At some point, demand and capacity realign, and any further
improvements in productivity require investment in new capacity and
technologies, and the introduction of superior work and management practices.
These issues are discussed next.

3.1.2 Investment

Between 1988 and 1992, the total assets (in historical values) of the oil majors
increased by 50 per cent, from $6.4 billion to $9.7 billion (see Table 3.1).
Capital investment by the oil majors in this period totalled $4 billion.  Most of
the investment has been financed through increased borrowings, with the
industry’s aggregate debt-to-equity ratio increasing from 67 per cent to 74 per
cent.

Table 3.1:  Reported profitability, total assets, investment, and
debt-to-equity ratios of the oil majors, 1988-1992

Year Profit before Total assetsa Investment Debt-to-
interest and tax equity ratio

($m) ($m) ($m) (per cent)
1988 642 6 444 613 67
1989 716 7 639 707 67
1990 1 291 9 815 1 115 61
1991 407 9 533 874 80
1992 758 9 657 708 74
Total 3 814 4 017

a Assets are in historical values, and include stock holdings and asset disposals.
Source: Ernst and Young, 1992, p. 3

Taken together, Tables 3.1 and 3.2 suggest that most of the investment in recent
years has been downstream of refining.

From 1988 to 1993 the oil majors reported moderate to poor returns on
investment.  Modest returns have also been reported in wholesaling and retailing.
The Australian Petroleum Agents and Distributor Association (APADA) reports
that:

In the distributor sector of the industry the picture is similar, if anything worse.  A
survey undertaken in early 1991 in connection with a submission to the PSA
indicated a poor return on distributor assets.  On book value, the overall return was
around 5 per cent, and on replacement value around 2 to 3 per cent. (sub. 28, p. 38)
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A survey undertaken for the MTAA claimed that:

... the true net profit margin (after a notional salary of $15 per owner working hour is
deducted), lies in the range of -1.36 to - 2.89 per cent, with a mean of -2.13 per cent.
(FMRC 1993, p. 1)

Profits are discussed as an indicator of performance in Section 3.3.

Despite an apparently poor profitability record, rapid and large scale investment
has been a feature of the industry in recent years.  It could be that the parent
companies are anticipating stronger profit performance in the future.  It is more
likely, however, that other factors have made such investment necessary just to
remain in business.  Investment has brought marginal increases in production
capacity, as the focus of most investment has been on maintaining or improving
performance from existing capacity.  Recent refinery investment projects are
listed in Table 3.2.  Most of this investment has been devoted to the development
of catalytic cracking and catalytic reforming2 capacity.  Catalytic crackers give
refiners flexibility to process a range of light and heavy crudes, and to match
production to the rising demand for light products, particularly for unleaded
petrol (Ampol, sub. 40, p. 31).

Ernst and Young reported that the predominant reasons for investment have been
to accommodate technological change and to meet environmental requirements.
The AIP estimated that, in the four years to 1991, about one-third of investment
by the oil majors was spent with environmental objectives in mind (AIP 1992).

Similar findings were made in a report commissioned by Ampol which identified
three main reasons for recent investment by the oil majors:

• the decline in Australia’s light crude oil reserves and the subsequent
increase in imports of heavy crude;

• increasing demand for light products (such as transport fuels) as a
proportion of total demand for petroleum products; and

• efforts to improve environmental standards, including regulated standards
(MacIntosh 1992, p. 22).

Environmental objectives have hastened the introduction of new technology to
distribution and retail sites  Among the technological changes are electronic
devices which detect any hydrocarbon pollution in the area surrounding storage
tanks.3  Some independent operators have invested in technology with
environmental aims — total containment tanks are an example.4

2 Catalytic reforming is used to produce high octane gasoline from naphtha.
3 While not a regulatory requirement, the use of these devices is covered under Oilcode.
4 A steel tank with fibreglass casing, with a vacuum between the tank and the casing.
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Table 3.2: Recent and potential investment activity, oil refineries

Project Cost Year
completed

Completed projects ($m)
Ampol Lytton refinery reformer and hydrotreater 110 1990
BP Bulwer Island oil refinery expansion 26 1993
BP Upgrade of gasoline production facilities 150 1993
BP Feed flexibility project at Kwinana 60
Caltex Modernisation of Kurnell oil refinery 140 1991
Caltex Expansion of Kurnell oil refinery 100
Mobil Isomerisation unit at Port Stanvac oil refinery 30
Shell Catalytic cracking unit at Geelong oil refinery 450 1992
Shell Continuous catalytic reformer at Clyde refinery 100 1991

Under construction
Mobil Upgrade of Altona oil refinery over three years 180 1996

Committed
Shell/Mobil Redevelopment of former BP oil storage plant at

Crib Point
30

Under consideration a

BP Refinery (Kwinana) Ltd Project to increase low lead and lead free motor
spirit production

200

Mobil Further upgrade of Altona oil refinery 200
Energy Process Engineers Mini oil refinery at Kwinana 50

a There has also been a feasibility study for a Darwin refinery.
Source: AIP, sub. 50, p. 13

Continued investment in the Australian petroleum products industry is an option
for the multinational oil majors.  However, the rapid growth in demand for
petroleum products in Asia (the highest in the world at 10 per cent per annum) is
likely to exceed that in Australia.  This will tend to limit Australia’s prospects of
attracting major new investment in the Australian industry.  The situation was
summed up by Caltex Petroleum Corporation (the parent company of Caltex
Australia).

The reality is that the Australian oil industry does not rate well when competing
against opportunities in other countries. ... We see the Australian industry being in a
mature phase, with relatively little growth, but still requiring the high capital demands
that are a characteristic of the industry. ... High investment for unit volume should be
expected for a continent sized country with limited population. ... The reasons for low
profitability are complex, but excessive government intervention, both direct
regulation and indirectly through the workings of the Prices Surveillance Authority, is
a significant impediment. (Caltex, sub. 41, App. 5)
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Government regulations affect the investment and other strategic decisions of the
oil companies.  The industrial relations system, which impacts on refinery and
distribution costs, is discussed later in this chapter.  Price regulations are
discussed in Chapter 6.  Restrictions on the number of retail sites owned and
controlled by the oil majors are discussed in Chapter 8.  The impact of
environmental regulations is discussed in Chapter 10.  A proposal that fuel be
sold on a temperature corrected basis, which would require a large lump of
investment in new technology for tankers, storage tanks and pumps, is discussed
in Chapter 12.

3.1.3 Technology and scale

A major consideration in assessing the relative performance of Australian
refineries is the technology that is employed in comparison to newer refineries in
other countries.  Australian refineries have introduced new production
technologies when investing to expand capacity, to handle a changing feedstock,
or to meet new environmental requirements (see Table 3.2).  However, this
incremental approach to technology adaptation generally cannot replicate the
performance of 'greenfield' refineries in other countries.

The relative age of Australian refineries places them at a disadvantage as the cost to
retrofit generally exceeds the cost of equivalent efficiency in new plants. (Caltex,
sub. 41, App. 4)

The efficiency of distribution has increased, with multi-point computerised
bottom loading arms at terminals reducing truck turnaround times.  Computers on
board vehicles have helped to improve management of drivers and equipment.
Ampol reported a decline in truck fleet numbers, even though volume of product
moved has continued to increase (Ampol, sub. 40, p. 33).

In the retail sector investment has extended customer services with more
convenience stores, restaurants, workshops and car washes.  Other changes have
been the introduction of EFTPOS and credit facilities, customer fleet cards, and
bar coding and price scanning.  Card acceptors for unattended purchases of fuel
are being trialled.  The oil majors have re-imaged sites and increased customer
security.  Other innovations include electronic marketing systems which connect
a growing number of oil company sites.  Point-of-sale consoles control pump
operations, act as cash registers, operate as EFTPOS facilities, and provide
computer interfacing and site monitoring.

The relatively small scale of Australian refinery operations also has an impact on
efficiency.  Singapore has only five refineries compared with eight refineries in
Australia.  Yet Singapore has a greater total refining capacity (see Table 3.3).
The scale of Australian refineries is influenced by the widely dispersed nature of
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its population centres, and the relative cost of transporting crude oil and refined
products.  The high cost of coastal shipping in Australia may constrain the
establishment of larger refineries which ship product interstate.  Coastal shipping
and cabotage are discussed in Chapter 11.

Table 3.3: Average and total refinery capacity, January 1992

Country Average refinery capacity Total refinery capacity

('000 bpcda) ('000 bpcda)
USA 80 15 327
Australiab 91 730
New Zealand 95 95
UK 124 1 856
OPEC 129 6 558
Singapore 179 893

a Barrels per calendar day.
b Figures do not include the two mini refineries in Eromanga (Qld) and Cooper Basin (SA).
Sources: AIP 1992, App. I; AIP, sub. 50, p. 11

3.2 Use of labour

The petroleum products industry has seen considerable improvements in the
workplace since the early 1990s.  With a few exceptions, enterprise or site
awards are now in place and are being developed further in new negotiations.

The Commission has derived productivity measures using employment, value
added and wages statistics for Australia, Canada, Singapore and the USA.  These
countries form a useful group for comparison because petrol and diesel prices in
Canada and the USA are lower than in Australia, and refineries in Singapore are
commonly regarded as the pacesetters in the Asia-Pacific region.  Australian
statistics are available only for 1989-90.  Statistics from the other countries are
presented for 1990 and 1991.

Australia ranked highest in value added per employee, which can be regarded as
a measure of labour productivity (see Figure 3.1).  This may indicate that the
Australian industry is more capital intense or that the high quality crude oil used
in Australian refineries results in more valuable products.  (Australian crude
produces a relatively small proportion of low value products such as lubrication
oil or bitumen.)  As a share of value added, Australian wages are comparatively
low (see Figure 3.2).
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Figure 3.1: Refinery value added per employee, 1990 and 1991
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Figure 3.2: Refinery wages as a share of value added, 1990 and
1991
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Notwithstanding these indicators, Australian refineries ranked poorly in a labour
cost survey conducted by Solomon Associates (Solomon) for 1991.  Solomon
indexed labour costs to those of refineries on the US Gulf Coast, which Solomon
considers to be the best in the world.  The Australian refining group ranked
poorly against Singapore, Southern Asia and the USA refineries (see Figure 3.3).
This result might be more satisfactory than it seems, since value added per
employee in the Australian industry is relatively higher than elsewhere, offsetting
the effects of its higher labour costs.
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Figure 3.3: Refinery labour cost index, 1991a
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Source: Caltex, sub. 41, App. 4

High labour costs can be a function of relative working conditions.  The
comparatively low hours worked by employees of Australian and Japanese
refineries correlates strongly with the labour cost index (see Table 3.4).

Table 3.4: Working hours, selected refinery groupings, 1991

Refinery group Total hours
worked per weeka

Vacation and
holidays as a
proportion of

scheduled workb

Sickness and
unexcused absence as

a proportion of
scheduled work

(no.) (per cent) (per cent)
Australia 33.2 14.4 3.8
Japan 33.9 10.9 0.3
USA 39.1 10.3 3.3
Southern Asia 42.9 10.4 3.2

a Includes overtime and absences.
b Scheduled work is hours planned, and does not include overtime or unplanned absence.
Sources: Solomon Associates; Caltex, sub. 41, App. 4

3.2.1 Recent developments

The petroleum products industry has traditionally been a pacesetter in wages and
conditions.  Wages and conditions negotiated in the refining and terminal
operations would often flow into claims in other sectors of the economy.

In the past the oil industry was a bridgehead for major concessions ... at the same
time having a generally poor industrial relations record. (Ampol, sub. 40, p. 44)
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The late 1980s saw the development of a less centralised industrial relations
system in Australia, with the oil majors pioneering decentralised workplace
arrangements.  The oil majors and unions agreed to move away from Federal
industry-wide awards in favour of company or site awards well before the
Australian Industrial Relations Commission (AIRC) established enterprise
bargaining as a key principle (see Table 3.5).

Table 3.5: Key industrial relations developments
Developments in the Australian
industrial relations system

Developments in industrial relations
in the petroleum products industry

March 1987 Restructuring and Efficiency Principle
handed down by AIRC with two tier pay
increase.  Second tier pay increases of up to
4 per cent in exchange for efficiency offsets
to be ratified by the AIRC.

1988 Oil majors form a task force to develop
options for next decade.

August 1988 Structural Efficiency Principle (SEP)
established by AIRC.  Pay increases must
be linked to efficiency gains from
restructured awards and classifications.

August 1989 Clarification of SEP which strengthened the
link between wages and enterprise level
productivity.

Late 1989 Oil company representatives, ACTU and
Federal Oil Industry Unions discussed
options.

October 1990 Initial agreement between oil majors and
unions establishing company, site and
industry awards.

October 1991 Enterprise Bargaining Principle established
by AIRC which allowed for agreements
with wage increases negotiated at enterprise
or workplace level in return for real gains in
productivity.

June 1991 Agreement reaffirmed after
consideration of wage-tax trade off in
January 1991 and National Wage Case
of April 1991.

Sources: Department of Industrial Relations, sub. 67, pp. 1-3; Shell, sub. 36, App. 1, pp. 1-2; BP, sub. 37, p. 21

In 1988, the oil majors formed a task force to develop options for change from
the then centralised approach to industrial relations.

The underlying objective was for the industry to remain world competitive.  The task
force recommended [individual company awards] based on enterprise bargaining and
structural efficiency. (BP, sub. 37, p. 21)
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The options produced by the task force were taken into negotiations with the
unions in late 1989.  An agreement was reached in October 1990 and formally
reaffirmed in June 1991.  It established the following mix of site, company and
industry awards to replace the existing system of industry awards:

• site awards would cover refinery and oil field operations;

• company based awards would cover clerical and distribution operations;
and

• industry awards would continue to cover transport workers.

The Transport Workers (Oil Industry) Award would remain a national award but
be restructured into three sections: driving, aviation and company.

The enterprise based approach has been embraced by most participants in the
petroleum products industry.  A more harmonious and productive industrial
relations environment has been reported by several of the oil majors.
Negotiations between the oil majors and the Transport Workers Union (TWU)
were, at one stage, stalled on the issue of one-man refuelling of aircraft.  This
issue was resolved following a joint study by the oil majors and the TWU of
international best practice of one-man refuelling and a six month trial.  One-man
refuelling has now been adopted Australia-wide.

APADA reported that its members have a particular need for enterprise
bargaining to modify many aspects of the Federal awards they are compelled to
operate under and which allow “little if any flexibility in hours of work or
working patterns” (sub. 28, p. 28).  The awards have effectively allowed a flow-
on of many wages and conditions won by the TWU and National Union of
Workers in negotiations with the oil majors.  APADA claimed that the awards
are ill-suited to the operations of independent distributors in non-metropolitan
markets and that many members are forced to illegally forsake them.

The majority of APADA’s members operate in the rural sector and throughout large
outback areas; union membership is relatively low; and in many instances, despite the
existence of an award, employee and employer tend to arrange working hours to suit
the conditions, the customer, and the workplace in an atmosphere of mutual trust.  It
seems unrealistic, therefore, to impose a system which effectively sees people having
to act illegally in order to survive. (sub. 28, p. 29)

APADA argued that its members should be allowed to negotiate enterprise
agreements directly with their employees and that there should be no statutory or
implied requirement for management to negotiate with unions.  In its report on
Impediments to Regional Industry Adjustment (IC 1993d) the Commission
concluded that enterprise agreements could more effectively address the needs of
individual circumstances if employees could choose who may negotiate on their
behalf at the workplace.
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Some oil company employees remain under an industry-wide award.  The TWU
has been strongly opposed to decentralising awards to site levels, but progress is
being made in talks between the oil majors and the TWU.  For example, BP has
reached terminal-by-terminal agreements with its truck drivers.  Ampol has
rationalised its distribution operations, with the number of its TWU employees
falling by almost 30 per cent between July 1990 and July 1993 (see Table 3.6).5

Table 3.6: Ampol's TWU workforce, 1990-1993

State July 1990 July 1993

NSW 104 44
VIC/TAS 51 42
QLD 50 33
SA 15 11
WA 17 14
Total 237 144

Source: Correspondence with Ampol

Reform of awards has been accompanied by reductions in the workforce.  Three
of the oil majors supplied employment figures for the last four years (see
Table 3.7) which show that employment by these three companies fell by 25 per
cent from 1990 to 1993.

Table 3.7: Employment: BP, Caltex and Shell, 1990-1993

1990 1991 1992 1993

Employment 7 652 7 277 6 526 5 788

Source: Correspondence with BP, Caltex and Shell

The number of industrial disputes has fallen in recent years, and they tend to be
more localised and of shorter duration (Mobil 1994).  Caltex pointed out that lost
time due to strikes has declined markedly, but that there is still a regular
occurrence of work bans, for which there may be no time lost, but result in
significant disruptions to operations.  The number of industrial disputes and days
lost due to strike action are shown in Figure 3.4.

5 Not including the transfer of aircraft refuellers to Sydney Airport Fuel Services and
Brisbane Airport Fuel Services, which are jointly operated by Ampol, Caltex, Mobil and
BP.
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Figure 3.4: Total industrial disputes and days lost due to industrial
action, for the commodity group chemical, petroleum
and coal products, 1981-1992
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Another positive development has been the substantially improved occupational
health and safety record of the industry.  Working time lost due to injuries
declined across the board during the early 1990s.  For instance, Caltex’s lost time
fell by 16 per cent in 1991 and Ampol’s declined by 42 per cent in 1992.
Extensive safety training and education programs have been undertaken by the
oil majors.

Providing a clean, safe and healthy working environment for employees, and
delivering products safely to customers, are prerequisites for efficiency and
competitiveness. (Shell, sub. 36, p. 24)

Company and site awards have applied for two to three years.  It will take time
for all parties to adapt to the arrangements, and for all of the benefits to be
realised.  Many inquiry participants contended that there is room for greater
workplace reform.  For instance, Caltex argued that:

If the Australian industry is to have a cost structure comparable with international
refiners, significant adjustments need to be made to current entrenched work
practices. (sub. 41, App. 4)

In April 1994, Caltex announced a major reform package proposing changes to
work practices at its Kurnell refinery.  Under the proposal, 30 per cent of the
workforce would be offered redundancies (at a cost of $9 million) while the
remainder would be moved from a five- to a four-panel roster system.  This
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system would involve four-day 12-hour work cycles and 60 days annual leave.
Salaries would be annualised, overtime abolished and allowances would be
absorbed into salaries and a skills-based classification system.  If the proposed
reorganisation is implemented it will yield a $50 million profit improvement
which would be realised by 1997.

Additional efficiencies can be pursued in the round of negotiations, which has
already begun, to update the awards.  Work practices in two areas need urgent
reform.  They are the Seamen’s Engagement System  (see Chapter 11), and the
Laidely Agreement on access to terminals (see Chapter 7).

3.3 General indications of performance

3.3.1 Benchmarking studies

Benchmarking studies provide a means of comparing the performance of the
Australian industry with foreign counterparts.  Various operational and financial
measures are calculated for each of the subjects of study and 'benchmarked'
against a pacesetter.

Information was provided by the oil majors from a survey of Pacific region
refineries undertaken by Solomon Associates (Solomon).  The region in which
Australia figures includes Japan, countries on the Pacific rim and New Zealand.6

Not all refineries participate, nor is there the same group of refineries in every
survey.  Data are processed to allow comparisons to be made between refineries
of different countries, sizes and complexity7.  The Australian refiners regard the
survey as a valuable source of benchmarking data, providing guidance for efforts
to improve their operations (Ampol, sub. 40, p. 32).

Most of the material from the Solomon survey supplied to this inquiry was
provided on a confidential basis.  In summary, the survey indicated that
Australian refineries performed well, without being alongside the best in the
world.  Against most indicators they ranked in the middle of the field:

The broad impression gained from recent [Solomon] comparisons is that, given the
age and size of Australian refineries, they compare favourably on average with
overseas operations but could not be classed as at the leading edge. (Ampol, sub. 40,
pp. 31-32)

6 Solomon uses Singapore as the pacesetter group for benchmarking within the Asia-
Pacific region.  For some indicators the comparisons include the Gulf Coast refineries of
the USA, which Solomon considers to be the best in the world.

7 The technical configuration of the refinery.
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The latest year in which data for the Solomon survey were collected was 1991.
A number of events in subsequent years will have lifted the performance of the
Australian refineries, including:

• further rationalisation with the exit of Esso;

• workplace reforms which have produced more flexible work practices; and

• significant investment such as installation and upgrading of catalytic
cracking facilities.

Whether these changes have lifted Australia’s relative performance depends on
the effects of developments in other parts of the world at the same time.

3.3.2 Profitability

Profits can be a guide as to whether a firm is controlling costs and is operating
efficiently.  Financial data for each calendar year are supplied to Ernst and Young
by the five oil majors (see Table 3.8).  Earnings before interest and tax (EBIT),
expressed as a percentage of the value of total assets, is a useful measure of
performance.  Preliminary estimates for 1993 indicate this return to be 7.4 per
cent, somewhat lower than 1992.

Table 3.8: Recorded profitability of the oil majorsa, 1988-1992

Total assets,
valued at

historical cost

Earnings before
interest and tax

EBIT

EBIT on average total
assets

10-year bond yield, as
at 30 June

($m) ($m) (per cent) (per cent)
1988 6 444  642 10.0 12.0
1989 7 639  716 10.2 13.5
1990 9 815 1 291 14.8 13.4
1991 9 533  407   4.2 11.2
1992 9 657  758   7.9   8.9

a Some of the data used to compile the figures have been supplied to the Commission by each of the
oil majors separately on a confidential basis.

Sources: Ernst and Young 1993; Reserve Bank of Australia

These aggregated profit data do not indicate a strong performance in relation to
other investment opportunities.  In only one year of the survey period, 1990, has
the recorded return on assets owned by the oil majors exceeded the 10 year
government bond return.  During 1991, the oil majors’ financial results were
adversely affected by the Gulf War and the associated government intervention.

Nor do these profitability data indicate that the oil majors are operating
inefficiently.  For example, low profits may indicate fierce competition, with
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firms discounting prices to compete for market share.  (The profitability of the
industry as an indication of competition is discussed in Chapter 4.)

Within the aggregated group of oil majors there have been some strong profit
performances.  Disaggregated data for each major were made available for 1992
when EBIT as a percentage of total assets of the oil majors as a group was 7.9 per
cent.  In that year, three out of the five oil majors did better than this — two made
an EBIT return of more than 11 per cent of total assets.  Individual net profit
results ranged between $140 million and a net loss of $10 million.

This indicates a range of performance rather than generally indifferent results.
The poor performance of some firms in relation to others may simply reflect
differences in the current market strategies, the maturity of operations, or size and
locational advantages.  It may also indicate that impediments to cost efficiency
do not impact evenly across the industry.  Factors relating to the use of capital
and labour are discussed earlier in this chapter.

Although there are some problems associated with assessing profitability (see
below), there is no evidence that they represent a significant qualification to the
profitability information.  Indeed, these results are not inconsistent with the UK
Monopolies and Mergers Commission (MMC) findings.  Although for a different
time period — 1983 to 1988 — the MMC found that profitability as a whole for
the 14 principal wholesalers was below the average level of profitability in the
UK industry.  Refining broke even and in wholesaling, profits were positive but
not unduly high (MMC 1989, pp. 2-3).

One difficulty with assessing profitability is that profit figures for the subsidiaries
of multinational companies can be affected by transfer pricing whereby the cost
of inputs purchased from affiliates is inflated.  The oil majors, however, state that
they do not practice transfer pricing between refineries and affiliated crude oil
suppliers.

Another difficulty relates to the valuation of assets.  For accounting purposes,
assets are valued at their historical cost adjusted for depreciation based on the
economic life of the assets in their current use.  The value of capital items in
accounts, therefore, may not accord with the opportunity value — the value in the
next best alternative use.  By lowering (or raising) the value of the asset base,
profitability is over-estimated (under-estimated).

The lumpiness of investment in refineries presents another difficulty.  Around
half of all assets are refining assets and large investments are made in plant and
equipment with economic lives of up to 21 years.  Thus, a major refinery upgrade
can substantially lower the EBIT return on assets for some years.

The method used to value inventories and cost of sales will also affect the
recorded result.  Consistent with Australian accounting conventions, inventories
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and cost of sales are valued on a first-in, first-out (FIFO) basis.  However, for
management accounting purposes, some of the oil majors use replacement cost to
value inventories and cost of sales.  During a period of rising oil prices the value
of inventories and cost of goods sold is higher using replacement cost, recorded
earnings are lower and recorded assets are higher.  The net result is lower
profitability.  The opposite is true for periods of falling oil prices.  For example,
the MMC estimated the return (before interest and tax) on capital employed for
five UK oil majors at 7.6 per cent in 1988 (when crude oil prices were falling)
using replacement cost and 3.3 per cent using FIFO (MMC 1989, pp. 130-131).
Replacement cost based measures of profitability are likely to indicate lower
average profitability in Australia for the period 1988 to 1992 when crude oil
prices were rising.

Other data are available.  For example, the return on investment at the best
Australian refineries has been recorded as 20.2 per cent in 1991, which compares
with an average return of 29.3 per cent at Singapore refineries (Caltex, sub. 41,
App. 4).  The lower return in Australia is despite higher gross margins associated
with a lighter and more valuable product mix and is attributed to the higher (per
barrel) investment required by more complex refineries and higher operating
costs (in particular energy and labour).  Since 1991, refining margins have fallen
in Singapore.8

Financial information about the wholesale activities of the oil majors is provided
to the Australian Bureau of Statistics (ABS) for its wholesale industry survey.
The data in the ABS survey of the wholesale industry in 1991-92 indicate an
EBIT return on total assets for petroleum product wholesaling of 5.9 per cent.
The petroleum product classification of the ABS survey of the wholesale industry
is dominated by the oil majors.  The comparable wholesale trade figure is 7.9 per
cent.

The difficulties associated with measuring profits are compounded in the
distribution sector where there are more firms and less information.  Based on a
survey conducted by APADA in 1991, the Commission estimated a return
(earnings after interest and before tax) on total assets (valued by various
methods) of 9.4 per cent.  APADA claimed an after tax book value return on
assets of approximately 5 per cent (APADA 1991, p. 3).

The MTAA, as part of its submission to this inquiry, provided the Commission
with data on the profitability of the retail sector (see Box 3.2).

8 According to the article, Short-term Concerns Challenge Good Forecasts and
Fundamentals, in Petroleum Economist, September 1993.
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Box 3.2: Service Station Operation and Financial Survey

In 1993, the Financial Management Research Centre (FMRC) undertook a survey
of retailers on behalf of the MTAA.  The survey questionnaire covered a broad
range of variables and sought details about the financial performance in 1991-92,
and the operational characteristics of service stations.  Site survey data were
analysed and results presented according to volume, profit and productivity
levels.

The key result for the assessment of the performance of the retail sector is the
low profitability.  The estimated average annual net profit (before owners’
salaries) per active owner9 in 1991-92 was $29 068.  After deducting a notional
owners’ salary of $15 per hour worked, the average firm was assessed to have
traded at a loss of between 1.36 per cent and 2.89 per cent of total business
income.  'Net profit' is defined as total business income less cost of goods sold,
less overheads (including interest).  Some indication of the profitability profile of
the respondent group can be derived from Figure 3.5.

Figure 3.5: Distribution of net profits (before owners’ salaries) per
owner, 1991-92
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The survey findings indicate poor profitability overall and in certain groups, such
as retailers operating in low volume retail sites.  Within the group of respondents,
net profits (before owners’ salaries) per owner, varied considerably (see Figure
3.5).  On this measure, profitability is not high, although some proprietors enjoy
a moderate income.

9 The number of hours per month an owner spent working in the business was adjusted to
a full time equivalent basis in order to quantify the number of 'active' owners.
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The Commission has several reservations about how representative the FMRC
survey is of the retail sector.  First, there is the potential for sample selection bias
although the size of the survey response rate appears to be adequate.  (A response
rate of 428 service stations if randomly selected from a population of
approximately 9 200 (4.6 per cent) would be sufficient to make reasonable
statistical inferences.)  Sample selection bias is possible as service station
operators who were dissatisfied with their profitability, and had an expectation
that this inquiry would examine questions of profitability and rationalisation,
would have a greater incentive to respond to the survey than operators who were
content with their profitability situation.

With self-selection it is impossible to tell whether there is any bias, or the
direction of bias. This does not mean that the potential for bias should be ignored.
The FMRC agreed that “it is obviously possible that the bias could be either
way” (Transcript, p. 903).

The FMRC indicated that self-selection was unlikely to have biased the results
(sub. 191) as evidenced by the extent to which larger volume service stations
participated in its survey.  While such participation may have indeed occurred it
is still not evident that the respondent service stations are a true reflection of the
population on the basis of size or, more importantly, profitability — as volume
throughput is only one factor influencing profitability.

Second, the data were collected for the 1991-92 financial year which was part of
a substantial recession.  Poor profitability performances given in the data may
simply reflect a transitory effect due to the recession.

In order to verify the MTAA survey results, the FMRC provided profitability
data from its other service station surveys which indicate low profitability over
the past decade (sub. 188).  Given a sample size of approximately 60 participants
the validity of these results needs to be considered along with the validity of
comparing profitability results across the surveys.

These reservations do not imply that the FMRC survey should be dismissed.  The
findings add credibility to the arguments put by many participants that the
profitability of service stations is low.  However, if the average profitability is as
low as the survey suggests, the sale price of service stations, and rentals, might
have been expected to collapse.  There is little point in newcomers seeking to
invest in property, or pay rents, that lead to negative returns.  Yet the market in
service stations has clearly not collapsed.  Indeed, the survey reports that a very
high proportion of firms experienced one or more rent increases in 1991-92.

In summary, the available data on profitability of the oil majors, distributors and
resellers do not provide evidence of excess profits being earned by the petroleum
products industry in Australia.
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3.3.3 Costs and prices

The joint product nature of petroleum refining makes cost calculations
impractical.  As pointed out by the MMC, the complexities of modern refining
make it impracticable to identify, and thus to be able to allocate, refinery
operating costs to individual products (1989, p. 137).

Performance in open markets is a good indicator of the cost competitiveness of
an industry.  Without protection or assistance, an industry cannot survive
international competition over a sustained period if it uses resources inefficiently.
The petroleum products industry is not protected (apart from the natural
protection of transport costs) nor does it receive assistance.10  Exports and
imports are regular features of the Australian wholesale market — each varying at
around 7 to 10 per cent of total production.  Much of this trade has been a
response to short term factors such as opportunistic exports of surplus product or
imports to cover temporary refinery shutdowns.

Figure 3.5: Australian balance of tradea of petroleum products,
1982-83 to 1991-92
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The balance of exports and imports of petroleum products over the last ten years
is shown in Figure 3.5.  The move from deficit to surplus in the three years 1989-
90 to 1991-92 may reflect an improvement in the competitiveness of the
Australian industry.  However, the trend is inconclusive as the time period is
relatively small, and could be explained by short term factors or external
variations such as exchange rate movements.

10 Import duties are levied at the same rate as excise duties on domestically refined product
and so do not offer protection to domestic refining.
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Figure 3.6: Average monthly wholesale prices and Commission
estimates of import parity prices, petrol and diesel,
Australia, July 1991 to November 1993
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Sources: The average wholesale prices are estimated from information supplied to the Commission by the
oil majors and are net of rebates and product taxes.  The import parity prices are estimated from
Platt’s data and international freight and wharfage data supplied by the PSA.   They include an
allowance for domestic wholesale costs (4.7 cents per litre for petrol and 5.6 cents per litre for
diesel) and freight (0.4 cents per litre for petrol and 0.6 cents per litre for diesel).

Another indicator of relative efficiency is a comparison of prices of Australian
petroleum products and prices of similar products on international markets.
Figure 3.6 compares the average wholesale prices of petrol and diesel with
Commission estimates of import parity prices.  The import parity price is
equivalent to the price of fuel of Australian specifications, obtained in
international markets and transported to (and stored in) Australian coastal bulk
terminals (see Table 5.2).

In the period July 1991 to November 1993 (see Figure 3.6), the domestic
wholesale petrol price was, on average, about 1.0 cent per litre higher than the
estimated import parity price.  In contrast, the average wholesale price of diesel
was, on average, about 2.5 cents per litre below the estimated import parity price.
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The data suggest that the domestic cost of petrol and diesel is in a range similar
to foreign competitors.  The joint product nature of the industry makes it difficult
to conclude whether the positive gap for petrol and negative gap for diesel
combine to indicate a slightly better or slightly worse performance than
international competitors.

Figure 3.7: OECD petrol retail prices, 1992
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An assessment of the relative cost effectiveness of the retail and distribution
sectors requires the comparison of end user prices.  Apart from taxes, retail prices
include the costs of refining, distributing and retailing operations.  Figures 3.7
and 3.8 show that, net of taxes, retail petrol and diesel prices in Australia are
among the lowest in the OECD.
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Figure 3.8: OECD diesel retail prices, 1992
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These figures suggest a good performance against many other OECD countries.
However, they do indicate cost disadvantages against the USA (which has the
lowest retail prices for petrol and diesel) of 10 per cent for petrol and 27 per cent
for diesel.  Much of these margins could be explained by geographic differences
which lead to lower cost distribution and retail operations in the USA.  However,
the margins could also indicate some inefficiencies in the Australian industry
attributable to any of the following:

• the cost of labour and labour market arrangements, which are discussed
earlier in this chapter;

• the regulation of the retail market, which may increase costs directly by
adding to business costs or indirectly by introducing restraints on more
efficient operations.  These issues are dealt with in later chapters on price
controls (Chapter 6), the Sites and Franchise Acts (Chapter 8), and State
and local government regulations (Chapter 9);

• regulations or inefficiencies in areas such as transport that impact on the
petroleum products industry.  Union restrictions on wholesale delivery of
product in metropolitan areas are discussed in Chapter 7.  Other transport
issues, discussed in Chapter 11, include the high cost of coastal shipping
and port services which inflate costs; regulations requiring the use of rail in
certain areas; and regulations restricting the use of certain methods of road
transport; and
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• environmental regulations, which may increase the relative cost of refining
and distributing product in Australia compared to other countries (see
Chapter 10).

3.4 Conclusion

Overall the profitability and price indications suggest that the Australian industry
is performing relatively well in most areas.  There is no single indicator which
can reveal the comparative performance of the Australian petroleum products
industry against other Australian industries or foreign counterparts.  When
assessed against a range of international comparisons of labour costs,
performance, profitability and prices there remains room for improved
performance.  There have been considerable gains from industry restructuring
and workplace reforms.  These processes will continue to improve the
performance of the industry.  Other impediments to performance, particularly
government interventions, are discussed in detail later in this report.
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4 ASSESSING COMPETITION

An examination of the Australian petroleum products industry’s
structural characteristics, behavioural patterns and market outcomes
suggests strong competition in markets where the bulk of petroleum
products are sold.  This is at variance with the popular view that the
industry is characterised by weak competition and that the oil
companies exercise market power to the detriment of users and the
economy generally.

In the refining sector the number of sellers is small and there are
some obstacles to entry, but there is a continuing threat of imports.
The large number of sellers, coupled with the relatively low barriers
to entry and exit, point to strong competitive pressures in most
wholesale and retail markets.  In some country markets, however,
local circumstances combine to weaken competitive pressures.  There
is no evidence of abnormal profits in any sector of the industry, nor
are wholesale prices indicative of a lack of competition.

Over the last decade there has been growing recognition of the role that
competition can play in improving economic performance.  It is now widely
recognised that competition provides a powerful stimulus for firms to operate at
least cost and to focus on producing those goods and services which best suit
users’ needs.  Perhaps more importantly, it is widely accepted that competition —
or even the threat of competition — provides a strong ongoing incentive for firms
to be responsive to changes in market conditions and to be innovative in
exploring options for lowering costs and developing new and better products.

Increasing the exposure of industries to competitive pressures has been the
mainstay of a range of microeconomic reforms initiated by the Commonwealth
and State Governments to improve efficiency, promote economic growth and
assist in job creation.  Indeed, the Prime Minister (1992) has stated that:

... the engine which drives efficiency is free and open competition.1

Further recognition of the significant role competition can play in helping to
develop a more flexible and dynamic economy was signified by the agreement
between the Commonwealth and all State/Territory Governments on the need to
develop a national competition policy.  A report outlining principles and
processes for developing a national competition policy is currently being
considered by the Commonwealth and State Governments (the Hilmer Report).

1 One Nation (Statement by the Prime Minister), 26 February 1992.
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In the Australian petroleum products industry, the level of competition has been a
contentious issue for a number of decades.  Perceptions by governments that
competitive pressures are limited in some petroleum product markets have led to
the introduction of Commonwealth and State Government regulation which is
intended to ensure that the oil majors cannot use market power to the detriment
of consumers and the community as a whole (see Chapters 6 and 8).  On the other
hand, some in the industry (eg the oil majors) and some users contend that the
industry is competitive.  They claim that the regulation which currently applies is
unwarranted and succeeds only in imposing unnecessary costs on the industry.

It is clearly important that these differences in opinion be resolved.  Indeed, an
assessment of competition is a prerequisite for determining the role that
governments should play in shaping the development of this large and important
Australian industry.

To this end, this chapter examines the competitiveness of petroleum product
markets.  First, it considers structural characteristics of the industry which can
influence the nature of competition.  Subsequently, it explores a range of
behavioural issues and market outcomes which may shed some light on the
competitiveness of the industry.  The discussion focuses not so much on whether
the petroleum products industry is 'perfectly competitive', but on whether the
degree of competition that actually exists in the industry has any significant
adverse economic implications.  As an introduction to the discussion, the
following section briefly outlines views held by participants which are
representative of the key stakeholders in the industry.

4.1 Views on competition

Inquiry participants’ views on the competitive pressures to which the industry is
exposed differ markedly.  For example, the oil majors argue that the industry is
competitive and over regulated.

The industry’s structural characteristics and its performance both point strongly to the
existence of vigorous competition.  It is against this background that the regulatory
framework surrounding the industry needs to be analysed. (Shell, sub. 36, p. 13)

In contrast, some other participants consider petroleum product markets to be
dominated by the oil majors.  They contend that, because of the concentration of
supply in the hands of a small number of large corporations and their
involvement in all levels of activity through vertical integration and similar
arrangements, the oil majors do not compete among themselves effectively and
that they prevent other firms from competing.  For example, the Motor Trades
Association of Australia (MTAA) stated that:
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At the wholesale level the market is oligopolistic and highly vertically integrated.
This raises significant questions as to the market behaviour of the oil companies and
whether genuine competition between them is achievable. (sub. 106, p. 1)

The New South Wales Department of Consumer Affairs commented in the
following terms:

... the petroleum wholesale-retail interface contains market distortions which act
against the consumer good.  The distortions are due to the vertical integration of oil
companies, the process of invisible supports and the apparent lack of price
competition between oil companies because of rack pricing. (sub. 73, p. 3)

The Australian Petroleum Agents and Distributors Association (APADA),
adopted a different approach arguing that:

... it is not the existence of competition that we are concerned about, but the nature of
the competition between the supplier and participants ... (sub. 130, p. 3)

4.2 Structural features

The level of competition is often strongly influenced by the structure of the
market.  In the case of petroleum products, the most relevant structural features
are seller concentration, barriers to entry and exit (including barriers to
expansion), and the feasibility of import competition.  Another dimension of
structure associated with the Australian petroleum products industry — relatively
high levels of vertical integration — is also considered by many participants to
influence competition in the industry.  Each of these factors is considered below.

4.2.1 Seller concentration

The relevance of the number of sellers in a market to an assessment of
competition relates to the potential for explicit or tacit collusion between sellers.
The premise is that the likelihood of sellers being able to collude is greater, the
smaller is the number of firms.  The underlying logic is that, as numbers increase,
it becomes increasingly difficult to ensure that all parties act in concert,
especially as there will always be an incentive for an individual seller to 'cheat'
(eg to increase output by offering secret discounts).

The number of sellers varies considerably between petroleum product markets.
While there are many sellers at the wholesale and retail levels in major markets,
there are relatively few sellers in smaller country markets.  However, most
concern has focussed on the small number of domestic refiners — now five
following Esso’s departure — and the effect this may have on competition.  In
some quarters, concern about refiners’ capacity to misuse market power is
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reinforced by the vertical arrangements which link the oil majors with wholesale
and retail outlets.

The small number of domestic refiners and the limited number of wholesalers
and retailers in country markets can be explained by economic and demographic
factors.  The low number of refiners reflects the relatively large minimum
efficient scale (MES) of plant, small population size and high transport costs.
The large distances between the major Australian cities and high transport costs
(see Chapter 11) limit the potential for the economic transportation of petroleum
products from refineries to more distant markets.  These factors, together with the
large throughput needed to operate a refinery efficiently, means that it is
economic for there to be a one or two refineries, each located close to a major
city.  Similarly, the limited demand for petroleum products in many country
markets precludes the possibility of there being a large number of wholesalers
and retailers (just as it limits the number of accountants and dentists in country
towns).  Constraints imposed by government price regulation on returns
achievable by some downstream operators may also limit numbers in some
country centres (see Chapter 6).

While a small number of domestic producers may well be the most efficient
structure in terms of minimising costs, concern is often expressed about the
potential for a relatively small number of local firms to artificially prop up prices
and earn 'monopoly profits'.  However, this concern often fails to recognise all
the sources of competition confronting local producers.  Domestic producers in
most Australian manufacturing industries face competition from sellers of
imported goods and also from sellers of substitute products.  Furthermore, in
some markets, buyer concentration may partially offset concentration on the
supply side.

In the context of the petroleum products industry, the influence of these factors
varies between markets but, to some extent, all limit the potential for domestic
refiners to exercise market power.

Import competition: the majority of imports have been by the oil majors
themselves.  Nonetheless, there have been sporadic imports by independents for
many years.  The market penetration achieved by independent importers has
varied over time, and also between States and between markets within States.
Independent importers have competed in most major metropolitan markets from
time to time, and are currently active in the Perth market (Gull and Amgas).  Gull
is a substantial business, operating over 70 retail outlets — although some are
small volume country sites.

Most of the independent importers that have entered over the last 20 years or so
have subsequently been taken over by an oil major or have withdrawn from the
industry.  Nonetheless, the ability of independents to quickly seize upon market
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opportunities, and their relatively low cost and innovative style of operation, has
posed threats to the operations of the oil majors in some markets.  For example,
as far back as the 1960s and 1970s, XL, IOC and Boral competed vigorously in
the Melbourne market.  While all have subsequently left the industry, another
independent — Greylord International — is currently constructing importing and
storage facilities to enable it to compete in the Melbourne market.

In 1993, imports by independents were estimated to have accounted for about 5
per cent of the Perth petrol market, but less than a quarter of 1 per cent of
national market supplies.  However, the actual size of imports is not of central
importance to an assessment of competition.  What is most relevant is the
potential to import.

Although independent importers may need to overcome some difficulties (see
discussion on barriers to entry below), there is an ongoing threat of new
importers entering the market.  There is more than one route to importing as
evidenced by the experience of Gull and Amgas in the relatively small Perth
market.  If market conditions are conducive, there is no reason why other
independent importers could not set up operations.

There is also a possibility that a major international oil company could establish a
presence in Australia.  To date, some major players in international markets such
as Gulf, Elf and Petrofina have not competed in local markets.  However, should
local demand increase and existing producers price their products consistently
above a competitive level, the prospect of entry by one of these companies — or
other international companies that have previously exited the Australian market
(ie Amoco, Esso and Total) — cannot be dismissed.

An additional threat is posed by the established independent
wholesalers/retailers, such as Burmah, Matilda and Southern Cross.  These
companies presently source their fuel from domestic refiners.  They could,
however, take steps to import if market circumstances proved conducive.

Product substitution: the potential for sellers to act in an anti-competitive manner
also depends upon the availability of substitute products.  If there are close
substitutes available, attempts by incumbent firms to increase output prices
and/or change other conditions of supply in their favour will be of little benefit —
users will merely switch their purchases to the substitute good.  In the context of
petroleum products, this appears to be the case in some markets (eg electricity
and gas can substitute for diesel used in home heating and in a range of industrial
applications, such as firing boilers).  On the other hand, there is currently only
limited scope for substitution in the industry’s major markets — transport fuels
(see Appendix D).
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Buyer concentration: in the case of petroleum products produced for final
consumption — such as petrol and heating oil for use by households — there are
clearly a very large number of buyers.  However, for some intermediate goods —
such as AVTUR, diesel and bitumen — there are relatively few buyers.  For
example, the AVTUR market is dominated by a small number of large airlines.
In these circumstances, the buyers are in a strong negotiating position and have
the potential to themselves wield a degree of market power.  This can act as a
'countervailing force' to the misuse of market power by refiners.

In summary, while the relatively small number of domestic petroleum refineries
may have implications for the intensity of competition, in itself it cannot be
accepted as indicative of a lack of effective competition.  Account must also be
taken of competition from imports and substitute products. In some markets, the
possibility of buyer concentration imposes a competitive discipline on domestic
producers.  There is ongoing potential for competition from new entrants.  The
likelihood of entry if the existing firms were to raise their prices above a
competitive level would largely depend on whether or not there are significant
barriers to entry and exit.  This issue is discussed below.

4.2.2 Barriers to entry and exit

The competitiveness of markets in which there are relatively few firms is
influenced by the ease of entry and exit.

The greater the freedom to enter a market, the greater is the pressure on
incumbents to minimise costs and price efficiently.  Failure to do so would create
profit opportunities which, in the absence of barriers to entry, new entrants would
soon seek to exploit.  In markets characterised by low barriers to entry and exit,
even a sole producer may have little market power.

The significance of exit costs is less obvious but they can be an important
influence on decisions about entry.  Broadly speaking, the higher are the
anticipated costs associated with leaving an industry (eg the risk of losses on
asset sales), the more entry will be discouraged.  Typically, exit costs vary
between activities and over time.  Costs are likely to be lower if there is a
competitor or a new entrant willing to acquire additional facilities and/or the
assets are not specific to a particular activity so that they can be readily sold to
firms in a variety of other industries.

Barriers to entry can be broadly defined as factors that give incumbent firms an
advantage over new or potential competitors which would permit them to earn
higher than normal profits over the medium to long term.  Nonetheless, there are
various views about what does, and what does not, constitute a barrier to entry.
As well as regulatory and institutional barriers, factors which are sometimes
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perceived to be barriers to entry include economies of scale, large capital
requirements and product differentiation.

In the case of the petroleum products industry, there have been claims that there
are some barriers to entry and exit at the wholesale and retail levels.  Several
inquiry participants commented on the circumstances of departure from the
industry for many distributors and service station operators — severe hardship,
'leaving with nothing', forced sale of the family home, and 'enormous pressure
and distress'.  These situations were often viewed as practical or cultural
impediments to exit.  While such departures are indeed distressing, such
circumstances do not constitute a barrier to exit unless they are associated with
costs which cannot be recouped on sale (see section below on sunk costs).

The MTAA contended that 'subsidies and remissions' paid by the oil majors to
induce 'marginal' retailers to remain in the industry represent a significant barrier
to exit.  Such payments would represent an inducement to stay rather than a
barrier to exit.  Moreover, there has been extensive rationalisation.  Since 1970
the number of wholesalers has fallen from 7 000 to about 600 and the number of
retail sites has dropped from approximately 20 000 to around 9 800.  This
suggests that any restrictions on exit are not severe.

At the refiner level, there has been no new entrant for over two decades.
However, this is not evidence of significant barriers to entry since market
conditions have not warranted an expansion in capacity.  Indeed, in this period
firms have left the industry (eg Amoco, Total and, more recently, Esso).

Some of the more important factors which participants perceive to be barriers to
entry and exit are briefly discussed below.  The emphasis is on refining — the
sector which is the focus of most allegations about the level of competition.

Regulatory and institutional factors: there appear to be relatively few regulatory
or institutional barriers to the entry of new refiners, although some participants
identified stricter environmental regulation and development approval processes
as entry barriers.  An outright prohibition on a certain type of development —
such as a refusal to grant planning approval to a new refinery — would be clearly
both a barrier to entry and a barrier to expansion.  While no information was
provided to suggest that this occurs, there is little doubt that it is now more
difficult for both existing refiners wishing to expand and for new entrants to
secure suitable land and to satisfy government environmental requirements than it
was when the oil majors established their existing refinery facilities.  This
situation reflects increased concern by governments about the impact of
industries generally on the environment, and also about specific aspects of the
petroleum products industry (eg the difficulties associated with containing
emissions and reducing the risk of accidents at the plant which could threaten the
safety of residents in adjacent suburbs).
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In some circumstances, the difficulties in satisfying government environmental
concerns are compounded by cumbersome and inefficient administration of the
processes involved in gaining the necessary development approvals.  According
to Greylord International, difficulties in gaining approvals from State and local
government authorities for its new Victorian venture have contributed to delays
which has seen the development being extended over three years.

Companies in many industries have expressed dissatisfaction to the Commission
about the uncertainty and delays associated with obtaining development
approval.2  If the cost of petroleum products, and costs to industry generally, are
to be reduced and competitiveness increased, it is essential that State
Governments increase their endeavours to reduce the costs currently associated
with obtaining necessary development approvals.  This would have the effect of
reducing any barriers to entry that may arise from such delays.

Some regulatory and institutional constraints may also impede entry at the
reseller level.  For example, the Laidely Agreement favours some incumbents.
The Agreement, among other things, restricts access to terminals for independent
distributors that wish to make their own arrangements for delivery to
metropolitan retail sites (see Chapter 7).

The Trade Practices Commission (TPC) is concerned about the potential
implications of the Laidely Agreement for access to terminals.  However, there
are signs that the access restrictions in the Laidely Agreement are being wound
down.  Independent Fuel Supplies has been able to secure terminal access despite
the Laidely Agreement.  Similarly, the Laidely Agreement is not preventing
Matilda Fuel Supplies from gaining access to terminals, although there were
difficulties in the past.

Also at the reseller level, the Commonwealth Sites Act and the Franchise Act
(see Chapter 8), regulation by State Governments (see Chapter 9) and Victorian
Government regulations mandating the carriage of fuel by rail to some Victorian
regional centres (see Chapter 11) also constrain the activities of some new
entrants.

Refinery exchange agreements: refinery exchange agreements are commercial
arrangements which permit the oil majors to avoid the transport costs they would
otherwise incur if they wish to compete in markets in which they have no
refining capacity.  If the agreements were not open to a new entrant to the
refining sector, they could disadvantage that entrant in more distant markets.
However, newcomers have been permitted to participate in exchange agreements
in the past (eg when Amoco established refining facilities in Australia).

2 See, for example, IC 1991, Construction Costs of Major Projects, Chapter 6 and IC
1991, Mining and Minerals Processing in Australia, Vol. I, Chapter 6.
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Several inquiry participants were of the opinion that refinery exchange could
adversely affect competition.  Gull viewed refinery exchange as reducing its
ability to negotiate supply with domestic refiners.

... refinery exchange ... puts more pressure again on independents when it comes to
negotiating supply from the manufacturer.  Unless they have a refinery then they are
not going to be party to equitable discussions in terms of supply. (Transcript, p. 1278)

The National Party of Australia (New South Wales) considered that refinery
exchange constitutes a barrier to entry for independent operators.

... it is a barrier to [entry] which necessarily stifles independent operators coming in.
It is very much a closed shop. (Transcript, p. 1221)

Refinery exchange agreements are not unique to Australia. Similar agreements
presently exist in a number of other countries (eg the USA and Canada) as a way
of reducing costs.  In Australia, the incentive for refiners to enter into such
agreements is increased by high internal transport costs — for example high
coastal shipping costs stemming from cabotage and inefficiencies in ports.  As
noted in Chapter 11, removal of cabotage would increase competition in coastal
shipping and put downward pressure on freight rates.

To the extent that the agreements entail fixed litre-for-litre exchanges, there is
some potential for them to impede expansion and constrain competition between
the oil majors.  For example, with fixed one-for-one exchanges, the capacity of a
firm to acquire the additional volumes it requires from a rival refiner to expand
sales in an interstate market depends on its ability to  convince the rival to take
up additional product from its refinery in its 'home' state.  If this is not possible,
expansion would require the firm to pursue the more costly option of importing
product — either from its own interstate refinery or from overseas.  The potential
for the agreements to limit competition in this fashion is smaller, the greater is
the flexibility allowed under the agreements to vary volumes and to purchase
product rather than to exchange it.  At the present time, Ampol has an
arrangement with Shell whereby Shell refines additional product on Ampol’s
behalf at its Sydney refinery.

Possible anti-competitive implications that could be associated with the refinery
exchange agreements must, however, be weighed against the benefits associated
with the agreements.  In particular, the agreements have facilitated competition
between all the oil majors in most of Australia’s larger markets.  In the absence
of the agreements, it is possible that some oil majors would elect not to compete
in those markets which are most distant from their refinery.  Consequently, in a
market such as Adelaide, which has only one refinery, there might only be two or
three majors competing, as compared with five at present.
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On balance, refinery exchange is likely to be a pro-competitive, rather than anti-
competitive, feature of the petroleum products industry.

Economies of scale: as noted previously, there are considerable scale economies
in refining and the MES of plant is large relative to the size of Australia’s major
capital city markets.  Consequently, a new refinery would represent a very
significant increment in capacity.  Unless export sales were secured, the
additional supply would depress domestic prices generally.  This would reduce
the expected profitability of the new refinery to the point where entry would be
deferred, unless demand was expected to grow rapidly.  In periods of low
demand growth, incremental expansion by existing refiners would be the less
risky way of increasing refining capacity.

A related problem concerns the distribution of product.  To sell the volume of
output required to justify entry, a new domestic refiner would need to develop a
sizeable customer base.  Given the equity links and the long term exclusive
supply arrangements already established by existing refiners, this could take a
considerable period of time.

The entry of the most recent refiner, Ampol, in 1965 with the establishment of
the Lytton refinery, suggests that obstacles to entry are not insurmountable.
Entry into refining occurred only after Ampol had established a distribution
network which could dispose of sufficient volume to warrant the investment.

In the retailing sector, economies of scale, relative to the size of the market, are
not likely to be a barrier to entry in larger country markets, such as Sale in
Victoria.  However, in some small country towns the size of the market means
that a single entrant would result in significantly lower average throughput per
site and reduced profits for the incumbents, particularly if aggregate petrol sales
in the district are declining.  In such circumstances entry into the market may be
deterred.

Capital requirements: high capital requirements associated with refineries are
sometimes seen as an entry barrier.  The established firms are perceived to have
lower costs simply because their original investments have been written-off or
were acquired long ago when costs and interest rates were lower.

The Australian capital market is now closely integrated with international
markets and is far more flexible than it was a decade or so previously.
Consequently, the potential for an Australian firm to raise the capital required to
enter refining were it profitable to do so is unlikely to be limited by shortcomings
in the capital market.  Furthermore, it is doubtful whether low book values can be
construed as a barrier to entry.  Costs of production are more realistically
assessed in terms of current replacement and opportunity costs.  On this basis,
both incumbents and aspiring entrants would face similar costs.
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Product differentiation: product differentiation or brand loyalty can allow
producers to increase their profitability.  Indeed, Bain (1956) concluded that it
was the single most important determinant of the ability of firms to earn above-
normal profits without encouraging the entry of new firms.

Firms in the petroleum products industry have attempted to differentiate their
product in a number of ways (eg by creating a brand image and offering differing
ranges of 'convenience' and credit/charge card facilities).  Shell’s recently
announced 'frequent buyer' scheme is expected to have a significant impact on
market share when introduced.  There is nothing to prevent new entrants adopting
a similar strategy of product differentiation.

However, the ability of the oil companies to benefit from product differentiation
is limited by the homogeneous nature of the core products.  To the overwhelming
majority of consumers 'petrol is petrol'.

Barriers to importing: imports of petroleum products are relatively low, and most
imports are by the oil majors.  However, a low level of imports in any period
does not mean that imports cannot be increased in the future by independents
competing directly with the oil majors.  The important consideration is whether
there are significant barriers to the entry of imports.

Possible barriers to imports include government restrictions such as tariffs and
natural protection to the industry arising from transport costs.  However, there are
no protective tariffs or quantitative barriers to the entry of petroleum products
(although a tariff equivalent of the excise on domestic production is levied).
Based on observation of current imports of petroleum products, international
shipping costs do not appear to be excessively high although, according to Shell,
the additional cost in importing refined products compared with crude oil
provides domestic refiners with a degree of natural protection.

Insufficient specialised infrastructure (eg wharf and storage facilities) is
sometimes said to inhibit importing.  However, there are some facilities available
which are not owned by the oil majors.  For example, Coogee Chemicals hires
storage capacity to other firms.  Amgas is presently leasing capacity from Coogee
in Perth.  In Sydney, Powell Duffryn provides petrochemical storage facilities.  In
conjunction with another overseas company — Van Ommeren — it is planning to
construct petrol and diesel storage facilities at Port Botany.  Provided that
environmental requirements can be satisfied, there is also the option of importers
establishing their own facilities as Gull has done.

A market for the product also needs to be established before importing can occur.
Although the operation of Gull is evidence that barriers to importing are not
insurmountable, Gull stressed that the exercise is expensive.
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... there is a very significant cost in establishing this tank farm ... there is an enormous
cost in developing a market to be able to ... know that you can import.  If you are
looking at the economics of importing you soon realise that there are not too many
independents in Australia that can do that without having literally millions of dollars
invested in real estate and in service stations. (Transcript, p. 1279)

Sunk costs: sunk costs are costs which cannot be recouped after they have been
incurred.  If they are significant, they raise the risk associated with entry.

There is little information concerning sunk costs.  The specialist nature of
refinery plant suggests that sunk costs could be high.  However, to the extent that
refinery facilities can be sold to other producers (as occurred when Amoco, Total
and Esso left the industry), sunk costs may not be a major deterrent to entry.
Sunk costs are likely to be less significant in the wholesale and retail sectors as
businesses are sold on a regular basis and some of the assets — such as the land
and buildings — can be used for other purposes.

Site remediation: financial liability for site remediation (clean-up of
contaminated reseller sites) is discussed in Chapter 10.  Remediation costs may
be substantial — sometimes in excess of $50 000 per site — in instances of severe
site contamination.  In some circumstances there is the potential for these costs to
form a barrier to exit.

Spatial monopoly and time: The Dwyer/Larkin paper, commissioned by the
MTAA (sub. 106), contended that time and space constitute barriers to entry into
the petroleum products industry.  These are seen to increase industry
concentration and raise the need for divorcement (see Chapter 8).  The MTAA
claimed that:

... behaviour of the oil companies is very much a behaviour of a natural monopolist
and it is characterised by rent-seeking behaviour and the building of spatial networks
... using both the advantages of space and also the advantages of time which give
companies a lower cost base which do provide inexorable forces of monopoly
concentration. (Transcript, p. 925)

Dwyer/Larkin stated that space is a barrier to entry:

To the extent that one is not able to duplicate the location of every outlet of a
competitor one lacks access to the natural resource (land) necessary for full
competition. (MTAA sub. 106, App. 3, p. 7)

According to Dwyer/Larkin, this failure means that distribution networks exhibit
the characteristics of a spatial monopoly.

It is true, of course, that each service station (like every other retailer) has a
unique location.  The question is whether that unique location, or the set of
unique locations that comprise a retail network, confers sufficient market power
for the firm concerned to enjoy significant monopoly rents.  In the case of the
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petroleum products industry, the answer seems to be no.  Motorists proposing to
buy petrol in a metropolitan area or in most country towns are in a good position
to shop around among a number of alternative outlets located in close proximity.
Because of the ease with which purchasers can substitute the products and
services of one service station for those of another, competition will ensure that
the price and quality of the services at neighbouring outlets will be kept in line.
Moreover, the same forces of competition will tend to prevent any one site in the
area earning more than normal profits.

It could be argued that the existing oil majors have a monopolistic advantage
because they already own or control the most favoured sites.  Any entrant seeking
to establish a viable retail network would be obliged to operate from less
attractive sites (eg where traffic flows were less dense or throughput was likely to
be lower).  In that sense it could be deemed that there was a barrier to entry
arising from the 'spatial monopoly' of the existing retail network.

Yet this theoretical possibility does not seem to accord with the facts.  A
significant number of companies have established themselves in the retail sector
of the industry in recent years.  These include Gull, Matilda, Burmah and Amgas.
These companies have been able to obtain satisfactory sites and appear to enjoy
adequate profits despite the extent of price discounting of petrol in metropolitan
areas.  Many of their retail sites were previously discarded by oil majors because
they were unprofitable.  Moreover, it should be borne in mind that the purchase
price of a site will reflect the anticipated throughput.  An entrant may prefer to
operate from sites which are not in the highest annual turnover category in order
to save on initial capital outlays.

Amongst the oil majors now operating in Australia, Ampol was one of the last to
establish a full-scale retail network.  It is not clear that its relatively late arrival
has denied it well-located sites and placed it at a material disadvantage compared
with other major companies that have a longer history of petrol retailing in
Australia.

4.2.3 Vertical integration

The petroleum products industry is characterised by vertical integration, with the
oil majors owning substantial downstream distribution assets.  As noted in
Chapter 2, the oil majors have also established other commercial relationships
(eg exclusive supply agreements and other contractual arrangements) which
provide them with varying degrees of influence over the operation of many other
resellers.  Several inquiry participants consider that vertical integration is anti-
competitive because it increases the market power (control) of the oil majors over
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the operations of other participants in the industry, such as distributors and
resellers.

The MTAA Dwyer/Larkin paper discussed vertical integration in the context of
an analysis of spatial monopoly and natural monopoly.  The application of these
concepts to the petroleum products industry is assessed above.

While most inquiry participants discussed vertical integration in terms of oil
company control of downstream assets such as depots and retail outlets, APADA
also expressed concern about the increasing control by the oil majors over
information flows (see Box 4.1).

Box 4.1: Vertical control of information flows

In the extreme, contractual arrangements on information flows between the oil
majors and distributors could mean that the oil majors have detailed knowledge
of price margins.  APADA claims that the contractual requirement for the
provision of detailed commercially sensitive information to an oil major negates
the distributor’s bargaining power as the distributor’s financial position would be
revealed.  However, there can be efficiency gains from the oil majors having
access to an improved information base on which to make commercial decisions.

Any contractual agreement implies opportunities and limitations for both parties.
A distributor considering an agreement would weigh up any perceived
limitations, such as the information technology requirement, against the
advantages offered by a particular oil major.  The distributor has a choice of not
signing the contract and negotiating with another oil major which does not
require the information.  Indeed, it is unlikely that all of the oil majors would
seek to improve their information technology requirement if they could attract the
custom of better distributors by not doing so.

With regard to vertical integration in general, two points need to be made.  First,
vertical arrangements can be a means of enhancing efficiency and, second, it is
not at all clear that such arrangements do increase the oil majors’ market power
and reduce competitiveness.

The economic rationale underlying vertical integration rests on cost savings
which can be achieved through economies of scale and scope (eg spreading fixed
administrative costs) and by reducing transaction costs (eg reducing the cost of
negotiating a large number of wholesale contracts).  Vertical arrangements that
have been put in place to benefit from these cost savings are not unique to the
petroleum products industry.  Firms in many Australian industries (eg paper, steel
and glass) have more closely integrated their operations with downstream
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activities in order to take advantage of the potential cost savings.  For example,
Australia’s largest paper manufacturer — Amcor — grows a significant
proportion of its wood requirements, produces both pulp and paper, operates
extensive paper converting facilities (eg cardboard box plants) and has ownership
links with most of Australia’s major paper distributors.  Australian motor vehicle
manufacturers have links to the retail sector through a channel of distribution
outlets.

The prevalence of vertical integration in the petroleum products industries of
many countries, particularly in the USA and Western Europe, where there are
many more major refiners than Australia, provides further evidence of the
benefits stemming from this type of arrangement.  Vertical integration also places
competitive pressures on a firm’s buyers and suppliers.  They know that if they
charge too much for their services, the firm may decide to perform them itself.
Consequently, it can also increase competitive pressures in markets for related
goods and services.

Vertical integration may allow a firm to increase returns by lowering costs.
However, it will not necessarily add to a firm’s market power.  In the context of
the petroleum products industry, the apparent ease with which firms can enter
and exit the wholesale and retail sectors and the competitive nature of these
activities casts doubts on whether the vertical arrangements currently in place
have a significant effect on competition.

4.2.4 Conclusion

The Commission believes that, with some limited qualifications, the petroleum
product markets have a structure conducive to vigorous competition and not
consistent with the persistence of monopoly power.

In the great majority of wholesale and retail markets a relatively large number of
fuel suppliers are competing for business.  Barriers to entry and exit in those
markets are not substantial, even allowing for the influence of spacial monopoly
and time which have been emphasised by the MTAA.

In some small country towns the situation may be a little different.  If there are
only a few retail outlets in a town, a new entrant may be deterred, particularly if
aggregate petrol and diesel sales in the district are declining.  This does not
necessarily imply an absence of competition among the existing service stations,
but it does require that the behaviour of competitors in small markets be explored
further.

In the refinery sector, the fact that there are only five producers nationwide does
not of itself prove an absence of competition.  The more important consideration
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is whether there are significant barriers to entry.  The relatively large minimum
efficient scale, planning approvals and a need to assemble a network of resellers
in order to justify the construction of an additional refinery are factors which
could deter the entry of a new refiner.  However, while there are some obstacles
to entry, competition from time to time from independent importers, and a
continuing threat of imports greatly reduce the possibility of above normal profits
being earned by the existing refiners.

The identification of certain structural features which may be conducive to less
than effective competition in the industry, necessitates that the behaviour of
participants in the market be analysed to determine if there is a lack of effective
competition.

4.3 Behavioural issues:  collusion

This inquiry brought forward allegations that sections of the industry — in
particular the oil majors — are able to act explicitly or tacitly in a collusive
manner to restrict competition and raise prices.  Tacit collusion can occur when
each firm takes into account the possible reactions of other firms when making
decisions to vary output or prices even though there is no formal arrangement or
understanding between the firms.  Collusion which inhibits competition,
particularly explicit collusion by a cartel, would be to the detriment of Australian
industry and consumers alike.

The public perception that the petroleum products industry has power to set
prices in a collusive manner is largely based on two observations about petrol
prices.  First, even though they are highly volatile through time, pump prices
within a region tend to move up and down together.  Second, there are large
discrepancies observed between prices in different regions and, particularly
between country and city prices.  A number of participants claimed that the oil
majors’ activities were directed at driving smaller competitors from the market
and deterring new entrants, or at least localising their competitive influence.  For
example, APADA made claims of:

... unconscionable conduct in negotiations, the discriminatory and often predatory
pricing practices of the oil companies. (sub. 26, p. 2)

In addressing these allegations a distinction needs to be drawn between situations
where the competitive process, though vigorous, is working well and when that
process is circumvented.  The very nature of the competitive process is such that
rival firms attempt to out-perform each other by offering the consumer a cheaper,
better or more reliable product.  This process is to the ultimate benefit of
consumers even if the firms that lose in the battle for market share suffer or are
put out of business.
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What is of concern, though, is where firms engage individually or collectively in
conduct that in some way steps over the line — when they are able to use market
power in a way that subverts the competitive process.  Collusive activity between
competitors on the price, quantity or other features of a product can result in
excessive profits for the participants in the arrangement.  This would cause a
reduction in efficiency in the economy as a whole.  Prices would exceed costs of
supply and output would be restricted.

Not all collaborative arrangements are necessarily inefficient.  Many reduce
firms’ costs and are to the ultimate benefit of consumers.  A case in point is the
refinery exchange and borrow and loan arrangements, which currently operate in
a way that reduces costs and is to the advantage of petroleum product users.

4.3.1 Evidence of collusive behaviour

Collusion, be it explicit or tacit, is unlikely to be sustained in the refining,
wholesale and retail sectors, although in some country markets inertia can lead to
lengthy periods of behaviour suggestive of tacit collusion.

Refinery production is concentrated in the hands of a few players.  But, while this
and other structural characteristics of the industry could mute competitive
pressures, barriers to entry would be insufficiently high to inhibit new entrants,
should prices and profits become excessive.  The low cost, low overhead and
innovative style of operation of independents are genuine constraints on the
abuse of market power by the oil majors.  Collusion is made difficult by the
ability of large independent operators to shift suppliers without the oil
companies’ knowledge of each others price deals.  The possibility of increased
imports, on which transport costs are not high, is also a key influence inhibiting
the formation of collusive patterns of behaviour by the local refiners.

The continued and effective operation of the Trade Practices Act (TPA) remains
an important community safeguard against attempts by any sector of the industry
to engage in anti-competitive collusive practices.  Collusion on price is illegal
under the TPA.  Under the Act, a judgement against price collusion can be
brought on proof that the practice occurred — price fixing is a per se offence.
Other forms of co-operative agreement may be illegal if the purpose or effect was
to substantially reduce competition.

To date, there have been six proven breaches of the TPA by the petroleum
products industry out of a total of 12 cases initiated by the TPC since 1974 (see
Appendix E).  However, this understates the level of concern about anti-
competitive practices.  It ignores private actions as well as matters resolved by
the TPC without court proceedings.  Contrary to much public perception,
however, horizontal price fixing has only been proven to have been attempted by
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retailers — and retailers in metropolitan areas at that.  In most cases,
arrangements between retailers had existed for only a short period of time and
were already breaking down before they came before the courts.  This underlines
the inherent difficulty in arranging and sustaining collusive arrangements in this
industry.  Two cases against the oil majors have been successful — these related
to the per se offence of resale price maintenance rather than horizontal price
fixing.

In the course of this inquiry participants made many unsubstantiated assertions,
particularly in respect of country markets, that pressure has been brought to bear
on resellers.  In cities and large regional centres where competition is strong,
collusion is unlikely to be sustained in the wholesale and retail sectors.  Close-
knit country towns, however, may provide suitable conditions for tacit collusion
to be sustained.  The visibility of price boards may facilitate tacit collusion (such
as following a price leader) although 'under-canopy' discounting mitigates against
it.  The viability of tacit collusion in small country towns is discussed further in
the next section.

4.3.2 Constraints to collusive behaviour

Collusion on prices or other aspects of production is often suspected when a few
large firms dominate the supply of goods and services to a market.  Certainly
some participants believe that the five oil majors can and do act collusively in the
refinery sector of the petroleum products market in Australia.  However, it is not
always understood that, not only is collusive price fixing illegal under the TPA,
but it is only feasible and sustainable in a restricted range of circumstances —
circumstances which do not generally apply in the petroleum products industry.

Attempts at collusion will not be effective in raising prices or reducing output
unless competition from substitutes is insignificant, barriers to entry are high and
import competition limited.  It has been shown earlier (Section 4.2.2) that
barriers to entry into wholesaling and retailing are low and no more than
moderate in refining.  Independent imports also represent a competitive threat to
the five major domestic refiners, in that imports would tend to increase
substantially if the oil majors acted collusively to set prices at monopoly levels.

In metropolitan retail markets for petrol, the evidence suggests that collusion is
either not attempted or quickly breaks down.

The periodic bursts of discounting, often initiated by one or other of the oil
majors, suggest that co-operation among this group is difficult to sustain, perhaps
because their strategic objectives are not identical.
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The oil majors have a multiplicity of objectives, some of which reflect the global
goals of overseas parents.  Where marketing strategies and views on future
market demand differ, collusion will be particularly difficult.  It is well known,
for instance, that some of the oil majors pursue substantially different marketing
strategies to others in relation to the extent to which retail sites are franchised or
run by commission agents and in the operation of food outlets at retail sites.  All
these differences are potential sources of disagreement about the best price fixing
strategy that the group should pursue.  They also provide financial incentives for
individual producers to defect from any cartel that might emerge and develop
strategies in their own best interests.  Furthermore, the oil majors’ corporate
objectives and strategies can change over time.  For example, BP and Mobil
swapped assets in 1986 with Mobil leaving Western Australian markets (except
in lubricants) and BP exiting from some regions in South Australia, Victoria and
New South Wales.  BP has since returned to some of these regions.

There are also a number of marketing realities which reduce the possibility of
successful collusion.  Petrol retailing today is a complex multi-product business
marketing a range of goods (such as groceries and services such as car washes
and mechanical repairs)  as well as petroleum products.  The evolution of the
industry in this way makes arranging collusion to the satisfaction of all parties a
more complex equation than it once might have been.  Retailers want to attract
customers to their outlets not only to buy petrol, but other products which
provide most profit at the retail level.  High petrol prices would detract from
other sales.  As noted earlier, the AVTUR market is dominated by a few large
airlines who have substantial buying power to countervail any excessive power
wielded by the oil majors.  The diesel market too has many large buyers in
industry, mining and road transport.  As occurred after the last oil price shock,
industry has demonstrated a significant capacity to switch from diesel to natural
gas and electricity, at least when price movements are sufficiently large.

The possibility of collusion, whether overt or tacit, seems to be greatest, not
among refiners, but among service stations in some small country towns.  The
number of competing outlets in these towns is small; the scope for 'imported'
supplies from nearby regions is limited; barriers to entry can be significant
because the establishment of a new service station can add a proportionately large
amount to the retail capacity in the town; and there is little incentive for an
individual outlet to cut prices because this would quickly be matched by the other
outlets in the town.  Moreover, if all the service stations in the town were to agree
on a common price, cheating on the agreement would be relatively easy to detect
from the price boards displayed by each outlet.  'Under-canopy' discounting
would perhaps be the only way to escape detection.
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Box 4.2 Rack pricing

Under rack pricing, introduced in 1988, wholesale prices were publicly 'posted'
for petrol and diesel on a daily basis within a defined region.  The price applied
uniformly to all customers in a particular class of trade for that day.  Rack pricing
was intended to avoid the existing price system of discounting and price
fluctuations, and allegations of unfair price discrimination.

The oil majors had proposed a rack pricing system based on a single price to all
— that is, no trade classes — but this was not introduced.  Instead, in October
1988, Shell, Mobil and Esso introduced a rack pricing system which incorporated
a limited number of trade classes — less than the five classes identified by the
TPC in its draft price discrimination guidelines issued in April 1989.3  Other oil
majors followed with rack pricing during 1989.

The TPC, in 1991, commented that:

... rack pricing as implemented has to a large degree removed competition in the
market for supply to resellers.  Racks have mainly stayed close to the intervention
price and when there has been competitive pressures in markets, some oil companies
have introduced selective price support ... with no lowering of their racks.  Those
resellers, both franchised and independent, who do not receive the benefit of this
selective support suffer.  Independent resellers have been able to ensure a competitive
market still exists at the retail level although their very existence is under threat.
(TPC, sub. 55, p. 5)

The oil majors, however, disagreed, contending that rack pricing had increased
wholesale and retail price competition.

In early 1991 the rack pricing system began to break down as some distributors
began supplying independent resellers at prices below rack. The oil majors
moved to close the 'distributor gap' and introduced selective price support.  The
use of price support spread to the extent that rack pricing is now considered to be
ineffective.

The Commission does not wish to imply that illegal collusive price-fixing is
taking place in a number of small towns.  It has no evidence to that effect.
However, it is apparent (see Chapter 5) that high retail margins are identifiable in
some towns where competitive pressures are weak.  This probably reflects inertia
and tacit collusion among existing service station operators.  Tacit collusion does
not involve any agreement, arrangement or understanding among suppliers but
merely parallel conduct in an oligopolistic environment.  Although such conduct

3 These draft guidelines were never finalised.
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is not a breach of the TPA, it may have an effect on prices (or margins) not
dissimilar to that which would occur with overt collusion.

Some interpreted the introduction of the system of rack pricing (see Box 4.2) as
an enforcement mechanism that could provide information on prices charged
across the industry at little cost and therefore facilitate collusion.  For reasons
already discussed, it is very doubtful whether collusion among refineries could be
effective.  In any case rack pricing — and common price structures before it —
have broken down through constant discounting off the rack price.

With the exception of some country markets where circumstances may be
conducive to collusion, several factors mitigate against the possibility of
collusion in this industry.  Yet the public remains sceptical.  People are
legitimately concerned when they see price discounting come to an abrupt end
and prices rise substantially across all outlets at the same time.  The origins and
other dimensions of price wars therefore warrant special consideration.

4.3.3 Price wars — collusion or competition

There are many triggers that can activate the bouts of price discounting which are
a regular feature of capital cities and many larger regional cities.  Triggers
include oil companies and independent operators intent on maintaining or gaining
market share or volume, local sporadic price discounting by individual service
station operators and oil companies clearing surplus stocks.

APADA, when discussing price discounting, commented that:

These situations can be caused by a variety of reasons.  Major causes include any one
of the oil companies seeking to shift surplus production by slashing wholesale prices,
and retail prices at commission agents, ... operators of independent networks seeking
to increase market share, or by individual service stations having a localised price war
which has spread to neighbouring districts. (sub. 121, p. 3)

The petroleum products industry is not alone in experiencing price volatility and
discounting of one kind or another.  In other capital intensive industries, such as
aviation, discounting is the worldwide norm.  In the chemical and plastics
industries there are regular allegations concerning dumping of products onto
various markets at very low prices.  The clue to understanding such behaviour
lies in the incentives to fully utilise installed capacity in such capital intensive
sectors of the economy.  It is common in such industries where investments are
lumpy and extremely expensive that sales occur from time to time at prices close
to marginal cost.  While such sales make little contribution to fixed overheads,
they can be sustained for a period of time until demand catches up with installed
capacity or stock build-up is eliminated.
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The petroleum products industry as a whole is capital intensive and refining is
particularly capital intensive.  The cost of refining an extra unit of crude falls as
output of the refinery increases.  Up to installed capacity, marginal costs are
substantially below the average cost of refining.  Even though fixed capital costs
are high, it will be profitable to increase capacity utilisation so long as the
marginal petroleum product sales generate sufficient revenue to cover the
variable production costs (most notably crude oil and energy) and freight and
distribution.

The heavy investment by the industry in the 1960s and 1970s meant that
refineries could produce far more petrol and other products than was being used
in the domestic market.  Aided by refinery closures, capacity utilisation has
increased in recent years to about 92 per cent on average across the refinery
sector.  Some refiners, however, still have capacity utilisation below 92 per cent.

With cost structures of this kind, a refiner that has capacity in excess of
prevailing market demand has a powerful commercial incentive to generate
higher refinery production.  Intermittent spurts in production may also be brought
about by operational difficulties, such as a breakdown in one of the refinery units,
or irregularities in shipments of crude oil to the refinery.

Whenever there is stock build-up or a temporary fall in demand, it makes sense
for a refiner to clear market imbalances by moving product as quickly as possible
through the market.  Product may be most efficiently cleared by discounting
wholesale prices.  Closing down a refinery is not an economic way of responding
to any build-up in stocks because the costs of shutting down and starting up are
high.  Storage of refined products is expensive and would only make sense if
market demand was expected to jump very quickly.

Given that consumers are quick to shift brands in response to even small price
changes, an individual refiner cannot expect to clear additional supplies without
eliciting a quick response from other refiners.

Supply imbalances are, however, only part of the story.  Protecting market share
and volume are important to competitors within the industry.  A decline in sales
volume can have a substantial impact on unit costs and profitability.

While few in the industry admit to leading prices down, most concur that once
price discounting commences sales volume will be lost unless the discounting is
matched or bettered.  Such responses are indicative of a competitive market in
action.

Mobil claimed that:

... our strategy is not to discount, but where we have to discount in order to protect
our market share and our economy of scale, we do. (Transcript, p. 962)
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At various times it can be in the interest of not only refiners but also individual
retailers and independent wholesalers to discount in an opportunistic fashion.
Given that there is a diversity in ownership in retailing, differences in operating
costs and services offered as well as the opening of a new or refurbished service
station can all provide incentives for individual retailers to cut retail margins.
This can initiate local bouts of discounting where other retailers are drawn to
match lower pump prices.  Such discounting will usually attract price support
from the oil majors keen to retain market share.

The operations of independents and jobber/distributors seem to have been a
particularly powerful force in intensifying discounting and the competitiveness of
the market.  They do not depend for supplies on any one of the oil majors.  With
the freedom to take their business elsewhere, many of them are of sufficient size
to negotiate substantial volume-based rebates.  Their activities have helped to
spread discounting quickly.  They too seek to supply high volume retail outlets,
but their influence on prices can be much wider.  The Australian Automobile
Association (AAA) put forward its view of the process in the following terms:

These 'jobbers' then supply the independent retailers who seek to move the product
quickly by putting out billboards advertising the discounted price.  Volume is lost by
other service stations in the immediate area, who then usually seek price support from
their oil companies to enable them to lower their price and compete for volume.
Generally, this is rarely withheld as the marketing company is keen to preserve
market share and be seen to provide dealer support.  The discounting spreads in rings
around the initiating site until conditions make it possible to lead the price up.  The
cycle, after a time, is then repeated.  Thus, the market power of the independent
'jobber' supplied station is very much greater than their numerical representation in
the market place suggested. (sub. 61, pp. 9-10)

Exactly what determines the span of a price cycle and the process by which
prices rise is less well understood, though a number of factors are apparent.
While it is worthwhile to sell additional litres at variable cost, such sales do not
make any contribution to overheads.  Given that the capital cost of refineries is
very high, pressures arise for price increases if refiners are to make a satisfactory
return on their investment.  At some stage when the cost of price support
becomes high, or when one or more of the refiners thinks that a demand and
supply imbalance has eased, they will withdraw temporary support and try to lead
the price up.  Retailers may also seek to force prices higher when they feel
margins have been excessively squeezed.  Depending on the inventory situation,
other firms will try to follow.  But if capacity at individual refineries or in total
remains excessive, competitive forces will act to keep prices down.  Where
consumers have come to expect repeated bouts of discounting and manage their
purchases accordingly, this may reinforce the cycle as their activities add to the
volatility of demand.
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Thus, while regular bouts of price volatility in city markets are often viewed by
motorists with suspicion, the weight of evidence strongly suggests that they are
evidence of vigorous competition which is to the advantage of the average
motorist.

Not all parts of the industry see it in these terms.  Franchisees complain when
they see independents able to negotiate lower prices than they can themselves.
While uncomfortable for the franchisees, much of the logic of this position lies in
the high volume throughput achievable by independents and jobbers and the
market power they have by virtue of their ability to take their business elsewhere
in search of the best deal.  The issue of price discrimination is taken up in Section
4.3.5.

Price wars in Melbourne and Perth

Severe bouts of price discounting were evident in the Melbourne and Perth petrol
markets during 1993.  Retail prices in these cities were analysed in depth to
throw more light on the issue of the volatility of petrol prices.

Informed Sources provided the Commission with daily retail prices of leaded
petrol at all service stations in Melbourne and Perth over the winter of 1993.
Price data were available for weekdays only and were grouped by brand.  These
data were provided with permission of the oil majors — who had commissioned
Informed Sources to collect the data — on the understanding that no data were
released on prices charged by individual service stations or oil companies.  Hence
the information presented in this section does not identify a time period or price
details for individual firms.

While it is useful to examine price averages, this does limit the extent of the
analysis which can be undertaken.  The most obvious drawback is that significant
price movements of service stations with the same brand become obscured as a
result of the averaging process.  Another limitation is that the collection of prices
only once a day obscures price changes which occur over the day.
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Figure 4.1: Average retail prices for leaded petrol, Melbourne, 
winter months, 1993

a Includes secondary brands of the oil majors.
Source: Informed Sources

In Melbourne, during the period studied, retail prices were indicative of intense
competition (see Figure 4.1).  Movements in the PSA maximum wholesale price
and retail prices suggest that retail price changes were mostly not due to external
influences (crude prices, exchange rates etc) but to sharp changes in domestic
price margins.

On average, the prices of the independent operators were below those of the oil
majors.  There was considerable variation in prices between the oil majors’
brands on any one day, particularly during the lead up from the trough of a price
war and the initial discounting from a peak.  As would be expected, there was
also considerable variation in average daily retail prices between independent
brands.

In comparison with Melbourne, average retail prices in Perth tended to remain
above the PSA maximum wholesale price with the exception of the troughs of the
price wars (see Figure 4.2).  This may indicate that competition was not as fierce
in Perth.  As in Melbourne, movements in Perth retail prices appeared to bear
little relationship to variations in the PSA maximum wholesale price.
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Figure 4.2: Average retail prices for leaded petrol, Perth, winter
months, 1993

a Includes secondary brands of the oil majors.
Source: Informed Sources

In Perth there was less variation in average daily prices between the oil majors’
brands than in Melbourne.  However, there was considerable variation in prices
charged by the independent brands, especially in the peak and trough of the price
cycles.

4.3.4 Competition in country markets

Many participants in this inquiry said there is insufficient competition in country
markets, and that country consumers and businesses are treated inequitably by the
often substantial gap between country and city retail petrol prices.

These concerns are addressed in Chapter 5, which examines country/city price
differentials.  The chapter concludes that there is evidence of strong competition
at the wholesale level, and of effective retail competition in most country
markets.  The price differences between the city and country can be large but are
usually justified in terms of costs of distribution and retailing.  However, this is
not always the case.  In some country markets large retail price margins cannot
be explained without reference to a possible lack of competition.

The reasons for a lack of competition are also discussed in Chapter 5.
Competition in country markets may be lower than in capital cities for reasons
steeped in history, because of inertia, ties in business or personal relationships.



4/ASSESSING COMPETITION

73

Such circumstances may elicit collusive behaviour — whether overt or merely
tacit.

Chapters 5 and 6 discuss a range of possible government policy responses to a
lack of competition in country markets.

4.3.5 Other pricing concerns

A number of other pricing practices were raised by inquiry participants.  These
concern price discrimination, predatory pricing and parallel pricing.

Price discrimination

Some inquiry participants viewed price discrimination as lessening competition
and as unfair.  The fair trading elements of price discrimination are covered in
Chapter 8.  This section discusses the anti-competitive aspects of price
discrimination.

Under section 49 of the TPA, price discrimination refers to the practice of the
sale of the same goods by the same supplier to different purchasers at different
prices.  A supplier must not price discriminate between purchasers of products of
similar volume, grade and quality if the magnitude or repetition of the price
discrimination results in a substantial lessening of competition.  However, much
of what resellers refer to as anti-competitive price discrimination by the oil
majors is in fact not illegal under the TPA.  For example, different customers
may be charged different prices because of differences in the cost of supplying
them, different conditions of payment, allowance for risk factors and so on.  The
TPA also recognises that discrimination can occur in good faith to meet a price or
benefit offered by a competitor.

Differentials in wholesale prices need to be seen in the context of differences in
buying power.  Independents have large throughput and the negotiating power to
get the best deal from oil majors keen to maintain market share.

Much of the observed price discrimination is pro-competitive and ultimately to
the benefit of motorists.  Such price discrimination can be associated with an
increase in efficiency as it may lead to customer demand being supplied that
would not otherwise have been met.  To that extent, output would be higher than
under a uniform price regime.  If price discounting in the industry were
discouraged, prices may well rise rather than fall.

The TPC has looked at the issue of price discrimination on at least two occasions,
including the 1980 report on Price Discrimination in the Petroleum Retailing
Industry. Its conclusion was that price discrimination at that time was pro-
competitive and not caught by section 49 of the TPA.  It saw price differentials
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arising from the competition between oil majors for the business of independent
retailers and distributors to be of benefit to consumers.

The Franchise Act and Oilcode also have a bearing on the issue of price
discrimination among resellers.  These matters are taken up in Chapter 8.

Predatory pricing

Predatory pricing involves action by a firm, or a group of firms, to lower prices
with the intention of driving competitors out of a market or of deterring entry.
As the MTAA suggests, predatory pricing can be a rational market response.  If
this strategy is successful, prices could subsequently be raised above costs so as
to recoup the earlier losses — an outcome only likely to occur if the predator has
substantial market power.

In discussions with the Commission, some inquiry participants alleged that the
oil majors engage in predatory pricing practices and that this is a major deterrent
to entry.  Price predation by the oil majors was also alleged by a Sydney-based
independent — Marina — in a case brought before the TPC in 1991.

Predatory pricing is deemed to be anti-competitive and is prohibited under the
TPA.  In practice, it is difficult to distinguish predatory pricing from vigorous
competition.  Strong competition is, for example, often characterised by fierce
price competition, with each firm trying to increase its market share at the
expense of its competitors.  This form of behaviour is widely accepted as
legitimate commercial practice and as a healthy sign of competition at work.  For
example, in a recent judgement4, the High Court commented that:

Competition by its very nature is deliberate and ruthless.  Competitors jockey for
sales, the more effective competitors injuring the less effective by taking sales away.
Competitors almost always 'injure' each other in this way.

In practice, the TPC attempts to distinguish between competitive and anti-
competitive behaviour by assessing whether or not a firm has deliberately used
market power to the detriment of the competitive process, as distinct from
damaging the market position of an individual firm.  The need to establish the
underlying purpose makes it exceedingly difficult to demonstrate that predatory
pricing has occurred, even though the Courts are able to infer purpose from the
observed conduct of an alleged predator.  This difficulty was a reason for the
Marina case not proceeding to prosecution.

Even if predatory pricing were successful in fending off a competitor (or a
potential competitor), there would be no guarantee that, first, it would be possible
to engineer a co-ordinated industry response to raise — and sustain — prices to

4 Queensland Wire Industries Pty Ltd v Broken Hill Co Pty Ltd.
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allow earlier losses to be re-couped and, second, that the higher prices would not
attract new entrants which would increase supply and drive prices down again.

The Commission examined retail prices of petrol in Sydney and Perth over
periods immediately before and after recent shipments by importers to see if it
were possible to detect any indication of predatory pricing.

Figure 4.3 shows average daily retail prices in Sydney over the five month period
to the end of May 1991.  Imports were landed on 15 March and 28 March.  Retail
prices fell after the first shipment.  However, this is not surprising as the
downward trend in prices which had been evident since the start of the year
would have been reinforced by the additional imported supplies.  Moreover, a
similar downward trend in prices occurred in a number of other markets which
were unaffected by imports at that time (eg Adelaide and Brisbane).  The second
shipment — on 28 March — was followed by a relatively minor drop in prices for
a few days, and a subsequent upward trend in prices.

Figure 4.3: Average daily retail petrol prices, Sydney, January to
May 1991
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Figure 4.4: Average daily retail petrol prices, Perth, January to
November 1993
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Figure 4.4 plots Perth retail prices during 1993.  During the year, seven
shipments of petrol were landed (including some 'imported' from other States).  It
is difficult to correlate movements in petrol prices with the shipments.  In some
instances, retail prices increased in the period after the imports arrived.
However, to the extent that there was a steady stream of shipments throughout
the year, the timing of individual shipments could be irrelevant to day-to-day
price movements.

In the Commission’s view, the price data are consistent with the view that there
is vigorous competition.  Taken in conjunction with the risks associated with
predation (outlined above), the data cast doubt on the allegations of predatory
pricing by the oil majors.

Parallel pricing

Some inquiry participants asserted that parallel pricing and price leadership are
common in the petroleum products industry, and that such behaviour is indicative
of a collusive relationship between the oil majors.

Parallel pricing refers to a situation in which major producers pursue identical —
or near identical — pricing policies.  In these circumstances, it often happens that



4/ASSESSING COMPETITION

77

one firm is the implicit price leader — it sets the price and the other firms follow
suit.5

If it can be demonstrated that firms in the petroleum products (or any other
industry) have an agreement to sell at uniform prices or to engage in 'follow-the-
leader' conduct they would be in breach of the TPA.

General observation confirms that, within a particular market, prices charged by
the oil majors are generally more or less identical.  There is also some evidence
to suggest price leadership.  For example, BP submitted to a 1990 inquiry by the
PSA:

... we do not lead prices down.  Occasionally we lead prices up in an endeavour to
restore reasonable margins in the market place. (PSA Transcript, p. 111, 15
August 1990)

The TPC also believes that price leadership occurs.  It contends that:

As with many oligopolistic industries in Australia, a leader will set prices and
conditions with other companies following.  This commonly occurs in this industry.
Examples include:

a. In August 1988, all companies moved to reduce rebates by 2 cents per litre in
reaction to a 2 cents per litre reduction in the maximum wholesale price by the
PSA.

b. In 1991, BP moved to reduce its distributor gap to increase the price of
distributor supplied fuel to independent resellers.  Caltex and Ampol followed
BP’s lead within 36 hours.

c. In 1988-89, the companies followed each other with the introduction of rack or
posted pricing. (sub. 55, p. 10)

However, even if it is accepted that parallel pricing and/or price leadership
characterise petroleum product markets, there is a dilemma in that these same
pricing characteristics are also associated with fiercely competitive markets.  In
particular, they are observed in markets where the products produced by each
firm are very close substitutes and where all firms face similar supply and
demand conditions.  In these circumstances, the failure of producers to match a
price reduction by a competitor could result in a significant loss of market share.

The homogeneous nature of the outputs of the oil majors implies that the
competitive market scenario cannot be dismissed although, at the same time, it is
not possible to deny the possibility of collusion.  It is possible that the PSA
maximum wholesale price also helps explain uniform pricing in petroleum

5 Market leadership can also encompass non-price issues, such as marketing initiatives.
For example, when one of Australia’s domestic airlines introduced a frequent flier
scheme, the initiative was quickly matched by the other major airline.
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product markets by acting as a 'focal point' for oil majors.  This issue is explored
in Chapter 6.  Parallel pricing may also persist among retail outlets in small
country towns (see Section 4.3.1)

4.4 Outcomes observed

The analyses of the structural features of the petroleum product markets in
Section 4.2 and the behaviour of firms in these markets in Section 4.3 suggest
that petroleum product markets are reasonably competitive, with the possible
exception of some country towns.  A test of the existence of strong competition
would be whether, on average, domestic wholesale prices are at or below import
parity prices and company profits do not exceed a 'normal' rate of return.  This
would be consistent with the view that competition among refiners and
wholesalers is effective.

4.4.1 Prices

Since the Australian industry competes with imports, it is to be expected that,
over time, the average domestic wholesale price would not exceed an import
parity price.  Figure 4.5 compares the average wholesale prices of petrol and
diesel with Commission estimates of import parity prices.  The import parity
price is based on the price of obtaining fuel at Australian specifications in
international markets and transporting the fuel to (and storing the fuel in)
Australian coastal bulk terminals.  It also includes a Commission estimate of
average domestic wholesale costs.

The domestic wholesale petrol price was, on average, about 1.0 cent per litre
higher than the estimated import parity price.  In contrast, the average wholesale
price of diesel was, on average, about 2.5 cents per litre below the estimated
import parity price.

In the diesel market, the persistent difference between the import parity price and
the average wholesale price suggests that there is not a lack of competition.
Indeed, competition may be forcing the wholesale price below the import parity
price.

The petrol price differential, although in the opposite direction to that of diesel, is
not necessarily indicative of a lack of competition.  The time period over which
the comparison is made is relatively short.  Moreover, domestic prices are not
consistently above import parity — there are months where the domestic price is
below import parity.  If there were a significant and consistent price difference,
there would be greater cause for concern.  It also has to be recognised that price
comparisons of this kind are subject to some measurement errors.  The margin
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may reflect the advantage (other than the transport advantage) of domestic
industries.  This advantage could derive from attributes such as security of supply
that are associated with purchasing locally compared to purchasing from
overseas.

Figure 4.5: Wholesale and import parity prices, petrol and diesel,
July 1991 to November 1993
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Sources: The average wholesale prices are estimated from information supplied to the Commission by the
oil majors and are net of rebates and product taxes.
The import parity prices are estimated from Platt’s data and international freight and wharfage
data supplied by the PSA.   They include an allowance for domestic wholesale costs (4.7 cents per
litre for petrol and 5.6 cents per litre for diesel) and freight (0.4 cents per litre for petrol and 0.6
cents per litre for diesel).

In summary, the evidence on average wholesale prices does not indicate an
absence of effective competition.
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4.4.2 Profitability

In a market with low entry barriers, competition between suppliers would be
expected to equalise risk-adjusted rates of return over time.  High sustained
profits — for a period long enough to allow any rivals to respond or any new
rivals to enter the market — would tend to indicate a lack of competition.

Profitability in the refining, wholesale and retail sectors of the petroleum
products industry is discussed in Chapter 3.  After examining a number of
profitability measures, the Commission concludes that there is no evidence of
excess profits.  Recorded rates of return on assets owned by the oil majors are
generally below the 10 year government bond return.  Data presented by inquiry
participants indicate that the profitability of distributors and resellers is also low.

On the basis of the outcomes observed on prices and profits, there is no evidence
to indicate a lack of effective competition in petroleum product markets.
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5 COMPETITION IN THE COUNTRY
MARKETS

There is considerable community interest in the level of country prices.
Strong competition in the capital cities means low prices and incentives to
increase efficiency.  But many participants have interpreted the higher
prices outside the capital cities as evidence of less competitive behaviour,
and concluded that government intervention must remain or be
strengthened.  Lower country fuel prices are also supported by many
participants on social justice grounds.  The Commission’s analysis
indicates that city-country price differentials are largely explained by the
additional costs of supplying country markets.  The official freight
differentials (as applied by the Prices Surveillance Authority) do not cover
all of the transport and storage costs involved in supplying country
markets.  This reduces the scope for wholesale price discounts in country
markets.  Low volumes at many country service stations also mitigate
against wholesale price discounts, and add to retail unit costs.  There are
some country centres, and smaller country towns, where high retail margins
are not fully explained in terms of extra costs.  In these cases, local factors
appear to be largely responsible.

Country pricing is a complex issue in which economic and social considerations
are frequently woven together.  Questions of social justice lie at the heart of
much of the debate about city-country price differentials.  Many participants
made it clear that they regard access to low cost petrol as a right that
governments should intervene to guarantee.  They argued on equity grounds that
country residents should pay no more for fuel than city dwellers.  It is often said
that petrol is more important to country users because of their higher reliance on
motor vehicle transport and the frequent absence of alternative public transport.
The cost factors behind much of the differential are largely irrelevant to those
that argue for lower prices in the country on these grounds.

Of course, due to transport costs and market size, prices for many goods and
services are higher in the country than in large coastal cities.  The concern in the
case of petrol relates to the quantum of the price differential.  Understandably,
country motorists feel cheated when they see city prices in the depth of a price
war which are perhaps 10 to 15 cents per litre below their local prices and they
wonder why are they left out.
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The Commission has assessed the extent of price differentials between city and
country areas and identified reasons for the price differences.  These reasons have
implications for current policies and opportunities for more effective responses.

5.1 Participants’ views

The Commission received numerous submissions from individual consumers,
motoring and business organisations, governments and political groups regarding
the significant disparity in retail petrol prices between country and capital city
locations.  These submissions also highlighted the absence of price variability in
country towns (both between sites and over time) and delays in passing on
wholesale price falls.

The Victorian Government acknowledged the market realities of supplying
country markets.

Clearly the costs of distributing and retailing petrol in country areas are higher than in the
city and this will be reflected in higher wholesale prices to retailers as well as higher
retail margins.  Country consumers therefore must expect to pay more in order to have
continued access to supplies. (sub. 189, p. 1)

Although acknowledging that price discrimination may be efficient, the Victorian
Government urged the Commission to take steps to reduce price variations.

The absence of fair competition and wholesale price discrimination with subsidies
flowing from country to city consumers is not compatible with the efficient operation of
provincial and rural industries ... (sub. 189,  p. 1)

The South Australian Government was also keen to reduce city-country price
differentials.

The South Australian Government remains concerned at the level of price paid by
country consumers for petroleum products, and would support any move aimed at
removing the price differential between urban and rural consumers. (sub. 176, p. 2)

Several participants see the price differential as a clear case of a cross subsidy.
The City of Tamworth Council contended that the oil majors:

... are able to fund their battle for market share in some areas in and around the capital
cities by extracting absolute maximum prices from Regional Centres. (sub. 101, p. 1)

Participants to the inquiry were also perplexed and suspicious about large
differences in prices between nearby country towns.  A number of towns were
cited across Australia.  Submissions concerning the town of Taree included all of
the types of concerns about country prices.  Fifteen submissions were received
from individuals in Taree and the neighbouring towns of Forster and Tuncurry, as
well as submissions from the Taree branch of the Australian Labor Party, the
Federal Member for Lyne, and the Greater Taree City Council.  Concerns were
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directed at two particular aspects of pricing in Taree.  First, that there is almost
never any price variation either between the petrol stations in the town or from
day to day:

... no matter what brand of petrol is being sold, the local price is consistently 73.5 cents
per litre.  (D F Smy, sub. 4, p. 1)

Second, that nearby towns (Coopernook, Coolongolook and Nabiac) have
significantly cheaper petrol prices.  One submission noted that when petrol prices
in Taree were 73.5 cents per litre the price in Coopernook 21 kilometres north
was only 65.9 cents.

... smaller towns and villages surrounding us, both to the south and the north, have price
variations and average 5 cents a litre cheaper than all the Taree outlets.
(D F Smy, sub. 4, p. 1)

Such disparities have not always been the case, at least for Taree.  G Mount
indicated that petrol prices at Taree were usually about 4 or 5 cents per litre less
than in nearby Forster until around the end of 1992, but they are now usually
only 1 cent cheaper (sub. 24, p. 1).  He also highlighted the frustration that
country people have in understanding large local price differentials.

Petrol has been selling at Coopernook for 66.9 cents up until a few weeks ago and the
lady told me it comes from Taree and they pay freight on it and there is no freight for
Taree delivery. (sub. 24, p. 1)

Participants from country areas of New South Wales also cited significant price
variations between neighbouring towns.  From Goulburn the Presbyterian Church
(Parish of Argyle) observed that:

There is a difference of at least 10 cents per litre between Goulburn and Marulan, 28
kilometres to the north, and of course in parts of the metropolitan area of Sydney the
difference is much greater still. (sub. 140, p. 1)

For diesel in particular, prices in the country are not always the same as the
prices advertised on price boards.  According to the Australian Petroleum Agents
and Distributors Association (APADA), the practice of 'under-canopy'
discounting is very much a part of rural diesel markets with a large percentage of
customers paying between 2 and 5 cents per litre less than shown on the price
board (Transcript, p. 831).  This was confirmed by N Robbins, a service station
operator at Morwell, who stated that:

One of the previous speakers spoke about under-canopy price cutting.  It is very prevalent
in the country.  ...  I do not under-canopy price cut because I have not got any margin
underneath the rack price with which to do it.  (Transcript, p. 836)
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5.2 Prices in country markets

The Commission’s analysis of the data available on country prices confirms that
wholesale and retail prices of petrol in metropolitan areas are generally lower and
more volatile than prices in country areas.  Melbourne, Sydney and Brisbane
retail prices are on average only marginally higher than the Prices Surveillance
Authority (PSA) maximum wholesale price.

The retail prices in many provincial cities such as Geelong, Wollongong,
Newcastle, Gosford and Maitland are often as low and volatile as capital city
prices.  Prices in some other cities and towns are 3 to 5 cents per litre higher than
the capital city price.  However, in other country centres prices are often
considerably higher than capital city prices and imply large retail margins above
the PSA maximum wholesale price (plus the freight differential).

Appendix F contains an analysis of the magnitude of the city-country price
differential for some provincial cities and towns in Victoria, New South Wales,
Queensland and the Australian Capital Territory.  There is insufficient
information available on country prices in the other States to carry out a similar
analysis.  The PSA price (including an appropriate freight differential) is used as
a common reference point.  A summary of the analysis in Appendix F is
presented below.

The factors behind the city-country differentials are discussed in Section 5.3.

5.2.1 Victoria

Many country participants compared the retail prices in their community to
Melbourne retail prices at the depth of a price war and noted that abnormally
large margins (up to 20 cents per litre) open up from time to time.  (Prices may
vary by similar margins within the Melbourne area during price wars.)  Data
provided by the Royal Automobile Club of Victoria (RACV) show that in
1992-93 average retail prices in rural Victoria were up to 6.5 cents per litre
higher than in Melbourne.

Aggregated wholesale price data1 for 1992-93 show that, on average, retailers in
Melbourne and Geelong paid wholesale prices 2.3 cents per litre lower than
retailers in other areas.  Average wholesale prices for retailers in Melbourne and
Geelong were less than the average PSA maximum wholesale price (see

1 The Commission has access to confidential wholesale data from the five oil majors.
Unfortunately much of the information is aggregated at the national level and hence provides
no insights into the pricing policies in large cities compared to country areas. However, data
for some companies do allow for a comparison of wholesale prices to retailers in capital
cities (metropolitan) and  wholesale prices to other (non-capital city) retailers.
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Table 5.1).  Many sites, particularly those in large provincial cities, would have
paid a wholesale price lower than the average non-metropolitan wholesale price,
while resellers in smaller and more remote markets would have paid a higher
wholesale price.

Distributors interviewed for the Commission’s case study of Sale and Traralgon
indicated that they receive a standing discount of around 2 cents per litre off the
posted price (which is virtually always at or just below the PSA price).  At times
they receive higher discounts to meet price competition in the area.

The gap between the retail price and the maximum wholesale price is greater in
the country than in Melbourne and Geelong (see Table 5.1).  In some cases, the
difference between the average retail price and the relevant provincial city’s
average PSA maximum wholesale price exceeds 6 cents per litre.  Thus there are
almost certainly higher retail margins in country retail sites, assuming that in
country areas the wholesale price paid closely matches the PSA maximum
wholesale price.  If a lower wholesale price is paid in rural towns and cities then
it could be that retailers are taking even higher margins than those suggested in
the table.  The cities with the highest gap experienced the lowest volatility —
suggesting that prices in these cities were high and subject to limited or even no
periods of discounting.

Table 5.1: Average Melbourne and Victorian country petrol prices
for 12 months ended 30 June 1993

City or town Average actual
retail price

Average PSA
pricea

Retail price -
PSA price gap

Derived retail
price

Volatilityb

(cents per litre) (cents per litre) (cents per litre) (cents per litre) (per cent)
Melbourne 67.7 66.2 1.5 70.0 3.4
Geelong 67.5 66.2 1.3 70.0 5.3
Ballarat 70.8 67.0 3.8 70.8 3.8
Wodonga 74.2 67.8 6.4 71.6 1.2
Bendigo 70.9 67.3 3.6 71.1 3.4
Warrnambool 70.6 67.5 3.1 71.3 4.7
Mildura 72.8 68.7 4.1 72.5 2.5
Morwell 73.0 67.3 5.7 71.1 2.5
Sale 74.1 67.8 6.3 71.6 2.3
Horsham 73.5 67.9 5.6 71.7 2.1

a For this analysis, the PSA maximum wholesale price includes the State fuel franchise fee.  The
PSA calculated freight differential is included for all cities and towns except Melbourne and
Geelong, which are treated by the PSA as a free delivery area.

b Volatility measures the variation over time of daily prices for that town around the average and is
estimated using the coefficient of variation.

Sources: Commission estimates based on RACV survey data; PSA; Informed Sources
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To demonstrate the significance of retail margins in explaining the city-country
price differential, the Commission derived retail prices for each provincial city
based on the PSA maximum wholesale price (plus the appropriate PSA freight
differential) and a retail margin of 3.8 cents per litre.  This margin is the average
retail margin for Melbourne and Geelong over the period.  These derived prices
are very close to the retail prices observed in Ballarat, Bendigo and Mildura.  The
observed prices in all of the other provincial cities are significantly above the
derived prices, implying retail margins in those areas are significantly higher than
Melbourne retail margins.

5.2.2 New South Wales and the Australian Capital Territory

Average retail prices for Sydney, Canberra and certain country cities in New
South Wales are reported in Table 5.2.  The densely populated coastal region of
the State (Sydney, Newcastle and Wollongong, and nearby centres, such as
Maitland and Gosford) has, on average, very low gaps between the retail price
and the maximum wholesale price.  In comparison, retail prices in Canberra and
provincial New South Wales appear to be high in relation to the PSA maximum
wholesale price.

The average retail prices in many provincial cities are significantly greater than
the PSA price (including the freight differential).  For example, the average retail
price in Wagga Wagga in 1992-93 was about 8 cents per litre higher than the
PSA maximum wholesale price (including the freight differential for Wagga
Wagga of 2.6 cents per litre).

Survey data supplied by the New South Wales Local Government and Shires
Association (NSW-LGSA) indicate that Wagga Wagga has 27 service stations
which sell four brands supplied by five distributors.  Despite the relatively large
number of retail outlets for a provincial city with a population of around 40 000,
the survey reported that service stations in the city rarely compete on price.
Twenty seven service stations in a city of 40 000 would suggest that high search
costs are not a good explanation for the high retail prices.  High retailing costs, as
a consequence of low throughput, may be a contributing factor.

The National Roads and Motorists’ Association (NRMA) contends that there is
little variation in petrol prices in some rural areas.  The volatility estimates
reported in Table 5.2 support this claim with the densely populated coastal
regions such as Sydney, Wollongong, Gosford and Newcastle experiencing prices
approximately twice as volatile as country New South Wales.

The NRMA also noted significant delays in retail prices responding to declines in
the maximum wholesale price.  Delays in country retail prices responding to
changes in the maximum wholesale price are illustrated in Figure 5.1.  The figure



5/COUNTRY MARKETS

83

compares the capital city maximum wholesale price with retail prices in
Armidale and Maitland — a city near Newcastle.  Although the Maitland prices
are very volatile, it is clear that they trend down in line with maximum wholesale
prices.  By contrast, the retail price in Armidale was constant throughout October
and the first half of November 1993, despite the maximum wholesale price
dropping by almost 2 cents per litre over the same period.  Further, the retail
price in Armidale over the three month period decreased by only 3.5 cents per
litre, but the maximum wholesale price decreased by 5 cents per litre.  Data for
Taree reported in Appendix H indicate similar delays in responding to the fall in
the maximum wholesale price.

Table 5.2: Average New South Wales and Australian Capital
Territory petrol prices, 4 October 1993 to 31 December
1993

City or town Average actual
retail pricea

Average PSA priceb Retail price - PSA price
gap

Retail
Volatilityc

(cents per litre) (cents per litre) (cents per litre) (per cent)
Sydney 67.30 67.53 -0.23 3.44
Canberra 75.29 69.33 5.96 2.37
Armidale 77.75 68.52 9.23 1.63
Griffith 78.17 70.23 7.94 1.86
Maitland 69.87 67.93 1.94 3.60
Taree 74.41 68.73 5.68 0.83
Wollongong 66.48 67.53 -1.05 4.03
Newcastle 69.84 67.53 2.31 4.14
Orange 78.07 69.53 8.54 1.74
Wagga Wagga 78.34 70.13 8.21 1.75
Gosford 68.91 68.33 0.58 2.77

a Prices are averages from 4 October 1993 to 31 December 1993 for most cities and towns.  The
Maitland average is based on prices from 5 October 1993 to 24 December 1993.  The Taree average
price is based on data from 1 November 1993 to 31 December 1993.  Price data commence on 5
October 1993 for Sydney, Wollongong and Newcastle.  The average PSA price reflects the
appropriate time period for the city or town in question.

b For this analysis the maximum wholesale price includes the State fuel franchise fee and the PSA
calculated freight differential.

c Volatility measures the variation of daily prices around the average and is estimated using the
coefficient of variation.

Sources: Commission estimates based on NRMA data, sub. 109; PSA

Data supplied by the NSW-LGSA indicate that Armidale, with a population of
approximately 22 000, has 10 service stations supplied by four distributors.  The
NSW-LGSA considered that Armidale service stations do not compete on price.
This view was supported by the NRMA which noted that price boards are not
displayed in Armidale (sub. 109).
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Figure 5.1: Armidale and Maitland retail petrol prices compared
with the PSA maximum wholesale price, October to
December 1993
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5.2.3 Queensland

Retail prices for a range of Queensland cities and towns are available for only
one month which fell within the Christmas school holiday period, 1993-94.  The
data reveal disparities in petrol prices across the State and considerably larger
differences between average retail prices and the PSA maximum wholesale price
than in other States (see Table 5.3).  As in New South Wales, the densely
populated coastal region of the State — Brisbane, the Gold Coast and Noosa on
the Sunshine Coast — enjoyed the lowest petrol prices and, on average, a very
small gap between the retail price and the maximum wholesale price.  (For
example, the average retail price for Brisbane and the Gold Coast was only
1.2 cents per litre higher than the average maximum wholesale price.) In all other
areas of the State, the gap between the average maximum wholesale price and the
average retail price exceeded 6 cents per litre, and for most locations was over
12 cents per litre.  The data available for Queensland do not enable an
examination of the volatility of country prices compared to Brisbane prices.
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Table 5.3: Average Queensland petrol prices, 21 December 1993 to
21 January 1994

City or town Average actual
retail pricea

Average PSA priceb Retail price - PSA
price gap

(cents per litre) (cents per litre) (cents per litre)
Brisbanec 58.5 57.2 1.3
Cairns 67.0 57.2 9.8
Townsville 64.3 57.2 7.1
Longreach 74.5 61.1 13.4
Duaringa 72.9 60.2 12.7
Goondiwindi 71.4 58.8 12.6
Toowoomba 64.3 57.9 6.4
Noosa 62.7 59.1 3.6
Mount Isa 73.9 60.3 13.6
Mackay 69.9 57.2 12.7
Quilpie 72.8 60.9 11.9
Kingaroy 68.4 58.6 9.8

a Prices are an average from 21 December 1993 to 21 January 1994.
b The intervention price includes the PSA calculated freight differential.
c Brisbane data are for Brisbane and the Gold Coast, and are from 15 December 1993 to 31

December 1993, and for 11 January 1994 only.
Note: Queensland petrol prices are not subject to State fuel  franchise fees.
Sources: Local Government Association Survey; PSA; Informed Sources

5.3 Factors behind country prices

There are a number of reasons to expect that, in general, country prices would be
higher than city prices.  The Commission has not attempted to provide an
explanation of pricing behaviour in every region and country town across
Australia — such an exercise would require a considerable amount of local
knowledge for many markets.  The Commission has identified and examined
general factors relating to wholesale pricing and retail operations which apply in
country areas.  These general factors explain all or most of the difference for
most of the country markets referred to in this chapter.  In some retail markets
weak competition helps to explain why retail prices are slow to respond to falls in
wholesale prices and price variations are rare.  Weak competition also contributes
to the large city-country price differential noticeable in some areas.

5.3.1 Participants’ views

Many participants claimed that the higher wholesale prices in the country are
prima facie evidence that there is a cross subsidy from country consumers to city
consumers.  Among this group are many local governments, the National
Farmers’ Federation and the Victorian Government.
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The Victorian Farmers’ Federation argued that the free delivery areas in capital
cities mean that:

... there is a distinct possibility that some country consumers of fuel are subsidising the
freight costs of their urban counterparts. (sub. 96, p. 9)

Numerous individual and local government submissions alluded to the possibility
of collusion at the retail level.  For example, the Municipal Association of
Victoria stated that:

There is little if any competition between retail outlets in the provincial cities and rural
areas ... and provincial and rural bowser prices display very little if any evidence of
competitive or customer friendly practices.

There is a widely held belief that there is collusion in country petrol retailing.
(sub. 13, p. 1)

The City of Colac submitted that:

A clear lack of competition, being highlighted by little or no variation in prices at outlets
in the same rural areas, has raised the question of collusion between retailers in provincial
and rural Victoria and this is of grave concern to the council of the City of Colac.  The
MAV also remains convinced that the difference in retail fuel prices between
metropolitan Melbourne and rural Victoria cannot be totally explained by distance,
distribution costs or retail trade characteristics. (sub. 78, p. 1)

The City of Orange identified the significance of dealing with community
perceptions of collusion even if collusion does not actually exist.

Orange City Council would also support any actions or recommendations taken by the
Industry Commission in regard to removing any appearance of collusion between oil
companies or fuel outlets, whether or not such collusion actually exists.

There appears to be a general belief in the community that some form of collusion may
be practised, and while your report provides information which goes a certain way to
dispelling this belief, it is considered necessary that this matter be taken further so that
the community in which we live may be confident that collusion is not a part of the
petroleum industry. (sub. 150, p. 1)

The oil majors tend to the view that market forces, in particular local factors at
the retail level, were responsible for differences between metropolitan and
country petrol prices.  For example, Mobil stated:

... the predominant factors accounting for the difference are related to the difference in
relative competitive forces and volume throughput between city and country service
stations. (sub. 56, p. 21)

It is really the local retail factors which account for the disparity. (sub. 139, p. 7)

Shell analysed data on retail petrol prices for sites where purchases can be made
using Shellcard.
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Although large price differences between neighbouring towns may appear for short
periods, analysis of the data available to Shell show that, based on average pump prices
for 1993, very few neighbouring towns had large price differences.  As one would expect,
prices tend to increase as the distance from the metropolitan area increases.  Competitive
pressures appear to result in prices in neighbouring towns being very similar.
(sub. 137, p. 3)

The Australian Automobile Association acknowledged also that:

... to some extent, variations in price signify the existence of competition. The AAA also
recognises that there may be factors which adequately explain price variations between
regions; they include differences in the volume of sales between sites, freight costs,
differences in the operating costs of service stations in different regions, discounting in
order to increase market share and so on.

Notwithstanding these factors, the AAA believes that they do not always explain the
enormous differences in retail prices which often exist between regions and within some
cities. (sub. 61, p. 7)

5.3.2 Wholesale prices

Cross subsidies

The evidence does not support the view that higher wholesale prices in the
country are prima facie evidence that there is a cross subsidy from country
consumers to city consumers.  First, the PSA price places a cap on wholesale
prices effectively preventing the oil majors from charging high prices in country
areas.  Moreover, Ministerial Directions do not allow some of the costs of
supplying country consumers to be reflected in the maximum wholesale price
applicable to some country districts.  Second, potential competition from
independent distributors would undercut any attempt by the oil majors to reap
higher prices in the country.  Third, competition between the oil majors would
make it impossible for any one oil major to charge higher prices in the country to
fund the lower prices in the city.

Wholesale discounting

Oil companies usually quote prices close to the PSA price for all locations and
rebates or discounts are applied to different categories of buyers.  Additional
discounts may be offered to selected customers.  In response to price wars, the oil
majors may provide price support (which allows ex post adjustment to wholesale
prices for fuel that may have already been purchased and delivered) to enable
retailers to compete.

The evidence is clear that fewer discounts are offered to country resellers.  In
general, discounts are far more frequent and larger in capital cities.  For example,
aggregated data on Victorian wholesale prices for 1992-93 show that prices to
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metropolitan resellers (Melbourne and Geelong) were 2.3 cents per litre lower
than prices to resellers in the rest of the State.  Unfortunately the aggregation of
data conceals any differences that may exist between prices to resellers in large
provincial cities, such as Ballarat and Bendigo, and those in smaller and more
remote markets.

There are several legitimate reasons for the greater concentration of discounting
in capital cities.  First, country towns are a less attractive proposition for
discounting petrol because there is less opportunity to gain volume growth by
cutting prices.  Many country towns are characterised by lower volume depots
and retail sites, and larger distances between them.  Relatively small markets in
country towns place a 'global' limit on the volume that may be gained through
discounting.  This effect dampens discounts especially in smaller towns or towns
with little through traffic.  Similarly, discounts may be more fruitful in provincial
cities or towns where through traffic accounts for the majority of sales.  This may
explain why discounts often appear in a small town but not in much larger
neighbouring towns.  The Commission found this to be the case with the Taree
area where more frequent wholesale discounting was evident in some smaller
towns (see Appendix H).

Mobil explained that its general philosophy is to avoid discounting unless it is
necessary to match competition.

As the volume throughput is typically less, reduced prices through discounting act to
decrease profit margins on each litre sold but without the corresponding increase in
volume which occurs ... in the city. (sub. 139, pp. 6-7)

Ampol concurred that “... market volumes and site throughputs may limit the
incentive to discount” (sub. 127, p. 10).  In addition, the low number of retail
operators makes inevitable the rapid price matching response by competitors.
Similar discounting strategies in the capital cities also meet with responses, but
discounting is still worthwhile because of the much larger volumes which can be
gained — albeit for short periods.  A reluctance to discount on the part of
retailers may flow up the line to wholesalers.  The PSA noted:

... any lack of competition at the retail level can have a backward linkage to competition
at the wholesale level. (sub. 87, p. 29)

Competition in country retail markets is discussed in the Section 5.3.3.

A second reason for the concentration of discounting in capital cities is the
additional transport and storage costs of supplying country markets.  This means
that there is not as much room to discount below the PSA wholesale prices.  The
PSA calculates the maximum freight charges which the oil majors may add to
wholesale prices to cover transport costs (so-called freight differentials).  The
Commonwealth Government has intervened through Ministerial Directions to
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require the PSA to exclude certain transport and storage costs from freight
differentials.  The intention is to reduce the price of petrol and diesel to country
consumers.  However, in an apparent anomaly, the PSA maximum price includes
an allowance of 7.4 cents per litre — the local component — which is partly
intended to allow the oil majors to recover through wholesale prices what they
are not permitted to recover through the freight differentials:

... a local component, currently 7.4 cents per litre, which is assessed by the PSA to allow
for the recovery of metropolitan marketing, distribution and delivery costs, as well as
some country marketing and freight costs which are excluded from freight differentials ...
(PSA, sub. 87, p. 3)

The local component also covers costs such as storage, transport, marketing,
administration and profit — see Chapter 6.  Because the same local component
applies in the city and in the country, there is greater room to discount below the
PSA price in the city.

The Commission examined the items that should be covered by the local
component and derived estimates for each of them (see Appendix G).  The
Commission’s estimate of the local component includes transport and storage
costs that are excluded from the freight differentials by Ministerial Direction.
The Commission’s approach to estimating the items in the local component has
highlighted the fact that the allowance necessary will vary depending on the
location of the site to be supplied (see Table 5.4).  For example, not all sales need
allowances for 'depot town storage' or 'transport to outport' in the maximum
price.  Also, the Commission estimated a range for some items, recognising that
the costs may differ according to the location.  For example, the cost of 'depot
town storage' was estimated to be 2 to 3 cents per litre.

The Commission’s estimate of the local component costs for supply to city retail
sites is between 3.2 and 3.8 cents per litre.  This suggests that the oil majors may
have around 4 cents per litre to discount below the PSA price, which allows a
local component of 7.4 cents per litre.  National data show that, on average, the
wholesale price of petrol to city resellers (the group to which the capital city
maximum wholesale price applies) is consistently below the PSA maximum price
(see Figure 5.2).2

2 The figure includes averages of the actual wholesale prices for all capital cities, except
Canberra and Darwin.  Wholesale prices in Adelaide and Perth are closer to the maximum
than in the larger markets of Brisbane, Melbourne and Sydney.  Hence the difference
between the average wholesale price and the maximum wholesale price in the east coast
capital cities is understated by the data presented in Figure 5.2 and overstated for Adelaide
and Perth.
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Table 5.4: Estimate of the local component for capital city and
country sites

Cost component Local component for
capital city supply

Local component
for country supply
via road transport

Local component
for country
supply via

outport

(cents per litre) (cents per litre) (cents per litre)
Storage 0.8 0.8 0.8
Transport to terminala 0.1 0.1 0.1
Administration 1.0 1.0 1.0
Marketingb 0.3 0.3 0.3
Not included in freight differentials:

Delivery within capital cityc 0.5 to 1.1 na na
Outport transport costsc na na 1.0 to 2.0
Outport storagec na na 1.0
Deport town storagec na 2.0 to 3.0 0 to 3.0d

Delivery within depot/outport areac na 0.5 to 2.0 0.5 to 2.0
Wholesale profite 0.5 0.5 0.5
Total 3.2 to 3.8 5.2 to 7.7 5.2 to 10.7

a Transport is by pipeline.  Transport is generally included in the storage cost (0.8 cents per litre), but for
this exercise an estimate of 0.1 cents per litre has been separately listed.

b Based on oil major estimates of advertising and sales promotion costs (0.2 cents per litre), increased to
cover other marketing costs.

c Based on oil major estimates.
d Not included if final supply is within outport area.
e Does not include refinery profit.
Source: Commission estimates

The Commission’s estimate of the local component costs for supplying the
majority of country sites is between 5.2 to 7.7 cents per litre — simply reflecting
the fact that supplying country sites involves additional transport and storage
costs.  For the relatively few country sites supplied via outports, the local
component would be between 5.2 and 10.7 cents per litre.  These estimates of the
local component costs for supplying country areas are closer to the 7.4 cents per
litre applied by the PSA.  For some areas the local component of 5.2 cents per
litre would allow for more frequent wholesale price discounting.  For the many
towns that would have local component costs of around 7 cents per litre there is
very little room for discounting.  Indeed, the oil majors may be making losses
supplying sites where they would need a local component of more than the
7.4 cents per litre allowed in the PSA maximum price.
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Figure 5.2: Average wholesale prices for petrol in capital cities:
PSA maximum and actual wholesale price, August
1991 to July 1993
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The point to this analysis is not that the local component need necessarily be
reduced or tailored to every location as is the practice with freight differentials.
The point is that the additional transport and storage costs of serving country
markets exceed the freight differentials because of the Ministerial Directions and
these costs must be recovered through wholesale prices (as allowed for by the
local component in the PSA maximum wholesale price).  Capital city discounts
to resellers, if measured against the PSA maximum wholesale price, will be
'overstated' in the sense that the whole 7.4 cents per litre local component was
never needed.  (Capital city retailers that are charged prices at or just below the
PSA maximum wholesale price may find that they are receiving other services or
rent cheaper than market value.)

The cost of the Ministerial Directions has to be added to the freight differentials
when looking at the significance of transport and storage in the city-country price
differential.  This is done in Table 5.5 using the Commission's estimates of the
costs of items excluded from the freight differentials by Ministerial Directions in
Table 5.4.
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Table 5.5: Transport and storage costs in city-country retail price
differences

Provincial City Margin between
average retail price

and capital city
average retail pricea

PSA freight
differential

Transport and
storage costs not
included in PSA

freight
differentials

Remaining
differenceb

(cents per litre) (cents per litre) (cents per litre) (cents per litre)
Victoria

Ballarat 3.1 0.8 1.4 to 4.5 -2.2 to 0.9
Wodonga 6.5 1.6 1.4 to 4.5 0.4 to 3.5
Bendigo 3.2 1.1 1.4 to 4.5 -2.4 to 0.7
Warrnambool 2.9 1.3 1.4 to 4.5 -2.9 to 0.0
Mildura 5.1 2.5 1.4 to 4.5 -1.9 to 1.2
Morwell 5.3 1.1 1.4 to 4.5 -0.3 to 2.8
Sale 6.4 1.6 1.4 to 4.5 0.3 to 3.4
Horsham 5.8 1.7 1.4 to 4.5 -0.4 to 2.7

New South Wales and Australian
Capital Territory

Canberra 8.0c 1.8 1.4 to 4.5 1.7 to 4.8
Armidale 11.9d 2.4 1.4 to 4.5 5.0 to 8.1
Griffith 10.9 2.7 1.4 to 4.5 3.7 to 6.8
Maitland 2.6 0.4 1.4 to 4.5 -2.3 to 0.8
Taree 7.1 1.2 1.4 to 4.5 1.4 to 4.5
Orange 10.8 2.0 1.4 to 4.5 4.3 to 7.4
Wagga Wagga 11.0 2.6 1.4 to 4.5 3.9 to 7.4
Gosford 1.6 0.8 1.4 to 4.5 -3.7 to -0.6

Queensland
Cairns 8.5 0e 1.4 to 5.2f 3.3 to 7.1
Townsville 5.8 0e 1.4 to 5.2f 0.6 to 4.4
Longreach 16.0 3.9 3.4 to 7.5g 4.6 to 8.7
Goondiwindi 12.9 1.6 1.4 to 4.5 6.8 to 9.9
Toowoomba 5.8 0.7 1.4 to 4.5 0.6 to 3.7
Noosa 4.2 1.9 1.4 to 4.5 -2.2 to 0.9
Mount Isa 15.4 3.4 3.4 to 7.5g 4.5 to 7.5
Mackay 11.4 0e 1.4 to 5.2f 6.2 to 10.0
Quilpie 14.3 3.7 1.4 to 4.5 5.6 to 9.2
Kingaroy 9.9 1.4 1.4 to 4.5 4.0 to 7.1

a Victorian retail margins are calculated from Table 5.1 and are for the 12 months of 1992-93.  New
South Wales and Australian Capital Territory  retail margins are calculated from Table 5.2 and are for
4 October to 31 December 1993.  Queensland retail margins are calculated from Table 5.3 and are for
21 December 1993 to 21 January 1994.

b Factors contributing to this residual include higher unit cost of retail operations, low non-fuel sales and
other local factors (see Section 5.3.3).

c Canberra retail prices are compared to Sydney retail prices.
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d To allow for a lower State franchise fee that applies in Armidale, 1.4 cents per litre has been added to
the difference between the Sydney and Armidale retail prices.  Several zones with reducing State
franchise fees apply in northern New South Wales to allow for the situation where Queensland has no
State franchise fees.

e The freight differentials for these cities are set at zero by Ministerial Direction.  They are 'outports' to
which petroleum products are transported by coastal shipping.

f The transport and storage costs not included in the freight differential are based on the cost of transport
to outport, outport storage and delivery within the immediate outport area (see Table 5.4).

g The transport and storage costs not included in the freight differential are based on the cost of transport
to outport, outport storage, delivery to depot town and delivery within the depot town area (see
Table 5.4).

Source: Commission estimates

It should be noted that freight differentials in many States have not been updated
for several years.  If costs have increased in this time, the increase must also be
recovered through the local component in the wholesale price.  The Commission
has not allowed for this in the estimates of the local component, and so the 'total
transport and storage costs' figures that can be derived by adding the third and
fourth columns in Table 5.5 may be an underestimate if transport costs have
increased.

It is clear from this approach that the cost of transport and storage items alone
(including those items excluded from the freight differentials by Ministerial
Directions) can explain all of the city-country price differential for all of the
Victorian cities and towns, and about half of the New South Wales and
Queensland cities and towns.  Of course, these are average retail prices, and so
this approach would not explain price differentials that appear during price wars.
By the same token, they would more than explain the differential when
discounting occurs in country markets, such as the Commission found was the
case in Traralgon and Sale from late February to June 1994.

The 'remaining difference' shown in the last column of Table 5.5 represents that
part of the difference between the retail price in each city or town and the capital
city which is not explained by the costs of transport and storage alone.  Much of
this remainder can be explained by characteristics of retail operations in country
areas, particularly low volumes and low non-fuel sales.  Where the residual is
particularly high, this may also suggest weak competition between retailers.
These factors are discussed in the next section.

The negative margins that appear in the last column imply that the oil majors
have actually found lower cost ways to deliver fuel than is allowed for by the
PSA maximum wholesale prices.  The recent trend towards filling many country
sites directly from city terminals is one example of this.  The Commission notes
that the PSA plans to release revised freight differentials and is conducting a
review of the local component.
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5.3.3 Retail margins

Low volumes and non-fuel sales

It is to be expected that where volume throughput is lower, retail margins would
be higher.  With less volume over which to spread costs, lower volume sites need
a higher margin per litre to 'break even'.

The Commission received evidence that the average country throughput per site
(for sites franchised to an oil major) is about two-thirds that of franchised sites in
metropolitan areas.  The average for other (non-franchised) country outlets
supplied by the same oil major was only one-fifth that of similar metropolitan
sites.  Examples from the Commission’s case study in Sale and Traralgon
demonstrate the impact of volume on unit costs per litre (see Table 5.6).  The
higher unit costs in the two country sites will require a considerably higher retail
margin than the metropolitan site.

Table 5.6: Examples of retail volumes and unit costs

Location Monthly volume Unit costs

(litres) (cents per litre)
Site A Sale 165 000 10
Site B Traralgon 208 000 6
Site C Melbourne 480 000 1.8

Source: Confidential material provided to the Commission

Rationalisation needs to occur to increase site volumes in areas that are over
serviced.  For example, Ampol noted that Rockhampton with a population of
60 000 has approximately 55 sites.  This is more than twice the ratio in Sydney.
In its case study on Taree the Commission found that considerable site
rationalisation has occurred and retail margins have fallen.  The number of sites
in Taree has fallen from 18 to 13 (about 30 per cent) in the last five years.  Retail
operators reported a drop in margins from 6 to 8 cents per litre in 1993 to 4 cents
per litre in 1994.  Rationalisation can be slow because experience with the futility
of price wars, especially in small towns, may encourage low volume retailers to
'wait it out' and hope that other sites in their market will close through natural
attrition.

The diversification of sales into other goods and services reduces the margins
required on fuel sales.  Typically, country sites have a smaller proportion of
revenue coming from sales other than petrol and diesel.  Many metropolitan sites
have expanded shop sales to include a wide range of grocery and convenience
items.  Indeed, some city sites reduce their own margins on petrol to entice
purchasers into the site shop where margins are considerably higher.  Country
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outlets are typically less diversified, with shop sales restricted to travel
refreshments and basic automotive accessories.  For example, the PSA study on
Mildura prices noted there was little evidence of workshops, food sales and car
washes, which increase the earning potential of sites and reduce the necessary
petrol retail margins.

Mobil reported that shop sales for its franchised country service stations averaged
less than half those of Melbourne sites (relative to fuel sales).  In addition, two-
thirds of Mobil’s country sites had driveway service and country service stations
were more likely to offer credit.  The additional costs exacerbate the effect of
lower volumes (sub. 139, p. 6).

Examples from the Commission’s case study of the Taree area demonstrate how
non-fuel sales can contribute to local 'anomalies' where neighbouring localities
have different prices for long periods.  Retail sites in very small towns such as
Johns River and Coopernook have to concentrate the majority of their sales on
passing traffic.  Passing traffic is more likely to make non-fuel purchases, such as
take away food, snacks and drinks, thus lowering the retail margin on petrol
required to meet costs.  The low margin on petrol attracts more passing traffic
and more non-fuel sales and so on.  In contrast, the majority of petrol sales in
Taree are to local traffic, which is less likely to purchase take away food or
drinks.  The retail margin on petrol must be higher to cover costs.

Competition in retail markets

The diversity of prices seen in adjacent regions points to local factors having a
large bearing on pricing behaviour.  Competition may well be dulled in some
areas for reasons that are steeped in history, because of inertia or because of ties
in business and personal relationships.  For example, Ampol pointed out that:

... there is likely to be more brand/dealer loyalty in close-knit country towns due to
reciprocal business relations as well as lower levels of transient traffic. (sub. 40, p. 81)

In many country areas there are simply few sites.  In remote areas there may be
only one.  Where competition is not strong, it can be manifested in a number of
ways.  For example, the NRMA noted that:

Armidale is one of the few towns in New South Wales where price boards are not
displayed. (sub. 109, p. 8)

Claims of lack of competition are supported by the relatively low volatility of
prices in country areas. Prima facie, a lack of competition in country areas may
partly explain large gaps between retail prices and maximum wholesale prices
which are observed from time to time, especially when wholesale prices fall.
Sustained excess profits should encourage the entry of more sites.  Mobil stated:
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... excess profit taking in country areas is likely to attract lower cost operators into that
market.  This is already seen in the present market conditions in large provincial towns
such as Bendigo and Ballarat, where price discounting occurs from time to time.
(sub. 139, p. 7)

The Commission has undertaken a preliminary analysis of retail prices for
Canberra, a city with relatively high retail prices, which recently experienced a
new entrant in the retail petrol market.  Burmah’s entry into the Canberra market
caused an initial decline in retail prices.  Regression analysis suggested that
Burmah’s entry was associated with a fall in retail prices which may have been as
high as 3 cents per litre.  It is too early to assess whether the fall in Canberra
retail prices will be sustained.  However, the reduction seen to date is likely to be
a result of a complex web of factors — not only increased competition (see
Chapter 9).  Nevertheless, it is important that any impediments to the entry of
new retailers including independents are removed.

The PSA has undertaken a number of studies into rural markets and found that
weak competitive forces have meant less price competition and slower
rationalisation.  While stories of local agreements or understandings abound, it
has not, however, been able to identify evidence of collusion that could be
substantiated for action under the Trade Practices Act.  The Commission was
also told of allegations of communications between resellers intended to
influence prices.

One indicator of competition in regional retail markets is the impact on retail
prices of factors other than wholesale prices.  The Commission has used
regression analysis to test the responsiveness of retail prices in several cities and
towns to changes in wholesale prices, using the PSA wholesale price (plus freight
differentials) as a proxy for wholesale prices.  Simulations of a price model
suggest that the wholesale price is an important determinant of the retail price.
For example, a 1 cent increase in the maximum wholesale price of petrol in
Canberra, Albury-Wodonga, Wagga Wagga and Shepparton translates into an
increase in the retail price in those cities of between 0.79 cents per litre and
0.97 cents per litre.  By comparison, a 1 cent rise in the maximum wholesale
price in Sydney translated into an increase of 0.7 cents per litre.  (See
Appendix F.)

Ampol provided an example of retail price inertia to support its position that the
bulk of the problems for country pricing are related to the behaviour of the retail
dealers.

Evidence of this occurred recently when Ampol reduced its rack price in both country
and metropolitan markets.  The vast majority of country dealers chose not to pass on the
price advantage to consumers. (sub. 127, p. 11)
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Price observations relating to this period were supplied by Ampol and are
reproduced in Figure 5.3.

Figure 5.3: Ampol rack and retail prices, 9 to 22 November 1993
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The size of country markets is an important factor leading to price differences
between city and country.  In markets where throughput is small and distances
between towns are large, it is to be expected that competition is weaker.  Large
independents and jobbers have generally not found it profitable to operate in
small country towns.  Site rationalisation would reduce unit costs by increasing
volume.  However, this could reduce competition and would mean motorists
would have to travel further, which would come at a cost — a substantial one for
those in isolated areas.  The existence and survival of high margin-low volume
outlets in isolated areas can be understood in these terms.  They are serving a
market need and reducing overall costs for motorists even where retail margins
are large.

State regulations of one kind or another also help to explain lower levels of
competition in some country areas than in others.  For example, the operation of
independent companies is constrained in a number of Victorian towns including
Horsham, Shepparton, Wodonga, Swan Hill and Mildura by Victorian
Government regulation on the transport of fuel (see Chapter 11).
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5.3.4 Adding the factors together to account for price
differentials

How much of the city-country price differentials are explained by additional
costs alone?  Considerable local knowledge is required to put forward an exact
explanation of prices in each country town.  Each has a different market with a
different range of factors contributing in different proportions to the local retail
prices.

However, the analysis of averages above shows that the freight and storage costs
alone account for almost all of the differentials for most cities and towns
examined.  This approach accounts for all of the Victorian cities and towns
shown in Table 5.5 with the exception of Wodonga (and perhaps Sale, although
the Commission’s case study indicates that prices in Sale have fallen
considerably).  The Commission’s estimates understate the impact of freight
costs if there has been any increase in the cost of freight since the current freight
differentials were established.

The city-country price differential for many more of the towns in the
Commission’s analysis is fully accounted for if some allowance is made for the
differences in retail unit costs because of lower volumes.  The Commission has
not estimated the magnitude of this cost disadvantage for individual towns.
Examples of 4 and 6 cents per litre from the Sale and Traralgon case study (see
Table 5.6) are illustrative and not necessarily typical.  Nor has the Commission
attempted to estimate the impact on country retail margins of the lower non-fuel
sales typical of country sites.  These factors could account for several cents per
litre, and therefore complete the account of the differentials in all towns in New
South Wales with the exception of Armidale and possibly Griffith, Orange and
Wagga Wagga.

Retail prices in some of the remote Queensland towns are unlikely to be fully
explained by the costs of transport and storage and low-volume retailing.  In
particular, there are large unexplained differences in Longreach, Goondiwindi,
Mackay and Mount Isa.  The residual that remains in Longreach is most likely to
reflect a lack of local retail competition.

5.4 Policy implications

Most of the price differentials observed between city and country outlets can be
explained.  So too can the greater stability of country prices.  There are a few
country cities and towns where the high retail margins are not fully explained in
terms of the cost factors discussed above.  In these cases, local factors appear to
have a disproportionately high impact on prices.
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The question for this inquiry is what action by government (or others) can be
taken that would effectively address any weakness in competition in particular
country centres without imposing costs and rigidities on the whole petroleum
products market.  To date, the major way in which governments have sought to
influence country pricing is through Ministerial Directions and wholesale price
surveillance by the PSA.  However, in general this combination of policy
measures has not reduced wholesale prices, because most of the costs excluded
from freight differentials by Ministerial Directions can be recovered through the
local component of the maximum wholesale price.  The problems with country
prices appear to be in the retail margins, which are not addressed by PSA
maximum wholesale price regulations — but in any event, the answer is not to be
found in price controls.

The Commission considers that consumer groups, such as the Federal and State
motoring associations, have an important role in gathering and disseminating
information about prices in various locations (see Chapter 6).

The winding back of regulations will also help.  The Commission agrees with
Ampol that the removal of the Sites Act will increase competition in country
markets (sub. 127, p. 11).  The New South Wales Government supported this
view and included the Franchise Act.

The repeal of the Petroleum Retail Marketing Sites Act and the Petroleum Retail
Marketing Franchise Act will very likely result in oil companies rationalising their
country facilities.  Reduced site numbers would ensure a higher site throughput and lower
site operating costs in relation to turnover. (sub. 196, p. 2)

Caltex outlined the ways in which groups of country consumers would benefit
from deregulation.

Although the removal of regulation will facilitate the moves to more efficient and more
competitive country marketing, benefits for country motorists will largely go to those
areas/retail outlets which have sufficient throughput (and tankage) to take full drop
deliveries exceeding (say) 35 000 litres direct from major terminals.

Smaller retail outlets and commercial customers depending on smaller drop sizes often
delivered from country depots may experience higher prices as full economic costs are
reflected in country prices and the inherent cross subsidisation of country prices under
present regulated pricing is removed. (sub. 144, p. 7)

Caltex stressed that the changes will take some time since:

... the existing market structure has been built up over many years and the existence of
price and other regulation has had the effect of entrenching structural problems.  It will
take an evolutionary process and time for these problems to work themselves out of the
market — it cannot be done overnight. (sub. 144, p. 7)

There is considerable scope for savings in the transport of petroleum products.
The reforms proposed in truck mass limits, restrictions on B-doubles and the
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Victorian rail head system (see Chapter 11) are pro-competitive and will lower
transport costs.

A great many country participants took the view that some form of terminal gate
pricing is the solution to city-country price disparities.  Likewise, the New South
Wales Government pointed out that the prices observed in country centres may
be consistent with the efficient supply of products to those markets, yet urged the
Commission to recommend a strategy to increase transparency of pricing and
reduce the gap by introducing a terminal gate pricing system (sub. 196, pp. 2-3).

The Federal Member for Lyne submitted:

I believe a terminal gate price, combined with a set maximum retail margin, and possibly
some sort of maximum freight differential (along with independent freight distributors) is
the clearest, and most accountable, system that is available.  Competition can still play a
role at all levels in the industry; for example, retailers can drop their margin if they want
to increase throughput, and independent tankers could be encouraged to compete for
market share of freight. (sub. 132, p. 6)

The City of Wagga Wagga, in seeking to redress what it saw as excessive price
disparities between metropolitan and country prices, stated that:

It would appear to us that the only way to improve the current situation is to support the
development of a terminal gate pricing system.

Under the system we envisage costings would be readily available with the PSA
providing reporting of:

• terminal gate price;

• freight to an area; and

• average/high/low retail margins in an area. (sub. 79, p. 2)

Others to support terminal gate pricing as a means to improve the lot of country
consumers included the Victorian Coalition Parliamentary Backbench Petrol
Pricing Committee, Tamworth City Council, Local Government Association of
New South Wales, Greater Taree City Council, National Party of New South
Wales and APADA.  Several of these also argued for removal of the Laidely
Agreement to ensure access to terminals by independent country distributors.

The Commission outlines ways in which the Laidely Agreement might be
withdrawn in Chapter 7.  Terminal gate pricing, achieved by means of regulation,
is neither practical nor warranted.

High prices in country towns that are the result of anti-competitive behaviour are
of particular concern.  There are existing remedies for many forms of anti-
competitive behaviour within the TPA.  However, there are some limitations on
the Trade Practices Commission in pursuing TPA remedies in small country
markets.  This may superficially increase the attractiveness of 'blanket' policies,
such as price surveillance or a regulated system of terminal gate pricing, but the
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effectiveness of such policies has to be weighed against the costs that are
imposed on the broader economy.
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6 PRICE REGULATION

Regulation of petroleum product prices by the Prices Surveillance
Authority should be discontinued since effective competition in
wholesale (and most retail) markets makes such intervention
unnecessary.  In metropolitan markets the maximum wholesale prices
may have added to price volatility.  In country areas they may have
reduced competition by dulling market signals and suppressing profits.
There appears to be a widespread misconception that petrol prices are
higher than they should be because of a lack of competition.  The
evidence does not support that view.  If, however, the public needs
further reassurance on this matter, the Commonwealth Government
may wish to consider the introduction of some form of monitoring of
petroleum product markets for a limited period.  Any such monitoring
should take account of a range of factors (not just prices), should avoid
price control and might focus particularly on those country areas
where competition is weak and retail margins high.

The Commonwealth Government, through the Prices Surveillance Authority
(PSA), regulates the maximum wholesale price of petrol and diesel.  In
metropolitan markets the maximum wholesale prices normally exceed actual
wholesale prices and to that extent, might not represent an effective constraint on
those prices.  However, the maximum prices set by the PSA may be adding to the
price volatility in metropolitan markets.  In contrast, in some country markets
maximum wholesale prices may not permit prices to be charged that would fully
recover the costs of supply.  The regulation of wholesale prices appears to have
had little downward impact on country retail prices — a small and declining
proportion of country sales of petroleum products are subject to price regulations,
which apply only to sales by the oil majors.  Yet, by constraining price signals
the wholesale price regulations may well have discouraged investment in country
distribution operations.

6.1 Price control in petroleum product markets

The outbreak of World War II led to the imposition of price controls on
petroleum products.  Price control by either the Commonwealth or State
Governments has continued in one form or another since that date.  A brief
history of government intervention in petroleum product pricing is in Appendix I.
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Six of the eight States and Territories currently have legislation relating to the
regulation of petroleum product prices:

• Price Regulation Act (NSW) 1948;

• Fuel Prices Regulation Act (Vic) 1981;

• Prices Act (SA) 1975;

• Petroleum Products Pricing Act (WA) 1983;

• Fair Trading (Fuel Prices) Act (ACT) 1993; and

• Price Regulation Act (NT) 1949.

However, in most States and Territories the application of these regulations has
been progressively reduced or removed.  In New South Wales, the legislation is
precautionary.

The Prices Regulation Act would now only be used in emergency situations, such as to
stop exorbitant price rises during supply shortfalls.  (NSW Government, sub. 73, p. 4)

Victorian and South Australian retail petrol prices are monitored.  However, the
PSA pointed out that the trigger price mechanism provided for in the Victorian
legislation is not presently enforced (sub. 87, p. 5).  The Western Australian
Government ceased setting maximum retail prices for petrol in 1993.  The
Australian Capital Territory Government passed retail price control regulation in
1993.  At this stage, the reserve powers provided by this legislation have not been
used.

Although State and Territory legislation is not currently having a direct impact on
petroleum product prices, the legislation could be activated.

The PSA commenced price surveillance of petroleum products in 1984.  The
PSA summarised the rationale for the Commonwealth regulation of petroleum
product prices as follows:

PSA involvement with the oil industry reflects an underlying concern about the strength
of competition in the industry.  ... It also reflects concern to avoid excessive regulation
through duplication of Commonwealth and State or Territory Governments and the
recognition of both the strategic importance of petroleum products and the public’s
sensitivity to petrol prices.  (PSA 1992a, p. 7)

Many participants, including the oil majors, called for the removal of price
regulation for petroleum products.

The present PSA intervention pricing system is complex and distorting.  ... PSA should
cease setting a maximum intervention price for any petroleum products ...
(Shell, sub. 50, p. 15)

The Queensland Farmers’ Federation and some other participants expressed
similar views.
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Unless there is obvious and demonstrable benefit in retaining the PSA as a price setting
body then the Federation seeks that the PSA be disbanded ...  (sub. 34, p. 1)

Other participants saw little benefit in a deregulated price system, for example:

APADA believes that the PSA has a continuing role in the oil industry as a monitor to
ensure the process of 'keeping the industry honest'.  It has built up considerable
knowledge of, and skills in, the industry, however it suffers from not having the
necessary teeth to enforce its findings, as opposed to influencing by embarrassment.
(APADA, sub. 26, p. 47)

In regard to monopoly pricing and competition policy, the Independent
Committee of Inquiry into National Competition Policy (the Hilmer report)
considered prices oversight — surveillance or monitoring — should be used in
very limited circumstances:

Any form of prices oversight will involve costs for the firm subject to the process and the
regulator. The Committee proposes that firms should be subject to prices oversight in
only limited circumstances defined by statutory criteria and after an independent inquiry
has investigated the market situation, alternative pro-competitive reforms and
recommended that prices oversight is appropriate. (Independent Committee of
Inquiry 1993, p. 273)

There are significant differences between price surveillance and monitoring.
Generally, the intention of monitoring is to ascertain whether or not prices are
persistently above the levels anticipated in a competitive market (the 'base'
prices).  This distinguishes monitoring from surveillance, which is intended to
curtail excessive prices before they arise (and perhaps before the underlying
causes are detected).  If monopoly pricing is detected by price monitoring,
appropriate solutions can be implemented, although these may not involve any
form of price control or surveillance.

Monitoring may be useful when the potential for monopoly pricing exists but
may not actually be occurring.  In these circumstances it is important that prices
oversight does not actually impact on prices.  The PSA included price monitoring
as an option for discussion during the general review of declarations.

Monitoring could be recommended if the market is found to be generally subject to
effective competition but the Authority has some short-term concerns about pricing and
market performance. (PSA 1994, p. 24)

6.2 PSA surveillance of petroleum products

For most products subject to surveillance, the PSA requires notification of
proposed price increases for its endorsement.  A different approach is used for the
surveillance of petroleum product prices.  Each day the PSA sets a common
capital city maximum wholesale price — termed the intervention price — for
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petrol and diesel.1 This maximum wholesale price applies to all petrol and diesel
sold by the declared companies (Ampol, BP, Caltex, Mobil and Shell) except for
fuel sold by advertised tender and on fuel cards.  The declared companies each
submit prices to the PSA for endorsement, which is conditional on the prices
being at or below the relevant maximum wholesale price.

The different surveillance treatment of petrol and diesel is due to:

... the unique characteristics of the industry and the evolution, over many years, of
procedures developed by surveillance bodies in consultation with the industry, but within
restrictions imposed by Commonwealth Governments. (PSA, sub. 87, p. 2)

All firms subject to PSA surveillance procedures comply by persuasion rather
than by control.

In setting maximum wholesale prices the PSA is required under its Act to have
regard to:

... the need to maintain investment and employment, including the influence of
profitability on investment and employment.  (PSA 1993a, p. 7)

The PSA maximum prices cover a high proportion of petrol sales, but less than
one half of diesel sales in metropolitan areas.  Country areas account for
approximately 20 per cent of petrol sales and 35 per cent of diesel sales.
However, only a small proportion of sales to country retailers appear to be
directly subject to PSA price regulation.  Hence, sales by the majors to
distributors for sale on distributor invoices are covered by the regulation, but
wholesale sales by these distributors are not covered, even if an oil major holds
equity in them.

Box 6.1 illustrates the PSA approach to setting the common capital city
maximum wholesale price of petrol.  The formula for diesel follows a similar
approach.  The PSA prices include:

• an estimate of an import parity price, which includes a price for product, sea
transport to Australia, insurance and loss, and wharfage charges;

• a 'local component' which covers costs from the wharf to the terminal gate;

• federal excise; and

• State franchise fees.

1 The PSA surveillance of petroleum products initially applied to petrol, diesel, aviation
gasoline, AVTUR and refinery-produced LPG. Surveillance of aviation fuels ceased in 1990
and surveillance of LPG prices was modified to price monitoring in 1991.
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Box 6.1: PSA approach to setting the common capital city
maximum wholesale petrol price (cents per litre)

9 Aug 93 4 Mar 94
Singapore $A price of Mogas
(97 Octane 0.15 lead) 22.15 18.79

Made up of a seven day moving average of
   spot and posted prices

Freight (updated monthly)  1.35  1.25
A weighted average for six mainland
coastal capital cities of the cost of freight
for deliveries from Singapore by a
30 000 - 40 000 tonne product tanker

Insurance and Loss  0.14  0.11
0.5668 per cent of the fob plus freight
- the rate is based on information supplied
 by companies in the oil and other industries

Wharfage  0.21  0.22
The cost of unloading only, not storage,
and based on information supplied
annually by the port authorities

Import Parity Price 23.85 20.37

Local Component  7.40  7.40
Federal Excise 26.57 31.57
Maximum Wholesale Pricea 57.82 59.52
a The common capital city maximum wholesale price is technically described as the PSA

intervention price and excludes State franchise fees and transport costs to areas beyond the capital
cities.  State franchise fees and certain PSA approved transport costs may be added to the capital
city maximum.

Source: Based on data supplied by the PSA

For areas outside coastal capital cities, maximum freight charges (so called
'freight differentials'), which are calculated by the PSA, are added to the
maximum wholesale price.  There are over 4 000 freight differentials.  These
freight differentials recoup only some of the costs incurred in wholesaling fuel to
non-metropolitan areas because of Ministerial Directions which require the PSA
to exclude certain transport and depot costs.  In addition, the PSA reported that it
does not include the following costs in calculating freight differentials in order to
follow “a traditional price setting practice established by the oil majors before
PSA surveillance was in place”:

• delivery within capital cities; and
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• freight from depot towns and outports to retail sites in a 10 kilometre zone,
as well as the costs of operating these depots and outport terminals
(sub. 197, p. 8).

The local component is intended to be large enough to compensate for these
costs.  (Appendix G discusses Ministerial Directions in more detail.)

The PSA regulation aims to achieve two objectives.  It aims to place a cap on
prices charged by the oil majors and to ensure lower country fuel prices at the
expense of capital city consumers.

The Commission has examined the PSA approach to setting maximum wholesale
prices for petrol and diesel and calculated independent estimates of the maximum
wholesale price (see Table 6.1).  The PSA common capital city price is higher
than the Commission’s estimates of maximum wholesale prices for capital cities.
The difference is primarily due to the inclusion of different benchmark fuels in
the Commission’s estimates and a significantly lower local component.
Appendix G presents a comprehensive discussion of the analysis.

Table 6.1: PSA and Commission capital city import parity prices
for petrol and diesel, 9 August 1993 (cents per litre)

City

Petrol PSAa 0.4 Leadb Unleadedb Premium unleaded b

Sydney 23.85 23.05 22.54 25.20
Melbourne 23.85 23.04 22.54 25.19
Brisbane 23.85 22.99 22.48 25.14
Perth 23.85 22.61 22.11 24.76
Adelaide 23.85 23.06 22.56 25.21
Darwin 23.85 22.78 22.27 24.93

Diesel PSA Dieselc

Sydney 22.95 23.27 na na
Melbourne 22.95 23.26 na na
Brisbane 22.95 23.19 na na
Perth 22.95 22.73 na na
Adelaide 22.95 23.25 na na
Darwin 22.95 22.88 na na

na not applicable.
a The maximum wholesale price for premium unleaded is 4.77 cents per litre above the maximum

wholesale price for unleaded.
b These prices reflect alternative benchmark fuels, with appropriate lead and octane levels, and

separate capital city import parity prices.
c This price reflects a diesel only formula (excluding kerosene), with separate capital city import

parity prices.
Sources: PSA; Commission estimates based on Platts data
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The Commission’s estimate of import parity prices for leaded, unleaded and
premium unleaded petrol are lower than the PSA prices.  The Commission’s
estimate of the diesel import parity price for 9 August 1993 is marginally higher
than the PSA maximum wholesale price.  The difference is greatest for premium
unleaded.

The local component covers the non-manufacturing domestic costs excluded due
to Ministerial Directions, plus marketing and distribution costs, and profit.  Profit
on refinery operations is not included in the local component as profit is
implicitly included in the import parity price of Singapore product.

Table 6.2: Estimate of the local component for capital city and
country sites (petrol)

Cost component Local component
for capital city

supply

Local component
for country supply
via road transport

Local
component for
country supply

via outport

(cents per litre) (cents per litre) (cents per litre)
Storage 0.8 0.8 0.8
Transport to terminala 0.1 0.1 0.1
Administration 1.0 1.0 1.0
Marketingb 0.3 0.3 0.3
Not included in freight differentials:

Delivery within capital cityc 0.5 to 1.1 na na
Outport transport costsc na na 1.0 to 2.0
Outport storagec na na 1.0
Deport town storagec na 2.0 to 3.0 0 to 3.0d

Delivery within depot/outport
areac

na 0.5 to 2.0 0.5 to 2.0

Wholesale profite 0.5 0.5 0.5
Total 3.2 to 3.8 5.2 to 7.7 5.2 to 10.7

a Transport is by pipeline.  Transport is generally included in the storage cost (0.8 cents per litre), but for
this exercise an estimate of 0.1 cents per litre has been separately listed.

b Based on oil major estimates of advertising and sales promotion costs (0.2 cents per litre), increased to
cover other marketing costs.

c Based on oil major estimates.
d Not included if final supply is within outport area.
e Does not include refinery profit.
Source: Commission estimates

The same local component rate applies around Australia even though the costs
differ from State to State and from city to country.  The local component has
remained at 7.4 cents per litre for both petrol and diesel since the introduction of
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the current pricing regime in 1990.2  The PSA has commenced a review of the
local component.  The Commission has estimated the local component by
identifying the items that should be included and then forming estimates of each
item.  These estimates suggest that for metropolitan markets the local component
should be substantially less than 7.4 cents per litre — the amount allowed by the
PSA (see Table 6.2).  Appendix G contains details of the Commission’s
estimates.

The PSA capital city wholesale price is the same for all capital cities, despite
differences in the costs of supplying each city.  The PSA averages transport and
wharfage costs across six capital cities (Sydney, Melbourne, Brisbane, Adelaide,
Perth and Darwin).  The PSA price is higher than the Commission’s individual
capital city estimates of a maximum wholesale price.  For example, on 9 August
the PSA common capital city maximum wholesale price was 57.82 cents per litre
compared to a Commission estimate for Sydney of 53.42 cents per litre.3

To illustrate the impact of adopting different approaches to price setting, the
Commission has derived non-metropolitan wholesale prices, as at 9 August 1993,
for a number of locations (see Table 6.3).  Although these prices include the
items which are excluded from freight differentials by Ministerial Directions,
they are lower than the corresponding PSA prices.  For example, the Commission
estimated the Townsville wholesale price (excluding Ministerial Directions) to be
55.31 cents per litre.  This estimate is 2.51 cents per litre lower than the PSA
maximum wholesale price for Townsville — the Townsville price is constrained
to the Brisbane maximum wholesale price by Ministerial Directions.  Estimates
of wholesale prices for leaded and premium unleaded petrol for the Queensland
cities reported in Table 6.3 are in Appendix G.  In each case, the Commission’s
estimates of the wholesale price are below the current PSA maximum wholesale
price.4

2 The breakdown of the local component has not been released by the PSA, but it is reported
to rely extensively on cost information supplied by oil majors.  The broad brush approach to
the local component presents a stark contrast to the fine detail used by the PSA in calculating
4 000 freight differentials to country locations.

3 The Commission’s Sydney estimate includes 23.05 cents per litre import parity price (see
Table 6.1). plus 3.8 cents per litre — the Commission’s estimate of the local component for
supplying capital city resellers (see Table 6.2) — and the Commonwealth excise of 26.57
cents per litre. State franchise fees are excluded from the PSA and Commission prices here.

4 This analysis should not be interpreted as suggesting that the current PSA intervention prices
set for all country locations are capable of covering all costs.



6/PRICES OVERSIGHT AND COMPETITION

115

Table 6.3: Wholesale prices of unleaded petrol: comparisons of
PSA maxima and the Commission’s estimates for
selected cities, 9 August 1993 (cents per litre)

Queensland Brisbane Townsville Julia Creek
PSA Commissiona PSA Commissiona PSA Commissiona

Import parity 23.85 22.48 23.85 22.48 23.85 22.48
Excise 26.57 26.57 26.57 26.57 26.57 26.57
PSA local component 7.40 7.40 7.40
IC domestic costsb 2.70 2.70 2.70
Capital city transport 1.00
Transport to outport 1.36 1.36
Outport storage 1.00 1.00
Outport free delivery area 1.20
Transport to depot 2.50 2.50
Depot storage 2.50
Depot free delivery area 1.20
Total 57.82 52.75 57.82 55.31 60.32 60.31
Western Australia Perth Port Hedland Broome

PSA Commissiona PSA Commissiona PSA Commissiona

Import parity 23.85 22.11 23.85 22.11 23.85 22.11
Excise 26.57 26.57 26.57 26.57 26.57 26.57
Franchise fee 5.67 5.67 5.67 5.67 5.67 5.67
PSA local component 7.40 7.40 7.40
IC domestic costsb 2.70 2.70 2.70
Capital city transport 1.00
Transport to outport 0.44 1.84 0.44 2.48
Outport storage 1.00 1.00
Outport Free delivery area 1.20 1.20
Total 63.49 58.05 63.93 61.09 63.93 60.31
South Australia Adelaide Port Lincoln Bordertown

PSA Commissiona PSA Commissiona PSA Commissiona

Import parity 23.85 22.56 23.85 22.56 23.85 22.56
Excise 26.57 26.57 26.57 26.57 26.57 26.57
Franchise fee 8.96 8.96 4.34 4.34 4.34 4.34
PSA local component 7.40 7.40 7.40
IC domestic costsb 2.70 2.70 2.70
Capital city transport 1.00
Transport to outport 0.18 2.09
Outport storage 1.00
Outport free delivery area 1.20
Transport to depot 1.70 1.70
Depot storage 2.50
Depot free delivery area 1.20
Total 66.78 61.79 62.34 60.46 63.86 61.57
a A derived price that reflects alternative benchmark fuels and separate capital city import parity

prices.
b 'IC domestic costs' are the Commission’s estimate of the local component items of 'Storage',

'Transport to terminal', 'Administration' and 'Marketing' reported in Table 6.2.
Source: PSA; Commission estimates
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It is difficult to be definitive about the accuracy or otherwise of the PSA
maximum wholesale price, which only takes into account a few of the many
variables which eventually bring supply and demand into equilibrium.  The
Commission believes its estimates in Table 6.3 are reasonable approximations of
the components of wholesale prices that might be observed in the absence of the
price regulation.  However, estimates derived in this fashion can only be
indicative.  They cannot take into account the myriad adjustments in costs and
prices which would occur with actual market conditions, if price regulation were
to be discontinued.

6.3 The impact of PSA wholesale price regulation

6.3.1 Price volatility

Despite the PSA’s involvement in regulating petroleum product prices,
submissions to this inquiry indicate community concerns about the level, and in
some instances, the volatility (or lack of volatility) of retail prices for petroleum
products.  Public attention is mainly directed at retail prices and their
unpredictability.  Most concerns relating to price discounting, however, are
expressed by country consumers who do not share in the lower prices.

Prices in many country towns are relatively high and show little variation.  By
contrast, prices in the major Australian cities exhibit cyclical variations with
prices in both the peaks and troughs often lower than the lowest country prices.

Price volatility means different things to different people.  In some cases concern
is expressed about the wide swings in prices offered at retail outlets, often the
same outlet, on different days.  In other cases concern is levelled at the number of
changes in retail prices, as prices exhibit considerable change over a number of
days or even during a single day.  These concerns relate to the amplitude and the
frequency of price variations.  Concern is also levelled at the differences in
volatility, however defined, between different retail locations at the same time.
This section examines how the current form of regulation affects volatility.

In many instances the volatility of city prices is not a reflection of changes in the
import parity price of fuel or changes in taxation arrangements.  As shown in
Figure 6.1, from time to time the variations in Brisbane retail prices were more
frequent and sometimes of a greater amplitude than would be expected from
movements in international refined product prices and product taxes alone.  This
was particularly true in 1993.  (Chapter 2 shows that international refined product
prices follow a similar pattern to crude oil prices.)  In other capital cities, the
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pattern is similar — although increases and decreases in fuel franchise fees in
Victoria explain a larger part of the retail price variations in that State.

Figure 6.1: Daily Singapore refined product prices and Brisbane
retail petrol prices, October 1989 to October 1993

BRISBANE RETAIL

EXCISE

SINGAPORE UNLEADED SPOT PRICE

Sources: Platt’s; Informed Sources; PSA

Petrol price volatility is not unique to Australia.  The USA has also experienced
volatile prices that cannot be explained by external factors such as changes in the
import or export parity prices.  A study of petrol prices across the United States
found prices varied across and between cities at a given time (Marvel 1976).

One explanation of price volatility in the capital cities relates to their proximity
to refineries and, perhaps even more importantly, the potential for demand in
those cities to reduce any stock build up.  All Australian mainland coastal capital
cities, except Darwin, have a refinery.  Other cities that commonly exhibit high
volatility are either the site of a refinery (Geelong) or have a relatively large
demand for petrol and a ready access to refinery products (for example,
Newcastle which is supplied by a pipeline from Sydney).  In the event of a build-
up in stocks, refiners can be expected to act to reduce stock levels as quickly as
possible to minimise storage costs.  An effective method of reducing stocks at
lowest cost is to offer lower prices in areas of high demand.  Capital cities are
close to the refineries and can absorb additional product more quickly and
cheaply.

Smaller cities and country towns, on the other hand, consume relatively low
volumes of petrol and have a much smaller capacity to quickly absorb any
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increase in supply.  Supplying these locations can also involve significant
transportation and storage costs.  Ampol put forward a similar point:

Price volatility does not occur with the same frequency or magnitude in country areas
compared to metropolitan locations.  This is primarily due to the limited size of markets
in the country regions, therefore there is less opportunity to gain enough volume growth
from discounting to offset reductions in margin. (sub. 40, p. 81)

The PSA considers that price regulation reduces volatility and reduces the
disparity between city and country prices.  The PSA takes the view that:

Extreme petrol price volatility can undermine public confidence and cause State and
Territory Governments to consider adopting their own petrol price regulation.  The PSA
has strenuously opposed moves which might lead to a resurgence of fragmented
wholesale price controls across the country. (sub. 87, p. vi)

The Commission shares the PSA’s opposition to the introduction of State
wholesale price controls.  It is not evident, however, that the PSA maximum
dampens the peak or lifts the floor of the price cycle, or that it minimises
country-city price differentials.  Further, it is not clear that lower price volatility
or reducing price differences between country and city prices should be targets of
public policy.

Some participants suggested that the PSA maximum provides a focal point for
the oil majors, in that they aim to push prices up to the maximum wholesale price
at the peak of the pricing cycle.  In relation to city prices this view is supported
by BP.

A market driven price, set by the forces of supply and demand would not necessarily
reach the PSA maximum price.  As long as there is a set maximum, prices will recover to
that maximum on almost all occasions. The level of the maximum price, BP believes,
determines the size of the fluctuation in the actual price.  (sub. 37, p. 12)

Caltex in the context of explaining price cycles in major metropolitan retail
markets noted:

... when temporary rebates are removed by the supplying companies, the PSA 'ceiling'
invariably sets the new price.  (sub 41, p. 8)

The focal point role of the PSA maximum wholesale price has also been
suggested by Heeney (sub. 107, p. 59) and by the Trade Practices Commission
(TPC) in its 1988 position paper on the petroleum products industry.

The PSA set wholesale price is usually returned to by all oil companies after price war
events ... in the absence of such a benchmark it is probable that wholesale prices at such
times would be more a reflection of each oil company's costs rather than PSA
calculations.  (TPC 1988, p. 25)

Figure 6.2 shows the average daily retail price of petrol in Melbourne against the
PSA maximum price of petrol, plus the State fuel franchise fee and a
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representative retail margin of 3 cents per litre.  In some instances, the peak of
the price cycle is at the implied maximum price.  For others, the peak is below
the maximum.  The retail price is a market average across the whole of
Melbourne.  Not all retail sites will necessarily reach the peak of the cycle or
even be on the same cycle on the same day.  Although the message in Figure 6.2
is sensitive to the retail margin assumed, it cannot be entirely dismissed that the
price is being led up to a retail price that reflects a retail margin on the maximum
wholesale price.

Figure 6.2: Average daily retail petrol price and the retail price
implied by the PSA maximum wholesale price,
Melbourne, February 1990 to December 1993

50

60

70

80

90

ACTUAL RETAIL

IMPLIED RETAIL

Sources: Informed Sources; PSA; Commission estimate of the retail margin

Alternative hypotheses can also explain the observations reported.  For example,
the PSA price may exactly coincide with the actual competitive price.  Another
view is that the PSA maximum wholesale price simply constrains competitively
set prices from reaching higher peaks from time to time.  That is, the oil majors
when emerging from a period of discounting, are constrained from increasing
prices to a level that fully reflects supply and demand conditions.  An earlier
section of this chapter suggests the likelihood of the PSA maximum wholesale
price being too high on average, but this is also consistent with constrained price
peaks from time to time.  In the very short run, price can reflect domestic and
even regional supply and demand conditions in isolation.  In these brief instances
it may be necessary for prices to exceed the maximum wholesale price by a
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considerable margin so that the appropriate signals are given to suppliers and
customers to ensure that demand and supply are brought back into equilibrium at
a competitive price.  In these instances the maximum wholesale price set by the
PSA would squeeze oil majors’ margins and ultimately damage investment
prospects in the industry.

The PSA suggests that Shell and BP use commission agent retail sites as
'prompts' to change market prices.  This mechanism may have become important
since June 1991 when oil companies ceased rack price discounting and
commenced to offer selective non-rack price support to certain markets.  The
PSA presented evidence of such an outcome for a period in Sydney.  The PSA
suggests that such occurrences may be evidence of significant market power.
The PSA considers that Figure 6.3 shows:

... how BP and Shell used their commission agent sites to lead average pump prices up in
Sydney during the period May to July this year.  Shell led the market up on four
occasions while BP did so in two instances. (sub. 87, p. 15)

Figure 6.3: Daily retail petrol prices, Sydney, May to July 1993

Source: PSA, sub. 87, p. 16

Whilst the reasons for the price increases over this period cannot be identified it
is of interest to note that the peak prices are in most instances approximately
4 cents per litre above the maximum wholesale price — suggesting the wholesale
price acts as a focal point in the oil majors’ pricing strategies.
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Another view is that these pricing adjustments by the commission agent sites
simply reflect responses by the two oil majors to changes in supply or demand
which were outside of their control or influence.  This explanation may be
particularly relevant to Shell which operates one of the two refineries in Sydney.

The rack pricing policies of the oil majors also support the focal point view.  The
PSA endorsed price is often the basis of the rack prices posted by the oil majors.
Endorsed prices of the oil majors are often at the same level and closely track the
PSA maximum price.

The analysis presented above is inconclusive.  The observed behaviour may
indicate the maximum wholesale price is a focal point.  Equally, the evidence is
consistent with an hypothesis of strong competition because this focal point price
appears to be transitory — prices generally fall in response to another period of
discounting.  The oil majors’ failure to maintain the focal point price is
suggestive of strong competition.  (This view is supported by the analysis in
Chapter 4.)  In a worst case scenario, the PSA maximum wholesale price could
facilitate tacit collusion by providing a benchmark price to return to after a period
of discounting.

6.3.2 Impact of Ministerial Directions

The PSA calculates the maximum freight charges which the oil majors may add
to wholesale prices to cover transport costs (so-called freight differentials).  The
Commonwealth Government has intervened through Ministerial Directions to
require the PSA to exclude certain transport and storage costs from freight
differentials.  The intention is to reduce the price of petrol and diesel to country
consumers.  However, in an apparent anomaly, the PSA maximum price includes
an allowance of 7.4 cents per litre — the local component — which is partly
intended to allow the oil majors to recover through wholesale prices what they
are not permitted to recover through the freight differentials.

... a local component, currently 7.4 cents per litre, which is assessed by the PSA to allow
for the recovery of metropolitan marketing, distribution and delivery costs, as well as
some country marketing and freight costs which are excluded from freight differentials ...
(PSA, sub. 87, p. 3)

The PSA believes that the local component provides for a 'surplus' in the
maximum wholesale price in the cities which is intended to make up for some of
the 'deficit' that cannot be recovered in country prices because of Ministerial
Directions.

Thus, some country supply costs are fully or partially recovered in base prices from city
consumers rather than directly from the country markets where the particular costs are
incurred.  (sub. 87, p. 27)
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In practice, however, cross subsidisation of the country by the city is unlikely to
occur because the degree of competition between the oil majors in metropolitan
areas forces prices well below the maximum wholesale price.  This view is
supported by Shell:

... competition tends to drive prices in cities towards marginal cost and so prevents the
recovery of country costs from city consumers. (sub. 36, p. 16)

Shell pointed out the longer term risks associated with the impact of the
Ministerial Directions and the under-recovery of freight costs in the maximum
wholesale price.

... if the pricing rules continue to prevent the recovery of full freight costs to some remote
areas, refiner/marketers will come under increasing pressure to withdraw from these
markets.  These areas would continue to be supplied, but by market players who can find
ways to circumvent the PSA's rules.  For example, an independent might purchase direct
from the refiner, transport the product to rural areas and retail it to consumers.  This
would mean that even if the PSA guidelines continue to permit under-recovery of freight,
freight costs would ultimately be recovered in the retail margin. (sub. 36, p.17)

In country areas there is a suggestion that the oil majors are incurring losses.  For
example Caltex noted:

The PSA ceiling price (including the PSA determined freight differential) acts as an
effective limit in some country areas and is frequently insufficient to recover costs due to
the non recognition of infrastructure costs in freight differentials allowed. In these
circumstances the ceiling price clearly limits returns.  ... Attempts by refiner/marketers to
recover these costs in metropolitan markets do not succeed due to competition from those
who do not market in country areas.  The unrecovered costs therefore have to be borne by
the refiner/marketers in the form of reduced profitability. (sub. 41, pp. 8 & 10)

In the draft report the Commission noted that this situation could distort country
supply arrangements.  The Commission suggested that the growing proportion of
country volumes on distributor paper could be due to the fact that sales on
distributor paper are not subject to PSA price regulation.  In 1992, the PSA
observed that an increasing proportion of smaller volume sales in country areas
were being made on distributor paper, and that wholesale prices on distributor
paper:

... exceed the PSA price caps applying to oil company sales. ... [this] might be attributed
to more appropriate freight/supply charges than is possible for oil companies under PSA
price caps. (PSA 1992b, p. 20)

In its initial submission the PSA recommended the removal of the Ministerial
Directions “as they have not been altogether effective in restraining country retail
prices” (sub. 87, p. vi).  However, in response to the draft report the PSA
challenged the possibility that price caps have impacted on supply methods.

... no compelling evidence is provided to demonstrate that oil companies are forced by
PSA price caps to use less efficient distribution systems. (sub. 197, p. 10)
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Mobil said that the Commission’s suggestion was inaccurate, and that any shift of
country trade to distributors was to “achieve a more efficient distribution pattern”
(sub. 139, p. 6).  The Commission acknowledges the current trend to divest
country distribution assets is occurring as a response to a range of strategic
considerations.  However, the maximum wholesale price regulations may be one
of the factors contributing to this trend.

If the Ministerial Directions lead to the oil majors servicing country areas
indirectly through distributors it is likely that the costs of supplying country
consumers are not being minimised.  Shell’s comments support such a view.

Moreover, if the refiner marketers did withdraw from rural markets, it is possible that the
overall level of costs faced by rural consumers would be higher than would otherwise
have been the case.  This is because the alternative distribution systems which might
replace the present ones seem likely to have higher costs than those currently in place, for
if these alternatives had lower costs they would presumably be operating already.
(sub. 36, p. 17)

The continued presence of the oil majors in country areas suggests that any losses
arising from the regulations are not yet sufficient to warrant withdrawing from
country markets.

6.4 Hilmer report

The Hilmer report provided cautious support for prices oversight — surveillance
and monitoring — but only in those cases where direct action could not be taken
to increase competition.

Intervening to restrict prices can deter new investment, constrain productivity growth and
dull the signals to new firms to enter the market.

Since price control never solves the underlying problem, it should be seen as a 'last
resort'.  ... regulatory responses to monopoly pricing concerns must be approached with
caution. (Independent Committee of Inquiry 1993, p. 271)

The report contained principles and guidelines on when prices oversight should
be used, the intensity of oversight and the methods for assessing prices
(see Box 6.2).
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Box 6.2: Recommendations in the Hilmer report on prices
oversight

• monopoly pricing concerns be addressed through reform to enhance
competition and that prices oversight be a residual and second best option;

• a national competition policy include a mechanism for price surveillance
and monitoring, but not price control;

• the Commonwealth Minister declare a firm for prices oversight where it is
in the public interest and the firm;

− has agreed to prices oversight, or

− has substantial market power in a substantial market and prices
oversight has been recommended by the National Competition
Council after a public inquiry;

• declarations lapse automatically after no more than three years, unless
renewed following a further public inquiry;

• pricing principles should be limited to efficiency and competition (that is,
they do not include social or equity objectives);

• price 'bases' be determined according to the characteristics of individual
markets; and

• a formal mechanism be provided to allow firms subject to prices oversight
to petition for revocation of the declaration.

The Hilmer report identified three types of price bases against which prices can
be compared:

• cost-based, which would allow for pricing up to the cost of production, plus
a margin;

• price capping, which would allow for price increases within the range of the
growth in CPI minus 'X', where 'X' is set taking into account the anticipated
increase in productivity in the particular industry; and

• yardstick prices, which would allow for prices up to some arbitrarily
selected price, possibly international prices, as is the case with current PSA
intervention prices for petrol and diesel.

If the recommendations in the Hilmer report are accepted, the Commonwealth
Government will have the power to establish prices oversight only if the relevant
companies agreed or the National Competition Council finds that each firm had
substantial market power in a substantial market.  The Hilmer report
recommended that existing declarations for price surveillance under the Prices
Surveillance Act should lapse after two years.
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In the Commission’s view an application for prices oversight of an oil major
would fail the substantial market power test because there is adequate
competition.  However, prices oversight could still proceed if the oil majors
formally agreed to a declaration.  Caltex and Ampol indicated during this inquiry
that they would accept price monitoring as a transitional mechanism.  Shell and
Mobil indicated their opposition to price monitoring.  The Commission considers
that continued oversight of this industry is unnecessary (see Section 6.5).

6.5 Commission’s assessment

6.5.1 Removal of price regulation

Australia has a history of continuous price interventions in petroleum product
markets since World War II.  The Commission’s analysis of competition in these
markets and the effects of price interventions lead it to conclude that the time has
come for the PSA price surveillance of petroleum products to be discontinued in
all markets.  The existing wholesale price controls are not providing the
reassurance that many are seeking.  Yet they are preventing prices from playing
the important role of guiding investment and resources into their most efficient
use.

Prices oversight in the cities is unnecessary because of the vigorous competition
observed in those markets.  Moreover, the existence of maximum wholesale
prices may have contributed to increased price volatility.  Concerns about the
effectiveness of competition in some country retail markets are not addressed
through the current arrangements for wholesale price regulation.  Indeed, by
restricting cost recovery, the price controls may be discouraging investment and
competition in country markets.

Continued prices oversight of the petroleum products is not conducive to the
community developing any trust in the industry.  This was recognised by the
New South Wales Government (Office of Energy) which proposed that the
positions of the industry incumbents be tested through the relaxation of price
controls.

The surveillance of certain petroleum product prices by a Commonwealth body indicates
a lack of confidence in the market to set competitive prices.  This point is disputed by the
petroleum industry, and the Office of Energy considers that it would seem logical to test
whether the industry is capable of setting competitive prices free of a declared maximum
wholesale price or intervention price. (sub. 73, p. 3)

The Commission considers that generic competition regulation, such as the Trade
Practices Act, is the appropriate means to handle any concerns regarding the
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strength of competition in petroleum product markets.  Other recommendations
of this report will directly address impediments to competition in retailing and
distribution.  This is consistent with the approach in the Hilmer report which
found that a prices oversight regime should be targeted at those cases where pro-
competitive reforms are not practical or efficient.  This is not the case in the
petroleum products industry.

Recommendation

The Commonwealth Government should withdraw the Ministerial
Directions and terminate the existing price surveillance arrangements
in relation to petroleum products.

The removal of maximum wholesale price regulation will lead to longer term
changes in the distribution network, particularly in country locations.  Price
relativities will change.  Costs, and hence prices, in some locations will fall as
some sales, currently made on distributor paper, are re-directed to least cost
supply channels.  On the other hand, if the oil majors have continued to supply
high cost country locations, despite the Ministerial Directions, prices to these
locations may increase.  This realignment of prices could lead to public disquiet
and lobbying for State Governments to control petroleum product prices.

As noted earlier, a number of State Governments have legislation on their books
which could be brought into effect.  An important aspect of the PSA’s
surveillance of the maximum wholesale prices has been the centralisation of price
regulation.  If the benefits associated with the removal of PSA surveillance are to
be achieved this State legislation should not be activated.

Recommendation

State and Territory Governments should refrain from regulating
petroleum product prices.

A range of pricing policies and structures may emerge once price regulation is
removed.  Shell indicated that in a deregulated environment (no price control) it
would move towards a negotiated price according to the customer’s buying
power, location and market.  The price would not be publicly quoted
(Transcript, pp. 101-102).  There may emerge a greater range of wholesale prices
within and between companies.
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Terminal gate price regulation has been put forward as an alternative price
control mechanism by some participants.  A voluntary terminal gate pricing
structure may emerge over time and be of some benefit.  However, the
Commission believes that price regulation at the terminal gate would have many
of the disadvantages associated with the present price regulations and should be
avoided (see Chapter 7).

International experience may shed some light on what may happen in a
deregulated environment in Australia.  The removal of price control in New
Zealand did not lead to higher prices in metropolitan markets but higher prices
were experienced in some country markets (NZIER 1993).  The margin between
the average New Zealand retail price of petrol and a Singapore price has
narrowed.  The impact of the removal of price controls may be more dramatic in
New Zealand than in Australia because wholesale and retail prices (therefore,
effectively, the retail margin) were previously regulated in New Zealand.  The
removal of price controls in the United Kingdom and the United States has not
been accompanied by monopoly prices.  The international experience with
deregulation is discussed in Appendix J.

The withdrawal of maximum wholesale price regulation may not find immediate
public support.  Monitoring, as an option that might reassure a sceptical public, is
dealt with below.

6.5.2 Monitoring

While fears of monopoly pricing persist there will be pressure on governments to
intervene in ways which, unintentionally, will be to the detriment of the whole
community.  Many rural communities, in particular, hold a deep distrust of the
petroleum products industry.  Yet the reality is that, apart from some country
areas, market forces can deliver petroleum products at competitive prices.

The Commission’s draft report raised price monitoring as an option.

... given the public sensitivity to petrol prices, price monitoring — a less intrusive
alternative to prices surveillance — is an option.

The case for price monitoring is not strong, but monitoring during the transition to a less
regulated environment could improve transparency and encourage community support for
change.  Monitoring of petrol and diesel prices might be confined to country centres
where there is evidence of a low level of effective competition.

Participants’ comments

The Australian Automobile Association (AAA) contended that price monitoring
by the PSA is one of the elements required to safeguard consumer interests and to



PETROLEUM PRODUCTS

128

ensure that the benefits of deregulation are realised.  The AAA sees price
monitoring as especially relevant to country markets.

The need for monitoring [wholesale petrol prices] arises because in some areas, city and
country price differentials do not seem to reflect market conditions and freight charges.
(sub. 142, p. 3)

Shell opposed price monitoring.

The conditions in which the Hilmer Committee regarded price monitoring as useful are
not present in the petroleum industry.  The benefits to consumers that may arise from
price monitoring have not been demonstrated by the Commission. (sub. 137, p. 1)

Shell contended that there are dangers in price monitoring in that short term
pricing anomalies highlighted by monitoring may lead to calls for re-regulation.

Mobil also opposed monitoring on the basis that more direct solutions must be
found for country pricing problems.

Based on the Commission’s own analysis of the competitiveness of the metropolitan
market, any consideration of price monitoring can only be relevant to the country retail
markets. (sub. 139, p. 7)

The Australian Institute of Petroleum agreed with the Commission’s comments
(in the draft report) that the case for monitoring is not strong.  Nonetheless:

... the PSA role should revert to that of monitoring, as it had done for LPG and pre-mixed
concrete. (sub. 134, p. 6)

Caltex suggested that the system of surveillance retards evolution to another
pricing structure.  It supported price monitoring as a compromise which could
allow for evolution under community scrutiny:

Caltex acknowledges the adverse community perceptions noted by the Commission in the
pricing area and accepts that for a limited transitory period the removal of the PSA price
regulation may require the establishment of price monitoring procedures for petroleum
products as part of the process in moving to a fully deregulated system as proposed by the
Commission. (sub. 144, pp. 2-3)

Caltex proposed that each oil major set 'base list prices', with flexibility to add
delivery charges or subtract discounts.  The PSA would be advised of movements
in base list prices, and could ask for explanations.  The PSA would assess the
reasonableness of those prices by reference to individual company and industry
aggregate profitability (sub. 144, p. 3).  Monitoring of wholesale prices would
last up to two years (Transcript, p. 1114).  Caltex did not see the need to monitor
retail prices.

Ampol referred to monitoring in relation to world prices.

Ampol does not believe that price monitoring is necessary. However, we recognise that
consumers may wish to receive assurance that they are obtaining fuel at world



6/PRICES OVERSIGHT AND COMPETITION

129

competitive prices.  This could best be achieved by comparing pre-tax prices between
OECD countries.  (sub. 127, p. 9)

Monitoring of country prices is unlikely to be required if regulatory impediments to
competition are removed. Where a problem continues to exist we believe that it should be
dealt with by the proposed National Competition Commission.  (sub. 127, p. 10)

APADA advocated monitoring wholesale prices without automatic publishing of
the 'yardstick' used for comparisons.  The objective would be to reduce the
profile of prices oversight, which it saw as contributing to misunderstandings
about prices.  APADA suggested monitoring for a period of two years, after
which it might be abandoned if few problems were experienced.

The MTAA saw a role for monitoring of retail and wholesale prices, the aim
being to detect “aberrations and abnormalities which become readily obvious”.
Any persistent aberration would trigger a PSA investigation, with matters drawn
to the public’s attention — “no more than that”.  The MTAA would also have the
PSA retain “a reserve power to intervene, on referral from the Government, in
crisis situations such as that created by the Gulf War” (sub. 169, p. 5).

The PSA recommended monitoring country markets, in the event that wholesale
price surveillance was removed. The PSA would:

• monitor oil company freight charges/differentials;

• monitor distributor charges and prices; and

• undertake more intensive monitoring of retail pricing behaviour in country
markets. (sub. 87, pp. 35-36)

The PSA argued that if terminal gate access for independent wholesalers could
not be resolved, “the case to maintain surveillance at the reseller level would be
even stronger” (sub. 87, p. 36).

Consumer organisations and price information

Consumer groups, including the AAA and its State member bodies such as the
Royal Automobile Club of Victoria (RACV), the National Road Motorists
Association (NRMA) and the Royal Automobile Club of Queensland (RACQ),
have a potentially powerful role in increasing the spread of information on retail
prices.  The Commission believes that the most powerful weapon to encourage
more intense competition in country markets is to increase the information
available to consumers.  By helping consumers 'vote with their feet', motoring
organisations can be far more effective than price controls.

Some of these bodies are already collecting prices and their co-operation in this
inquiry has demonstrated a willingness and a capability to collect data on petrol
and diesel prices.  They have networks of agents in most areas who can collect
daily or weekly price data.  They issue direct-mail publications and have



PETROLEUM PRODUCTS

130

established telephone services for members that could be used to publicise price
information.  They can operate without the rigidity of government agencies.  As
representatives of consumers, these bodies have an incentive to provide a service
and the flexibility to devote resources to areas of greatest concern.  It would
represent a 'user pays' approach to price scrutiny, with consumers taking
responsibility for exerting pressure for the lowest possible prices.

The Commission does not wish to prescribe any system for consumer group
involvement — the approach taken by each organisation ought to be tailored to
the particular needs and characteristics of their members.  However, the
Commission offers the following suggestions:

• daily collection of retail prices in selected locations covered by each agency
to establish a data base for public access and for use in government
investigations;

• regular publication of retail prices in member newsletters (for example, the
RACV’s Royal Auto and the NRMA’s Open Road) which could include
commentary on aberrations.  The AAA could co-ordinate data collected by
State bodies to enable the publication of prices in interstate capital cities,
border locations and major traffic routes, such as national and State
highways;

• publication of wholesale prices (volunteered by the oil majors and
distributors) to demonstrate comparative wholesale and retail margins;

• publication of comparable data on world wholesale and retail prices;

• encouragement to retailers to advertise retail prices of fuels, especially on
major routes during holiday periods;

• establishment of telephone services to allow travellers to access price data
prior to journeys; and

• reporting of apparent abnormalities to the Trade Practices Commission (or
its successor, the Australian Competition Commission) for specific action.

By increasing consumer information, consumer groups can encourage
competition between rural areas — a significant avenue for increasing
competitive forces in country markets.  In the past, the lack of publicly available
information has fed rural misconceptions about prices and this in turn has led to
unnecessary or inappropriate intervention — with consequent costs for the whole
community.

Monitoring competition

The conventional reason for monitoring is to help detect monopolistic pricing.  In
the case of the petroleum products industry this type of behaviour does not apply,
but some form of monitoring of competitive behaviour for a short period could
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help to reassure a sceptical community and secure public support for the removal
of price surveillance.

Many participants, including the PSA, have recommended monitoring of retail
prices.  However, the real issue is the level of competition.  Any monitoring of
competitive performance should have a much broader focus than price.  It should
rely on a wide range of factors that, taken together, can give a better indication of
the strength of competition than price observations alone.  Any monitoring
should be capable of assessing apparent weaknesses in competition in all
wholesale and retail markets — not just wholesale markets in capital cities.

Monitoring must be flexible enough to allow prices and profits to exceed the
'base' levels from time to time without triggering a policy response from
governments.  There are two main reasons for this.  The first is to allow for
imperfections in techniques including the limitations of price or profit
information alone as an indicator of competition.  The second is that higher
prices or profits are a market signal to potential competitors as well as incumbent
firms that investment in an industry might be profitable.  Competition induced by
higher prices or profits will lead to a correction of excess prices or profits.  To
dull these signals by threatening intervention whenever observed prices or profits
exceed the 'base levels' would stifle investment and be counterproductive.  By
stemming market signals that would induce competition, prices oversight can be
self perpetuating.  It is important that new players should be given the chance to
enter markets in response to higher prices or profits.  This supports the inclusion
in monitoring of factors relating to barriers to entry and exit.

In the Commission’s view, the potential for monopoly pricing does not exist in
this industry — with the possible exception of some country retail markets —
and consequently comprehensive monitoring of competitive factors in wholesale
markets on a national basis is unnecessary.  However, some form of temporary
and light-handed monitoring not exceeding two years may be in the public
interest to stem calls for re-regulation.  The preferred approach is one which
seeks to encompass several aspects of competitive behaviour such as those used
in Chapter 4.  Price and profit should be under scrutiny, as well as a range of
other indicators including market shares, changes in market participants and
ownership.  The Australian Competition Commission, proposed in the Hilmer
report, would be an appropriate body to undertake this task.  After two years
there should be no further oversight unless recommended by a further public
inquiry.
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7 TERMINAL ACCESS AND PRICING

Many participants have recommended changes to current practices
for pricing and access to product.  Although there are important
distinctions between the proposals, almost all relate to the concept of
pricing and access to petroleum products at the terminal gate.  The
case for terminal gate pricing is usually based on a belief that there is
a lack of competition in wholesale markets or on a desire to achieve
greater uniformity in prices being charged to different resellers.
Regulation of price and access at the terminal gate would involve
unwarranted intervention since competition is adequate and
regulation would be no more effective in preventing price
discrimination than was rack pricing.

Sales of petroleum products at oil terminals are at the discretion of the oil majors.
They set prices against which discounts or rebates might be negotiated and, in
most cases, they arrange delivery of products to purchasers.  In some cases,
purchasers can make their own arrangements for the collection of product from
the terminal.

The control of sales at the oil terminal is the basis for many participants’ claims
that the industry suffers from a lack of competition.  Many resellers are also
concerned that they pay higher prices than their competitors — a situation they
see as inequitable.  Regulated access to supplies at oil company terminals is seen
by many participants from country areas as a way to gain access to petroleum
products at city wholesale prices (plus their own transport costs).

Many participants want the oil majors to offer products for sale at the terminal
gate — that is, to give purchasers the option to pick up their own supplies.
Others favour a system in which the oil majors are compelled to sell product to
any party, such as independent wholesalers, who can meet their price (and
appropriate safety standards).  Some would go another step and restrict the
discounts offered by the oil majors — some of these participants would allow no
discounting, while others would allow different prices for different categories of
purchasers, but no discounting within categories.  A necessary first step to any of
these proposals is the removal of restrictions on access to terminals that may still
exist under the Laidely Agreement.
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7.1 Impediments to terminal access — the Laidely Agreement

The oil majors prefer to undertake delivery to many customers rather than
allowing them access to their terminals.  The Laidely Agreement limits the extent
to which the oil majors can offer customers access.

7.1.1 The terms and implications of the Laidely Agreement

The Laidely Agreement between the Transport Workers’ Union (TWU) and
Australian Petroleum Agents and Distributors Association (APADA) defines
delivery areas for tanker drivers employed by the oil majors.  The Agreement
(see Box 7.1) was made to resolve a dispute in which the TWU 'black banned'
Amoco for supplying petrol to Leon Laidely, an independent distributor at the
Amoco terminal.  Laidely was supplying service stations in western Sydney
which displaced deliveries by TWU members employed by Amoco.

The Laidely Agreement is about preserving the use of TWU labour and award
conditions for truck drivers employed by the oil majors and APADA.  The TWU
explained its opposition to Laidely’s operation in the metropolitan distribution
market in terms of unwelcome competition:

... using wages as a means to undercut someone, it just shouldn’t happen.
(Transcript, p. 410)

In effect, it has restricted access to terminals for independent distributors who
may wish to pick up fuel for delivery to metropolitan retail sites.  The agreement
limits terminal access for these distributors to the level which existed on 13
February 1980 — the day before the Laidely dispute began.

It is the effects of the Laidely Agreement on terminal access which are of greatest
concern to many inquiry participants.  On paper the Agreement virtually
eliminates options for alternative wholesale supplies in metropolitan markets —
other than from another major oil company or importers.  The Agreement has
made it very difficult for a distributor to sell fuel in the metropolitan area in
competition with the supplying oil major.  The Trade Practices Commission
(TPC) stated that one effect of the agreement is to:

... restrict the ability of distributors to gain access to the terminals and in the ability to
deliver fuel into the metropolitan area.  (Transcript, p. 245)
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Box 7.1: The Laidely Agreement

1. Leon Laidely and TWU to arrange to withdraw injunction, Laidely to seek no damages

and discontinue Federal Court action with each party to pay its own costs.

2. TWU will use its best endeavours to have lifted all bans and limitations placed upon

supply by Amoco Oil Company and in so doing will seek also to preserve the status quo

which existed as at 13 February 1980 — Canley Vale excluded.

3. Total Oil Company employee drivers to fill service station at Canley Vale.

4. Federal TWU and New South Wales branch thereof to undertake to preserve the status

quo (13 February 1980).  Status quo means APADA members to continue to deliver to

those customers to whom they delivered as at 13 February 1980 and the oil companies to

continue to deliver to those customers they delivered to as at 13 February 1980.

5. Notwithstanding any of the foregoing, the TWU does not presume to speak for oil

companies.  However TWU employees of oil companies reserve the right to seek

enforcement of any or all agreements entered into with oil companies and or agents and

to resolve future industrial disputes through normal channels and by way of established

custom and practice.

6. Should any of the oil companies desire to clarify or change the status quo a meeting shall

occur.  In this regard emphasis is placed on the requirement of APADA to notify the oil

company and TWU of their interest.

7. Nothing in this clause shall be misconstrued to imply that previous agreements made by

oil companies are void nor shall methods of negotiations long established by way of

custom and practice be necessarily discontinued.

8. APADA undertakes to support any application by the TWU in the New South Wales

Industrial Commission for a flow on of the federal award.  It is recognised and

understood that APADA may from time to time seek to have matters of dispute referred

to the Industrial Commission of New South Wales for determination.

9. TWU to support in principle APADA’s application for registration under the Conciliation

and Arbitration Act subject to agreement and clarification to the federal secretary of the

TWU by APADA to support conditions, rates and hours of work no less than those

contained in the Transport Workers (Oil Companies) Award from time to time effective.

10. APADA undertakes to recommend to its members not to reopen and fill closed service

stations in the future without discussion and mutual agreement with TWU.

To many in the industry the Laidely Agreement has become an icon of anti-
competitive behaviour, with effects that go beyond its immediate objective of
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protecting tanker driver conditions.  APADA stated its opposition to the
Agreement in general terms and indicated that it may have been left behind:

Little needs to be said to emphasise the uncompetitive and restrictive results of this
agreement, which, while it may have had some practical results at the time, can certainly
no longer be defended. (sub. 26, p. 31)

The TWU expressed concern that widening access to terminals could
compromise safety standards — especially if there were uncontrolled access
(sub. 64, p. 4).  APADA, on the other hand, claims that safety standards for its
members are high, and that they provide ongoing training of their employees.  In
any event, the oil majors have not voiced a preference for uncontrolled access —
they would also have an interest in ensuring that safety standards are met by
those to whom access is granted.  Ampol emphasised that it should be entitled to
exercise discretion as to who should be given access to its terminals
(sub. 40, p. 82).  BP expressed support for access by any 'legitimate customer'
who meets safety requirements (Transcript, p. 52).

7.1.2 The effects on distribution

The Laidely Agreement has impeded the efficient distribution of products in
three ways.

First, at the outset the Agreement increased distributors’ costs to the extent that
TWU award conditions were not previously applied to APADA members.  The
Agreement requires APADA to support a flow-on to its members’ drivers of all
changes to the Transport Workers Award negotiated with the oil majors.
APADA opposed the latest proposals by the TWU for a flow-on to APADA
drivers until agreement had been reached on workplace changes aimed at
productivity gains.

Second, the restricted terminal access under the Laidely Agreement can require
'double handling' of product for those metropolitan retail sites supplied by
independent distributors.  Generally, independent distributors are not allowed
access to the terminals (other than those with access arrangements at the time of
the Laidely dispute or have been able to gain access as a result of recent
relaxations).  Most independent distributors must take delivery of product from a
company-employed driver before delivering to a metropolitan retail site.  The
'double handling' of product requires additional tankers and storage facilities at
distributors’ sites.1

1 The causes of 'double handling' go beyond the Laidely Agreement.  However, the
Department of Transport and Communications calculated that in 1985-86 the quantity of fuel
moved on roads was 1.8 times higher than the quantity of fuel refined or imported (DTAC
Information Paper, p. 8).  This 'double handling' is due in part to the Laidely Agreement.
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Third, restricted access is an impediment to the introduction of more efficient
delivery methods.  The terms of the Laidely Agreement are designed to protect
company tanker drivers, by guaranteeing that they handle fuel for a large
proportion of metropolitan markets.  Potentially lower cost operators have
difficulty gaining access, and so opportunities for more efficient fuel delivery are
lost.  Given the industrial relations risks in seeking alterations to the Laidely
Agreement, the oil majors are less likely to develop ways to reduce the cost of
distribution, including contracting-out and allowing direct pick-up by retailers or
distributors.

The effects of the Laidely Agreement on terminal access and product distribution
have varied from terminal to terminal.

7.1.3 The oil majors and the Laidely Agreement

Many inquiry participants claim that the Laidely Agreement has been convenient
for the oil majors because it has protected metropolitan markets from competition
from distributors and allowed them to maintain inefficient delivery operations.
An attempt by an oil major to directly impose reselling restrictions on a
distributor would breach the TPA if it substantially reduced competition.  The
Laidely Agreement has produced a similar protective effect but without
culpability — the oil majors have been able to argue that the Laidely Agreement
is an industrial relations matter largely out of their hands.

It is possible that controls on distributors can be applied in another way, making
the Laidely Agreement less helpful to the oil majors.  The Commission notes that
some supply agreements with distributors restrict the resale of product to
'authorised sales'.  Also the strong competition in metropolitan markets weakens
the incentive for the entry of independent distributors — again diminishing any
need the oil majors may have had to rely on the Laidely Agreement as a
convenient means of protection.

The oil majors are no longer willing to accept the inflexibility of the Laidely
Agreement and have negotiated increased access with the TWU at some
terminals.   Shell reported considerable expansion in non-company delivery:

Over the past year the volume of product delivered from Shell terminals by non-company
owned vehicles has increased from 20 per cent to 38 per cent. (sub. 137, p. 5)

Shell stated that if all TWU restrictions were removed, the proportion of product
delivered by non-company operated trucks would be substantially higher
(Transcript, p. 114).

BP reported that the volume delivered from its three largest terminals
(Melbourne, Brisbane and Perth) via “hired carrier” has increased from 9 per cent
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in 1991 to 13 per cent in 1994.  The number of hired carriers has increased from
13 to 28.

All other terminals, except for Sydney, Adelaide and Newcastle, are now 100 per cent
hired carrier/distributor.  Most have been for a long time. (sub. 178, p. 1)

Mobil also reported a considerable increase in the volume of non-company
deliveries.

Since 1988 Caltex has contracted Linfox to deliver its products.  The
arrangement includes some minimum volumes for Linfox, but there is more
flexibility to allow independent distributors access than under the Laidely
Agreement.

Prior to 1988, Caltex’s ability to provide reliable delivery was unsatisfactory and after
many years of attempts to resolve the untenable situation with the Unions and increasing
customer dissatisfaction, Caltex stood down 214 drivers and mechanics and engaged
Linfox.  Caltex delivery is now satisfactory. (Correspondence from Caltex)

The oil majors have an incentive to support the removal of the Laidely
Agreement since it hinders the use of more efficient tanker arrangements.  The
pressure on each oil major to increase terminal access intensifies as the others
negotiate the relaxation of access restrictions.  An oil major that does not arrange
access for customers who want it could eventually lose sales to a competitor.

The Commission does not accept that the oil majors have little control or
responsibility when it comes to removing the Laidely Agreement.  Although not
parties to the agreement (which was struck between APADA and the TWU) the
oil majors have an immediate interest in how their employees and assets are
utilised and how their refined product is distributed.  The oil majors’
acquiescence may help to sustain the Laidely Agreement and they have some
responsibility to help remove it.

7.1.4 Options for removing the Laidely Agreement

Early withdrawal of the remaining access restrictions of the Laidely Agreement
would enhance community support for the oil majors’ claim to be competitive
and efficient.

Most oil majors have expressed a desire for no interference in the way that
relaxation is being achieved through enterprise bargaining.  The TWU has
indicated that it wishes to resolve terminal access on a terminal-by-terminal
basis.  The considerable progress made in workplace reform in other areas of
operation under company and union initiatives should be recognised.
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The Commission recommended in the draft report that the Laidely Agreement be
removed through enterprise bargaining, bearing in mind:

• the evidence of some success already;

• the potential for a costly industrial dispute if unilateral action were taken to
terminate the Laidely Agreement; and

• the apparent lack of powers, short of special legislation, for the
Commonwealth Government to unilaterally terminate the Agreement.

With the exception of the TWU, participants from within the industry supported
the thrust of the Commission’s recommendation to remove the Agreement.
Many urged a stronger recommendation — for example that the TPC pursue
court action against the parties to the Laidely Agreement because of its anti-
competitive effects.  The TPC has not taken direct action other than to limit the
extension of the Agreement.  It is not clear whether the Federal Court has the
power to rule on the legality of the Laidely Agreement under the Trade Practices
Act — it may be a matter that must be dealt with under the Industrial Relations
Act.  None of the oil majors have so far been willing to participate in a private
action under the TPA.

The National Farmers Federation called for specific legislation to overturn the
Agreement:

We strongly urge the Commission to revise that recommendation in relation to the
Laidely Agreement, to recommend that the TPC or failing them, the Government, take an
immediate action to overturn this agreement.

The benefits of speedy removal must be weighed against the potential for
industrial disruption that may be triggered by such a direct and unilateral action.
The TWU is protective of the agreement because it underpins award conditions
for oil tanker drivers.  If it is possible for clauses that underpin the award to be
separated from those that restrict access, a legislative approach could remove the
offending clauses with less risk of industrial disruption.  Clauses 4, 6 and 10 of
the Laidely Agreement (see Box 7.1) deal specifically with questions of access to
terminals.  Whether these clauses can be separated from others that deal directly
with award arrangements would be a matter for determination by the Government
after consultation with the relevant parties.

While the Laidely Agreement appears to be of declining relevance, Ampol
commented that:

... some specific restrictions such as access to terminals applied by the TWU continue to
exist despite some relaxation by the TWU during structural efficiency negotiations.
(sub. 40, p. 58)

There is potential for further relaxation of the Agreement to be achieved through
enterprise bargaining.  So far this approach has avoided industrial disruption.
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However, there may be a point short of full access, at which the resistance to
further progress may stiffen and the cost of securing further access outweigh the
benefits to the oil majors.  At that point there may be no alternative but to resort
to legislation to terminate the clauses of the Laidely Agreement that restrict
access to terminals.

Recommendation

The Commonwealth Government should encourage the Australian
Petroleum Agents and Distributors Association, the Transport
Workers Union and the oil majors to accelerate the withdrawal of the
Laidely Agreement by negotiation.  Failing progress in that direction,
the Government should consider legislation to eliminate those
provisions in the Agreement that have the effect of restricting
competition.

7.2 Elements of terminal gate pricing

Some of the oil majors have indicated that they may alter their pricing structures
under a less regulated environment in ways that resemble proposals for terminal
gate pricing put to this inquiry.  Undertaken on a voluntary basis, such a change
could improve efficiency and allow an oil major to maximise returns on assets.
However, there would be efficiency costs in imposing a system of pricing and
access to supplies.  The elements of concern are discussed below.

7.2.1 Requiring oil companies to price at the terminal gate

At present the prices quoted by the oil majors are 'delivered' prices.  Few buyers
collect product and receive a discount from the delivered price.  Many
participants have argued that the practice of quoting only delivered prices
protects the oil major’s delivery operations from competition.  To overcome this
they recommend that the oil majors be required to quote both a delivered price
and a terminal gate (undelivered) price, giving each customer the option to
arrange their own transport.  The Australian Automobile Association stated:

... the AAA supports the concept of changing the wholesale price to a 'terminal gate' price
which would exclude any costs relating to marketing and distribution. (sub. 61, p. 10)

APADA proposed a similar approach:

Our definition is essentially that terminal gate pricing is a basic starting price established
at the terminal gates of the refining companies, and it would exclude all costs and return
on capital beyond the terminal gate. (sub. 26, Appendix 2, p. 2)
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Those aspects of the Laidely Agreement which restrict terminal access would
need to be removed for this to be possible.  Even then the oil majors would
probably continue to sell product on a delivered basis to many customers.  For
example, BP cited the situation that exists in BP operations in other countries.

... in markets where the Laidely Agreement does not exist and there are no constraints on
who can and cannot pick up from terminals other than the normal environmental and
health and safety constraints, we still employ company drivers and company tankers...
(Transcript, p. 1086)

The question is: should the oil majors be required to quote a terminal gate price
as opposed to a delivered price?  The oil majors have reported that, apart from the
Laidely Agreement, decisions regarding delivery are based on a choice between
the relative costs of oil company delivery and purchasers picking up product from
the terminal.  The oil majors claim to have efficient delivery operations and that
they should not be forced to make provision for others to elect to carry product
from the terminal.  For example, BP stated that it benchmarks its delivery
operations against its operations in the USA.

While there are inefficiencies, they more frequently arise through union practice within
the TWU, rather than issues related to the Laidely Agreement.  But by no means would
we categorise our company-operated fleets as inefficient.   (Transcript, p. 1086)

If a customer can arrange for the delivery of product at lower cost than the
supplying oil company, it would generally be in the oil company’s interests to
allow them to do so, and share in the efficiency gains.  Competitive forces are
already leading to the expansion of terminal access to customers, despite the
Laidely Agreement.  In the absence of the Laidely Agreement, these forces will
induce even greater access.

Without the Laidely Agreement, oil companies will need to accommodate
customers who wish to collect their own purchases, or surrender an advantage to
competitors who will.  Thus the Commission sees no need to force oil companies
to quote both delivered and undelivered prices.

7.2.2 Compelling oil companies to sell to competitors

Like most businesses throughout the economy, the oil majors are not normally
obliged to sell their product to anyone.  Many participants claim that this reduces
competition in wholesale markets by reducing the capability of smaller wholesale
operators to secure supplies.

Some participants recommended that the oil majors should be compelled to sell
petroleum products to any distributor or retailer able to meet their price and pick
up product at the refinery or terminal gate.  The Victorian Coalition
Parliamentary Backbench Petrol Pricing Committee proposed:
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... fair access to all customers in the distribution chain to petrol at the refinery gate or a
similar place, which for all intents and purposes becomes the refinery gate, provided they
have a legal tanker and that they have cash in hand.  (Transcript, p. 999)

The New South Wales Farmers’ Association proposed that :

... all retailers should have equitable access to fuel direct from terminals at the price on
the day. (sub. 141, p. 1)

An essential element in the MTAA’s terminal gate pricing proposal is:

... commitment by all refiner/oil companies to open their terminal gates to all bona fide
customers. (sub. 49, p. 99)

Such a 'compel to sell' requirement would also require some way to ensure prices
are reasonable in order to protect the investment of the refiner, and to prevent the
quoting of prohibitive prices to frustrate the intent of open access.  The MTAA
argues that the prices under terminal gate pricing would be fair and equitable
“provided they are subject, at all levels, to proper surveillance by the PSA” (sub.
49, p. 98).

By locking product into supply agreements, the risks and costs of refining can be
reduced without a significant reduction in competition.  A 'compel to sell'
requirement, by weakening control of supplies, would add to costs and could
deter investment in refining.

Since there is adequate competition in wholesale markets there is no need for a
terminal gate pricing system that includes a 'compel to sell' requirement.  If such
a requirement were introduced, price regulation would be an inevitable corollary
with the attendant difficulties described in Chapter 6.

The Hilmer report and access to essential facilities

The Independent Committee of Inquiry into National Competition Policy (Hilmer
report) recommended that the Commonwealth Government develop regulations
that would allow access for competitors to essential facilities under limited
circumstances.  The principles for granting access rights to essential facilities as
outlined in the Hilmer report are reproduced in Box 7.2.

The Hilmer Committee, when addressing the related issue of granting access to
an essential facility, drew attention to the detrimental effects of compulsory
access on an industry:

... any assessments of the public interest [in granting access] would need to place special
emphasis on the need to ensure access rights did not undermine the viability of long term
investment decisions, and hence risk deterring future investment in important
infrastructure projects. (Independent Committee of Inquiry 1993, p. 251)
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These considerations would be highly relevant in the case of the petroleum
products industry, where control of stocks and access is a key tool in cost
management.

Box 7.2: Hilmer principles regarding access to essential facilities

The Hilmer report recommended that a legislative right of access to a facility
could be created by Ministerial declaration only under the following
circumstances:

I Access to the facility in question is essential to permit effective competition
in a downstream or upstream industry.

II The making of the declaration is in the public interest, having regard to:

(a) the significance of the industry to the national economy; and

(b) the expected impact of effective competition in that industry on
national competitiveness.

III The legitimate interests of the owner of the facility must be protected
through the imposition of an access fee and other terms and conditions that
are fair and reasonable, including recognition of the owner’s current and
potential future requirements for the capacity of the facility.

IV The creation of such a right must have been recommended by an
independent and expert body.

The Commission considers that petroleum products and terminals do not fit into
the category of 'essential facilities' since:

• there are five oil majors and several smaller oil companies competing in
wholesale markets — no single company provides an essential facility (or
product) for which there are no satisfactory substitutes;

• petroleum products are internationally traded, and the oil majors are not the
only available source of supply.  Recent experience in Western Australia
has demonstrated that an importing operation can be viable with a small
share of the total market; and

• the essential services encompassed by the Hilmer recommendation are
natural monopolies.  That is, the market is large enough to make only one
operator viable.  This is clearly not the case in petroleum products, with
several refiners and importers.
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An application to declare access to a petroleum products terminal on 'essential
facility' grounds is likely to fail on points I and II(b) in Box 7.2.  The industry is
already competitive, and thus increased access is not required to generate
competitive forces.  As pointed out in the Hilmer report:

Clearly, access to the facility has to be essential, rather than merely convenient.
(Independent Committee of Inquiry 1993, p. 251)

It is doubtful that the Hilmer Committee had in mind access to petroleum
products or terminals.

These criteria [for granting access] may be satisfied in relation to major infrastructure
facilities such as electricity transmission grids, major gas pipelines, major rail-beds and
ports, but not in relation to products, production processes or most other commercial
facilities.  (Independent Committee of Inquiry 1993, p. 251)

7.2.3 Controlling wholesale discounts and rebates

Many participants recommended that restrictions of varying degrees be placed on
price discounts to reduce what they see to be inequitable price discrimination.
Some argued that, as the costs of refining do not vary according to the purchaser,
all wholesale prices should be the same and a terminal gate pricing scheme
should be introduced with no discounts allowed.  The Victorian Coalition
Parliamentary Backbench Petrol Pricing Committee proposed a scheme based on
their observation of the New Zealand market.

... the oil companies themselves should provide to all their customers on any particular
day, or a series of days, petrol at the same price which would in a sense do away with the
price support that allows discounting to occur.  (Transcript, p. 999)

The Commission notes that there are far fewer wholesale discounts in New
Zealand for the following reasons, which distinguish it from Australia:

• New Zealand is a net importer and refinery capacity is in deficit, rather than
surplus;

• no independent distributors operate in the way they do in Australia because
there is only one refinery; and

• the same freight costs apply to delivery to all seaboard terminals.  This
practice is to maintain administrative simplicity in allocating costs given
the situation where the ships, jointly owned by the refinery owners, deliver
petroleum products on a 'milk run' pattern.

Other participants acknowledged a need to recognise different categories of
buyers, with some price differences allowed between categories — but no price
differences within categories.  For example, the MTAA’s terminal gate pricing
proposal would allow for different classes of buyers.
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... commitment by all refiner oil companies to refrain from any form of selective price
support or any price discrimination, including voluntary discounts, rebates or any other
allowance, within different classes of buyer. (sub. 49, p. 99)

Others would allow for discounts within the same category of buyer for volume
and loyalty (it was not clear which types of discounts would not be allowed by
these participants).

At present, prices are set by each oil major and posted daily.  It is usual for
different prices to be posted for different classes of buyers.  For example, a lower
wholesale price is usually available to a distributor than is available for a retailer.
Commercial customers attract yet another price.  Discounts from posted prices
may apply for volume or value of custom.  For example, independent dealers
may receive a discount to attract their business — recognising that they can
switch to a competing refiner.  In addition to these discounts and rebates, short
term discounts may be provided.  Price support is a common form of discounting
for many resellers, particularly during a price war.

Lessons from rack pricing

The present pricing environment is similar to the situation before the introduction
of rack pricing, as described by the PSA:

... buyers could negotiate prices with their suppliers which reflected their relative
bargaining power, and that price assistance given by oil companies during price wars was
available to most market participants. (sub. 87, p. 17)

Current calls for the end to, or moderation of, wholesale discounting are similar
to the calls that led to rack pricing in October 1988.  Indeed, the terminal gate
pricing solution recommended by some participants is no more than the rack
pricing scheme with the prices quoted 'at the terminal' instead of on a delivered
basis.  Thus, the lessons of the rack pricing era are directly relevant.

The 'walk back' of discounts under the rack pricing scheme led to increased
prices and a reduction in competition.  The PSA stated:

... rack pricing, as introduced by the oil companies in Australia:

• was anti-competitive by nature, due at least in part to the reduced uncertainty it had
achieved in the market ...

• resulted in generally higher prices to consumers; and

• reduced the competitiveness of the industry by inhibiting the capacity of efficient
independent dealers and distributors to remain a viable force in the industry.
(sub. 87, pp. 22-23)

Legal action seeking an injunction to stop the withdrawal of discounts was
commenced by two independent distributors.  The impact of withdrawing
discounts and rebates, by its nature, severely restrained competition at the
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wholesale level.  Without being able to quarantine discounts to the targeted
customers, the oil majors are less likely to engage in price competition for
individual accounts.  In contrast, when free to negotiate prices with individual
customers, without a need to offer a discount to all customers, the oil majors are
more likely to engage in price competition to attract or keep particular customers.
The PSA concluded:

... rack pricing, as implemented in Australia, had the effect of isolating competition to the
retail level.  (sub 87, p. 23)

The TPC agreed that removing or reducing discounts to independents reduced
wholesale competition and stated that it increased retail prices.

Rack or posted pricing all but eliminated the layer of competition at wholesale level
among oil companies for independent accounts.  Independents found themselves with no
ability to negotiate between suppliers on a price; a layer of competition had been
removed.  This was reflected ultimately in the higher retail prices paid by consumers.
(sub. 55, p. 4)

The TPC considered that rack pricing was likely to reduce competition at the
retail level as well.

The aim, as far the TPC is able to ascertain, of the industry in moving to a rack pricing
system of marketing, was to reduce the so-called ‘price discrimination’ in the industry, ie
reduce the rebates and allowances given to independent resellers and distributors and thus
reduce retail competition and improve bottom line performance of the majors and the
franchised resellers. (sub. 55, p. 3)

Rack pricing eventually collapsed under pressure from competitive forces — the
withdrawal from discounting could not be sustained on a voluntary basis.  An oil
major will be reluctant to give an advantage to its competitors by removing its
discounts.  Similarly, the reverse is true, an oil major may be able to steal a
march on its competitors by offering discounts.  Even though discounts may be
removed, some independents may choose to offer lower prices by operating on
lower margins, thus sparking a competitive response that can only take place on a
local level (that is, through selective discounting).  These factors combined to
bring about the end of rack pricing.

In early 1991 the tight rack or posted pricing system began to crumble as some
distributors, operating on very low margins, began supplying independent resellers in
markets such as Sydney at prices below rack, which enabled these resellers to post retail
prices (albeit on very small retail margins) below the rack price.  In an effort to prop up
the rack price system, certain oil companies moved to close the so called distributor gap.
At the same time selective price support appeared, selective as in many cases it excluded
some independents, distributors and franchisees.  This use of price support has spread and
has meant that the rack pricing system as introduced has now generally become
ineffective.  (TPC, sub. 55, p. 4)



7/TERMINAL ACCESS AND PRICING

147

Equity

Many participants based their calls for the end of rebates and discounts on
concepts of equity, often defined as all retailers having access to products at the
same wholesale prices.  Equity, fairness and reasonableness mean different things
to different people.  What is fair and reasonable to a franchisee may be unfair and
unreasonable to an independent.  Take, for example, a component of the terminal
gate pricing system recommended by the MTAA:

Independent oil companies should not be entitled to a reduction from the terminal gate
price.  If they want lower prices they should be encouraged by government to import ...
(sub. 49, p. 98)

It can be argued that it is just as inequitable or unfair that independently owned
resellers should be denied rebates or discounts to cover their investment and risk.
Similarly, the Chairman of the Victorian Coalition Parliamentary Backbench
Petrol Pricing Committee opposed discounts for volume greater than one tanker.
It could be agued that it is not equitable that a customer purchasing 100 tanker
loads a year be denied a better price than a customer who wishes to purchase just
one.

The experience with rack pricing shows that when agreements are made to make
wholesale prices more uniform across all retailers — the equity goal sought by
many participants — competition is likely to decrease and wholesale and retail
prices are likely to increase.

Calls to restrict discounts and rebates are often based on a perception that a
discount offered to secure one sale must be recovered in another, and that such
cross subsidisation is inequitable.  This view has been applied to wholesale price
differences between city and country markets and between franchisees and
independents.  To be able to cross subsidise, a seller must first be able to increase
prices in one location to fund a discount elsewhere.  However, competition from
independents and other oil majors would frustrate attempts to inflate prices in one
deal to recover reduced profits in another.  There are other more plausible
explanations for price differences.  For example, in some deals an oil major may
be prepared to accept a lower profit rather than make no profit at all.  (See
Chapter 5 for an explanation of price differences between city and county
markets.)

Enforcing restrictions on wholesale discounting

The collapse of rack pricing under competitive forces since 1991 demonstrates
that some form of regulation would be required to control discounting.  Initially
intervention would be required to 'walk back' current discounts.  After that it
would be necessary to police the oil majors to ensure that regulatory restrictions
on discounts are adhered to.  The MTAA’s proposal would call for PSA
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surveillance at all levels — a much more intrusive role than it currently occupies.
The practical problems in doing so would make the administration costs quite
high.

Discounts could be hidden in any transaction between oil majors and resellers.
For example, prices can effectively be adjusted via rent, credit terms, franchise
fees or charges, and even the quality of any services provided by the oil major.
An audit of all transactions between oil majors and resellers would be needed to
effectively control discounts.  The Commission considers that the costs involved
could make a 'no-discount' rule ineffective as well as inappropriate.

7.3 Conclusion

Enforced access to supplies of the oil majors would not provide benefits for the
wider community unless there is insufficient competition in wholesale markets,
and that open access to supplies would increase competition by allowing more
operators to have stocks for on-selling to resellers.  However, the evidence
indicates quite the contrary — there is effective competition in most markets
most of the time.

In any case, the restrictions on discounts proposed by some participants would
decrease competition.  This was the case with rack pricing when higher
wholesale and retail prices followed the 'walk back' of discounts and rebates.
The forces of competition undermined rack pricing.  The same forces could be
expected to bear on terminal gate price regulations that sought to limit discounts
and rebates.

It is understandable that some participants should be seeking 'fair and equitable
competition' so that buyers in a particular category are treated alike.  But, it is
likely that any attempt to bring this about would reduce competition and increase
prices.  It is also likely that such a system cannot be sustained.  Terminal gate
pricing would not open up the industry to greater competition.  It would merely
add to regulation and shift the point of price regulation from the wholesale level
to the terminal gate.

While it may seem equitable to ensure that all resellers are given the same
wholesale price, this may come at the cost of more expensive petroleum
products.  But is a common price more equitable?  To the extent that any 'walk
back' of discounts and rebates would be of benefit to some resellers, it would be a
loss to others.  To bring about such a shift with public policy, the Government
would be seen to favour one part of the small business community over another.
The net effect would be a transfer from one type of service station operator to
another, with a negative effect to the community in terms of higher prices.  The
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experience with rack pricing was that wholesale and retail prices increased.  The
proposals put forward by many participants make it clear that they wish to curtail
discounting.  This would disadvantage those who own their sites but would be
unable to 'shop around' between the oil majors for a better deal.  Indeed, it is the
exercise of this power to negotiate which is benefiting many consumers through
the current discounting in the retail market.
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8 COMMONWEALTH SITES AND
FRANCHISE ACTS

The Sites Act is impairing efficiency by constraining the rational
management of retail sites.  The Franchise Act provides security to
retail franchisees, in the form of a minimum nine year term, but this
comes at a cost.  Industry restructuring has been constrained and
franchise charges have been increased.  Circumstances have
changed since the introduction of this legislation.  Self regulation, in
the form of Oilcode, is now broader in coverage than the Franchise
Act.  While Oilcode has not tackled some contentious issues, a
strengthened Code could do so without the need for a Franchise Act.

There are two pieces of Commonwealth legislation specifically directed at
petroleum product retailing.  Both were introduced in 1980, after a consultative
process which discussed the findings of the 1976 Royal Commission into the
Marketing and Pricing of Petroleum Products.

The Royal Commission received many allegations of price discrimination1.  It
was alleged that the wholesale prices charged to some lessees (later franchisees)
by oil majors were consistently higher than those charged to other like-branded
resellers, particularly oil company agents, and that this difference undermined the
viability of leasing.

The Royal Commission found that most lessees held tenancy under a monthly
licence arrangement, allowing no security or ability to accrue goodwill.  There
were allegations that the oil majors terminated leases at short notice with
minimal compensation to lessees.  The Royal Commission noted that the number
of sites operated by the oil majors, either through employees or agents, was
steadily rising while the total number of retail sites, including those under lease,
was declining.

The Government judged that the retail sector’s problems were due to 'unfair'
competition from sites operated by the oil majors.  It also judged that the oil
majors were misusing their negotiating power in their commercial relationships,
particularly when dealing with lessees.

The second reading speech introducing the legislation in 1980 said:

1 The Trade Practices Act prohibits price discrimination only if the same product, in terms
of quantity and quality, is sold by the same supplier to different purchasers at different
prices and such pricing practices substantially lessen competition.  The form of price
discrimination that caused these allegations may occur between as few as two like-
branded resellers and so may not substantially lessen competition.
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Where there are serious ills which the parties themselves cannot or will not resolve
the Government has found it necessary to intervene to correct certain marketing
practices and to maintain fair competition.  The measures are necessary to maintain a
vigorous and effective small business sector and for the long term competitiveness of
the industry as a whole. (sub. 45, p. 5)

In a two-pronged approach, the Government legislated the:

• Petroleum Retail Marketing Sites Act (1980) (Sites Act) which restricted
vertical integration by reducing, then capping, the number of retail outlets
an oil major could own and operate; and

• Petroleum Retail Marketing Franchise Act (1980) (Franchise Act) which
set the minimum terms and conditions for contracting between oil majors
and franchisees, including a prohibition on price discrimination between an
oil major and its own like-branded franchisees, unless justified by a need to
meet competition.

Despite this legislation, dissatisfaction continued and in 1989 the three peak
industry bodies — Australian Institute of Petroleum (AIP), Motor Trades
Association of Australia (MTAA) and Australian Petroleum Agents and
Distributors Association (APADA) — reached a consensus on a voluntary code
of practice which, among other things, covered aspects of franchise contracts.
The Code, known as Oilcode, at first simply reflected the Franchise Act in its
basic approach to the conduct of business between an oil major and its resellers,
but has since been expanded to cover issues outside the Franchise Act.

8.1 The Petroleum Retail Marketing Sites Act

The Government indicated that its reason for restraining the number of oil
company operated sites was to reduce the 'unfair' competition imposed on lessees
by oil major operated sites.

This trend [to company operated sites] has caused concern in the community because
of its effect on independent small business in the industry, and has given rise to
claims that it provides a means of unfair competition, and fears that, if the trend
continues and other oil companies join in adopting this technique, the increased
vertical integration which results will have long term, anti-competitive effects.  The
Government believes that in the particular and unique circumstances of this industry,
the time has come to call a halt to vertical integration and to reduce it. (Hansard 1980,
p.1025)

The Petroleum Retail Marketing Sites Act (1980) (Sites Act), used quotas to limit
the number of sites the oil majors could own and operate.  Quotas were only
applied to the oil majors but the Act could apply to a new refiner and, potentially,
petroleum product importers.
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The total quota, before division between the oil majors, was derived by halving
the number of company operated sites in place just prior to the introduction of the
legislation (Hansard 1980, p. 1025).  Those oil majors that had reduced site
numbers were favoured in the allocation of quotas (see Table 8.1).  However,
from 1984, the basis for quota allocation was an oil major’s average wholesale
market share over the preceding three years.

Table 8.1: Site quotas, 1981 - 1993

Oil Company
Quotas allocated

- 1981 (1 year
after legislation

introduced)

Quotas allocated
- 1982 (2 years
after legislation

introduced)

Quotas
allocated

April
1994

Quotas
used April

1994

Proportion
of quotas
used April

1994

(no.) (no.) (no.) (no.) (per cent)
Amoco 20 20 – – –
Ampol 110 66 65 51 78
BP 171 92 88 88 100
Caltex 25 25 73 52 71
Esso 20 20 – – –
Mobil 23 23   145a 92 63
Shell 231 114 108 87 81
H.C. Sleigh 21 21 – – –
Total 20 20 – – –

641 401 479 370 77

a Includes a temporary allocation of 54 sites, an increase of 60 per cent.
Sources: Schedule to Petroleum Retail Marketing Sites Act (1980); DIST

Sites are exempt from quotas if they are operated by an oil major for four months
or less, sell diesel only or have oil major equity of 50 per cent or less.  The quotas
are administered by the Department of Industry, Science and Technology (DIST).

8.1.1 Participants’ views

Industry participants have opposing views concerning the Act.  Oil majors
requested repeal of the Act on the grounds that it limits flexibility and places
them at a disadvantage.  Caltex stated that:

Since the sites quotas are relatively small, ... the majority of sites are operated under
franchise agreements ... This is the only alternative mode of operation afforded to
those who are prescribed oil companies.  By way of comparison, non-prescribed
companies have greater flexibility to determine the best mode of operating their sites
such as company operated, commission agency or franchise.  Given the significant
capital invested in a site ... combined with the competition of the market place,
different cost structures and revenues can have a dramatic impact on profitability and
return on assets.  (sub.41, p. 12)
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 Box 8.1: Divorcement and divestment

Some participants suggested that the partial divorcement provided by the Sites
Act be extended to further exclude oil majors from retailing.  Options suggested
were full divorcement and divestment.  Full divorcement would involve an
extension of the Sites Act to preclude oil majors operating any sites through an
employee or agent —  they could own but not operate retail sites.  Divestment, a
more severe restriction, would prohibit the oil majors from either owning or
operating sites.

The Victorian Government, through a Special Advisory Group, investigated a
proposal by the Victorian Automobile Chamber of Commerce (VACC) that,
among other things, the Government ensure oil majors were divorced from
operation of retail sites in Victoria.  The Special Advisory Group did not support
adoption of the VACC’s proposal.

... we doubt that company operated sites reduce competition in Melbourne and
therefore we doubt that full divorcement would lead to an increase in competition.
(Special Advisory Group to the Minister of Consumer Affairs 1983, p. 27)

Studies on divorcement in the USA have not been conclusive.  Following
divorcement legislation in Maryland, some (for instance Hogarty and Dougher
1987) found that retail prices increased significantly while others came to
contrary conclusions.

Divestment would oblige the oil majors to sell off sites, depressing their value.  It
is not clear that divestment would increase competition or remove an imbalance
of negotiating power. While the ownership of retail assets extends the influence
of the oil majors over retailers, it does not necessarily add to the oil majors’
market power (see Chapter 4).

Uneven bargaining power between the landlord and tenant could persist after
divestment.  The need to secure high refinery utilisation would still demand long
term exclusive supply agreements (see Appendix B).

The Trade Practices Commission (TPC) is adamant that the Act be repealed.

The Sites Act was introduced to reduce and restrict the level of direct operation of
retail sites by the oil companies and counter the vertical integration in the industry.
This restriction is unparalleled in the private sector in Australia.  The TPC has long
advocated that this Act should be removed ... The effectiveness of this legislation in
reducing vertical integration by the oil companies must be queried given that
franchisees are tied 100 per cent for product from their landlord.  A much more
effective way to reduce vertical integration would be to reduce or remove the tie.  An
alternative to full repeal ... would be to relax greatly the present restrictions and allow
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a very much greater number of oil company run sites but stop short of allowing total
vertical integration.  (sub 55, p. 14)

The Prices Surveillance Authority (PSA) noted that the Act may be ineffective in
limiting the market power of the oil majors.

... while the Sites Act may attempt to inhibit the exercise of market power at the retail
level, there are other avenues available for oil companies to exercise market power
through, for example, franchise agreements, wholesale pricing and other supply
arrangements. (sub 87, p. 30)

DIST indicated a leaning towards the status quo.

While DIST would welcome the prospect of a more deregulated regime, the effects
would need to be clearly worked through.  To date arguments for repeal of the
petroleum retail marketing legislation have been no more convincing than those in
favour of increased regulation, and we have generally maintained the 'status quo' for
this reason.  (sub. 45, p. 8)

The MTAA recommended that more site categories, such as sites that sell only
diesel be subject to quotas (sub. 49, p. 61) and stated:

... the Sites Act is essential to keep the major oil companies from gaining complete
control of the retail market and of retail pricing.  The original intent of the Act was to
limit vertical integration of the major oil companies in the market.  Over time it has
been shown that the Act has proved easy for the major oil companies to circumvent.
However that is not evidence that the Act is redundant.  On the contrary, it shows that
the loop-holes must be closed and the Act strengthened ... (sub. 136, p. 21)

APADA went further by recommending divestment (see Box 8.1).

... the only way to ensure proper competition at all levels in this industry is to prohibit
the ownership of facilities by the oil companies beyond the refineries and terminals.
(sub. 26, p. 50)

8.1.2 Assessment of the Sites Act

Effects of quotas

When quotas were introduced in 1980 they had a significant impact on the
industry.  Over a two year period, they halved the number of sites the oil majors
directly operated.  They have subsequently restricted the marketing options of the
oil majors.

Quotas have become part of the retailing environment.  Most oil majors now
operate far fewer sites than their quotas allow.  They currently use only 77 per
cent of the total quota.  However, some companies prefer more company
operated sites than others in their marketing mix.  BP maintains its site numbers
close to its quota while others allow a substantial margin (see Table 8.1).
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BP and the AIP argued that although the quotas are not all used, they constrain
long term planning.  For instance, restructuring of the industry may, at some
time, make it preferable to operate more sites than the quotas allow.  Ampol
indicated that the quotas restrain restructuring when such strategies require large
numbers of sites to be opened under company operation.

When takeovers or equity investments put the oil majors temporarily over their
quotas, DIST allows them time to adjust.  Ampol stated that the Act:

... leads to the need for special temporary dispensations and disruptions of marketing
strategy when mergers occur — as in the case of the Ampol takeover of Solo.  (sub.
40, p. 51)

The Act allows companies three months to dispose of sites covered by temporary
quota increases.  However, this period can be extended.  DIST indicated it uses
considerable discretion when administering the quotas.  Mobil’s quota has been
increased by 54 sites (60 per cent) to accommodate the acquisition of several
distributors with retail networks.  This increase has been in place for more than
three months.  The AIP commented that:

If they are going to take flexibility to a point that they will allow the companies to do
whatever they want to do anyway, then you really get to a point of wondering why
you need the legislation. (Transcript, p. 443)

The Sites Act disadvantages oil majors relative to other wholesalers and
importers.  Some wholesalers are not subject to the Sites Act while no importer is
currently under a quota restriction.  Caltex pointed to this anomaly.

Independent chains are exploiting the retailer’s margins in operating all sites on a
consignment or owner operated basis.  Some independent chains operate more
commission agency sites than some refiner/marketers are permitted. (sub. 41, p. 12)

Avoiding the quotas

The Sites Act was intended to reinforce the Franchise Act.  If the Franchise Act
made franchises less attractive to oil majors, they might increase the number of
company operated sites.  The quotas put in place by the Sites Act were intended
to counter any resultant trend to company operated sites.

However, oil company operation is not the only substitute for franchising.  For
instance, equity2 arrangements offer similar influence to company operated sites
and franchising.  There has been an increase in oil major equity ownership over
recent years.

Equity ownership in a distributor gives the oil major an influence over its
associated retailers.  Distributors are usually associated with a number of retail

2 Quotas do not apply to sites with up to 50 per cent oil major equity.
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sites.  While the total number of distributors dropped by 41 per cent over the
period 1990 to 1993, the proportion of distributors with oil major equity
increased in all States except Tasmania and the Northern Territory (see Table
8.2).

Table 8.2: Distributors with oil major equity, 1990 and 1993

Total distributors Distributors with oil
major equity

Proportion with oil
major equity

State 1990 1993 1990 1993 1990 1993

  (no.) (no.) (no.) (no.) (per cent) (per cent)
NSW 165 138 23 32 14 23
Victoria 123 51 28 21 23 41
Queensland 144 86 11 17 8 20
SA 60 20 2 2 3 10
WA 70 30 2 4 3 13
Tasmania 14 8 2 1 14 13
NT 8 10 2 0 25 0
Total 584 343 70 77 12 22

Source:Source: AIPAIP

Selling direct to commercial customers can also substitute for company operated
sites.  Price is agreed between the oil major and the commercial customer.  An oil
major card allows the customer to choose the point of purchase from the oil
company’s network of resellers.  The reseller then negotiates separately for its
agency fee.

Reform is needed

Vertical arrangements can achieve cost savings by reducing transaction costs and
spreading risks.  The cost savings that can be achieved differ between
arrangements according to the features of each site and the range of products
sold.  Therefore, there are efficiency reasons why a marketer needs access to a
variety of arrangements (see Appendix B).

The Sites Act denies an oil major (but not other suppliers) the option of vertical
integration if it is already utilising its full quota of sites.  This means that the oil
majors could be disadvantaged compared with those suppliers not prescribed
under the Act.  While there are ways that the Sites Act can be circumvented, they
are likely to involve less preferred options and higher costs.

Although most of the oil majors are not fully utilising their quotas, some have
indicated that significant rises would be required before they would make more
use of their quotas.  This could explain why quotas are commonly evaded by
means of substitute arrangements.  The option of increasing quota numbers was
considered by the Commission.  However, it would be difficult to deduce the
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increase that would satisfy each company’s scale of operation.  Thus increasing
quotas is not regarded as an acceptable alternative to their abolition.

The Sites Act was introduced to reduce the extent of vertical integration on the
part of the oil majors.  However, vertical integration, while allowing a firm to
lower costs, does not necessarily add to its market power (see Chapter 4).  Given
the extent of competition in this industry there is no case for divorcement.  Rather
the Act should be repealed to secure the full benefits of vertical integration and
competition in the retail sector.

Recommendation

The Commonwealth Government should repeal the Petroleum Retail
Marketing Sites Act by 30 June 1995, leaving the Trade Practices Act
to deal with issues of abuse of market power.

8.2 The Petroleum Retail Marketing Franchise Act

Supply agreements, usually between an oil company and a reseller, have been the
source of most friction within the industry.  The issue is not necessarily related to
questions of competition.  The central issue is a perceived imbalance of
negotiating power.

Whereas the Sites Act addressed the imbalance of negotiating power indirectly,
the Franchise Act addressed it directly by setting minimum conditions for retail
franchise agreements.

The agreements covered by the Act relate to franchised sites trading under a
supplier’s brand which retail a minimum of 360 000 litres of petrol each year.
The Act is not restricted to oil majors and their franchisees.  However, as most
petroleum product franchises are offered by the oil majors, the Franchise Act is
of most relevance to oil majors and their franchisees.

The minimum conditions imposed by the Act are:

• all relevant information in the possession of the franchisor that would allow
an informed decision should be provided to the franchisee at least three
days prior to the franchisee entering the agreement;

• a three year tenure, plus the option of two further three year terms (in effect
nine years);

• the right to assign the franchise;
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• a proviso that franchisors not impose impossible or unreasonable terms,
unreasonably increase payments such as rent or withdraw rebates (petrol or
other stock in trade is excluded); and

• a prohibition on price discrimination across like-branded franchisees except
where the price differences can be justified by differences in the costs of
supply or by the need to meet competition.

The Act is enforceable by private action only.  Less than 20 actions have been
taken under the Act since its inception (sub. 45, p. 5), but Ampol advised that
these precedents have defined the provisions of the Act.

 ... the interpretation by the Courts, has been to slow the pace of industry adjustment.
The judiciary has tended to use every discretion in the Act in passing judgement in
favour of franchisees even where a clear breach of a normal contract has occurred.
There is therefore difficulty in enforcing these contracts by normal termination/non-
renewal procedures.  This has made the minimum 3x3 year franchise term prescribed
inflexible.  Both of the above factors lead to the perpetuation of unviable franchises
or inefficient businesses which impedes sensible rationalisation. (sub. 40, p. 51)

8.2.1 Participants’ views

Assessments of the Franchise Act by franchisors and franchisees are
diametrically opposed.  The MTAA favours retention of the Act.

The [Franchise] Act provides basic protection for certain dealers, both in the pre-
franchise period and during the duration of a franchise relationship. (sub. 49, App. ix)

Mr Harry, a past Executive Officer of the MTA of Western Australia stated:

The predominant factor which emerges when considering the position in the
petroleum industry following the passing of the Franchise and Sites Acts is that
individual dealers operating oil company owned service stations gained security of
tenure. This meant that the hundreds, perhaps thousands, of cases of short term
eviction which occurred on a regular basis throughout Australia ceased and if  this
was the only result of the legislation it would have been worthwhile. (sub. 84, p. 1)

The Petroleum Retailers Association of Western Australia noted the changes the
industry had undergone since the introduction of the Sites and Franchise Acts.

The community and the industry is very different today and we see our focus as
recommending the most appropriate method of dealing with some of the concerns of
the retail sector and to that end we believe that Oilcode in a strengthened form, both
in terms of scope and in structure, has the capacity, if supported, to provide for
redress to the majority of situations contemplated by the Franchise Act. (Transcript,
pp. 1297 & 1298)

DIST believes the legislation has:
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... largely achieved its aims in terms of dealer protection. The requirements for prior
disclosure, assured tenure, rights of assignment, specified grounds for termination,
etc. have been seen by franchisees as major gains and have been a positive force in
creating the oil companies' new, 'enlightened' franchise packages. It has also been the
genesis for the development of the self regulatory Oilcode, the industry's dispute
resolution protocol and a vehicle for the development of a number of codes of
practice.  At the very least, it has created a set of underlying ground-rules for the
franchisor-franchisee relationship.  (sub. 45, p. 8)

The TPC stated:

Experience in the courts however showed that the legislation [Franchise Act] route
was expensive, uncertain and lengthy. To its credit the industry was able in 1989 to
implement a Code of Conduct administered by an Oil Code Committee with an
independent arbitrator. This Code encompasses many areas in the legislation, and as
such has rendered the legislation [Franchise Act] almost redundant.  Section 20 of
this Act, the price discrimination section is not reproduced in the Code. (sub. 55, p.
13)

The oil majors favour repeal of the Act due to its restraint on rationalisation.
Caltex said:

Rationalisation of assets should occur, as it does in most industries, in response to
commercial realities, such as adequate profit generation to satisfy the required rate of
return on that asset. However, under the Franchise Act, franchisors are unable to
dispose of sites when they become uneconomic. The options available to the
franchisor in that situation are to wait until the full nine years of tenure expire, or seek
non-renewal of the franchise at the times provided for in the franchise agreement. The
latter alternative ensures that the franchisee is given, amongst other things, first
option to purchase the site on terms no less favourable than those offered by anyone
else. If the franchisee were to purchase the site the probable outcome would be that
the site is not removed from the industry. The inefficiencies associated with it would
remain. (sub. 41, p. 13)

While recognising the shortcomings of the Act, BP suggested its retention with
amendments which would encourage rationalisation, allow closer scrutiny of
assignees and relax termination conditions in favour of franchisors (sub 84,
pp. 17 & 18).

8.2.2 Assessment of the Franchise Act

Is this legislation necessary?

Contractual arrangements between parties with unequal bargaining power occur
in many industries.  Various approaches are taken to deal with this imbalance.
Contract law and the Trade Practices Act (TPA) is available to firms in all
industries.  Some industries have developed self regulatory approaches to
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complement these legal remedies.  The question arises as to whether petroleum
products franchisees need a unique Act to protect their interests.

The Independent Committee of Inquiry (Hilmer Inquiry) noted the benefits of
generic legislation and the costs of industry-specific legislation.

A national policy presents opportunities to progress reforms across a broader front,
promote nationally consistent approaches and reduce the costs of developing a
plethora of industry-specific or sub-national regulatory arrangements. (Independent
Committee of Inquiry 1993, pp. 13 & 14)

Industry specific regulation creates a unique commercial environment.  It can
provide an environment protected from the full force of competition to the
disadvantage of consumers and the community generally.  Firms will react to that
environment, committing resources to lobbying for continuation of the special
treatment rather than achieving efficiency.  To the extent that it is out of step with
more general economic conditions, there will be distortions in the use of
resources — to the detriment of the wider community.

Petroleum products retailing has changed since the 1976 Royal Commission.
Franchisees now need strong business management skills rather than a
mechanical background.  In turn, the oil majors (along with many other
franchisors) need to attract and retain quality business managers.  Should they
continually abuse their negotiating power, they would jeopardise their position in
this market.

Franchising is a growing form of business operation (see Appendix K) with its
own representation and code of practice, the Franchise Code (see Section 8.3.1).
This recently established Code was not available at the time of the Royal
Commission.  It will be the subject of a government review later this year.
Petroleum franchisees are well organised with strong representative bodies to
negotiate broad issues on their behalf.  Oilcode (see Section 8.3.2) now provides
a forum for negotiation between representative groups and oil majors on issues
causing concern.  Oilcode was not available when the Franchise Act was
introduced.

The costs of the Franchise Act

Franchisees noted increases in charges paid to oil companies following the
introduction of the Franchise Act and have argued for a reduction in these
charges.  However, higher charges reflect, in part, the additional value to the
franchisee of the increase in security derived from the longer tenure.  This value
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is also recognised by the secondary market for franchise agreements — the Act
allows the franchisee to sell and therefore capture this security in goodwill.3

The Franchise Act, in its present form, imposes additional costs on the franchisor
because the lengthy tenure increases the riskiness of their investment.  If the
franchisee’s operation is less than satisfactory, the franchisor’s return could be
placed in jeopardy for up to nine years.  The franchisor would be inclined to
insure against this risk by increasing charges.  BP confirmed that there is a strong
relationship between charges and length of tenure.  A reduction in these charges
would be unlikely without a reduction in the term.

A number of franchisees indicated that charges to cover the second nine year
term, negotiated in 1989 and 1990, were significantly higher than those imposed
in the first term, negotiated in 1980 and 1981.  The lower charges in the earlier
years were partly due to the introduction of the Sites Act which increased oil
major demand for franchisees because of the mandatory cut-back in the number
of company operated sites.

Constraint on restructuring

The Act has inhibited the pace of restructuring.  Release from a franchise
agreement allows the oil major the opportunity to rationalise the site or change its
retailing arrangement.  The Act concentrates the opportunity to restructure to the
end of each nine year term. This can be seen in the bunching of franchise
agreements terminated between 1989 and 1990, the years most franchisees ended
their first nine year term (see Figure 8.1).  At that time, the number of franchised
agreements fell by 6 per cent,4 whereas in earlier and later years net movements
in franchise numbers amounted to only 1 to 2 per cent of total sites.

3 Ownership of goodwill is a contentious issue.  Oil majors claim ownership, contending
that goodwill reflects the value of their brands.  Resellers contend it reflects their
personal contribution to the business.

4 Annual data change at this point from financial to calendar years.  This exaggerates the
difference between 1989 and 1990 data.  However, after discounting for this effect, the
difference still indicates a bunching of terminations at the end of the nine year period.
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Figure 8.1: Changes in numbers of franchised sites, 1987-1993
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Ampol stated:

To exit at any other time involves compensating the dealer and the window of
opportunity that comes up with a particular site does not necessarily equate with the
window of opportunity in the market.  (Transcript, p. 179)

The nine year term is a minimum to the franchisor and restrains the oil majors
from negotiating shorter terms.  A more flexible term would assist efficient
industry restructuring.  Terms of three to five years are common for franchise
agreements in other industries.

Price discrimination

The Franchise Act prohibits price discrimination between like-branded
franchisees on petroleum product prices, although differences in price that reflect
supply cost variations, or a reaction to regional competition, are permitted (see
Box 8.2).  Price discrimination is judged on the net price, after discounts and
rebates have been deducted.

APADA alleges this provision has been ineffective in reducing instances of price
discrimination between franchisees (Transcript, p. 829).  Few cases have been
prosecuted under the Franchise Act but retailers continue to allege price
discrimination is prevalent.

In 1989, industry parties agreed to develop Oilcode on the understanding that, at
the same time, the TPC would develop guidelines for this type of price
discrimination.  The TPC issued draft guidelines but these were never finalised
because of TPC concerns that any such guidelines could be used in ways that
might contravene the price fixing provisions of the TPA.
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Price discrimination between franchisees remains an elusive and contentious
issue.  In essence it is an issue of contractual conduct which needs to be resolved
between the parties.  MTAA contends that Oilcode provides parties with the
opportunity to resolve their problems but:

... the parties to the Code must be permitted to address the issues of price
discrimination and competition within the industry, without fear of infringing the
Trade Practices Act. (sub. 49, p. 189)

The TPC insists that price discrimination should not be discussed within the
framework of Oilcode (sub. 119, p. 2).  However, in the Commission’s view this
should not preclude discussion of this form of price discrimination under Oilcode
in generic terms only.  The intent would be to establish bounds of conduct for
negotiations between individual oil companies and their franchisees while
avoiding collective agreement of the kind that would breach the TPA (for further
elaboration on price discrimination under Oilcode see Section 8.3.2).

Box 8.2: Price discrimination under the Franchise Act

The prohibition under the Franchise Act differs from the prohibition under the
Trade Practices Act (TPA).  Price discrimination can only be in breach of the
TPA when it substantially reduces competition in a market.  Under the Franchise
Act, if a wholesaler charges different prices, to as few as two franchisees, it may
breach the Act — even though this might not influence competition in any
substantial sense.

It has been alleged that price discrimination, as defined by the Franchise Act,
often occurs.  The exclusive supply conditions of franchise agreements provide
the supplier with the opportunity to charge different prices to different
purchasers.

The prices paid for petroleum products are just one of a range of fees and charges
paid to the franchisor for the franchise package.  Other fees and charges include
site rental, franchise and brand fees.  These fees and charges provide a means of
sharing profits between the franchisor and franchisee.  The residual profit
becomes the franchisee’s return on its investment.

On entry, the franchisee needs information about the prospective profits that can
be earned.  For example, will his initial investment yield a return above the return
on safe securities sufficient to compensate for the extra risk involved.  This risk
factor must increase where there are exclusive conditions in the agreement and
both like and unlike branded resellers are in competition with the franchisee.5  An

5 Franchisees give up the right to seek alternative suppliers, but are not granted exclusive
territories in which they are the only seller of that brand of product.  Arguably the



8/COMMONWEALTH SITES AND FRANCHISE ACTS

165

accurate assessment of the magnitude of the risk is critical to the viability of the
franchise.  However, the combination of unpredictable price competition
(sometimes from this form of price discrimination) and no supply alternatives
makes assessment of the risk extremely difficult.  The common theme of
complaints from franchisees is that, in the face of product discounting and fixed
charges, they suffer considerable reductions in profit.  Ampol indicated it
recognises and will address this issue.

We believe in the future our franchises would have much greater reference to pricing
agreements between franchisor and franchisee.  They would be mutually agreed, they
would be a result of business plans ... we would also have this mutual interest with
our franchisees of building understandings of price and return and profit into our
franchise more than we do today. (Transcript, p. 770)

Need for reform

The Franchise Act increases franchisees’ negotiating power relative to
franchisors but at some cost to both parties.

The effective franchise term provided under the Act is nine years.  A long tenure
increases the costs to franchisors because it increases the uncertainty about the
franchisor’s investment return over the full tenure.  This uncertainty is
compensated for by increases in charges to the franchisee.

The Franchise Act inhibits restructuring and therefore imposes costs on the
industry.  The length of tenure constrains the opportunities for the oil major to
rationalise the site or change retailing arrangements.  The opportunity to
restructure is concentrated at the end of each nine year term.

If the Act were amended so that the effective term was reduced to say three years
(without automatic renewal), these costs would be significantly reduced.
However, reducing the tenure alone would not address other elements of the Act
that are cause for concern.

The Act covers the conduct and terms of commercial contractual arrangements
between two parties.  Legislation which prescribes the conditions of a particular
commercial contract is neither necessary nor appropriate.  In other industries,
minimum conditions for commercial agreements are negotiated between the
parties, supported by generic legislation in the form of the unconscionable
conduct provisions of the TPA and, increasingly, self regulatory industry codes.

homogenous nature of the product makes the granting of an exclusive territory
meaningless as competition is mainly based on price rather than perceived differences in
product.  Therefore, competition from the same brand is the equal of competition from
an alternative brand.
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These codes have advantages over legislation in that they are more flexible and
offer a lower cost dispute resolution process (see Section 8.3).

Some benefits provided to franchisees by the Act could be provided more
flexibly and at lower cost by a self regulatory code.  For instance, the Act
requires the franchisor to provide the franchisee with prescribed information that
ought to allow the franchisee to make a rational decision concerning viability of
the proposed franchise agreement.  While the requirement that the franchisor
provide information probably contributes to efficiency,6 the information supplied
should be capable of variation to suit changing circumstances, rather than being
prescribed by formal legislation which cannot be so readily amended.

Both Oilcode (see Section 8.3.2) and the Franchise Code (see Section 8.3.1), the
two self regulatory Codes applicable to the industry, require disclosure of
information prior to entry into a franchise agreement.  Whereas the Franchise
Code specifically defines the information required, Oilcode is in general rather
than specific terms.

The Franchise Act prohibits price discrimination between like-branded
franchisees on petroleum product prices.  Participants say that this provision has
been ineffective in reducing instances of price discrimination between
franchisees.  Retention of the Act would not address their concerns.  It is
proposed that price discrimination, in the terms defined by the Franchise Act, be
handled under Oilcode (see Section 8.3.2).

The Commission’s preferred approach to reform is to repeal the Franchise Act
and allow matters of concern to franchisees and franchisors to be dealt with under
a self regulatory code of conduct.

Oilcode has developed codes of conduct that reflect parts of the Franchise Act as
well as broader industry issues.  Arguably the continued existence of the
Franchise Act reduces the pressure for the negotiation of codes to cover issues
addressed in the Act.  Notice of its repeal should provide the impetus for
negotiation of codes on these issues.

A review of Oilcode (see Section 8.3.2) should lead to recommendations to
strengthen its structure, develop codes to cover outstanding issues, and provide a
minimum tenure of no less than three years, without the option of near-automatic
renewal.

6 It is unlikely each franchisee could access information at a cost lower than the franchisor
who collects this information in the course of business.
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Impact of repeal on existing franchisees

Existing franchisees made their investment decisions in the expectation of a nine
year tenure.  This period of tenure should be preserved so that the position of
existing franchisees is not be put at risk by repeal of the Act or by any
amendment which reduces the minimum tenure.  Franchise agreements now in
place should retain the provisions of the Act.  However, on negotiation of their
next franchise agreement, the minimum conditions negotiated under Oilcode
should apply to the new franchise arrangement (see Section 8.3.2).

Recommendation

The Commonwealth Government should repeal the Petroleum Retail
Marketing Franchise Act by 30 June 1995, leaving a strengthened
Oilcode to deal with the conduct of franchise agreements.  In
repealing the Act, provision should be made to preserve the rights of
existing franchisees for the balance of their nine year term.  In respect
of new franchisees, the period of tenure should be no less than three
years, without the option of near-automatic renewal.

8.3 Self regulation

The terms and conduct of supply agreements, usually between an oil company
and a reseller, are the source of considerable friction within the industry.
Allegations of inadequate or misleading information on entry, lack of care by the
reseller in assessing the information provided and abuse of bargaining power in
negotiations are commonplace.  To the extent that these allegations are justified,
they mean that one or other party is dissatisfied with the outcome.

The TPA protects against the abuse of negotiating power and the provision of
insufficient information on the purchase of goods.  However, recourse to the Act
can require costly court action.  In recent years, governments have encouraged
industries to use self regulation to maintain industry standards.  Codes are usually
reviewed by the TPC, to ensure they do not contain any provisions likely to
inhibit competition.  This allows consistent assessment to ensure they parallel the
public interest.

The advantages of self regulation over legislation are it:

• lowers legal costs — disputes are heard quickly and before an industry
appointed conciliator or arbitrator, avoiding the costs of the court system
while not removing legal action as a final option;

• is responsive to change — amendments can be made through a process less
complex than the parliamentary system; and
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• targets industry problems —  provisions can be more closely tailored to
industry problems.

There are two self regulatory codes which have jurisdiction over petroleum
products franchise agreements.  These Codes offer the opportunity to develop an
alternative approach that is more flexible than the Franchise Act.

8.3.1 The Franchising Code of Practice

The Franchising Code of Practice (see Appendix K) was established in 1993 to
cover all franchise agreements operating within Australia.  Compliance involves
suppliers and franchise advisers registering with the Code and disclosing
adequate information to potential franchisees, including details of fees and
charges, restrictions on trading and termination and assignment procedures.  It
does not specify a minimum term for a franchise agreement.

The Code sets ethical standards for commercial conduct and offers a means to
resolve disputes when breaches occur.  Compliance relies on deregistering those
who consistently breach the Code.

The Minister for Small Business established the Franchising Code
Administration Council Limited to administer the Code.  The Council comprises
a chairperson, five representatives of suppliers, five representatives of
franchisees, two of service providers and advisers, one lawyer, and a government
observer.  Some establishment funding was provided by the Commonwealth
Government, but the Code is now fully self funding.

A review of the Code previously scheduled for early 1995, has now been brought
forward to late 1994.  This is in response to the small number of suppliers who
have registered with the Code.  This low response indicates many franchisors see
no significant value in registration.  This undermines the ability of the Code to
enforce compliance.

The petroleum products industry has agreed that, for petroleum products’
franchisees, the provisions of Oilcode will take precedence over the provisions of
the Franchising Code.

8.3.2 Oilcode

Oilcode:

was proposed as one of a package of measures recommended by the Trade Practices
Commission in its position paper of ... 1988 to overcome identified problems in the
petroleum products market.  It has been developed through a process of consultation
and negotiation involving representatives of all industry associations and of
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independent operators and has received broadly-based support from all sectors of the
industry.  (Oilcode 1989, p.1)

Oilcode aims to set minimum standards for the conduct of supply agreements.  It
is administered by a committee, the Oil Industry Code of Practice Administration
Committee (OICPAC), comprising two representatives from each party with
observers from the TPC and DIST.  Unlike the Petroleum Retail Marketing
Franchise Act, Oilcode has the potential to cover all resellers.

An initial umbrella code, based on the Act, was established in 1989.  Eight codes
have since been developed, each with a specific purpose.  These have extended
Oilcode beyond the Franchise Act to:

• business closure assistance for retailers and distributors (not covered by the
Act);

• interim franchise agreements (modifying the 'interim agreement' clause of
the Act);

• new business activities (establishing procedures for the addition of new
business to an existing franchise —  not covered in the Franchise Act);

• new oil company service stations (oil company to consider termination of a
retailer or its transfer to the new site affecting its performance — not
covered by the Act);

• disclosure on assignment by retailers and distributors (extends the Act’s
existing 'prior disclosure' requirements to prospective retail assignees and
distributors);

• recommended supplier arrangements (affirms the right to purchase non-fuel
products from any source — essentially covered by third line forcing
provisions of the TPA);

• oil company card transaction reimbursement (sets guidelines for conduct of
credit card business — not covered by the Franchise Act); and

• termination of oil company franchise agreement (agreement on termination
arrangements — modifies existing provisions of the Franchise Act).
(sub. 45, pp. 9-10)

The OICPAC has outlined the Code’s three tiered dispute resolution procedure as
follows:

• first, the parties must make every effort to resolve the matter by direct
negotiation;

• if that fails, then either party can refer the dispute to the relevant industry
association (AIP, APADA or MTAA) for its assistance; and
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• only if both the above steps fail can the matter then be referred to the
Conciliator by either party directly or through its industry association. (sub. 76,
p. 2)

OICPAC appoints a Conciliator to provide guidance through the last stage of this
dispute settling process.  The Conciliator:

• facilitates constructive discussion between the parties on the causes of a
dispute;

• assists parties to reach agreement on a mutually acceptable basis for resolving
individual disputes (as distinct from industry-wide disputes) and for continuing
their contractual relationship; and

• assists parties to agree on a basis for resolving their contractual relationship
where a mutually acceptable solution is not possible through conciliation.
(sub. 76, p. 2)

Inability to reach agreement within the conciliation process still allows the case
to be presented under common law, the Franchise Act or the unconscionable
conduct provisions of the TPA.  To date all cases referred to the Conciliator have
resulted in agreement and have not required further action.

Incorporation of provisions of the Franchise Act into Oilcode

Franchisees generally believe that repeal of the Franchise Act without
compensating coverage under Oilcode could return contractual terms and
conditions to those found by the Royal Commission in 1976.  Many inquiry
participants requested that these matters be incorporated in a strengthened
Oilcode before the Act is repealed.

Many of the provisions of the Franchise Act are already covered by Oilcode, but,
some are dealt with sparingly or not at all.  For instance, disclosure requirements
are only defined in general terms while the minimum terms and conditions for
franchise agreements remain undefined.  The potential to breach the TPA has
restrained development of a code to cover the contentious issue of price
discrimination.

Disclosure

The disclosure provisions of the Franchise Act are explicit.  Nevertheless,
franchisees still allege the information provided by the franchisor does not
provide a proper indication of likely future performance.  The disclosure
provisions in Oilcode are expressed only in general terms.  The provisions of the
Franchise Act could be improved and adopted by Oilcode.
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Terms and conditions

The right to assign goodwill and secure a lengthy tenure are the provisions of the
Franchise Act of most value to franchisees.  These could be negotiated under
Oilcode.  A code could be developed giving a minimum term of say three years,
determining conditions for assignment and the conditions that need to exist
before termination is effected.

Price discrimination

The Franchise Act prohibits price discrimination on petroleum products between
like-branded franchisees.  This form of price discrimination can affect as few as
two parties.

This provision of the Franchise Act has not stopped this form of price
discrimination.  The exclusive conditions of franchise arrangements (which
preclude them buying product from an alternative supplier) facilitate this form of
price discrimination (see Box 8.2).

In essence this is an issue of business ethics and should be resolved between the
parties themselves or through a code of conduct.  The TPC believes any code
addressing this form of price discrimination may stifle legitimate competition and
is in danger of breaching the price fixing provisions of the TPA.  However, it
should be possible to work out a general format in collaboration with the TPC,
perhaps similar to that suggested by Ampol (see Box 8.2).

These codes could be developed in any review of Oilcode.

Effectiveness of the Oilcode structure

While most participants praise Oilcode’s performance to date, many believe
incorporation of the more contentious issues, such as those now covered by the
Franchise Act, will provide some members with the incentive to withdraw their
voluntary support.  This belief points to a lack of confidence in the structure of
Oilcode.

The TPC noted, in its draft guidelines on codes of conduct, that an effective
structure should reflect:

• reasons why the code is needed;

• the interests of all those in the industry;

• broad objectives supplemented by specific codes to address well-defined
problems;

• an effective dispute resolution mechanism for single breaches;

• the ability to enforce a behavioural pattern of compliance;
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• a mechanism for independently monitoring and reconciling outcomes with
objectives at regular intervals; and

• sufficient publicity to ensure potential users are informed and to facilitate
compliance.  (TPC 1994, pp. 1-11)

Positive aspects

Oilcode meets some of these requirements.  It contains a statement of broad
objectives and its subsidiary codes address specific problems.  According to
reports from all parties, the dispute mechanism is effective and has resolved all
cases put before it.

Nevertheless, APADA has suggested that conciliation be replaced by arbitration.
In its view, this would overcome a fundamental weakness of conciliation —  both
parties must be willing to negotiate and compromise before conciliation can take
place.  Arbitration overcomes difficulties when one party is unwilling to
compromise.  It also allows an independent assessment and ruling on the alleged
breach that is not conditional on the agreement of both parties.

Areas in need of improvement

Oilcode has a number of areas that could be made more effective.  These are:

• coverage — the application of Oilcode is limited to contractual relationships
between an oil company and a reseller (Oilcode 1989, p. 3).  All suppliers
should be able to access the Code;

• entry — membership should be open to all industry participants;

• independence — power is currently divided between three industry
associations, AIP, MTAA and APADA.  Consideration should be given to
whether an independent chairperson of OICPAC, unrelated to any member
group, would ensure more effective operation of Oilcode;

• funding — currently AIP, MTAA and APADA provide, in equal shares, all
funding for Oilcode.  Other associations, or individuals without affiliation
should arguably take some responsibility for Oilcode funding if they derive
benefits from Oilcode;

• compliance — Oilcode has no ability to penalise those who persistently
breach the Code.  Mechanisms to ensure compliance could include
pecuniary penalties and deregistration; and

• review and evaluation — Oilcode has provision for an annual review and
evaluation of its performance.  Assessments to date have been limited and
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not widely publicised.  Annual reports should be published and made
available to the industry and government.

These issues should be considered in a review of Oilcode.

Does Oilcode need legislative backing?

A number of participants asked for legislative backing for Oilcode.  The common
concern is that without the Franchise Act or mandatory Oilcode legislation, the
oil majors may not adopt any minimum conditions described under a voluntary
Oilcode.

Generic legislation, in the form of the unconscionable conduct provisions of the
TPA, offers a back-up means of resolving disputes through the court system
when required.  Ampol has proposed that any codes negotiated under Oilcode on
minimum conditions be incorporated in contracts and so subjected to contract
law.  This approach addresses performance of a contract rather than adherence to
a code.  It could be beneficial but would involve legal costs working to the
disadvantage of small individual resellers who lack the financial resources to
fight a case in the courts.

An alternative approach is outlined in Box 8.3.  It achieves legislative back-up to
the structure of the Code, described in the registered Memorandum and Articles
of Association, through company law.

Box 8.3: Australian Banking Industry Ombudsman Limited

Self regulation of the banking industry comprises a code of practice and an
ombudsman system for dispute resolution.  The ombudsman functions within a
private company — Australian Banking Industry Ombudsman Ltd.  The
administrative entities within the company are:

• a board comprising six representatives of member banks — with power to
appoint council members and chairman, change the ombudsman’s terms of
reference, change the Articles of Association and set funding;

• a council comprising a chairman, three representatives from consumer groups
and three from the banks — with power to appoint an ombudsman, and
recommend changes to the terms of reference which define the ombudsman’s
function ; and

• an ombudsman — whose decisions are binding on the banks, as long as the
customer agrees and does not resort to the courts.

The composition of the board, council and ombudsman, as well as their powers
and responsibilities are detailed in the Articles of Association.  The weighting
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and distribution of votes given under these Articles means that the four major
banks have considerable power through the board.

All funding is collected from banks on the basis of use by their customers.  The
extent of each bank’s contribution depends on the number of complaints they
attract.

Ampol has recommended that membership be made mandatory, not just for oil
majors, but for all industry suppliers (Transcript, p. 764).  This would ensure all
suppliers adopted the provisions of the Code.

The Commission considers that the issues of membership and adherence, in
particular, need to be considered in any review of Oilcode.

Who should undertake a review?

There are a number of issues that need to be reviewed by the industry. However,
the consultative bodies within the industry are less than fully developed.  This
makes selection of an appropriate body for such a review difficult.  The
appropriate body should be representative of the industry and incorporate an
element of independence that will ensure outcomes to the benefit of the industry
and the consumer.  Close consultation should take place between this body and
that currently reviewing the Franchise Code.

OICPAC indicated that it is unwilling to undertake this task (sub. 190, p. 1).  The
current administrative workload of Oilcode is proving too time consuming and
specialised for the current arrangement.  OICPAC is considering appointing an
administrator to take over this task.

OICPAC suggested that any review of the structure of Oilcode should be
undertaken by the Oil Industry Forum.  This Forum meets irregularly but its
membership is open to all interested parties.  While a review by the full Forum
would be unwieldy, a special review committee chaired by an independent
chairperson could be appointed by the Oil Industry Forum to undertake the task,
and report publicly on its findings.

Recommendation

A review committee comprising representatives of the petroleum
products industry and an independent chairperson should explore
means of strengthening Oilcode, having regard to the matters set out
in Section 8.3 of this report.  The committee should report by 30 June
1995 and the report should be available to the public.
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9 REGULATION OF THE RETAIL SECTOR

State, Territory and local Governments throughout Australia regulate
petroleum product retailing to varying degrees.  Controls include
those on the siting of service stations, safety of storage facilities,
hours of operation, range of petroleum and non-petroleum products,
floor area devoted to retailing of non-petroleum products and the
signs identifying brand and products on offer.  The danger is that
unnecessary controls inhibit change, reduce choice and raise the costs
of petroleum product distribution.

9.1 Objectives of regulation

Retailing is one of the more dynamic sectors of the economy, constantly
changing as competitors seek new and innovative ways to distribute products to
consumers.  Innovation has often extended to finding new combinations of
complementary products and services which can most efficiently be sold by the
same firm.  In this respect, petroleum product retailing is no different — service
stations offer videos for rent, car washes and a range of other services (see
Chapter 2).  However, in most States and Territories petroleum product retailing
is subject to extensive regulation.  Government regulation can retard change,
inhibiting firms’ scope to adapt to profitable new ways of meeting consumer
needs.

State regulation of petrol retailing has a long history.1  Trading hours of service
stations in Tasmania were first subjected to regulation in 1913, while in 1914, an
application to erect kerbside petrol pumps in Sydney was rejected by the
Municipal Council of the City of Sydney because it:

... would only be in the interests of private speculation, and in the public interests the
proposal should not be permitted. (Reports and Proceedings of the Municipal Council of
the City of Sydney, 1914, p. 230 quoted in Dixon)

In enacting and administering regulations covering the retail sector, State,
Territory and local Governments have numerous and sometimes conflicting
objectives, including:

• a 'fair' return for petrol retailers;

• ensuring that other retailers do not face 'excessive' competition from petrol
retailers;

1 Price regulation of the retail sector is considered in Chapter 6 and Appendix G.
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• low and stable prices for consumers; and

• amenity — both visual and through seeking to minimise traffic congestion.

The emphasis on micro economic reform has encouraged all levels of
government to re-evaluate their objectives, and to identify the costs and benefits
of intervention.  This has led to moves for deregulation in a range of Australian
industries.  More specifically, it has targeted 'anti-competitive regulation' —
regulation that might inhibit the entry into markets of new firms, and the ability
of existing firms to respond to changing market circumstances.

This is not to deny that regulation may be justified where an externality exists.
For example, planning controls may aim to preserve the visual amenity of an
area, with restrictions imposed on firms which seek to erect new buildings or
signs.  In the absence of such controls, firms might ignore the effect of their
actions on visual amenity, because the costs are not borne directly by them but by
the community at large.

Where government regulation seeks to meet objectives such as environmental
protection, safety, or visual amenity, the aim should be to achieve these
objectives at the lowest cost in efficiency terms.  Common safety standards and
procedures that are consistently applied across jurisdictions may be appropriate,
and allow participants to meet standards at the lowest possible cost.  In areas such
as visual amenity, communities may place higher or lower valuations on, say, an
uncluttered streetscape, and consequently different standards may be appropriate.
However, even where standards differ, similar procedures for administering
standards may lower the costs to industry and the community generally of
achieving the given objectives.

Areas where the community would benefit from further reforms include: barriers
to entering petrol retailing in South Australia; Australian Capital Territory and
local government planning controls; restrictions on the non-petroleum product
retailing activities of service stations; and constraints on trading hours.

9.2 Motor Fuel Distribution Act: South Australia

Concerns about the competitive structure of petrol retailing — particularly the
growing power of the oil majors — prompted legislation at the national level.
The Sites Act and the Franchise Act, both passed in 1980 (see Chapter 8), sought
to change the institutional framework in which the industry operated, while
minimising the level of government intervention at the firm level.

One State, South Australia, adopted a more interventionist approach.  It enacted
legislation in 1973 to achieve a more 'orderly' rationalisation.  South Australia’s
Motor Fuel Distribution Act (1973) (MFD) treats petrol retailing essentially as a
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special case, requiring individuals to seek licences2 or permits to sell petrol.  The
Motor Trades Association of South Australia (MTASA) commented that:

No other piece of State or Commonwealth Legislation has the same jurisdiction and
controls as the Motor Fuel Distribution Act — a unique piece of legislation, certainly in
Australia and most probably the world. (sub. 38, p. 1)

The Act is administered by the Motor Fuel Licensing Board (MFLB) made up of
three part-time members.  When the Act was passed in 1973, section 30 set out
the criteria to which the Board must have regard when granting a licence:

• the suitability of premises;

• the number of licensed premises within a three kilometre radius (licence) or
within a 10 kilometre radius (permit) of the subject premises;

• the possibility of transferring an existing licence (or permit) to the proposed
premises;

• the extent to which the proposed premises will provide facilities for the
repair and maintenance of motor vehicles;

• the extent to which the interests of retail customers of motor spirits will be
served; and

• the extent to which fair and reasonable competition within the industry of
retail selling of motor fuel will be affected.

The South Australian Business Regulation Review Office’s (SABRRO) Green
Paper3  noted that the Act was intended:

... to rationalise the establishment of service stations and to reduce their proliferation in
the interests of those in the industry as much as in the general public interest. (1991, p. 6)

But, in so doing, the Act has established a barrier to entry into the petroleum
products retailing sector.

Even though the purported objective of the Act was to reduce the number of
petroleum product retailers, the basis on which to determine the appropriate
number of outlets was undefined.  However, even if the number of outlets were
to be determined by administrative fiat rather than by competition among firms,
the number would in part depend on the sales mix of those outlets.  This is
because outlets that diversify may be viable with relatively lower petroleum

2 “Licences can be granted to those whose principal business is selling of petrol, while permits
can be granted to those persons who sell petrol, but whose main business is that of
something else (ie motor repairers, grocery shops, country delicatessens etc.).” (SABRRO,
1991, p. 6)

3 At the time the report was issued, the agency was called the Office of Regulation Review.
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product sales.  The extent of diversification has changed over time and varies
widely between outlets.

The public was expected to gain from lower prices, as the higher throughputs of
the remaining service stations led to lower average unit costs of distribution.
Other benefits cited were enhanced visual amenity by reducing the prospect of
what was seen as unnecessary and unsightly service station developments at
virtually every major intersection.

Substantial changes to the Act were proposed during a 1982 review.  A further
review in 1986 canvassed the option of repeal.  The 1991 review noted criticism
of the drafting of the Act, quoting a Supreme Court judge who described it as:

... an appallingly drafted statute ... and a cut and paste Act which does not hang together.
(SABRRO 1991, p. 9)

The 1991 review concluded that there was no explicit policy basis for the Act and
that the Act should be repealed (SABRRO 1991, p. 9).  It also drew attention to
the fact that no guidance as to the weighting which should be given to each of the
above criteria is contained in the Act.  The review referred to claims that
interpretation and weighting of the various factors had varied depending on the
Board’s membership from time to time.

The Board’s administration costs are less than $100 per licence or permit holder
per year, much of which is recovered from the industry.  However, for new
entrants, the costs of acquiring a licence can be considerable, as are the resources
used by permit and licence holders objecting to new applications.  In addition to
the normal town planning process, the Act has created an extra layer of costs and
another source of risk for petrol retailers.

New entrants seeking to obtain a permit or licence devote resources preparing for
a Board hearing, and many choose to have legal representation for the actual
hearing.  However, a well-prepared application is by no means a guarantee of
success, with the associated risk creating a further barrier to entry.  The process
can be complex.  The Board’s Secretary may have to notify up to 200 possible
objectors prior to a hearing, with the MTASA formally opposing most
applications in established areas.

The SABRRO review cited one case of a permit application where the applicant
had estimated legal costs of $15 000 to $20 000 after an initial unsuccessful
application, followed by an appeal (dismissed), and a further (successful) permit
application three years later.  In another case, the Board’s decision not to grant a
licence following a three day hearing was overturned on appeal.  It was not until
the decision was reviewed by the Supreme Court that the proprietor could be
confident of a licence.  In a case involving multiple applications and a Supreme
Court injunction by an objector, a licence was finally granted four years after the
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initial application and after the proprietor had spent $20 000 in legal fees. The
MTASA noted:

It must be conceded that when oil companies get involved in applications, it becomes a
costly exercise.  On occasions the Board has been confronted with as many as five
solicitors representing the various interests of the oil companies involved. (sub. 147, p. 3)

While these are isolated cases, the additional resources required, and the greater
risk faced by new entrants are barriers to entry created by this Act and its
administration.

Those seeking to object to a licence can also incur costs.  Planning consultants
may prepare evidence addressing the criteria; analysing demographic data, such
as the level of, and trends in, car ownership and population in the catchment area.
In other areas of retailing, these would be primarily matters of interest for the
companies involved, rather than the bureaucracy.  A submission by a planning
consultant can cost objectors (or the applicant) $2 500 to $3 500 in addition to
any legal fees.  If an application is successful, the firm still has to seek town
planning permission, and bear the cost and delay of that process as does any other
retailer.

The Act’s operation can disadvantage smaller firms entering petrol retailing in
two related ways.  First, to the extent that the resources needed to produce an
application are reduced with experience — learning by doing — or by specialised
staff, there may be cost savings for the oil majors which regularly make
applications and lodge objections.  Second, the oil majors (unlike smaller firms)
can spread the risk over several projects annually and thus reduce their exposure
to risk.  In recent years, oil companies have accounted for about three quarters of
new licence applications.  Permit applications (where the principal business in
not sale of petrol) have in the main been made by small country stores and mixed
businesses.

Those seeking to retain the Act point to a decline in the number of businesses
selling petrol during the 20 years in which the Board has administered the Act.
However, there have been other changes since the Act’s inception. As the
MTASA noted, reduced regulation has allowed service stations to compete on
price.

In those days [1973] there was very little visible competition in the marketplace.  The
price of petrol was under price control.  ... [until] 1976 when price control was lifted by
the South Australian Government. (Transcript, p. 1241)

Consequently, the extent to which the Board has assisted, rather than impeded,
rationalisation is far from clear.  There is little evidence that the rate of
rationalisation of service stations has been higher in South Australia than
elsewhere.
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The Act is an example of anti-competitive regulation.  As pointed out by the
Australian Institute of Petroleum (AIP) in response to the SABRRO Green Paper:

This Act has unintentionally operated to restrict competition, by restricting entry into the
industry and allowing relatively badly located or costly sites to remain in business. (1991,
p. 2)

While some sites which would not be viable in a more competitive market
continue to operate — albeit at low levels of profitability — better located sites
are able to maintain higher petrol prices than would otherwise be the case.  This
has not necessarily been to the benefit of current service station operators, with
any gains having been either capitalised into site values in the past or offset by
the cost of objecting to potential entrants.  Indeed, the MTASA noted that South
Australian service stations are no more profitable than elsewhere.

Adelaide is in ... arguably a worse position than that of any other of the metropolitan
areas. (Transcript, p. 82)

The licences awarded by the Board cannot be bought or sold as they are issued to
individuals to operate at particular sites.  They nevertheless have a value to the
proprietors, and in practice licences are transferred to new owners of existing
sites as a matter of course.  The value of the licence which would be reflected in
the sale price of sites, will depend on the extent to which the licensing system
raises retail margins about the level that would otherwise have applied.

The MTASA implicitly acknowledged the potential for the Board’s operations to
restrict entry and thereby impede dynamic efficiency when it contended that
should the Act be repealed:

... the oil companies or would-be entrepreneurs will:

• install pumps at tyre and muffler shops; and

• replace existing sites with mega-sites (pump palaces). (sub. 38, p. 6)

Consumers elsewhere in Australia appear to have welcomed similar innovations,
although they have been the cause of some restructuring.

The operation of the Act can indirectly impede development of other innovations
in petrol retailing such as convenience stores4, which offer both a broad range of
grocery items and petroleum products.  While convenience stores accounted for
almost 12 per cent of outlets in Melbourne and Sydney in April 1993, they made
up fewer than 5 per cent of outlets in Adelaide (AIP, sub. 50, p. 17).  Adelaide,
unlike Perth or Brisbane, has few restrictions on trading hours, range of products
sold or store size.

4 Defined by Informed Sources as an outlet where the product range is such that customers
would be able to do all their weekly grocery shopping.
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Box 9.1: Consumer choice
While Adelaide consumers have the opportunity to buy from convenience stores,
the choice offered to them is reduced in subtle ways.  The largest convenience
store chain, 7 Eleven, has not entered the South Australian market, in part
dissuaded by the MFD Act, and has focussed its expansion on less regulated
markets.

7 Eleven seeks to differentiate its outlets from those of the major oil companies.
As the only convenience store chain not owned by an oil major (it was formerly
50 per cent owned by Shell but is now independent and buys petrol from Caltex)
the company places less emphasis on petrol sales.  The company claims that a
typical store would sell only 30 000 litres a week through three pumps. While
petrol may account for 40 per cent of the total value of sales, it would contribute
only 10 per cent of profits.  Thus sites with relatively low volumes of petrol sales
can be viable in some markets with a broadly diversified product mix.

Some service stations in South Australia have been converted to convenience
stores (as has been the practice in other States), but these sites may not be at a
preferred location for convenience stores.  An owner of an existing site may close
it and reopen a new, better located site nearby by transferring the licence with the
approval of the Board, but this raises the cost of entry.

Some participants argued for the retention of the Act on safety and environmental
grounds.  However, the sole function of the MFD Act is commercial regulation
and the Board does not consider environmental matters, leaving that to other
agencies.5  The Board also has a very limited safety role.  The Board considers
both the planned layout of sites and the entry and exit of traffic when examining
new applications.  But once a site is licensed the layout can be changed without
the Board’s approval.  Moreover, as for other businesses such as take away food
outlets offering drive–through service, traffic considerations are examined during
the local council town planning approval process.

The Act reduces competition, impedes structural adjustment, reduces consumer
choice and consequently leads to inefficient modes of petroleum product
distribution.  The South Australian Government has announced that it aims to
rationalise and simplify the licensing and regulatory arrangements required by
business.  As part of this program it has announced another review of regulations
affecting the motor trade industry.

5 The Chairman of the MFLB pointed out that under the Act, the Board has the capacity —
which to the best of his knowledge has never been excercised — to conduct an inquiry into
the conduct of any person engaged in the retailing of motor fuel, including breaches of
environmental laws.
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The opportunity will be taken to examine any anti-competitive provisions in the Motor
Fuel Distribution Act and update these measures in light of the Government’s reform
agenda. (sub. 176, p. 3)

Recommendation

The South Australian Government should repeal the Motor Fuel
Distribution Act.

9.3 Town planning controls at a local level

The trade-off between allowing local communities to develop planning
guidelines which reflect local preferences, and the gains from standardising the
implementation of guidelines, remains contentious — though not one whose
impact is confined to the petroleum products industry.

The zoning of land, which defines the range of its permitted uses, can have a
large impact on its value and planning permission to conduct commercial
activities on residential land can be a valuable right.

In the past, commercial uses of land which served the local community were
generally allowed in residential areas, such as local milk bars, hairdressers and
service stations, but not large supermarkets.  Some restrictions were imposed to
ensure adjacent residential properties were not adversely affected, for example,
prohibiting noisy activities such as panel beating.  However, as the retail sector
has evolved, with outlets seeking to service a wider area than local needs, the
benefits of being able to undertake commercial activity on main roads in a
residential area — with the far lower cost of land that implies — have led to
tighter administration of planning controls.

In most States, local government determines the suitability of a site for different
uses, based on local conditions.  The Local Government Association and the
Shires Association of New South Wales noted:

The Associations strongly support the control of service station sites through land use
planning controls.  These allow councils to integrate such developments within a local
community through community-developed guidelines.  It is not possible for uniform local
government regulations to apply.  Each local government area must be able to assess the
impact of such developments on the local community and impose conditions to ensure
compatibility with the local community. (sub. 54, p. 3)

The role of land use controls was noted by Mobil:

In any community, regulation of land use and building controls is clearly required as are
mechanisms for ensuring that the economic, social and environmental impacts of major
projects are balanced.  However, the community is not well served by decisions in which
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planning authorities do not anticipate the economic and social impacts of their
recommendations. (sub. 56, p. 33)

Many inquiry participants expressed concern at the variation in procedures across
the country, and the unpredictability of the timing and final result of the planning
process.  In Victoria, for example, an uncontested planning application was said
to take three weeks, while a contested application is more likely to take four to
five months.

Companies seeking to create a uniform image across a region — be they a
supermarket, fast food, or petroleum product retailing chain — often wish to
standardise as many aspects of their outlets as possible.  Standardisation can also
reduce the costs of design and building of outlets, as well as speed the
construction process.  This can bring companies into conflict with local
communities that have no wish to standardise the appearance of their suburb, in
fact often the opposite.

The standardisation of administrative procedures has not been helped by the
fragmentation of planning schemes.  For example, until 1988, Melbourne had a
single scheme, the Melbourne Metropolitan Planning Scheme, administered by
52 councils.  In 1988, the Victorian Government replaced this with 52 separate
planning schemes.

An example of costly differences as a result of inconsistent administration of
standards was given by BP in relation to its main identification shield.

The rulings varied from including the shrouding to just including the BP shield, and all
sorts of configurations in between.  These appeals were both costly and time consuming.
(sub. 37, p. 23)

Wherever possible, governments should harmonise the administrative guidelines
employed to assess compliance with planning controls.  This would not preclude
communities setting different standards to reflect local preferences, but would
reduce the compliance costs.

9.4 Locational controls: Australian Capital Territory

The impact of government regulation in general, and planning controls in
particular, on petroleum product retailing has been most visible in the Canberra
market.  Canberra has been a planned city since its inception with sites
earmarked as service stations and released by public auction.  The majority of
sites are located in neighbourhood shopping centres rather than on the main
thoroughfares.  With both the number and location of service stations restricted,
sites in the Australian Capital Territory (ACT) fetched high prices, reflecting the
benefits they conferred on the lessees.
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These restrictions have imposed considerable additional costs on consumers.  The
Prices Surveillance Authority (PSA) examined the Canberra petroleum products
market in both 1987 and 1991, and concluded that consumers pay 3 to 5 cents per
litre extra for petrol as a direct result of ACT planning policies.

Restrictions on the number of sites have led to average volumes for Canberra
service stations — 260 kilolitres per month — exceeding those of Sydney,
although the average is distorted by a small number of high volume sites (see
Table 9.1).  The 1992 site-to-population ratio across the ACT was 1:3 620, while
for Sydney the ratio was reportedly 1:2 470.  But a city-wide average for
Canberra masks considerable differences between Canberra suburbs in site to
population ratios and as a consequence, average fuel sales per site.  These
differences largely result from changes in the planning guidelines in force when
each of the sites were released.

Restrictions on the number and location of service stations have reduced the level
of price competition. As the ACT Working Group on Petrol Prices reported:

One ACT retailer in a suburb with a busy shopping area informed the Working Group
that he had experimented with his prices by lowering and raising them in a range of 2
cents per litre without having any appreciable effect on his volume. By contrast, in
regions of Sydney where sites are located on arterial roads the Working Group was told
that a difference of even 1 cent per litre can result in the loss of approximately 50 per cent
of volume within a few days. (1992, p. 45)

Table 9.1: Australian Capital Territory service station volumes, 
1992

Service station volume
(kilolitres per month)

<150 <200 <250 <350 <500 >500

Proportion of total number of sites
(per cent)

36 18 12 12 9 13

Source: ACT Government Working Group on Petrol Prices, November 1992, p. 28

The monopoly rents associated with the restrictions on competition were largely
captured by the Commonwealth Government’s ACT administration when it
auctioned sites.6  The restrictions on the number of sites at each neighbourhood
shopping centre created the relatively stable market and resulted in high bids for
sites (see Table 9.2). These restrictions, in conjunction with locational restrictions
and rules forbidding advertising of prices on major thoroughfares, hindered
development of the vigorous price competition at the retail level that is seen in
other major markets.

6 Since self-government in May 1989 no stand-alone service station sites have been auctioned,
although the ACT Government has sold two group centre sites incorporating service station
sites to developers and approved four lease variations since then.
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Table 9.2: Average service station site prices, ACT and Sydney,
1991

ACT Sydney

($ 000) ($ 000)
<300 000 litres/month    332    210
>300 000 litres/month    700    428

Source: ACT Government Working Group on Petrol Prices, p. 7

Like many country centres, Canberra had evolved into a very stable market
environment for petroleum product retailing, in contrast to the volatile markets of
the major capital cities where refineries are based.  The virtual absence of highly
visible sites on main thoroughfares — attractive to aggressive price discounters in
other centres — has among other factors hindered price competition in Canberra.
In addition, the oil majors account for a higher proportion of sites — more of
which are company operated —  in Canberra than nationally, while only one
independent retail site has been operating there over recent years.  Prices have
been relatively uniform across Canberra, and have fluctuated less over time.  This
stable environment with a lower level of price competition between sites has
allowed relatively high retail prices to persist.

Restricted release of additional sites — Burmah

Public disquiet at the disparity between Canberra and Sydney petrol prices —
particularly those on the Canterbury Road leading out of Sydney, and on the
Hume Highway — has led to intervention by the ACT Government.

In December 1993 the ACT Government released to Burmah Fuels Australia a
service station site on a major thoroughfare.  No other oil company or
independent was given the opportunity to negotiate for this site, nor was it
offered by competitive tender.  Because of planning constraints it could only be
offered as a licence rather than a lease.  The licence fee negotiated was nil in the
first year, and the greater of 1.8 cents per litre less an allowance of $55 481 for
capital expenditure or $9 300 in each subsequent year.  This fee would cover
occupancy costs including rent of the land, depreciation on plant and buildings,
and land tax and rates that operators of other sites incur.  Unlike the 99 year
leases that have been auctioned in the past, the licence is for three years, with an
option to renew for an additional two years.  A licence holder does not pay land
tax or rates.

Burmah is not an oil major, having no refinery and currently getting fuel for its
120 sites nationally under a contract with Shell, on a delivered basis.  Initially
speculation surrounding the conditions attached to the release of this site (which
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were not disclosed until April 1994), and Burmah’s reputation for pricing
competitively at new Sydney sites, created a high level of interest.  Following the
opening of the Burmah site, the difference between average Canberra retail prices
and the PSA Canberra maximum wholesale price declined, not just in areas
adjacent to the Burmah site but all over Canberra (see Figure 9.1).  The
Commission’s analysis has found that Burmah’s entry seems to be associated
with about 3 cents of the fall (see Appendix F).

It is difficult to explain the behaviour of prices across Canberra since Burmah
entered.  The initial fall in prices was both greater and more widespread than
might have been predicted from the release of just one additional site in a market
the size of Canberra.
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The ACT Government contended that prior to the introduction of Burmah the
ACT market was typified by:

... a club mentality among retailers with uniformity in pricing. (ACT Government 1994,
p. 6)

It could be argued that with the majority of sites not visible from major roads,
service stations distant from Burmah could have maintained prices at higher
levels, however the publicity surrounding Burmah has now made the market
particularly sensitive to small price differences.

Figure 9.1: Difference between average Canberra retail prices and
PSA Canberra maximum wholesale price

Note : The difference between the PSA intervention price and retail prices fell on 18 August 1993.  This
was a consequence of a 3 cents per litre increase in Federal excise being immediately reflected in
the intervention price, while retail prices did not rise until a day later.

Sources : NRMA and PSA data

The oil majors state that they are unsure as to why prices fell so rapidly and
widely across Canberra following Burmah’s entry, but reject any suggestion of
collusion.  Several reported that franchisees distant from Burmah complained that
they faced irate customers challenging them as to why they could not match
Burmah’s prices.  These prices were widely reported in the press and on the
radio.  Consequently, the franchisees matched Burmah and sought price support
from their suppliers.

Box 9.2: Price support in the Canberra market
According to the oil majors, price support is offered to Canberra franchisees at
their request to match local competition.  Support has been offered periodically
although infrequently in the past in Canberra.
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The ACT Government argued that in the absence of independents:

because of the lack of a strong retail competitor in the ACT, there has been no incentive 
[prior to Burmah] for the major oil companies to offer their franchisees any wholesale 
discounts. (ACT Government 1994, p. 7)

The manner of support of franchisees differs between the oil majors.  Caltex uses
a Market Area Pricing (MAP) system, by which all franchisees in a defined
geographic area obtain fuel at the same price.  This system was introduced
nationally in April 1989 as an alternative to selective price support (typically
rebates) for individual sites.  Caltex has had one market area for all its Canberra
sites since the introduction of MAP.7  Caltex has 16 sites in Canberra, of which 3
are commission agents.  On 13 December 1993, seven days after Burmah’s entry,
Caltex divided Canberra into three market areas.

Consequently, different sites can now be offered fuel at varying prices.  Caltex
stated that since the entry of Burmah it has been forced to lower wholesale prices
across Canberra by an average of around 2 cents per litre below the PSA
approved maximum (Caltex 1994, p. 4) to ensure its franchisees survive.

BP, Shell, Ampol and Mobil have offered price support to their Canberra dealers
since Burmah’s entry, with the level of support varying over time depending on
competitive pressure.  Some support has been in the form of profitability support,
where a discount off some aspect of the cost structure is offered, such as rent,
while in the majority of cases it has been on a cents per litre rebate.  In general,
during periods of discounting both the oil major’s and the retailer’s margin is
squeezed.  In a submission to the Legislative Assembly Standing Committee on
Public Accounts, Ampol stated that price support cost it $170 000 between the
entry of Burmah and 23 June 1994 (Ampol 1994, p. 7).

Burmah’s agreement with the ACT Government states:

The Licensee has entered into this licence agreement in the full understanding that the
Territory requires more competitive retail petrol pricing in the Australian Capital
Territory and this licence will enable the Licensee to quickly introduce a more
competitive environment. (ACT, 1993)

The ACT Government subsequently announced plans to release a further three
sites, again on major thoroughfares.  These sites will be offered for lease through
the direct grant process rather than by auction, and only to eligible independents.
To qualify as an eligible independent an applicant must demonstrate that it:

• has the financial and other capacity to develop and manage the service station, and
include details of expertise, resources and experience, and that the proposal will be
economically viable in the long term;

7  The Sydney market with 227 Caltex sites is currently divided into 35 market areas.
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• will act competitively in the ACT retail petrol market to endeavour to offer petrol for
sale at a competitive and viable retail price;

• has the ability, determination, and financial capacity to remain in the ACT retail
petrol market as a competitive force; and

• and, will not enter into a franchise agreement with a major oil company. (sub. 180,
p. 7)

Established firms in the ACT market (the oil majors) will not be given the
opportunity to compete for the sites.  This decision follows the Working Group’s
recommendations with the implicit assumption that independents are necessary
and sufficient to achieve a more competitive market.  However, other than
Burmah, it is not clear which firms would qualify.

It is not clear why in the longer term Burmah, or any other eligible independents
which have received 99 year leases on sites would continue to hold prices down
to the extent that Burmah has to date.  Burmah is likely to seek to ensure renewal
of the existing licence, and in the short term try to ensure that its applications for
further sites are viewed favourably.

Several groups within the industry have expressed concern about ACT
Government policies in this area.  The Motor Trades Association of the ACT
(MTA–ACT) has emphasised the reduction in revenue that current operators will
experience and hence the declining value of existing sites as a consequence of the
release of additional sites.  It has pointed out that the savings to motorists will be
at the expense of government revenue, and confidence in the ACT leasehold
system.

However, even if the release of additional sites were not restricted to eligible
independents (the Government has announced that this will be the policy after the
release of the next three sites) the relaxation of planning controls would be
expected to adversely affect existing operators and lower property values for their
sites.

The ACT Treasury calculated that for every 10 per cent fall in the aggregate
valuation of existing sites,8 revenue from land tax and municipal rates would fall
by $220 116.  However, in comparing the costs and benefits of Burmah’s entry,
the loss of any additional revenue that would have accrued had other firms been
able to bid for the site may have been overlooked.  The ACT Treasury calculated
that the recurrent savings to ACT motorists, based on a 3 cents per litre reduction
in petrol prices being sustained, would be in excess of $9 million (ACT
Government 1994, pp. 19-20).

8 The total unimproved value of service station sites in Canberra (recently revised) was
$77 222 000, upon which land tax and municipal rates of $1.9 million are levied.
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The oil majors, MTA–ACT and the Building Owners and Managers Association
ACT Division (BOMA) contend that Burmah’s entry into the ACT has been
subsidised by taxpayers.  They maintain that Burmah has not operated on lower
profit margins, but has been able to offer lower prices only because the ACT
Government has conferred a cost advantage on Burmah.  BOMA’s submission to
the ACT Legislative Assembly Standing Committee on Public Accounts stated:

... it has been estimated that the average occupancy cost for other service stations in the
ACT is about 8.5 cents per litre.  With Burmah selling petrol at about 5 cents per litre
below the previous prevailing price and with its occupancy cost (that is, the direct and
only payment to government) being about 2 cents per litre, it is clear therefore that
Burmah is not a discounter but rather a profiteer. (BOMA 1994)

The oil majors and BOMA, while not in general objecting to the release of
additional sites — although this has a significant impact on the value of their
existing sites and long term leases — have protested at both the conditions under
which Burmah gained access to its current site, and being excluded from the new
desirable locations.

Ampol contends in its submission to the ACT Legislative Assembly Standing
Committee on Public Accounts that the virtual absence of independents in the
ACT results from government policies and the uncertainty associated with the
intervention currently being implemented.  Ampol pointed to other large markets
having no controls governing service station numbers or ownership criteria and
noted:

... the increase in independent site numbers in the Brisbane market has outweighed
growth by the majors in recent years.  This indicates the ability of the operators to
compete without the preferential treatment being to offered to establish operations in the
ACT. (Ampol 1994, p. 4)

The ACT Government cites evidence that the rates of return accruing to
developers of petrol station sites in the last decade have been far in excess of
those for other commercial property in the ACT or indeed other capital cities
despite the high prices paid for land (ACT Government 1994, p. 6).  However,
given that other firms were able to compete for these sites the high returns imply
one of two possibilities:

• that the returns incorporate a high risk premium;

• or unexpectedly, demand for sites has grown faster than supply.

A high risk premium may have been due to uncertainty as to future planning
policies, particularly with respect to the release of additional sites.  Ampol stated
in its submission to the ACT Legislative Assembly Standing Committee on
Public Accounts that:

One of the key factors in any investment decision is the level of certainty associated with
returns, particularly within the petroleum industry which is characterised by high capital
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costs and low returns.  Interventionist policies by governments add to this uncertainty and
will ultimately direct capital investment towards markets where returns are not dictated
by government intervention. (Ampol 1994, p. 7)

If the ACT Government’s actions lead to developers perceiving that the ACT has
become a riskier market in which to invest, they may demand higher risk
premiums for future developments of all types across the ACT.

The oil majors maintain that they are being penalised under the new regulatory
regime after competing in the past under the government imposed constraints.
BP contended:

Currently the ACT Government in a desire to lower petrol prices (which only reflect the
cost structure imposed) maintains that further legislation on service stations is needed.
This is a classic case of government imposing artificial regulation over the top of
artificial regulation, further distorting the cost and income structure of the existing
participants, rather than removing the impediments which exist. (sub. 37, p. 22)

One solution would be to eliminate or substantially relax the existing restrictions
on the number and location of sites in Canberra, subject to the concerns about the
impact on visual amenity.  The Government has announced that after the release
of the additional three sites, new sites will be released as part of general
commercial land not as specific sites (sub. 180, p. 16).  However, with the twin
objectives of greater price competition in the short term and minimising the
impact on Canberra’s visual amenity, the ACT Government has favoured a policy
of discriminatory release of a very limited number of additional sites.

Non-discriminatory rules are necessary for both efficiency and equity.  The
existing firms in the Canberra market have competed in a market environment
constrained by the ACT planning policies, which were inherited by the current
government with the introduction of self–government.  Consequently, adopting
policies which discriminate between firms could adversely affect the level of
investment in Canberra, and thus the long term interest of consumers, by creating
uncertainty as to future government treatment of firms complying with existing
legislation.

Restrictions on advertising signs

The ACT Working Group recognised the problems posed by service stations
located in isolated enclaves.  In addition to suggesting the release of new sites on
main thoroughfares, it recommended:

... that roadside petrol pump signs (for the purpose of advising main road traffic that a
service station can be reached by turning off the main road) be available to service
stations which seek them and approval should be given except where the service station is
more than a convenient distances — say 1 kilometre — from the main road.
Consideration should also be given to a trial of 'branded' roadside signs of this type.
(1992, p. 78)
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It is difficult to see how roadside signs which do not incorporate information on
petrol prices will have any impact on price competition.  The ACT Government
could consider allowing service stations, particularly those at local shopping
centres, to advertise their fuel prices (subject to planning restrictions on the size
of signs) on nearby main roads, in addition to their location and brand of fuel.
This could enhance price competition, albeit at some cost in terms of visual
amenity.

The Working Group did not propose that other retailers be given similar
concessions on signs and consequently any measures to selectively relax
restrictions on signs would favour petroleum product retailers at the expense of
others.

9.5 Co-location and restrictions on retail floor space

Restrictions on the combination of petroleum product sales and other retailing
activities have been relaxed Australia-wide.  The ACT and Queensland
Governments continue to protect other retailers from competition from service
stations through controls on retail floor areas, while Western Australia has a
detailed list of permitted products.

The ACT Working Group noted the extent to which service stations in the ACT
face restrictions on their retail area — 50 square metres in most cases — reducing
service stations’ ability to generate income from non-petroleum product sales.
While some restrictions have subsequently been relaxed — service stations at
larger commercial and city centres can now have shop areas up to 150 square
metres — the restrictions on local service stations remain at 50 square metres.
This is less than one-third of the size of the average convenience store found
elsewhere in Australia.

Traditional service stations, with an ancillary income from workshops are
becoming less common.  New service stations in many markets outside the ACT
incorporate a large retail area and receive between 50 and 75 per cent of their
profit from non-oil activities. In a submission to the Legislative Assembly
Standing Committee on Public Accounts BP stated:

Non-petrol activities in Canberra service stations (eg food, grocery and car accessory
retailing) have not been developed to the same extent as in other markets, and forces
retailers to obtain higher margins on petrol sales.  The ACT administration’s petrol site
lease purpose clauses were aimed at ensuring that petrol retailers did not diversify into
activities which compete with other retailers. (BP 1994, p. 8)

Restrictions in the ACT on the sale of petrol from car parks has limited the
opportunities for other firms to compete with service stations.  Supermarkets in
Victoria and New South Wales do not face significant regulatory barriers to
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offering petrol as part of their product mix although as yet few have exploited
this opportunity.

Box 9.3: Supermarkets and petrol sales
One supermarket chain, Jewel Food Stores, sells petrol at six of its supermarkets:
in Queanbeyan, Mayfield, Campbelltown and Mount Druitt in New South Wales;
and Ballarat and Werribee in Victoria.  Each was built on a greenfield site with
facilities for petrol sales an integral part of the development.

Petrol is seen mainly as a marketing tool to attract customers to its attached
grocery store — essentially another way of advertising.  Customers spending
more than nominated amounts at the supermarket receive vouchers offering
discounts on petrol.  Each store sells more than 320 000 litres of fuel a month.
The petrol is supplied by local distributors and sold under Jewel’s generic
products brand, 'No Name'.

As the ACT Working Group noted, supermarkets in the USA and Europe have
diversified into petrol to a large extent.  The AIP noted:

In the UK the share of hypermarkets in petrol retailing sites for example has doubled
from 7 per cent to 12 to 15 per cent in the three years since mid–1990. (sub. 50, p. 19)

Supermarkets in the UK and France, for example, tend to offer very competitive
petrol prices as a way of attracting customers to their outlets — hoping that they
will buy other higher margin products — much the same strategy as that adopted
by the oil companies in their expansion of convenience stores.  In France,
hypermarkets in 1989 accounted for more than 40 per cent of petrol sales,
through some 3 500 outlets.

Queensland restricts the floor space of shops attached to service stations to below
100 square metres  (nationally convenience stores typically have a floor area
greater than 180 square metres).  This restriction is imposed through the Local
Government (Planning & Environment) Act (1990) and effectively ensures that
convenience stores of the type common in other States are not viable in
Queensland.  BP noted that if the restrictions were removed the petroleum
products industry would build more of the convenience stores commonly seen in
other states (Transcript, p. 1072).

The Act is under review and a draft bill may be released for comment in late
1994 which may address the issue of relaxing restrictions on service stations and
their shops.
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9.6 Trading hours and restrictions on range of products sold

In Western Australia, regulations hinder the development of convenience stores
by restricting trading hours and the range of products sold by petroleum product
retailers.  The Kelly Report (1986) recommended a gradual winding back of
restrictions on trading hours with full deregulation by September 1993.  These
recommendations were not adopted and the Government continues to regulate
both the products that can be sold at service stations and trading hours, controls
which have largely been dismantled in other States.9  The Retail Trading Hours
Act (1987), restricts the sale of petrol to specific hours of the week in Perth and
some larger provincial towns.  As Shell noted:

Restricting trading hours reduces price competition and restricts consumer choice.
Governments in all States other than Western Australia have now accepted that restricting
trading hours is not warranted, and have permitted service stations to choose their own
hours of operation. (sub. 36, p. 35)

Under the original Act, service stations in unzoned regions could operate at times
when other small stores could not.  To ensure that these small stores were not
disadvantaged, all service stations had the range of non-petroleum products they
could sell outside normal hours restricted.10  In practice, few service stations
considered it profitable to carry large ranges of non-petroleum products that
could only be sold during part of the trading day.  However, with the relaxation
of trading hours restrictions in Perth and the other regional areas, carrying a
broad range of non-food items became attractive.  As service stations diversified
into a broader range of products, the arbitrary distinction between what they
could, and could not sell (see Box 9.4) became more contentious.  Recent court
cases, for example concerning the sale by a service station of a card on
Valentine’s day, highlight the difficulties of enforcing the current regulations.

While restrictions on trading hours apply only to Sunday trading in the Perth
market, the Act’s presence means that the trading environment could change at
any time.  The Ministerial exemption could be withdrawn without notice.  Since
convenience stores represent a large investment, the Act raises the risk for any
entrant into this sector.

9 The number of outlets that can operate between 7 am and midnight on Sunday is restricted in
Perth, Bunbury and Esperance. Service stations in other regional centres defined as 'zoned'
areas continue to be limited to 7 am to 6 pm, Monday to Saturday, while service stations in
'unzoned' areas have unrestricted hours, although still subject to selling only a narrow range
of goods outside normal shop trading hours.

10 Normal trading hours are 8 am to 6 pm Monday to Friday, and 8 am to 5 pm on Saturday.
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Box 9.4: Goods that can be sold at service stations outside
normal trading hours, Western Australia

Under section 14 (5) (b) of the Retail Trading Hours Act (1987)  the following
goods can be sold at a petrol station outside normal trading hours: food
(excluding canned fruit and vegetables, canned meat, canned seafood and fresh
meat other than prepacked quantities no exceeding 500g weight);  first aid
requisites;  smokers’ requisites;  toilet and cosmetic requisites;  garden and
landscaping products (excluding furniture and powered equipment);  reading
material and stationery requisites;  pet and veterinary requisites;  household
cleaning products (excluding powered equipment);  replacement sporting
equipment (including fishing hooks, lines, sinkers, bait, balls and tees);  film;
flashbulbs;  light globes;  torches;  dry batteries;  pantyhose;  candles;  boots and
shoe laces;  cotton, needles and pins;  sunglasses;  works of local artists including
paintings, pottery, and handicraft products;  local souvenir products; and
swimming pool chemicals and accessories.

Only one convenience store operates seven days a week within Perth’s roster
zone — a Food Plus outlet.11 This was possible as a result of a Ministerial
exemption on the ground that a delicatessen had existed on the site since 1915.
This store can open on Sunday but cannot sell fuel (except LPG); and is still
restricted to the sale of only the prescribed goods outside normal trading hours
during the rest of the week.

Within the oil industry, the oil majors, APADA (Transcript, p. 782), the Ampol
Dealer Council of Western Australia (sub. 146, p. 1) and the Petroleum Retailers
Association of Western Australia (Transcript, p. 1301) supported deregulation of
trading hours and range of products sold, while the MTA of Western Australia
(sub. 136, p. 3) advocated retention of the status quo.  The Australian Automobile
Association while supporting the Commission’s draft recommendation, suggested
that the sale of alcohol at service stations be prohibited to deter drink driving
(sub. 142, p. 6).

A broad review of the Act commenced on 28 November 1993.  This will examine
its impact on all areas of retailing and broad range of options are being examined.

Restrictions on trading hours reduce a retailer’s ability fully to utilise assets, and
can reduce competition, consumer choice and convenience.  The current
restrictions on service station trading hours in Western Australia and the products
sold reduce competition both between petroleum product retailers, and their
ability to compete with other retailers resulting in a reduction in consumer choice

11 Another two Food Plus outlets are operating, one six days per week within the roster zone,
and another seven days a week outside the zone, while a further four are under construction.
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and convenience.  The restrictions mean that some retailers — either in specific
areas, or of specific types — are affected in different ways to others or to a
different degree.  The regulations protect some small retailers at the expense of
others, while the task of quarantining the measures adds to the cost of
administration.

Some idea of the gains from deregulation of trading hours can be gleaned from
the Tasmanian experience.  In 1991 the Tasmanian Government abandoned a
roster system in force since 1962, and deregulated trading hours.  Certain areas
were previously rostered, with only a restricted number of service stations — on
average one in six — permitted to remain open after normal trading hours.

Figure 9.2: Average difference between mainland capital cities and
Hobart retail petrol prices, 1989 and 1992
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Source: Tasmanian Government, sub. 105, p. 2

The rationale for deregulation included the potential for lower petrol prices and
more ready access to petrol after normal trading hours.  While Hobart petrol
prices remain high, the figure above illustrates the extent to which Hobart prices
have converged on those of the mainland capitals since deregulation.

According to the Tasmanian Government, 30 service stations closed in the eight
years prior to deregulation, and a further 40 have closed in the last two and a half
years.  The Government cited evidence that when rostering was abolished in
February 1990 some sites experienced up to 80 per cent increases in volumes
sold, while others faced dramatic falls (sub. 105, p. 7).  Low average volumes of
Tasmanian service stations have contributed to higher petrol prices in the State.
To the extent that the removal of regulation will hasten rationalisation, this
should raise industry efficiency.
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In addition to lower fuel prices which generate economy wide gains, consumers
have benefited from the greater availability of petrol outside normal trading
hours, and a diversification of the non-petroleum products sold at service
stations.  Under rostering, out-of-hours consumers had to search for an open
service station, which is particularly difficult for tourists who are not aware of the
roster system, or are unfamiliar with the locality.  The Tasmanian Government
observed that, since the abolition of rostering, more service stations have
diversified — offering milk, bread and other groceries.  A number of service
stations at high demand locations introduced 24 hour operations, while others
have extended their hours to a lesser extent.

9.7 Conclusion

Deregulation of the retail sector to date has led to wider consumer choice, and
contributed to the rationalisation of the petroleum product retailing sector.
Relaxation of trading hours and range of goods has led to a wider availability of
products outside normal trading hours and the more intensive use of assets
deployed in retailing.  However, some discriminatory constraints remain.

Recommendation

Restrictions on trading hours, the retail area and the range of goods sold
at service stations should not be applied as a means of protecting other
businesses.

The ACT Government has inherited long standing planning controls which have
constrained competition between service stations.  Higher petrol prices are a cost
of maintaining the high level of visual amenity enjoyed by Canberra residents.
Consideration should be given to relaxing controls on the number of sites, and to
allowing service stations to advertise (subject to controls on sign sizes) their fuel
prices on nearby main roads, in addition to recent initiatives to release sites on
main thoroughfares.
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10 ENVIRONMENTAL CONSIDERATIONS

This chapter examines some of the effects that the production,
distribution, storage and use of petroleum products have on the
environment, their costs and the means to reduce them.  Key
environmental issues relate to emissions (particularly lead in petrol),
waste oil, site contamination, alternative fuels and perceived
shortcomings in the effectiveness of some government regulations.

10.1 Environmental regulation

The production and use of petroleum products can have significant impacts on
the environment which are not fully accounted for in the market.  Where the price
mechanism is not generating an efficient and sustainable environmental outcome
there is a case for government involvement.  Depending on the circumstances, it
may be necessary for government to rely on a combination of policy instruments:
including regulation, taxes and charges, tradeable pollution permits, subsidies
and performance or compliance bonds.1

Regulated standards are the most common form of government environmental
intervention.  The Australian Institute of Petroleum (AIP) has identified several
hundred Commonwealth and State environment-related regulations and
ordinances of relevance to the industry.  According to the AIP, preliminary
estimates indicate that environmental expenditure by the industry totalled
approximately $93 million in 1993.  This expenditure was partially in response to
environmental regulation.

The Commonwealth Government sets broad environmental policy through bodies
such as the Commonwealth Environmental Protection Agency (CEPA), but most
of the responsibility to form and enforce environmental policy rests with State
and local governments.

1 For a discussion of market failure, regulation and the applicability of policy instruments such
as tradeable pollution permits see: IC 1992a, Water Resources and Waste Water Disposal,
Ch. 9; IC 1991c, Costs and Benefits of Reducing Greenhouse Gas Emissions, Vol. II, App.
D1; and IC 1991d, Annual Report, App. 3.
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10.1.1 Improving environmental regulatory arrangements

Some participants referred to the additional costs and uncertainty imposed by a
lack of uniformity or clarity, inconsistency, and overlap of environmental
regulation between jurisdictions.  BP, for instance, contended that:

... differing standards, and varying standards from jurisdiction to jurisdiction causes
additional costs in documentation and compliance assessment. (sub. 37, p. 30)

The Australian Petroleum Agents and Distributors Association (APADA) made
the point that:

There are numerous Acts in each jurisdiction regulating environmental matters, with
different offences, different defences, different definitions of pollution, different targets
for liability and different penalties ... The standards of allowed discharge, emissions,
pollution etc. and required clean-up also differ between States, and between EPAs and
other regulatory bodies within States. (sub. 26, pp. 40-41)

There are disparities between the States in areas such as the allowable lead
content in petrol, lead levels in waste oil to be burned, clean up responsibilities
and the definition of contaminated sites.

The advantages of uniform standards are that they are relatively easy to
administer, may have low compliance costs and facilitate cross-border trade.
They can avoid 'jurisdiction jumping', where operators move to those States with
the least stringent regulations or the lowest penalties.

However, uniform environmental standards are not always appropriate,
particularly when the costs and benefits of meeting those standards vary between
regions.  Furthermore, uniform standards may not take into account the varying
capacities of regions to absorb pollutants.  For example, it is reasonable to expect
the standards required for petroleum product underground storage tanks to differ
between Melbourne and Perth where hydrogeological features add to the risk of
subsurface contamination.  Consequently, equivalent protection from pollution
does not necessarily require equivalent standards in all regions.

Progress is being made at the national level to improve environmental regulation.
In 1991, the Intergovernmental Agreement on the Environment  (IGAE) was
signed by the Commonwealth Government, the States and Territories, and the
Local Government Association.  The IGAE aims to establish mechanisms that
facilitate: a co-operative national approach; better definition of the roles of
different levels of government; a reduction in the number of disputes between
levels of government on environmental issues; greater certainty in government
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and business decision-making; and better environmental protection (DASET
1992, p. 1).2

The IGAE also agreed to:

• a set of principles of environmental policy to guide the development and
implementation of environmental policy and programs (IGAE 1992, p.13);
and

• establish a national body to devise national environment standards,
guidelines, goals and protocols.  The States and Territories would be
responsible for their implementation.  Legislation to establish a National
Environment Protection Council will be considered in 1994.

There is a need for governments to ensure that their environmental
regulations are clear and do not overlap.  Greater consistency in
environmental standards between jurisdictions would also improve
efficiency, but uniform standards are not necessarily appropriate.

Some participants expressed concern that, in  many instances, there is insufficient
evaluation of the costs and benefits of environmental regulations.  They argued
for a more rigorous, transparent and consultative approach to the development of
environmental legislation, regulation and government initiatives.  They suggested
that all possible alternatives be evaluated — the aim being to ensure that
environmental objectives are met in the most cost-effective way.  Mobil, for
example, claimed that:

Environmental policies are no different to other policies in that they need to face rigorous
evaluation of priorities, costs and benefits before decisions can be made. (sub. 56, p. 30)

BP cited a study undertaken by the Australian Chamber of Manufactures (ACM
1993) in which specific uncosted, or inadequately costed, environmental
legislation in Victoria was claimed to have had a damaging impact on industry.

The evaluation of regulation can be complex.  The environmental impact of
motor vehicle emissions (Section 10.2) illustrates some of the difficulties in
identifying and quantifying future environmental costs and benefits associated
with proposed regulatory change.  Fundamental difficulties relate to valuation
techniques, discount rates and ways in which to address the needs of future
generations.3  Nevertheless, even where cost-benefit analysis is complex, there

2 For a discussion of the IGAE see IC 1993a, Environmental Waste Management Equipment,
Systems and Services.

3 Measurement difficulties are discussed in: IC 1992a, Water Resources and Waste Water
Disposal, p.157, and IC 1991c, Costs and Benefits of Reducing Greenhouse Gas Emissions,
Vol. II, App. D2.  This Appendix also discusses some alternative techniques for valuing
costs and benefits.
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are gains to be made from the process.4  Where measurement difficulties result in
uncertainty5 about the extent of the costs and benefits, governments need to make
difficult policy judgements on the basis of their assessment of society’s values
and priorities.

In Victoria, all new environmental regulations are subject to a formal review
process.  Victorian environmental protection policies (statutory instruments) will
shortly be subject to an impact assessment process.  In other States, review
processes tend to be internal and informal.  However, Queensland, New South
Wales and South Australia are moving to make evaluation more transparent and
increase community participation.

There can be significant costs involved in assembling the information required
for the formal appraisal of costs and benefits.  With that proviso, the Commission
supports the view that, whenever possible, regulators should take into account the
costs and benefits associated with the introduction of, or amendment to, any
regulation, legislation or government initiative in relation to environmental
objectives.

10.1.2 Self regulation for environmental outcomes

Several participants favoured self regulation, defined by the Australian
Manufacturing Council (AMC) as:

Initiatives by firms or industry sectors to regulate themselves through the setting of self-
imposed standards, and involving monitoring of member firms to ensure compliance.
(AMC 1993, p. 7)

Examples of self regulation include accreditation schemes, codes of practice, self
audit and voluntary pollution reduction targets.

Self regulation can promote speedy and more flexible administration, increase the
likelihood of compliance and be relatively inexpensive.  It can provide producers
with the flexibility required to meet objectives in the least cost way.  In some
instances there may be incentives to improve compliance “beyond the letter of
the law” (ACEL 1993, p. 72).  On the other hand, self regulation may lead to
diminished compliance and is not always an option acceptable to all sections of
the community.

The AMC (1993) has advocated the adoption of more innovative approaches to
regulatory control for the petroleum products industry, including self regulation,

4 See IC 1991c, Costs and Benefits of Reducing Greenhouse Gas Emissions, Vol. I, pp. 125-
126.

5 For a discussion of decision making in the face of uncertainty see IC 1991c, Costs and
Benefits of Reducing Greenhouse Gas Emissions, Vol. II, App. D6.
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tradeable pollution credits and co-regulation6.  It favours greater use of
benchmarking for best practice environmental regulation by regulators and best
practice environmental management by industry.  The AMC contended that:

A possible outcome of the benchmarking process could be an enhanced and expanded
range of regulatory controls available to Australian regulators to achieve the dual
objective of encouraging environmental protection and supporting international
competitiveness. (1993, pp. 36-37)

The Victorian Environment Protection Authority (Victorian EPA) is developing a
voluntary accredited licensee scheme.  The scheme would be available to
companies which have been able to satisfy certain prerequisites — an approved
environmental management system, audit program and improvement plan.  The
scheme, the first of its kind in Australia, is based on performance targets and has
been developed in consultation with industry, including the oil majors (Victorian
EPA 1993).

The Victorian EPA expects benefits from the scheme to be in the form of more
cost-effective and efficient targeting, allowing resources to be focussed on those
businesses which are unable to meet accreditation requirements or which have
limited expertise.  Industry is expected to gain by having greater flexibility,
particularly in choosing the means of meeting targets.7  Gains to the community
are expected to accrue through the more efficient use of resources, reduced
environmental impacts and better access to information about the environmental
plans of companies.

Shell expressed support for accreditation schemes available to all industry.  It
contended that, for accreditation, a company would need to:

• formally document and make public environmental, occupational health and
safety objectives which match those of the parallel legislation and regulations
— this would be simpler under a uniform regulatory umbrella;

• have in place a system of management to achieve those objectives which is
subject to internal audits; and

• satisfy external audits, commissioned by government, to confirm that
standards are being met. (sub. 36, pp. 26-27)

Meeting these prerequisites may impose additional costs on some companies.
For Shell, however, the incremental costs would be minimal as systems are
already in place.

6 Formulation and adoption of rules and regulations done in consultation with stakeholders.
7 The benefits of an outcome orientated approach are discussed in IC 1993a, Environmental

Waste Management Equipment, Systems and Services, Ch. 4.
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Self regulation will only be effective if the incentives facing companies
encourage them to take actions which will help the community to achieve a better
balance of the costs and benefits of environmental protection.8  If the regulatory
control is relaxed the incentives for companies to invest in pollution control
mechanisms may be reduced, with a consequent increase in environmental
damage.  On the other hand, the improved incentives under self regulation could
allow less regulation, lower costs to both industry and government, and lower
environmental damage.

While self regulation can lead to less direct government regulation, it cannot
replace all government intervention.  Ongoing government action is required
to establish environmental pollution limits and standards and to monitor
performance.  In many instances the best form of government intervention to
complement self regulation will be through market-based instruments.

10.2 Emissions

Considerable emissions into the atmosphere occur during the production, storage,
distribution and use of petroleum products.  As pointed out by Shell:

A key challenge facing the downstream oil industry and [automotive industry] is the
containment of environmental emissions caused by the use of our products. (Shell 1993)

In 1991 the Victorian EPA surveyed industrial and commercial emissions
(excluding carbon dioxide and methane) in the Melbourne/Geelong region.  It
found that motor vehicles account for approximately half of all volatile organic
compound (VOC) emissions (216 000 kg per day — see Table 10.1).  The VOCs
measured included butane, propane, benzene and ethylene.  These contribute to
photochemical smog.  Motor vehicles were also found to contribute to oxides of
nitrogen, carbon monoxide, sulphur dioxide and particulate emissions, all of
which are precursors to smog.  The extent of photochemical smog is determined
by measuring the level of ozone — a secondary pollutant formed from the
mixture of hydrocarbons and oxides of nitrogen.  The National Health and
Medical Research Council (NHMRC) has recognised ozone “as the most
significant acute health threat to the Australian population” (Department of the
Environment, Sport and Territories, sub. 63).

Motor vehicles also emit heavy metals such as lead.  The health effects
associated with these emissions are discussed in the next section.  Petroleum
product refining, including emissions from flaring and storage tanks, and losses

8 The optimal level of pollution is discussed in IC 1991c, Costs and Benefits of Reducing
Greenhouse Gas Emissions, Vol. II, App. D1.
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from valves and seals, was found to account for nearly one-third of sulphur
dioxide emissions.

Table 10.1: Summer weekday emissions, motor vehicles and
petroleum refining, Melbourne/Geelong region, 1990

Emission Petroleum product
refining

Motor vehicles

VOCa

kg
per cent of total

18 770
4

216 040
50

NOxb

kg
per cent of total

4 713
2

170 640
78

COc

kg
per cent of total

2 748
0

1 702 000
91

SO2
d

kg
per cent of total

12 799
30

4 800
11

Particulates
kg
per cent of total

980
4

12 000
46

a Volatile organic compounds include butane, propane, ethylene, and benzene.  Excludes methane.
b Oxides of nitrogen.
c Carbon monoxide.
d Sulphur dioxide.
Sources: Victorian EPA 1991, Air Emissions Inventory, Port Phillip Control Region, Scientific Report Series

91-001

Refining was also among the highest polluting industries in respect of VOCs and
particulates.

... the petrochemical complex at Altona and the Shell refinery at Geelong in combination
emit an estimated 310 tonnes of benzene, 220 tonnes of 1,3-butadiene and 20 tonnes of
formaldehyde annually.  Major fuel storage facilities contribute an additional 30 tonnes of
benzene annually. (Victorian EPA 1991, p. 89)

Carbon dioxide and methane are two gases of environmental significance which
were excluded from the Victorian EPA study because they were not considered to
be precursors to petrochemical smog.  These gases, together with several of the
gases already mentioned, such as oxides of nitrogen, carbon monoxide and non-
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methane VOCs, contribute to global warming — the so-called greenhouse
effect.9

According to the (then) Department of the Arts, Sport the Environment and
Territories10 (DASET 1991), in 1987-88, petroleum refining accounted for 3 per
cent of energy/industry/transport carbon dioxide emissions, while passenger cars
accounted for 13 per cent.  Greenhouse gases are also emitted when service
station tanks are filled and when tanks 'breathe', from vehicle refuelling, and
spillage.

Monitoring undertaken by various EPAs suggests that there have been significant
reductions in some emissions, for instance carbon monoxide and ozone in Sydney
and Melbourne.  In other cases the situation appears to have deteriorated (for
example, ozone in Perth) or to be unchanged (for example, oxides of nitrogen).

The AIP claims that emissions from refineries have been declining.  Energy loss
in the production process has been reduced: emissions from leaks have declined
with the introduction of new technology; vapour recovery techniques and
precautions against spills have been improved; storage tanks are better designed;
and bottom, rather than top, loading gantries for tankers have reduced the
quantity of fumes escaping while loading.

Although there is disagreement about the implications — and to a lesser extent
the volume — of these emissions for the environment and human health, there is
agreement that emissions pose risks in sufficient concentrations and/or under
certain weather conditions.

Considerable uncertainty exists about the costs of pollution from emissions by
petroleum refining and distribution, and motor vehicles, in particular those social
and environmental costs which are external to (that is, not taken into account by)
the petroleum products market.11  Greenhouse gas emissions, such as carbon
dioxide, are particularly difficult to cost as the greenhouse phenomenon is very
complex, their impact is global, and there are problems of intergenerational
equity (IC 1991c, Vol. I, pp. 43-44).

The Inter-State Commission estimated the cost of vehicle emissions in Australia
based on a USA study of emission damage costs and rates of emissions.  It
concluded that the total annual cost of vehicle gas and particulate emissions in
Australia (in 1989 dollars) was $787 million (ISC 1990, pp. 200-204).

9 The term 'greenhouse effect' describes the warming of the Earth and its atmosphere which
occurs through the entrapment of infra-red (longwave) radiation emitted from the Earth’s
atmosphere. It is discussed in detail in IC 1991c, Vol. I, p. 22.

10 Now the Department of the Environment, Sport and Territories.
11 For an explanation of externalities see IC 1991c, Costs and Benefits of Reducing Greenhouse

Gas Emissions, Vol. II, App. D1.
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In its Urban Transport report, the Commission concluded that there is a need for
further assessment of the costs of pollution (1994, p. 246).  A joint study by the
Bureau of Transport and Communications Economics (BTCE) and the Victorian
EPA is to be released in mid 1994.  It will identify and cost externalities from
land-based transport.  Even though this study will not examine emissions from
industrial sources such as refineries or cost carbon dioxide emissions, it should
provide a useful framework for further assessment.

The lack of enforceable property rights to the atmosphere provides the economic
rationale for some form of government involvement in pollution control.  The
Commonwealth and State Governments have a commitment to reduce emission
levels.  Recent initiatives have included Commonwealth/State involvement in the
debate over lead in petrol (see Section 10.3), the joint ANZECC/NHMRC12

review of photochemical oxidants (ozone), and the establishment of the National
Greenhouse Gas Inventory Committee to ascertain the extent and quantity of
greenhouse gas emissions in Australia.

Mechanisms introduced or contemplated by government for reducing emissions
include 'command-and-control' instruments, such as regulation and standards;
market-based incentives, such as a carbon tax and tradeable permits; and
information dissemination. These policy instruments have been analysed at
length in recent reports by the Commission, other government agencies and
industry.13  Some key conclusions of these  studies have been:

• Whatever the mix of policy instruments selected:

Instruments used should be effective in reduction of environmental impact, efficient in
achieving this outcome at minimum economic cost, equitable in distribution of benefits
and costs across society and between generations, and feasible in practicality and ease of
implementation. (ESD Working Group 1991, p. xxix)

• Other things being equal, market-based mechanisms are preferable to
command-and-control instruments.  In respect of global reductions in
greenhouse gases, tradeable permits are attractive as, in principle, they
combine the best features of taxes and quantitative controls in meeting
efficiency and dependability criteria.

12 Australian and New Zealand Environment and Conservation Council (ANZECC), National
Health and Medical Research Council (NHMRC).

13 Reports include: IC 1991c, Costs and Benefits of Reducing Greenhouse Gas Emissions; IC
1994, Urban Transport; IC 1993a, Environmental Waste Management Equipment, Systems
and Services; IC 1991a, Mining and Mineral Processing in Australia; CEPA 1992,
Development of a National State of the Environment Reporting System; Ecologically
Sustainable Development Working Groups 1991a&b, Final Reports - Transport and Energy;
BTCE 1991, Reducing Greenhouse Gas Emissions in Transport: Some Tax Policy Issues;
and AIP 1992a, Key Environmental Issues: Position Paper.
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• Fuel taxes can impose large costs when they affect the behaviour of motorists
in areas in which pollution levels are low.  For this reason they may be an
inappropriate measure for pollution control, where other, more targeted
measures are available. (IC 1994, p.251)

Many participants to this inquiry referred to the potential for alternative fuels to
reduce emissions (Australian Automobile Association (AAA), Ampol, DEST,
Australian Gas Association, and World Wide Fund for Nature — to name a few).
Gas suppliers argued that, with appropriate government incentives, LPG and
natural gas could substitute for petrol as a transport fuel to a greater extent than
currently occurs.  However, considerable doubt exists about the viability of
alternative fuels, at least in the short to medium term (see Appendix D).  For
example, a recent study by the BTCE concluded that:

• with the possible exception of diesel in cars, alternative fuels are at present not
commercially viable ... without some form of government intervention;

• ... the value of the environmental benefits from using alternative fuels rather than
[petrol] is extremely difficult to assess;

• ... the order of reductions in emissions which might be expected from alternative
fuel use suggests that the environmental costs of emissions would need to be
substantial to justify the additional costs which would be involved in supporting
these fuels; and

• rather than assist specific fuels, common emission standards could be set for all
fuels and/or vehicles, tradeable rights to generate emissions could be established, or
incentives could be provided for research. (BTCE 1993)

Given the uncertainty relating to the cost of emissions and the costs
associated with reducing emissions, it is important that governments are
suitably cautious in designing and implementing policy measures.  Unless
comprehensive assessments are made of all the relevant costs and benefits of
new policy measures, there is a risk that the measures implemented may
impose costs greater than the expected benefits stemming from any reduction
in pollution.

10.3 Lead emissions from petrol used in motor vehicles

Lead is present in the air, water, food, soil and dust and may be sourced from a
variety of activities (such as mining and manufacturing industry) and products,
(such as petrol and paint).  However, lead emissions from petrol used by motor
vehicles is a major source of lead in the air.

Lead emissions from petrol used by motor vehicles are considered by the
NHMRC to be toxic to human health.  Lead is added to petrol at the refining
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stage to improve engine efficiency by increasing octane levels and lubricating
properties.14  A reduction in the octane level allows a reduction in the amount of
lead needed in the petrol.

According to the AAA, there are approximately 5.4 million pre-1986 cars in
Australia, nearly all of which currently use leaded petrol.  Since 1986, catalytic
converters have been compulsory on all new cars.  Cars equipped with catalytic
converters cannot run on leaded petrol.

10.3.1 Impact of lead on health

Lead is absorbed in the body on a cumulative basis and continues to accumulate
in the environment.  Lead levels vary across regions depending on factors such as
the location of point sources (for example smelters) and traffic volumes.

Scientific evidence indicates that lead in the environment is a health risk, even
though controversy surrounds the interpretation of results of studies evaluating
the health effects of lead (RMIT 1993, pp. 14-15).  While causality has not been
established, research suggests that lead, either inhaled or ingested, may be
detrimental to:

• the intelligence of children aged 0 to 4 years, as measured by Intelligence
Quotient Tests; and

• the peripheral nervous system, blood pressure, foetal growth and maturation,
and the metabolism. (DEST, sub. 63)

In Victoria, children’s average blood lead levels declined from 11.4 micrograms
per decilitre in 1979 to 5.4 micrograms per decilitre in 1993 (Victorian Health
and Community Services 1994).  Many Australian children, however, have blood
lead levels exceeding 10 micrograms per decilitre.  Health concerns have led the
NHMRC to recommend a national goal for blood lead levels of less than 10
micrograms per decilitre, with particular emphasis to be given to reducing lead
levels in young children.

Assessment of the economic impact of lead emissions from petrol requires
assumptions about the relationships between lead in petrol, air, soil and
community health.  There is a lack of consensus concerning the nature of these
relationships, and therefore the impact of lead.  Commonwealth and State

14 Octane is a measure of how much compression of the petrol/air mixture is possible in a car
engine without knocking.  Knocking may be defined as the abnormal bursting of some parts
of the fuel within the combustion chamber as a result of chemical reaction immediately in
front of the normal flame.  Knock can be heard as a comparatively high frequency metallic
sound (Addicott 1967-68).
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Governments and the petroleum products industry have, however, supported an
acceleration in the reduction of lead in petrol.

The consumption of leaded petrol in Australia has declined by a third since it
became mandatory for all post-1986 new cars to run on unleaded petrol.
Unleaded petrol currently accounts for about 51 per cent of petrol sales.  Sales of
leaded petrol are expected to become insignificant by 2004.  Nonetheless, there is
concern that the rate of phasing out of leaded petrol is too slow.

10.3.2 Roundtable Conference on Lead

Discussion at the 1993 Roundtable Conference on Lead focussed on a CEPA
Options Paper, which concluded that:

Other sources of lead are important to lead in blood, but lead in petrol is a significant,
preventable source. (CEPAa 1993, p. 2)

The economic benefits to be derived from implementation of the agreed lead
reduction were said to outweigh the costs (based on the NHMRC sponsored
RMIT report, Reducing Lead Exposure in Australia (1993)).

The Roundtable supported a national approach to reducing the impact of lead in
petrol and agreed to:

• accelerate the switch to unleaded petrol through a national education
campaign targeted at consumers and service station operators to focus on
health benefits and pump information; and

• reduce the lead content of petrol to a maximum of 0.3 grams per litre at 96
octane by the end of 1994, with New South Wales and Victoria moving to
0.2 grams per litre, providing that octane demand could be significantly
reduced. (CEPAb 1993)

The Roundtable also agreed to monitor the impact of the above measures; support
further studies of blood lead levels; and assess the viability of alternative octane
enhancers and the impact of a reduction in the octane level from 97 to 96.

Another initiative to accelerate switching — price differentials of 2 and 5 cents
per litre between leaded and unleaded petrol — was canvassed at the Roundtable
but not agreed.  Subsequently, the Commonwealth Government increased excise
on both leaded and unleaded petrol in the 1993-94 Budget.  A 1 cent per litre
price differential in the excise was introduced in February 1994, with an
additional 1 cent per litre differential to be introduced in August (see Table 10.2).



10/ENVIRONMENTAL CONSIDERATIONS

211

Table 10.2: Commonwealth petroleum excise increases

Product 18 August 1993 February 1994 August 1994 Total

(cents per litre) (cents per litre) (cents per litre) (cents per litre)
Leaded petrol 3 2 2 7
Unleaded petrol 3 1 1 5

Sources: Commonwealth Budget Statements 1993-94, Budget Paper No. 1

10.3.3 Costs and benefits of reducing lead in petrol

The benefits of reduced lead in the environment relate to higher IQ scores,
improved health and increased longevity.  These benefits are reflected in reduced
remedial education expenses, lower medical costs, increased lifetime earnings,
less suffering due to illness (by friends and relatives as well as the individual
directly affected), and reduced risk of death.

The costs relate to any additional costs of operating oil refineries15, the costs of
converting or scrapping pre-1986 vehicles, administrative costs, engine
deterioration and possible engine failure under stress, and the loss of consumer
satisfaction in performance of vehicles designed to run on leaded petrol.

These costs and benefits are difficult to quantify.  Two recent studies have come
to quite different conclusions.  The Royal Melbourne Institute of Technology
(RMIT 1993) estimated that the agreed lead reduction would result in a net
benefit in the order of $1.4 - $3.8 billion, depending on the assumptions
employed.  The Tasman Institute, however, considered the RMIT’s estimates of
the benefits to be over-estimated and the costs to be understated.  Assuming that
only 37 per cent of the pre-1986 fleet can switch to unleaded petrol, and that lead
levels in the soil and dust are not related to current air-lead concentrations as
assumed by the RMIT, the Tasman Institute scenarios suggest that a net cost
(rather than benefit) would result from the agreed lead reduction.16  The study
concluded:

We find that further regulatory action is likely to have adverse economic impacts.
(Tasman Institute 1993, p. 1)

15 According to the AIP there are no additional costs.
16 The Tasman Institute (1993) did not specifically address the agreed lead reduction as the

study was undertaken prior to the Roundtable Conference.  Rather, it analysed the RMIT
draft report scenarios.  The final RMIT report, however, focused on a different set of
scenarios, and included the agreed lead reduction.  The net cost outcome for each scenario
presented in Table 5, p. 22 of the Tasman Institute report suggests that the agreed lead
reduction to a maximum of 0.3 grams per litre at 96 octane by 1993 would result in a net
loss.
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On the cost side, there is uncertainty surrounding the proportion of the pre-1986
fleet that can satisfactorily run on unleaded petrol, and the consequences for
those cars that cannot — all of which are now required to operate on reduced
octane leaded fuel.  The RMIT and Tasman Institute studies both illustrate that
estimates of costs are sensitive to the assumptions used.

• CEPA and BP considered that at least one-third of pre-1986 vehicles could
run on unleaded petrol, a further one-third could run acceptably with some
retuning or upper cylinder lubrication, and the remainder would require
conversion.

• The Australian Co-operative Octane Requirement Committee (ACORC),
which tests cars for their octane requirements, estimated that 37 per cent of
pre-1986 cars are able to run on 91 octane unleaded petrol (with some
minimal lead for lubrication), and up to 73 per cent of consumers switching to
unleaded petrol would be satisfied with their car’s performance.

• ACORC recently undertook a test of three major models of 10 year old cars to
ascertain their octane requirements.  The AIP subsequently concluded that
pre-1986 vehicles would run satisfactorily on 96 octane leaded petrol.  The
revised octane rating for leaded petrol would not cause an adverse effect
(AIPa,b&c 1993).

The AAA, however, claims that:

• only 1.1 million (20 per cent) of the estimated 5.4 million pre-1986 cars can
convert to unleaded petrol.  The remaining 4.3 million cars may experience a
loss of performance, additional engine wear and, at worst, substantial engine
damage.  The AAA cites a UK study by the Co-ordinating European Council
(1984) which described the type of engine damage that can result from
knocking caused by insufficient octane;

• conversion costs approximately $2 000 for a typical six cylinder Ford and is
therefore unlikely to be economically viable.  Conversion is unsatisfactory to
the extent that power output is reduced resulting in increased fuel
consumption and therefore increased emissions;

• the ACORC tests are subjective and do not measure high speed knock which
is the type of knock likely to cause engine damage; and

• vehicle retuning in order to reduce knocking caused by a reduction in octane
can damage the engine, increase fuel consumption and increase hydrocarbon
emissions. The Victorian EPA has also warned that owners of pre-1986 cars
should not retune their cars (News Release of August 20, 1993).

Motor vehicle manufacturers have not endorsed the octane reduction.
Correspondence from General Motors Holden Automotive (GMHA) indicated
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that GMHA cars marketed between 1971 and 1985, excluding those which can
run on unleaded petrol, require 97 octane fuel.  GMHA confirmed that, if GMHA
engines which require 97 octane fuel are run on 96 octane fuel, there is the risk of
engine damage, particularly under stress.

It is still too early to determine the impact on pre-1986 vehicles of a reduction in
octane early in 1994.  The AAA and engine component manufacturers claim that
consumers are complaining of engine problems consistent with reduced octane.
By April, some 740  consumer complaints had been registered by the NRMA,
mainly with respect to engine knock.  The NRMA is of the view that a longer
time period is required before obvious engine damage occurs.  The AIP, on the
other hand, claims that sufficient time has elapsed for engine damage to occur.
According to the AIP, it has received no complaints nor seen any evidence of
engine damage as a result of a reduction in octane.

CEPA is monitoring the situation.  It has registered some complaints but claims it
is too soon to form an opinion about the impact of reduced octane.

Liability for damage will become an issue if engine damage does occur.  The AIP
claimed that:

Each of the oil companies has always stood by its products — and this applies equally to
leaded petrol in its revised specification. (AIP 1993c)

When engine damage arose in the UK, allegedly following a reduction in the
octane level, causation was difficult to prove.  According to the AAA, an oil
company was involved in several out of court settlements and eventually
increased the octane level of its fuel.

The Roundtable Conference agreed to lead reductions taking place only if there
were a substantial reduction in the demand for octane. In order for this reduction
to occur, approximately one-third of pre-1986 cars would need to switch to
unleaded petrol.  According to the AIP, this scenario ensures no financial cost to
the industry.

Doubts were raised at the Roundtable Conference concerning the potential impact
on pre-1986 vehicles.  Indeed, the CEPA Option Paper stated that:

Technical disagreements and lack of data make impossible any cost/benefit calculations
for conversion of a significant portion of the fleet. (CEPA 1993a, p. 12)

Accordingly, the Roundtable agreed with a timetable to accelerate the switch to
unleaded petrol on the basis that the impact of reducing the octane level needed
to be further assessed.

Clearly there remains considerable uncertainty as to the costs and benefits of
reducing lead in petrol.  Inadequate information, however, does not necessarily
imply that no action should be taken.  Society constantly has to make decisions



PETROLEUM PRODUCTS

214

based on inadequate information, and, if acting rationally, it will use the best
available information.  Commonwealth and State Governments have made a
judgement on behalf of society that, on health grounds, the benefits of the
initiative outweigh the costs.

10.3.4 Impact of Commonwealth excise increases

In its 1993-94 Budget the Commonwealth undertook to progressively increase
the excise on leaded and unleaded petrol by 7 and 5 cents per litre respectively,
resulting in a 2 cents per litre differential from August 1994 (see Table 10.2).  In
theory, the proposed excise increases should translate into similar retail price
increases with a 2 cents per litre retail price differential in favour of unleaded
petrol.  This  may not occur in practice if some of the differential is absorbed by
the petroleum products industry.

The extent to which an increase in the price of petrol will reduce overall petrol
consumption depends on the long run price elasticity of demand for petrol.  A
recent study estimates this to range from -0.54 to -0.71 (BTCE 1991, p. 36).
Based on this range, a 7 and 5 cents per litre (approximately 10 per cent) increase
in the price of leaded and unleaded petrol would result in declines of 5 to 7 per
cent in the consumption of those products over five or more years.

The tax differential in favour of unleaded petrol should encourage the switching
to unleaded petrol of those pre-1986 vehicles that can run on that fuel, provided
those vehicle owners are informed about the possibilities.  According to CEPA,
approximately 300 000 cars have switched to unleaded petrol since the
introduction of the 1 cent per litre tax differential and education campaign.

The impact of the tax differential on the remainder of the pre-1986 car fleet is
uncertain.  Depending on the rate of response to changes in petrol prices,
motorists who travel furthest are more likely to switch to vehicles that can
operate on unleaded petrol.  On the other hand, switching may be delayed to the
extent that leaded petrol vehicles will decline in value because of the tax
differential.  Motorists who travel the least distance will therefore be encouraged
to continue driving their leaded vehicles for longer than may otherwise have
occurred.  However, the shorter distance travelled means that lead emissions
would be less for this group.

The tax differential cannot discriminate between regions, even though leaded
petrol imposes greater costs in urban areas than in rural and remote areas where
traffic flows are substantially less, and the population is less likely to come into
contact with lead emissions in high concentrations.  Consumers of leaded petrol
who reside outside of metropolitan centres will face an increase in petrol prices
although leaded petrol is not likely to be as significant an environmental
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problem.  In principle, this problem could have been addressed by applying the
excise differential only to leaded petrol sold within the more polluted city
regions.  However, such an approach would not be administratively or
constitutionally feasible.  These problems do not exist in the case of State fuel
franchise fees.

It was argued by several participants that owners of pre-1986 vehicles tend to be
lower income earners — those least likely to be able to afford the conversion
cost, a new vehicle, or an increase in the price of petrol.  The AAA commented
that:

... the AAA is concerned that a price differential will adversely affect the value of older
vehicles and therefore penalise the owners of such vehicles who are, in general, those
least able to afford such penalties. (sub. 61, p. 21)

However, those using leaded petrol in urban areas impose a cost on society —
pollution from lead emissions —  regardless of their ability to meet these
additional costs.  Where a tax differential reflects costs imposed on society, it
should be applied uniformly across those causing the pollution.  This does not
preclude government using other means to reduce the cost to individuals on
equity grounds.  Indeed, the Commonwealth Government recently agreed to
provide an additional tax rebate to low income earners in order to alleviate the
impact of the excise tax differential (CEPA 1993c).

The decision has been taken to reduce octane levels and encourage switching
through an excise differential.  Given the uncertainty surrounding its impact
it is important that a national education campaign, such as that agreed to at
the Roundtable Conference, inform consumers and trade associations of the
scope for vehicles to use unleaded petrol and the potential risks of engine
damage from the use of lower octane leaded petrol.

In its Draft Report the Commission suggested that, providing second-hand
imported vehicles complied with existing Australian Design Rules on emission
control, abolition of the $12 000 tariff on the import of second-hand vehicles
would hasten the change to 'cleaner' unleaded petrol vehicles.

However, the benefits to the environment from the import of second-hand
vehicles may not be as large as anticipated since in future imported second-hand
vehicles may not be required to meet Australian Design Rules.  Mutual
recognition will enable second-hand vehicles to be imported into Australia via
New Zealand.  These vehicles would be required to meet New Zealand emission
standards only which are significantly lower than Australian standards.
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10.3.5 Emission tests

The Federal Office of Road Safety has recently commenced a study involving the
emission testing of a sample of pre-1986 vehicles and newer vehicles in order to
identify the extent of emission problems across the whole passenger motor
vehicle fleet.  The study will assist in the development of appropriate policy
responses to address vehicle emission problems.

Given the efforts taken to ensure that new vehicles conform to specific
environmental standards, it is incongruous that little effort is currently made to
make sure that pre-1986 vehicles continue to operate 'cleanly'.  One option is
periodic or random emission testing, with fines or loss of registration for 'dirty'
vehicles.  Alternatively, periodic testing of vehicles, say every five years, could
be required for registration.  The emission standards for testing could be set
according to age, type and model of vehicle.  This may be a relatively low cost
option in States where compulsory vehicle testing for registration already occurs.
A recommendation to this effect appears in the Commission’s report on Urban
Transport.

10.4 Contamination of sites from underground storage

Although participants focussed on service stations as a source of contamination,
there are numerous other potential sources, such as storage facilities located at
factories, terminals and airports.  If pollutants migrate from the vicinity of an
underground storage tank (UST) there may be a health risk to the community,
with commensurate economic and social costs.  There is concern, for example,
that toxic chemicals may seep into ground water and pollute Perth’s drinking
water.

Contamination from UST leaks may be confined to the immediate vicinity of the
UST, or seepage through the soil may occur with the potential to cause
explosions, damage to health and pollution of ground water.  Leakages may occur
due to corrosion of the tank or fracture of the connecting pipes.  Underground
leakages are generally difficult to detect without the appropriate technical
apparatus.  The problem is exacerbated by what are believed to be many USTs on
sites which were decommissioned years ago. These USTs can only be traced by
studying archived aerial photographs.

There has been no quantification of the full extent and nature of the
contamination from USTs in Australia.  However, a survey of 40 service stations
in Perth in 1989 which examined leakages from USTs indicated that subsurface
leakage occurred at 20 per cent of the sites (CSIRO 1989, p. i).  Similar estimates
have been reported for contamination in the United States.  For example, the



10/ENVIRONMENTAL CONSIDERATIONS

217

CSIRO study cited the United States Conservation Foundation which estimated
that 25 to 35 per cent of USTs in the United States were leaking.  Extrapolated to
Australia, approximately 2 000 service station sites could be contaminated from
UST leakages.

The risk of contamination beyond the UST is greater in regions with particular
soil types, land use and hydrogeological features.  Perth and the Hunter Valley in
New South Wales have been identified by State Government agencies as two
areas at risk.

Remediation costs can vary from $2 000 to $5 000 per site — where
contamination is contained and not severe — to in excess of $50 000 for sites
where heavily contaminated soil must be removed.17

An appropriate policy response is difficult to formulate without more knowledge
on the extent and nature of UST contamination within Australia.  New South
Wales has already established a working party to address the size of the problem,
monitoring and liability for site remediation.  At a national level, guidelines have
been developed for the assessment and management of contaminated sites, but
they do not address the issue of liability for remediation costs
(ANZECC/NHMRC 1992).

10.4.1 Financial liability

While participants generally agreed that, in principle, the polluter should pay for
remediation18, it may be difficult to identify the polluter when contamination
occurred much earlier.  State Governments are primarily responsible for
legislation and regulation of contaminated sites, and have adopted various
approaches to the assignment of liability.  For example, the Queensland
Contaminated Land Act (1991) attributes liability in order of responsibility to the
polluter, the owner, and the local authority.  In New South Wales, the
Environmentally Hazardous Chemicals Act (1985), attributes liability to the
occupier, who has the option of recovering costs under common law.

Participants, such as APADA and the MTAA, and Powell (1992), were critical of
the uncertainty generated by existing legislation.  Definitions were said to be
vague and liability unclear, particularly due to a multiplicity of Acts within and
across jurisdictions.  The Commission, in examining this issue in relation to
impediments to regional development, concluded that:

17 Estimates based on the contamination of 100 cubic metres of soil (advice from the New
South Wales EPA) and Powell 1992.

18 Australia, as a member of the OECD, accepts the polluter pays principle (ANZECC 1993, p.
14).



PETROLEUM PRODUCTS

218

State Governments should provide a regulatory framework which apportions clean-up
responsibility, and sets out requirements for remediation, in a manner providing certainty
to investors and developers. (IC 1993d, p. 181)

The determination of financial liability for site remediation is complex.  The
Australian and New Zealand Environment and Conservation Council (ANZECC)
has developed national guidelines on issues relating to financial liability for
contaminated sites.  These issues have been canvassed by ANZECC in a
discussion paper (1993) which includes approaches for determining who should
pay, apportionment of liability between parties, liability of third parties and
exemptions.

Box 10.1: ANZECC guidelines for the assignment of financial
liability

The key guidelines include:

• governments should not intervene to direct remedial action for sites where
contamination poses no risk to human health or the environment, ie 'non-risk
sites';

• the polluter, where solvent and identifiable, should be responsible for
remediation costs;

• where the polluter is insolvent or unidentifiable, the person in control of the
site should be liable;

• there should be a statutory right to recover costs from any party/polluter who
may have exacerbated the situation;

• the means of funding for remediation of orphan sites should be determined by
the governments concerned;

• governments should be empowered to sell orphan sites to recoup remediation
costs; and

• governments should ensure information is available to the public.

ANZECC has suggested that:

A more consistent nationwide approach to liability could do much to remedy ...
considerable uncertainty and confusion in the community and industry ... (1993, p. 5)

Following further consultation with industry and the community, ANZECC
(1994) released a position paper outlining national principles and guidelines for
the assignment of financial liability for remediation of contaminated sites (see
Box 10.1).  ANZECC recognised that each site is different and that in many cases
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a site-specific approach will be needed.  Its principles acknowledge the 'polluter
pays' approach.

Site remediation is also an issue in the United States.  Controversy surrounds the
allocation of remediation costs under Superfund, the United States EPA’s
Comprehensive Environmental Response, Compensation and Liability Act
(1980), which is due for Congressional review.  Under Superfund, liability for
site remediation is retroactive (applying to activities that occurred before the
Superfund was enacted), strict (liability is unrelated to care or negligence
responsible parties may have exhibited in the past) and joint-and-several (any one
party can be required to pay for the entire remediation, regardless of its share of
the pollution).

Unlike existing legislation in Australia, the Superfund finances site remediation
on an emergency basis and for orphan sites where no responsible parties can be
found and made to clean up the site in question.  A trust fund supports this
remediation through federal taxation of specific industries such as petroleum
product refining; more general corporate income tax; and penalties, repayments
and interest earned on the fund.

ANZECC did not endorse the Superfund approach to funding orphan sites or the
concept of joint-and-several liability, preferring to opt for proportional liability
and governments concerned deciding on the means of funding orphan sites.
ANZECC did not support a national fund based on either industry levies or
government contribution, recommending that governments should be empowered
to sell orphan sites to recoup remediation costs.  Nor did it adopt the approach
supported by the MTAA that the “petrol consumer is the ultimate user and
polluter” and should therefore “pay for higher environmental standards”, in this
instance site remediation (sub. 136, pp. 37-38).

Any financial assistance for remediation of non-orphan sites by government in
Australia would require judgements to be made concerning who should receive
assistance, the form and level of assistance, and the means of financing.
Furthermore, with assistance guaranteed, there would be less incentive to reduce
potentially polluting activities.  Under common law, all property transactions
involve the principle of caveat emptor — purchasing a service station is no
exception.  As community awareness of site contamination increases, it would be
expected that all potential service station purchasers would undertake site
contamination assessments prior to purchase.  The principle of caveat emptor was
endorsed by ANZECC (1994, p. 7).

Site remediation may involve closure, but should not be made contingent upon
site closure, as occurs in the Netherlands where a fund was established to assist
the closure of sites requiring remediation.  Participants were required to
undertake to close, and not re-open the site.  The economic issues concerning site
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remediation relate to environmental damage and should not be confused with a
perceived need for industry rationalisation.  Industry rationalisation does not
provide a sound basis for government intervention in site remediation.

The Commission supports ANZECC’s commitment to furthering community
and industry discussion on site remediation and the development of national
principles and guidelines on liability for it.

10.4.2 Tradeable permits

The MTAA suggested research be undertaken into the potential of using
tradeable permits to address the environmental problem of “remediation of
contaminated sites” (sub. 136, p. 38).  A system of tradeable permits is outlined
in Box 10.2.

Box 10.2: A tradeable permit system — how it works

A tradeable permit system involves setting a quality standard for the whole
receiving environment and issuing or auctioning permits entitling emission of
pollutants.  By allowing trade in the right to pollute, the system can take
advantage of the different costs for polluters of reducing emissions.  Polluters
with relatively high abatement costs will gain by buying permits rather than
reducing emissions.  Those with relatively low abatement costs will fund
pollution reduction and sell permits to those whose costs of reducing emissions
are higher.

The community can gain from tradeable permits because they provide the
polluter with the flexibility to choose the lowest cost way of meeting a given
standard.  This translates into greater efficiency and reduced pollution as easier,
cheaper compliance makes more stringent standards possible.  The overall level
of pollution can be reduced if authorities set a buy back period in which they
repurchase or void a proportion of each permit.

Tradeable permits do not replace regulation, but rather complement it.  For the
system to function properly, standards must be established and emissions
monitored.

Examples of tradeable permits in the United States include water pollution
discharge rights into the Dillon Reservoir, Colorado, and the air emissions
trading program.  In Australia, transferable quotas have been introduced for
southern bluefin tuna and salt reduction credits are in operation in the Murray
Darling Basin.
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However, tradeable permits are not an appropriate mechanism to address all
environmental problems.  In the Commission’s view, tradeable permits have no
relevance to site remediation (ie the clean-up process), and may have extremely
limited use in the control of pollution (leakages) from USTs.

A system of tradeable permits would involve monitoring of subsurface emission
levels.  According to the CSIRO, the quantification of emission discharges is still
in the research mode with large errors associated with the estimates.  Moreover,
service station operators would have to be willing to have their sites closely
scrutinised.

The MTAA suggested that tradeable permits be introduced “to effect an orderly
rationalisation of the retail sector” (sub. 49, p. 190).  However, tradeable permits
relate to a market to trade emission levels (leakage) from USTs — not a market
in service station sites.

APADA referred to tradeable permits in the context of achieving uniform
standards (Transcript, pp. 824-825).  Tradeable permits necessitate one standard
for a region (system) but not necessarily one standard across regions.  Tradeable
permits are not related to achieving uniform standards and are not an appropriate
policy instrument to achieve uniform standards.

10.5 Waste oil

Lubricating oils are partially consumed during use.  Over time, the remainder
deteriorates and must be replaced, and the waste disposed.  The disposal of waste
oil is an issue being addressed by government and industry in many industrialised
countries, including Australia.

Lubricating oils are disposed of in a variety of ways.  Of approximately 515
megalitres of lubricating oil sold in Australia in 1989-90, approximately half was
potentially recoverable while the remainder was consumed or lost during
production.  The potentially recoverable lubricating oil was recycled for reuse on
and off site; used for dust/vegetation control, or disposed of in a tip or landfill
(see Figure 10.1).

Most waste oil in Australia is generated by transport fleets and industry.  A
relatively small proportion (probably less than 10 per cent)19 is generated by
individuals changing car, boat and other domestic engine oil.

19 Derived from 1981 estimates for 'do-it-yourself' market (ANZEC 1991, pp. 11 & 17).
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Figure 10.1: Disposal of lubricating oil, Australia, 1989-90
(megalitres)

Landfill  7

91
253

Recycled  91

Tip  19

Recycled on Site  54
a

a Not all lubricating oil generates waste oil.
Sources: ANZEC 1991, p. 11; ANZECC 1991, p. 10

Waste oil contains several potentially hazardous contaminants and is a suspected
carcinogen (ANZEC20 1991, p. 32).  The contaminants include metals (lead and
zinc), chlorines, and other organic compounds such as benzene and PCBs.21

Some hazardous substances originate from the base oil, some are derived from
additive packages, and others are formed during use.

The disposal of waste oil may be harmful to the environment if not undertaken
properly.  Oil used as a dust suppressant on Tasmanian roads is believed not to
have caused environmental damage, but instances of pollution from such
practices involving run off into water courses have been recorded in the USA
(ANZEC 1991, pp. 30-36).

The costs associated with unacceptable disposal are difficult to quantify, as are
the benefits of curtailing them in favour of other disposal means.  It is clear,
however, that some means of disposal are environmentally preferable to others.

Waste oil can be recycled by rerefining to produce a base oil, or reprocessing for
use as a fuel supplement for kilns, boiler fuel, blended fuel for oil refineries, and
coal-spray oil in coke ovens (see Appendix L).

In 1990, two rerefineries in Australia were treating approximately 3 per cent of
waste oil.  Both have since closed although a new rerefinery is planned to open in
1995.  Nearly all of the 91 megalitres of waste oil collected and recycled in 1989-
90 was put to use as a fuel (see Figure 10.2).  Kiln fuel accounted for about 38
per cent of the market for waste oil.  It is considered to be an environmentally

20 The Australian and New Zealand Environment Council (ANZEC) became the Australian and
New Zealand Environment and Conservation Council (ANZECC) in 1991.

21 PCBs (poly chloro butanes).
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sound form of disposal as the very high combustion temperatures ensure the
destruction of toxic compounds.

Figure 10.2: Market for waste oil, 1989-90
(megalitres)

Fuel Oil  20

Lubricant  3
Oil Co.  16

14

Other   4

Kilns  35

Coal bulk 
density

Source: ANZEC 1991, p. 11

A number of firms compete in the collection of waste oil.  The profitability of
collection is dependent on the cost of legally disposing of waste oil (collectors
add on a margin), and the price of products that can substitute for waste oil.  In
the past, collectors paid for waste oil, but they now impose charges for that
service.  The AIP stated that:

With the present relativity of fuel prices in Australia it is likely that only by the collector
charging the generator for the used oil could the economics be made favourable. (1992a,
p. 4)

The initial resistance to charges has waned.  Generators of waste oil have few
options (apart from illegal dumping) and there is a growing acceptance of waste
oil as a product similar to others for which disposal charges are levied.  Charges
are levied on a commercial basis and take into account the quality of the waste
oil, the degree to which it needs to be reprocessed, distance from the waste oil
market, and consistency and quantity of supply.

The AIP considers that the market for waste oil is working in the eastern States.
The New South Wales EPA has expressed cautious optimism as there are no
accurate data on the extent of the waste oil problem, particularly for remote areas.
Waste oil collection in remoter areas tends to be uneconomic as it operates on an
ad hoc basis.  The MTAA in New South Wales is seeking to encourage its
members to provide storage facilities that would enable an economically viable
co-ordinated collection service to take place.

State EPAs are active in negotiating storage and new markets for waste oil.  In
New South Wales, BP provided temporary storage for 1.2 million litres but this
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will soon cease.  Storage will diminish as a problem if some of the current
options for use of waste oil, in particular electricity generation, become a reality.
The New South Wales EPA has been negotiating with Caltex and Pacific Power,
a major electricity generator, for waste oil to be used as fuel to start up
generators.  Truegain intends to open a rerefinery in 1995 and plans to initially
produce fuel oil to feed into Pacific Power’s generators.

Lime kilns are another market option.  Waste oil was tested in a lime kiln in New
South Wales in September 1993.  While no combustion, engineering or air
pollution problems were evident, the process suffered from a small amount of
contamination of the lime product.  Trace elements in the waste oil, in particular
lead, need to be reduced to acceptable levels.  Supply contracts for such a waste
oil are being considered.

A significant proportion of the waste oil produced in Queensland is supplied to
the Gladstone Power Station.  In Victoria, Dandenong Power plans to commence
operation of a 10 megawatt mini power station at Dandenong towards the end of
1994 as an initiative under the Victorian Government Cogeneration of
Renewable Energy Incentives Program.  The mini power station, a $10 million
investment, will burn waste oil to produce electricity which will be purchased by
the State Electricity Commission of Victoria (SECV) and fed into the grid
system.  Dandenong Power claims that nearly 100 per cent of contaminants will
be destroyed in either the boiler or the pollution control system.

The mini power station will use only waste oil — approximately 18 million litres
per annum — supplied under a long term contract by Trifoleum from Victorian
sources.  The project would not have been viable without a guaranteed long term
supply and 'incentive pricing' applied by the SECV under the cogeneration
program.

10.5.1 Government and industry initiatives

There are both costs and benefits associated with the recycling of waste oil.
Recycling should be at a level that has regard to environmental and economic
costs and benefits.  The incentive to recycle is diminished where there are
artificially low disposal costs, such as tip and collection charges.22  There is a
role for government to ensure that the disposal cost of waste oil takes into
account the full cost to society of that disposal.  The Commission’s report,
Recycling (1991), concluded that the incentive to recycle is reduced because
waste management charges in general (including waste oil) are:

22 A discussion on the economics of recycling appears in: Office of Regulation Review 1991,
Response to ANZEC’s Draft Report on Waste Lubricating Oil and Used Tyres , and IC
1991b, Recycling, App. E.
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• too low to allow Councils to meet the financial costs of waste disposal and to make
adequate provision for site replacement and environmental costs; and

• poorly structured because they do not vary with the quantity of waste disposed by
individual ratepayers. (1991b, Vol. I, pp. 13-14)

There are signs that councils are moving to ensure that waste disposal charges
reflect the real costs (including environmental) of waste collection and disposal.

Appropriate disposal charges need to be coupled with adequate monitoring and
enforcement to control illegal dumping.  However, it is difficult to adequately
police the 'do-it-yourself' householders.  While this group accounts for only a
small proportion of total waste oil, its illegal disposal, for example down storm
water drains, can cause environmental damage.

Participants emphasised the need for better understanding between producers and
vendors of lubricating oil, generators of waste oil, collectors/reprocessors and
final users (who may include recyclers and then vendors again).  BP suggested
that a forum involving interested parties, including governments, be established
to discuss the formation of a national waste oil strategy, not unlike the 1993
Roundtable Conference on Lead.  This would allow industry players to
understand the needs and requirements of each other, opening up new markets
and increasing waste oil collection.

The Commonwealth Government should take the lead in developing a
national waste oil strategy, in consultation with industry.
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11 TRANSPORT

This chapter discusses aspects of the transport industry which affect
the performance of the petroleum products industry.  Mass limits on
road tankers, route access for B-doubles and vehicle inspection
requirements remain issues in the road transport sector. The proposed
deregulation of the Victorian rail head system will improve the
distribution of petroleum products and add to competition in the
industry.  Coastal shipping and port authority services, despite recent
reforms, add unnecessarily to costs.

Crude oil and petroleum products are transported through a combination of
pipelines, road and rail tankers, and ships.  The intense use that the petroleum
products industry makes of transport services means that any inefficiencies have
a significant impact on the industry and users of petroleum products.

Participants to this inquiry have not indicated any problems with the operation of
pipelines, but regulations surrounding the operation of road and rail tankers, and
the efficiency of coastal shipping and port authority services are of considerable
concern.

11.1 Road transport

Road transport is a central area of microeconomic reform.  The National Road
Transport Commission (NRTC), established in 1991, is responsible for the
development of a national approach to the regulation of road transport and
charging for heavy vehicles.

The issues in road transport that are of concern to inquiry participants include:
mass limits on six-axle articulated road tankers; regulations precluding the use of
B-doubles1; and lack of mutual recognition of inspection standards between
States.

Regulations do not allow the gross mass of six-axle articulated road tankers to
exceed 42.5 tonnes.  This limit was agreed to in 1984-85 following a review of
mass limits by the National Association of Australian State Road Authorities.

1 A road freight vehicle consisting of a prime mover hauling two semi-trailers with the second
semi-trailer mounted on a turntable at the rear of the first.
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The Australian Institute of Petroleum (AIP) (sub. 50, p. 54), Shell (sub. 36, p.
34), Ampol (sub. 40, p. 102) and Caltex (sub. 41, App. 4) argue that mass limits
should be increased to 45.5 tonnes.

This would encourage the industry to progressively rationalise its existing road
transportation fleet towards the latest generation of road tankers, which offer:

• higher performance vehicles;

• improved operating standards — safer vehicles; and

• reduced road damage.

These benefits would translate into improved productivity and efficiencies, hence lower
transportation costs, which will ultimately benefit the consumer, especially those in rural
areas. (Caltex, sub. 41, App. 4)

It is likely that significant productivity gains could be made by increasing mass
limits as the unit cost of a vehicle decreases with increasing load.  However, the
possibility of increasing mass limits is tempered by the possibility that increased
mass limits may increase wear and tear of roads and bridges.

The NRTC is scheduled to complete a review of all mass limits on road vehicles
in early 1995.  The objective is to investigate the feasibility and net benefits of
increasing allowable mass limits for vehicles fitted with road-friendly suspension
systems (NRTC 1993c, p. 1) — suspension systems that result in lower road wear
for the same vehicle load.  The review will examine possible increases of the
order of 10 per cent above present mass limits.

The AIP considers that delaying the introduction of increased mass limits:

... has the potential to create inefficiencies.  Some operators will continue to postpone
purchases until the matter is resolved.  Others may not be able to delay any longer and
pre-invest in the 'most likely' configuration — resulting in part of the investment lying
idle until higher masses are allowed and the configuration may not be the optimal for the
conditions allowed after the NRTC review has been completed.  (sub. 134, p. 18)

The Commission is mindful of the adverse consequences associated with
unnecessarily delaying any decision to increase mass limits, but ample
consideration must be given to the costs and benefits of such a move.

Once the NRTC review has been completed, the Australian Transport
Council (ATC) should resolve the issue of mass limits as soon as possible.

Although there have been dramatic increases in the acceptance and use of B-
doubles (NRTC 1993b, p. 6), there are many locations in which their use is
restricted.  Restrictions on access occur on local roads which are close to, or in,
town centres, as well as on some country highways.
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Local councils control whether B-doubles are allowed access to roads in their
jurisdiction.2  While it is necessary for local councils to be involved to protect
community interests, this has led to an ad hoc approach to determining B-double
access.

The rationale for restricting the access of B-doubles is that there are physical
limitations to their access or their size may impede traffic flow.

The effect of restricting access is that B-doubles have limited access to loading
and unloading sites in metropolitan areas.  As a result, B-doubles are not used to
deliver product to these centres and the industry substitutes with smaller six-axle
articulated trucks.  Consequently, payloads are smaller.

The cost of operating a vehicle includes the fixed capital cost and operating
expenses, including driver and fuel.  For a given vehicle, these costs change little
with the amount of load carried (NRTC 1993a, p. 1).  The unit cost therefore
decreases with increasing load.  Consequently, smaller payloads reduce
productivity for trucks leading to higher costs which are passed on to the users of
transport services.  Articulated trucks are also less fuel efficient than B-doubles
(Laird, Transcript, pp. 644-645).

In 1991 AUSTROADS attempted to develop a set of network and route selection
criteria for B-doubles, similar to those developed by NAASRA for road trains in
1981.  The prescriptive nature of the guidelines and criteria prevented agreement
at that time but attempts to achieve consensus are continuing (NRTC 1992, p.
11).

The development of network and route selection criteria which take into
account community concerns, will assist road authorities in determining B-
double access.  National route selection criteria would go some way to
improving the approach to determining B-double access.

Inspection standards are not consistent between States and Territories.  Some
States and Territories also do not recognise each other’s tanker certifications.

While the absence of nationally recognised vehicle standards does not appear to
hamper interstate movement of vehicles, it is an impediment to the efficient
operation of interstate road transport.  A national approach to standards would
improve fleet operations (BP, sub. 37, p. 24) and may reduce the administrative
cost of certification to industry.

The NRTC is currently working on proposals for nationally recognised
vehicle standards for adoption by the ATC.

2 Except in the Northern Territory where there are no restrictions on B-double movements on
local roads.
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While the need for reforms in road transport has been recognised by government,
the pace of reform remains slow.  Delays are denying the petroleum industry the
opportunity to improve efficiency.  The importance of petroleum products as an
input to industry adds to the urgency of reform.  The efforts of the NRTC to
advance reforms warrant greater support from Commonwealth, State and local
Governments to achieve consensus.

Recommendation

Commonwealth, State and Territory Governments should agree to
nationally recognised vehicle standards and network and route
selection criteria for B-double vehicles as soon as possible.  The issue
of mass limits should be resolved as soon as possible after the
National Road Transport Commission’s review has been completed.

11.2 Rail transport

In Victoria, regulations require that petrol and diesel be delivered by rail over the
last 80 kilometres into Horsham, Mildura, Wodonga, Shepparton and Swan Hill.
The 'rail head' system was introduced to protect Victorian Government
investments in infrastructure at these centres.

Inquiry participants regard these regulations as either inefficient or anti-
competitive.  Mobil claimed that:

The higher costs which arise from regulations over choice of mode of transport are borne
by the industry and ultimately consumers.  Double handling and the requirement to
maintain additional unloading/loading facilities are amongst the distortions created.
(sub. 56, p. 28)

BP stated that:

This requirement leads to inefficiencies and higher transport costs.  It can also result in
double handling and the requirement to maintain equipment and depots near rail lines to
off load the product. (sub. 37, p. 24)

BP contends that in States where similar regulations have been removed, the rail
authorities have responded by improving services and costs to become
competitive with road.  The company referred to studies showing that cost
savings of about 0.9 cents per litre are possible in Victoria where fuel is handled
directly by truck rather than rail/depot/truck (sub. 138, p. 13).

The rail head system also reduces the level of competition in the rail head centres
because it restricts the activities of independent operators, particularly jobbers.
Jobbers source the cheapest fuel and use road transport to deliver it competitively
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to their customers.  The requirement to use rail can prevent them operating in the
regulated centres.  Wimmera Mallee Petroleum argued that:

... rail freight is not compatible with the way we 'spot' buy our product.  If we buy from
Bendigo or Ballarat because product is cheaper, no rail facilities exist. ... The way the law
stands, no independent fuel agent in Victoria can successfully and competitively operate
within 40 kilometres of Horsham, Mildura, Wodonga, Shepparton and Swan Hill.
(sub. 48, p. 2)

On 1 March 1994, the Victorian Government announced that regulations
requiring the transportation of petroleum by rail will be removed by June 1995.
In the meantime:

... the Government would consult with industry and other interested parties regarding the
method and phasing of the deregulation. (Victorian Government, March 1994)

The Victorian Government proposes to allow six months notice for industry and
affected parties to make necessary preparations.

Abolition of the rail head system will promote efficient delivery of petrol and
diesel and improve competition in the distribution of petroleum products in
country Victoria.

11.3 Coastal shipping

The Navigation Act (1912) requires that cargo being transported around the
Australian coast be carried on Australian flag vessels crewed by Australians.
Consequently, any crude oil or petroleum products that require coastal shipment
must be carried on Australian tankers.  This issue was central to the IAC’s
Coastal Shipping report (1988, p. 33).

Inquiry participants argued that the policy of cabotage is anti-competitive and
inflates the cost of shipping.  Ampol argued that:

... it [cabotage] tends, through the lack of exposure to real competition, to retard
productivity improvements. (sub. 40, p. 103)

The AIP stated that:

The result of cabotage is to raise artificially the cost of petroleum products in Australia
and to reduce competitiveness relative to imported products. (sub. 50, p. 51)

The Northern Territory Government claimed that:

This policy is keeping transport costs higher than they otherwise should be in remote
regions and hence adds a cost penalty to companies located there. (sub. 60, p. 15)

Elgas contended that the policy distorts competition.
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Elgas’ competitor, Boral, controls a 3 000 tonne Australian flag LPG carrier.  If Elgas
wishes to use a foreign flag vessel on a voyage for which the Kelvin [Elgas’ 9 000 tonne
vessel] is too large, Boral has the ability to claim the right to this work. It can provide a
competitive barrier to supplying markets, and in fact has been the principal reason why
Boral has maintained a monopoly position in the Tasmanian LPG market. (sub. 92, p. 1)

While Boral disputes that it holds a monopoly position in the Tasmanian LPG
market, Boral has also found that cabotage raises costs.

Boral Gas Limited has chartered the Kelvin ... on a number of occasions in the past two
years to deliver LPG to Tasmania.  On many occasions Boral Gas Limited has had to use
the Kelvin at a higher cost than may have been available on a foreign flag vessel simply
because of the cabotage rules. (sub. 155, p. 1)

BP commented that the policy can on occasions constrain the movement of
product around the Australian coast.

It is actually cheaper to bring product out of Singapore into Melbourne on a foreign flag
vessel than to move it out of Perth.  So it does produce distortions in the distribution
system. (Transcript, p. 35)

The Shipping Industry Reform Authority (SIRA) commissioned the Allen
Consulting Group to undertake a study of the competitiveness of the Australian
shipping industry.  The Allen analysis showed that, between January 1988 and
November 1991, the estimated difference between Australian and international
oil tanker freight rates declined from $US1.45 per tonne to $US0.81 per tonne.
The latter figure means that Australian rates are still 22 per cent above the world
rate (1992, p. 28).

Estimates provided by Ampol show the difference in freight rates to be 35 per
cent (sub. 40, Attachment F).  Mobil has estimated the direct costs associated
with cabotage to be $13.7 million a year.  This comprises the additional costs of
operating vessels owned by Mobil ($5.6 million) and vessels chartered by Mobil
($8.07 million).

Shell claims the difference is as much as 58 per cent (sub. 36, p. 32).  Ampol
argues that Shell has under-estimated international freight rates due to significant
tanker over-capacity worldwide.

 ... shipowners operating in the international market have been unable to recover all (if
any) of the capital charges on their vessels. (Ampol, sub. 40, Attachment F)

Australian freight rates are higher than international rates because of the high cost
of crewing an Australian flag tanker.  While the Western Australian Coastal
Shipping Commission (Stateships) contends that fuel taxes and other government
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policies3 increase shipping costs (sub. 152, p. 1), the Bureau of Industry
Economics (BIE) found in its report on Coastal Shipping:

Examination of the key drivers of Australia’s uncompetitive cost structure (net of the
impact of government) reveals that the main cost category contributing to the industry’s
'competitive cost gap' is manning costs.  The main determinants of differences in these
costs between countries are crewing levels, the leave ratio and the nationality of the crew.
(1994, p. xxii)

Mobil said that crew costs on an Australian flag vessel with 23 Australian crew
were $4.1 million per year, whereas a United Kingdom flag vessel carrying a
crew of 26, British officers and an Indian crew, costs $2.3 million per year
(sub. 56, p. 28).

Caltex estimated that the crew costs of a vessel with 21 Australian crew were
around three times as much as a crew comprising three Australian officers and 19
Filipinos (sub. 41, chart 1).

BP estimated that, for a product tanker, the additional cost of using an Australian
vessel was $5.5 million a year (sub. 37, p. 23) and that this difference is primarily
due to crewing costs.

... frequently the vessel being utilised will actually be a vessel brought into this country
and then fitted and configured to take an Australian crew — and it does have to be fitted
and configured because the requirements are different — and then the incremental
manpower costs associated with that. ... occasionally we have to have multiple crews and
more multiples than we would require on a foreign-flagged vessel. (Transcript, p. 55)

Australian crewing levels have been reduced in recent years.  Before the
Crawford Committee reported in 1982, over 30 crew were employed for a given
voyage.  When the Crawford Committee reforms were completed tanker crews
had fallen to 29.  Further reforms were introduced in 1985 by the Maritime
Industry Development Committee (MIDC) which reduced crewing levels on
tankers to 23.  SIRA aims to reduce average crewing levels on all types of vessels
to around 16.25 in the next round of reforms due for completion in 1995.

Australian crewing levels are now close to the international average (see Table
11.1).  The direct wage paid to Australian seamen is also close to the
international average (BIE 1994, p. 80).  What causes the higher costs is the crew
to berth ratio4.  Australian shift requirements mean that the Australian crew to
berth ratio is around 2.2 while internationally the ratio is around 1.9.  Australian

3 Government policies identified by Stateships include Australian income taxes, Australian
company taxes and Workers Compensation insurance premiums.

4 The crew to berth ratio is the number of sailors required to crew a ship when it berths.  If
every sailor spent 365 days a year on board, the crew to berth ratio would be one to one.
However, because of various forms of leave, and overlapping during crew changeovers, total
crew employment significantly exceeds crew numbers on board at any given time.
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crews have much shorter voyage times and therefore the number of crew required
to keep an Australian flag vessel operating all year is higher.

One way in which manning levels could be reduced is by bringing leave provisions in
line with international norms.  For example, a crew member on the 'Conus' [Shell's
tanker], who would work an eight hour (maximum) day on a five day basis (ie. weekends
free), is entitled to six weeks fully paid leave after six weeks on board.  Considerably
longer times at sea are normal in other countries. (Shell, sub. 36, p. 32)

Table 11.1: Average crewing levels of vessels visiting Australiaa,
1986 and 1992

Flagb 1986 1992

Greece 23.2 23.0
Japan 21.3 18.2
Norway 21.4 23.1
Australia 31.5 20.8
OECD average 21.8 20.9
Panama 23.1 22.4
Philippines 24.7 22.2

a Foreign vessels average for period 1 March to 31 August each year.  Australian figures as at 30
June.

b Selected flags with more than 70 vessels visiting in 1992.
Source: PSA 1993b, p. 8

The BIE found that Australian coastal vessels have the third highest leave ratio of
all selected countries.5  Australian crew receive 0.93 days leave for every day
worked.  Thus in a standard year they work about 27 weeks and receive 25 weeks
leave.  The BIE pointed out that leave allowances are a replacement for overtime
payments and no special provisions for weekends or public holidays.  Leave
provisions, however:

... do contribute to Australia having the highest relative level of on-costs to total wages of
all selected countries.  Leave provisions also contribute to on-costs indirectly by affecting
the length of crew shifts.  In Australia, the relatively frequent crew shifts inflate the level
of travel costs compared to the other selected countries. (BIE 1994, p. 78)

SIRA has commissioned a study, not yet completed, into the factors affecting
crew costs.

5 Selected countries included Canada, Germany, Japan, USA, UK and New Zealand.  Of these
only the UK does not have a cabotage policy.
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Table 11.2: Single voyage permits, 1988-89 and 1991-92

Number issued for vessels
carrying crude oil and
petroleum products

Number issued for vessels
carrying LPG

1988-89 4 9
1991-92 24 14

Source: PSA 1993b, p. 5

Exemptions allowing foreign vessels to operate on voyages are available and are
termed Continuous6 (CVP) or Single Voyage Permits (SVP).  CVPs and SVPs
are issued where no Australian flag vessel is available to undertake the particular
trade.  Relaxation of the SVP guidelines has seen the number issued for all cargo
movements increase from 42 in 1985-86 to 142 in 1991 (Allen Consulting Group
1992, p. 6) — no CVPs were issued in 1992-93.  The number of SVPs issued for
the movement of crude oil and petroleum products has also increased (see
Table 11.2).

SVPs are of little use to operators who wish to plan ahead.  As pointed out by
Mobil:

... this process [obtaining SVPs] adds a layer of bureaucracy which impedes our access to
the international tanker market. (sub. 56, p. 27)

BIE noted that:

While access to Australia’s coast has been made somewhat more flexible with recent
reforms to the permit system, the importance of coastal shipping in Australia’s overall
domestic freight task raises the issue of the appropriateness of the existing regulatory
regime. (1994, p. xxii)

Ampol referred to the inefficiencies involved in cabotage but also the benefits.

The quality of vessels under the Australian flag, through regular investment and
maintenance, is at a very high level by world standards which ensures that the reliability
and safety records of Australian vessels are well above average. Furthermore, the level of
initial and ongoing training received by Australian seafarers not only ensures competency
in normal vessel operation but also ensures that crews are capable of handling
emergencies at sea in a way that minimises the risk to life, its vessel, and the
environment. Recent major incidents overseas involving oil tankers and major pollution
have demonstrated the value of having well trained and experienced crew. (sub. 40,
p. 103)

6 CVPs are designed to accommodate coastal freight where there is a lack of suitably licensed
vessels for extended periods.  They are issued for a period of six months, although the holder
may apply for the CVP to be re-issued (permits for continuous trading will be issued for a
period of no longer than three years).
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The Ships of Shame: Inquiry into Ship Safety report (1992) highlighted the
decline in vessel seaworthiness that could occur if shipping standards are not
enforced.

Shipping standards acceptable to the Australian community can be maintained,
however, without relying on cabotage.  Australian standards are continually
being developed and amended to ensure that the design and construction of
Australian ships is adequate.   A set of international shipping standards has also
been agreed to, involving stringent requirements for the design, construction,
maintenance and operation of both Australian and foreign vessels.  Foreign ships
calling at Australian ports must also comply with appropriate safe manning
requirements for that ship.

Responsibility for ensuring the safe and pollution-free operation of Australian
and foreign vessels operating in Australian waters rests with the Australian
Maritime Safety Authority (AMSA).  AMSA, through the Port State Control and
the Tanker Surveillance Inspections schemes, inspects vessels to ensure that they
are seaworthy, do not present a threat to the environment or the community and
are operated in a safe manner.

The existence of appropriate shipping standards and the operations of AMSA
suggest that cabotage could be withdrawn without compromising the quality of
shipping on the Australian coast.

With the removal of cabotage, the coastal shipping industry in Australia would
be subject to additional commercial pressures that would encourage greater
efficiency.  The economic benefits would be wide in their scope, for example
improving the competitive pressures between Australia’s ports and reducing the
cost of transporting domestic freight (IC 1993c, p. 80).  The removal of cabotage
would improve the relative attractiveness of shipping petroleum product
interstate, increasing the choice over how interstate markets are supplied and
therefore increasing the competitive pressures on the oil majors.

Restrictions on competition are not the most efficient means of regulating safety
or environmental standards — such objectives should be addressed directly.

Recommendation

The Commonwealth Government should determine the process and
timetable for the withdrawal of cabotage, addressing safety standards
as a separate matter.
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In Australia, seamen are employed under the Seamen’s Engagement System.
Under this system, seamen are centrally registered and assigned to vessels at each
port according to a roster system.

Under the roster system, seamen choose (from the daily record of ships) from
jobs for which they are qualified.  Where allocation by choice does not fill all
jobs available, crew are allocated to jobs in order of priority specified by the
employers.  The IAC found that it was common for unions and employers to go
outside the system — local union rules influence the order of priority whilst
employers also go outside the system to secure their preferred employees (1988,
p. 281).  Seamen who are available but not allocated to a vessel are paid nominal
attendance money.

In 1992-93, the cost of placing each seaman was $322, compared with $256 in
1990-91.  The increase in cost is attributed to a reduction in the number of jobs
and ratings available and an increase in the system’s operating costs.  Shipowners
contribute financially to the annual cost of the system, which in 1992-93 was
$1.5 million (AMSA 1993, p. 59).

The system is legislated by Schedule 10 of the Maritime Industry Seagoing
Award, 1983, and is administered by the Australian Maritime Safety Authority
(AMSA).  With the abolition of the Mercantile Marine Office in 1988, the
system’s administration was brought within the operations of AMSA.

The original rationale for the system was to ensure a stable supply of trained crew
at a time when delays had been experienced due to labour supply instability.  The
system also fulfils Australia’s obligations under international conventions.7

Inquiry participants have questioned the appropriateness of such a system in
today’s environment characterised by more specialised ships requiring
specialised training and a greater emphasis on teamwork.  Shell argued that:

The existing 'pooling' system, under which seafarers are randomly allocated to employing
vessels, should be abandoned.  Pooling does not bond work teams, wastes costly
functional training and tends to entrench 'them and us' attitudes. (sub. 36, p. 32)

Mobil stated that:

Whilst reductions in costs particularly associated with crew sizes have been achieved in
recent years, the flexibilities required to manage crews most effectively and efficiently
have not been delivered. (sub. 139, p. 12)

Australian Seamen are still engaged under a casual labour pool system which mitigates
against a productive employer-employee relationship.  Europe abandoned the 'pool'
system ten years ago in favour of establishment of an employer/employee relationship.

7 Article 4(1) of the International Labour Organisation (ILO) Convention No. 9 —
Convention for Establishing Facilities for Finding Employment for Seamen 1920.
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European organisations now experience the benefits of employees with greater
commitment to organisational goals. (sub. 56, p. 28)

The Engagement System cannot foster a shared interest between employer and
employee.  Crew have little incentive to ensure that their assigned vessel is
competitive as they can be reassigned to another.

This system also diminishes the incentive for shipowners to invest in training as
it is likely that a crew will be assigned to a competitor’s ship in the future.  The
system also fails to match specific skills to vessel types.  This is an increasingly
serious problem as vessels become more sophisticated.

The system imposes unnecessary costs on shipowners, impedes the development
of crew skills, and detracts from the efficient operation of coastal shipping.
Efficient operation calls for crew with skills suitable to the vessel and training to
keep them abreast of changing technologies.

Company employment can lead to a commonality of interest and increase the
incentive for ship owners/operators to invest in the training of crew as those skills
will be retained on the vessel.  The ILO Convention would not impede a move to
company employment as the convention only relates to recruitment of seamen,
not existing employment.  Indeed, the countries which have company
employment of seamen are also signatories to the convention.

The IAC’s report on Coastal Shipping referred to a concern within the shipping
industry that industrial disputes would increase should the present engagement
system be abolished (1988, p. 279).  Reforms in industrial relations since that
inquiry suggest that the employment of crew by shipowners can and should be
covered by enterprise agreements.  The shift in accountability made possible by
company employment would bring long term benefits.  The Australian Coal
Association and the Australian Mining Industry Council jointly submitted that:

Achievement of enterprise based employment arrangements will bring about significant
benefits and go a significant way to addressing the current and continuing inefficiencies
in the coastal shipping sector. (sub. 167, p. 2)

Recommendation

Shipowners should have the right to employ crew on terms negotiated
under an enterprise agreement.
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11.4 Port authority services and activities

Reform of port authorities began in 1989.  Since then, authorities have improved
efficiency by rationalising or contracting out some activities and reducing the
range of services they provide.  As a result, total employment fell from 7 400 in
June 1988 to around 4 200 in June 1992, a reduction of 43 per cent (IC 1993c,
p. 323).

There are still concerns, however, about port pricing policies and restrictions
relating to pilotage exemptions, the number of tugs required to berth or unberth a
ship, night navigation and oil tanker cargo tank cleaning (Shell, sub. 36, pp. 33-
34).

Shell stated that it faces port charges:

... which are not only high by international standards, but are also higher than the charges
paid by many other industries in Australia. ... These high port charges increase fuel prices
and reduce the international competitiveness of fuel intensive industries. (sub. 36, p. 33)

Shell contended that:

No real competition exists within ports for the supply of pilotage services.  Many ports
employ their own pilots whilst others contract out their pilotage services.  For all
practical purposes once the pilotage services are contracted out by the Port Authorities a
monopoly situation exists. ... In common with pilotage, no real competition exists within
ports for the supply of towage services.  Whilst some ports employ their own tug
operators and own their tugs, other ports contract out their towage services. ... once the
towage services are contracted out by the port authorities a monopoly situation exists.
(sub. 90, p. 9)

Caltex commented that:

Australian port charges do not reflect the costs of services provided in many instances
and represent an economically unsound form of tax collection by some States. (sub. 41, p.
15)

Pilotage and towage charges differ markedly between Australian ports and, in
some cases, are significantly higher than those overseas (see Table 11.3).  The
BIE also found that government and port authority charges in Australian ports are
high by international standards.

In Australia, these authorities are generally required to be self-funding and remit
dividends to the relevant State Government.  There is evidence of cross-subsidisation
within and between ports, and port authorities are sometimes tasked with undertaking
community service obligations. (BIE 1994, p. 66)

Shell also raised concerns that some ports ban the night movement of vessels and
require tankers to depart their berths if tanker cleaning operations need to be
carried out.  Shell argued that decisions on night movement should be based on a
case-by-case appraisal of the navigational constraints existing within each port as
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well as weather and traffic conditions (sub. 90, p. 10).  In regard to restrictions on
tanker cleaning Shell argued that:

This is quite unnecessary, given that all ships above 20 000 dead weight tonnes are
required to have inert gas systems.  Ships fitted with these systems can inert their tanks
when cleaning, rendering them completely safe, such that the ship is no more of a hazard
than it is during normal cargo operations. (sub. 90, p. 10)

Table 11.3: Port charges for a Shell tanker, November 1992

Port Tugs Hours Port
authority
charges

Pilotage Towage Other
charges

 Govt.
charges

Total
charges

(no.) (no.)   ($A) ($A) ($A) ($A) ($A) ($A)
Geelong 4 30 49 600 9 000 32 500 9 800 56

600
157 500

Port
Bonython

4 30 13 000 3 700 46 000 6 600 38
300

107 600

Sydney 4 30 50 100 5 600 24 700 3 000 16
200

99 600

Rabigh 4 30 26 000 700 12 000 – – 38 700
Singapore 4 30 25 000 3 000 10 000 – – 38 000
Dumai 4 30 18 500 2 000 5 500 – – 26 000

Source: IC 1993c, p. 37

The Commission addressed these and other issues in domestic port operations in
its recent inquiry on Port Authority Services and Activities (IC 1993c).  That
report recommended that port authorities be subjected to greater competitive
pressures.  It also recommended other changes which would benefit users of port
services.

On the issues raised above, the Commission recommended that prices be set so as
to allow port authorities to earn at least the opportunity cost of their assets.  In the
application of this principle:

• under-performing assets should be written down if they have no better commercial
use;

• the value of land held for future use should be excluded from the asset base used to
determine the level of charges for current port users;

• when a port authority assumes ownership of assets explicitly funded initially by
users, the value of those assets should be taken into the authority’s balance sheet,
but the credit given in exchange to users should also be properly accounted for;
and

• long-lived non-depreciating assets such as channels should be valued at zero [there
should be no charge for the use of assets such as channels], but their capital cost
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should be recovered from users rather than the community at large. (IC 1993c,
p. xx)

The Commission recommended that any subsidisation that may be occurring
should be eliminated and charges should only apply to those who have a direct
commercial relationship with the port authority (1993c, p. xx).  The report also
made recommendations on licences for towage, pilotage and other port services.

The Commission reaffirms its recommendations in the Port Authorities
Services and Activities report.
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12 TEMPERATURE CORRECTION

Petrol expands as temperature rises.  This has led to calls for
mandatory introduction of petrol pump gauges that correct for
temperature effects.  However, the costs of temperature correction
may be large.  The benefits, if any, will not be available until after a
long phasing-in period; and in any case self correcting forces are at
work in the market place.  When trialled in several Canadian
provinces, temperature correction did not lower prices or otherwise
win consumer favour.

An 80C rise in temperature will increase the volume of petrol by 1 per cent.
Transfers between oil companies and excise payments are made on the basis of
volume corrected to the international reference temperature of 150C.  All retail
and most wholesale sales are made without correction for temperature effects.

In the warmer months, sellers may gain from temperature variations, while in the
colder months, motorists may gain.  Over the year, the variations in volume due
to temperature effects may on average cancel out or favour motorists in cool
temperate climates, while working to the advantage of sellers in tropical places.

The technology to correct for temperature effects is available, but comes at a
cost.  This chapter discusses whether a change in trade measurement laws to
mandate temperature correction for wholesale and retail sales is justified.

12.1 Background

Physical measurements are affected by a variety of environmental factors
including temperature, humidity, electromagnetic interference, gravity and
vibration.  The trade measurement system accounts for such factors by allowing
measures to vary within stated tolerances.  Environmental factors are not a
significant consideration in the accuracy of measurement of most products. For
petrol, however, the unit of measurement (volume) is an indirect measure of the
product that consumers seek (energy).

In 1989 the Service Station Association of New South Wales claimed that 'hot'
fuel was delivered to their members, but after it cooled in underground tanks,
there was reduced volume to sell to motorists.  The New South Wales Minister
for Consumer Affairs referred this complaint to the National Standards
Commission (NSC).
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An investigation by weights and measures inspectors for the NSC’s Standing
Committee on Trade Measurement (SCTM) found that the temperatures of retail
fuel sales ranged from 5.80C to 380C with an average temperature of 230C and the
greater proportion sold above 150C.  On the other hand, a 1974-75 study suggests
that there is only a minimal change in the temperature of petrol between the
refinery and delivery to motorists.  This is due to high throughput, underground
storage, and a physical property known as thermal inertia.1  Thus service stations
and other intermediaries between the refiners and ordinary motorists are not
penalised by temperature effects — what they buy is what they sell.

On the initiative of the NSC, in August 1991 the Standing Committee of
Consumer Affairs Ministers (SCOCAM) decided, in principle, that petrol should
be sold on a mass or temperature corrected basis.  The decision is subject to a
satisfactory cost-benefit analysis and full consultation.  In July 1992 SCOCAM
supported, in principle, a phased introduction of mass or temperature converted
gauges and proposed that there be further consultation with industry and
consumers about the mechanism of introduction.

In July 1993, the Ministerial Council on Consumer Affairs agreed to reconsider
temperature correction following final reports from SCTM, the Industry
Commission, and the CSIRO survey of retail fuel temperatures.

12.2 Costs and benefits of temperature correction

Inaccuracies in measurement can undermine the proper functioning of markets.
People will buy only if they perceive that what they get is more valuable than
what they pay.  To form such perceptions, the attributes of commodities have to
be measured.

Some measurements are easy; others pose difficulties. There is potential for error
and deliberate manipulation in weighing and measuring commodities and in
assessing their attributes such as quality and durability.  This warrants safeguards
in the legal system and in market practices to reduce mismeasurement to
tolerable or efficient levels.  Measurement costs therefore play an important role
in the organisation of markets.

The NSC’s view

The NSC contends that there are significant benefits from the introduction of
temperature correction.

1 Thermal inertia maintains the temperature of large bulks of products while in transit. For
example, ice was shipped from Boston to Australia in the mid-nineteenth century wrapped in
straw, will little losses (NSC, Transcript, p. 654).
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The MTAA supports the NSC as far as arguing that temperature correction of
wholesale petrol sales is a matter of urgency.  The MTAA maintains that there
are no additional costs involved in introducing temperature correction for
wholesale deliveries.

The NSC’s interpretation of the SCTM study is that motorists are not treated
uniformly when compared to the volume they would have received had the sales
been at the international reference temperature of 150C.  The NSC estimated that
the gross measurement error (ie the sum of the over-deliveries plus the sum of the
under-deliveries) across all sales of petrol was $84.5 million a year.

Significant criticisms have been made of the NSC’s interpretation of the results
of the SCTM study.  Access Economics commented that:

... gains to consumers (losses for service stations) at below reference temperatures are
added to gains for service stations (losses to consumers) at above reference temperatures
... deviations from any reference temperature produces gains for some that match losses
for others, these losses might cancel out over time, or at least be small in net terms. (July
1992, p. 7)

Doubts have been raised about the accuracy of the SCTM study.  The Australian
Bureau of Statistics (ABS) identified problems in the design of the study as well
as a number of potential biases.  The ABS stated that:

... the SCTM survey was not a properly designed survey.  The survey did not adequately
consider the variations of temperature from season to season and also the number of
measurements taken from different states was not proportional to the human population
size or number of motor vehicles in the state or any other variable which would be
considered likely to correlate well with 'fuel sales'. (1993, p. 22)

Based on an initial examination of the SCTM survey data, the ABS concluded
that the gross measurement errors were likely to total at least $10 million per
year.

The potential sources of bias in the SCTM survey identified by the ABS related
to site selection and estimation procedures (eg seasonal and regional biases).  The
ABS then attempted to adjust for these biases but its revised estimates are highly
qualified.  They ranged from $84.4 million to $87.3 million per year.

The qualifications concerning the SCTM survey, and the ABS attempts to control
for the biases in it, are of sufficient magnitude to make the survey unreliable.
The first statistically reliable estimates of over and under deliveries will not be
possible until after the CSIRO survey of service station fuel temperatures is
completed.

In any event, these estimates are of the gross errors in the existing measurement
system.  They do not represent the economic benefit to consumers from more
accurate measurement.  The benefits depend upon the value to the community
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from reducing the risk of measurement error.  This benefit is a function of the net
measurement error (ie the sum of the over-deliveries less the sum of the under-
deliveries).  It is therefore likely to be substantially less than the gross
measurement error.  Moreover, this benefit has to be set against the capital and
operating costs of a more accurate measurement system.  In the case of petroleum
products, these costs are estimated by the NSC at $12 - $17 million.

The Industry Commission agrees that errors should be tolerated in any
measurement system if they are small and cancel out or if they are too costly to
fix. The NSC has interpreted this position as implying that the Industry
Commission condones measurement errors outside the legal tolerances.  This is
not the case. The issue at hand is the costs and benefits of changing to a new
legal standard of measurement.  Slight errors are tolerated in any trade
measurement system. This is because the required level of precision must be
guided by costs and benefits of further accuracy — no one benefits from laws that
correct minor errors at considerable expense.

The Australian Institute of Petroleum’s view

The Australian Institute of Petroleum (AIP) sees no benefits from introducing
temperature correction.  The AIP argues that in a competitive market there are no
windfall profits from inaccurate measurement because they will be competed
away by normal market rivalry; and that temperature correction at the wholesale
and retail level is not known to be required in any country.

The AIP estimates that the capital costs of introducing temperature correction are
$193 million and the on-going costs are $86 million per year for the retail sector;
and capital costs of $142 million with on-going costs of $48 million for the
wholesale sector.

The NSC and AIP strongly contest the validity of almost every part of each
other’s estimates.  For example, the joint working party of AIP, APADA and
MTAA estimates the equipment costs for temperature correction to be $20
million plus $30 million for installation of storage tank thermometers.  The NSC
does not regard the latter cost as necessary, preferring to recommend major
changes in service station stock management techniques.  The NSC also claims
that there is large scale double counting of capital costs in the report of the joint
working party.
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12.3 The practicalities of switching to temperature
correction

What is clear from the competing costings is that retro-fitting of temperature
correction probes into fuel gauges would be a large and unnecessary expense.
During the phase-in period, any requirement to install temperature corrected
gauges would apply to new units only.

According to the NSC, the phase-in period could take 10 to 15 years and should
not be voluntary; all new pumps should be temperature corrected on installation;
and existing pumps should be left to wear out because retro-fitting would be
costly. The NSC said that it had been unable to formulate a plan on the practical
mechanics of introducing temperature correction because of a lack of co-
operation from the oil majors.  The oil majors deny that they are unwilling to co-
operate fully in an investigation.

The piecemeal introduction of temperature correction could lead to considerable
consumer confusion.  The consumer should pay more for temperature corrected
petrol2, and temperature corrected and non-corrected petrol may be sold from
pumps side-by-side at one service station.  The NSC expressed concern at the
marketing strategies that might apply in these circumstances.  The NSC’s initial
reaction was to rule out the advertising of 'big litres' as this could undermine the
integrity of the trade measurement system.

The NSC does not anticipate consumer confusion with phased introduction
because none was identified in the Canadian provinces where consumers can buy
from a mix of temperature corrected and non-corrected retail outlets.  However,
temperature correction in Canada is voluntary and is largely confined to one
retailing network which markets temperature corrected petrol as 'big litres' (see
Box 12.1).

The confusion that could accompany a phased introduction of temperature
correction could deny the initial purpose of the national measurement system,
which was to provide for uniform measurement throughout Australia.  Phased
introduction of temperature correction could result in the legal standard of
measurement varying from pump to pump and service station to service station.

2 The NSC estimates that temperature correction would on average result in a 1 per cent rise in
the unit price to cover a 1 per cent increase in quantity of fuel in the unit.
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Box 12.1: Overseas experience with temperature correction

The legal practice for petrol measurement in most countries is to ignore
temperature correction.  Practices vary even with regard to temperature correction
on tax payments; some countries correct for temperature variations and some do
not.

In the USA, four States mandate temperature correction for wholesale sales, four
others prohibit it, while one requires it to be offered as an option.  In Hawaii,
mandatory temperature correction of retail sales is achieved by seasonal manual
adjustment of fuel metres.

Temperature correction operates in Canada on a voluntary basis.  Most of
Ultramar Canada’s service stations in Quebec, Ontario, and the maritime
provinces have been converted to sell temperature corrected petrol using 'big
litres' as the marketing banner.  About 3 to 5 per cent of petrol sales in Canada
are on a temperature corrected basis.  Consumer groups were initially cautious
about 'big litres' but lost interest when the price of temperature corrected petrol
was the same as uncorrected petrol.  Other Canadian companies have shown
some interest in temperature correction and converted a few service stations on a
trial basis.

12.4 Market responses that mitigate measurement errors

In formulating its estimates, the NSC makes no allowance for adjustments that
buyers and sellers may make to offset expected measurement errors.

Refiners and distributors can get a rough guide as to gains and losses from
temperature effects from their inventory control systems.  If temperature effects
result in errors in deliveries, the inventory control systems of refiners, distributors
and service station owners will detect this after making suitable adjustments for
factors such as evaporation and theft.  In any case, the oil majors, distributors and
retailers are sophisticated buyers and sellers, and they have a commercial
incentive to take all relevant factors into account when negotiating terms and
conditions of sale.  Delivery by delivery measurements are not necessary to do
this.  Adjustments based on general tendencies can be made to the price to
account for the commercial risks associated with temperature effects.

Any extra profits from inaccuracies should be dissipated by the competitive
process.  It is not necessary for buyers to be aware of temperature effects for the
market to compete away the resulting profits.

The argument about offsetting market responses does not assert that accurate
measurement does not matter.  The proposition is that market pressures
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compensate for slight inaccuracies in measurement.  Sellers routinely strive for
competitive advantage by investing in reputations for quality, reliability and
accuracy.  Existing voluntary market practice suggests that investing in
temperature correction equipment is worthwhile only for big transactions.

12.5 Is there a need for temperature correction?

The net benefits from temperature correction will be uncertain even after the
CSIRO completes its survey of fuel temperatures.  This study will not account for
the extent to which market forces adjust for measurement errors.

Australia should be guided by the experience of the Canadian provinces that
introduced temperature correction on a voluntary basis.  Costs would have been
minimised because introduction was voluntary.  Consumers could choose
between corrected and uncorrected litres offered by competing service stations.

Consumer acceptance of temperature corrected litres in Canada was poor.  It
might be argued that consumers got more for the same price.  The failure of the
innovating company to gain more than a 3 to 5 per cent market share, and the
decision of rival firms to trial but not adopt this practice to defend their own
market shares, are important tests of whether consumers valued the innovation.

The absence of significant market success in Canada does not sit well with the
NSC’s prediction that temperature correction offers better value to consumers.
Moreover, the opposition of the Australian Automobile Association to the
mandatory introduction of temperature correction is some indication of the views
of motorists on the potential benefits and real costs of such a change.

Based on available data, there is no evidence of a problem sufficient to justify the
mandatory introduction of temperature correction.  Costs of correction may be
large; the benefits, if any, would not be available until perhaps the second decade
of the next century; and in any case self correcting forces are at work in the
market place.

The Commission considers that mandatory temperature correction of
petroleum product sales is not warranted on economic efficiency grounds.
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13 TAXES AND CHARGES

Commonwealth and State taxes effectively double the prices of many
petroleum products.  This reduces consumption and adds to the cost
of goods and services that are produced using petroleum products.
Of particular concern is the impact on business use of petroleum
products — taxes on inputs penalise exports and assist imports.  The
Commission recommends ways in which the diesel fuel rebate
scheme might more effectively exempt businesses from excise of
diesel fuel.  However, a more general system of exempting
businesses from petroleum product taxes would provide even greater
benefits.  The Commission recommends a review of taxes on
intermediate inputs.  Fuel taxes are not closely related to the cost of
using roads and are not as efficient as available alternative methods
to charge road users.

Taxes on petroleum products are high relative to taxes on other goods.
Commonwealth excise on petroleum products contributes about 9 per cent of
total Commonwealth revenue.  State business franchise fees on petrol and diesel
account for between 5 and 10 per cent of State revenue.  Although taxes on
petroleum products are not high in relation to other developed economies, the
potential remains for the taxes to distort consumption and production decisions
and reduce the efficiency of resource use across the economy.  Tax rebates and
exemptions, and different rates for various products (including tax free) add to
the complexity of the impact of taxes on petroleum products.

The Industries Assistance Commission (IAC) reported on Certain Petroleum
Products — Taxation Measures in 1986.  The IAC recommended a reduction in
the rates of excise, which stood at about half the current nominal rates (implicit
tax rates have increased by 25 per cent).  The Commonwealth Government’s
decision was that these changes could only be considered in the context of
broader changes to the tax system, and that pending such changes there were
not sufficient grounds to alter the existing rate structure.

While the primary objective of taxes on petroleum products is to raise revenue,
there are secondary objectives and effects that must be included in any
consideration of taxation policy.  The most significant secondary issues are road
funding and the environment.  Road funding and taxes on petroleum products
are examined in this chapter.  Environmental objectives of petroleum product
taxes are discussed in Chapter 10 along with other environmental issues.
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13.1 Current arrangements

13.1.1 Commonwealth excise

The Commonwealth excise on petroleum products raised $7.2 billion in 1992-
93, and is estimated to raise $8.4 billion in 1993-94 — one-third of commodity
tax revenue, and 9 per cent of total tax revenue.  There has been a steady rise in
the revenue collected and the proportional contribution to total revenue from
excise on petroleum products (see Figure 13.1).  At the same time the relative
contributions of the crude oil and LPG levies, and excises on alcohol and
tobacco have fallen (see Table 13.1).

Figure 13.1: Commonwealth Government excise collections, 1984-
85 to 1993-94
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Petroleum products attract different levels of Commonwealth excise.  There is
no excise on liquid petroleum gas (LPG) or natural gas (CNG).1  Imports of
petroleum products attract a customs duty at the same rate as the excise on
domestically refined products.  All existing rates were increased in the 1993-94
Commonwealth Budget, and a differential between unleaded and leaded fuel

                                           
1 The Commonwealth is committed to a five year guarantee on the excise-free status of

alternative fuels, including LPG and CNG, with at least one year notification of any change
to that status.
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was introduced (see Table 13.2).  Excise rates are indexed every February and
August to half yearly movements in the CPI.2

Table 13.1: Changes in Commonwealth revenue patterns, 1983-84
to 1993-94

Revenue source Share of total
revenue
1983-84

Share of total
revenue
1993-94

Change

(per cent) (per cent) (percentage points)
Gross PAYE 45.3 46.3 1.0
Gross othera 9.1 8.3 (0.8)
Gross prescribed payments systemb 0.5 1.6 1.1
Companies tax 9.3 13.0 3.7
Fringe benefits tax 0.0 1.4 1.4
Crude oil and LPG excise 7.4 0.1 (7.3)
Excise on tobacco and alcohol 4.3 2.5 (1.8)
Excise on petroleum products 4.3 8.5 4.2
Sales tax 8.4 10.3 1.9
Customs import duty 4.7 3.2 (1.5)
Interest 6.0 2.1 (3.9)
Dividends and other 2.6 4.7 2.1
Total 101.9c 102.0c 0.1d

a Includes provisional tax and capital gains tax.
b Taxes paid on non-wage payments.
c Totals do not add to 100 due to rounding.
d Total does not add to 0 due to rounding.
Source: Budget Papers 1993-94

About one third of diesel excise collections is rebated to selected off-road users
under the diesel fuel rebate scheme.  The main beneficiaries of rebates are
agriculture, mining, fishing and forestry.  The rebates total about $1 billion a
year.

                                           
2 If the CPI has fallen there is no reduction in the excise rates — the fall is carried forward

and offset against the next increase.
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Table 13.2: Commonwealth petroleum products excise

Petroleum product Revenue
1992-93

Excise rates as at
February 1994

Excise rates as at
August 1994

($m) (cents per litre) (cents per litre)
leaded petrola 0 31.573 33.573
unleaded petrola 4 395 30.573 31.573
diesel 2 605 30.573 31.573
LPG 0 0 0
CNG 0 0 0
AVTUR 0 4 0.264
aviation gasoline 26 27.480 28.480
fuel oil 56 9.512 10.512
heating oil 11 9.512 10.512
kerosene 4 9.512 10.512

a Revenue for leaded and unleaded petrol was aggregated until 1993-94 because the excise rate was the
same.

Sources: Budget Papers 1993-94; Commonwealth Treasury

13.1.2 State and Territory franchise fees

With the exception of Queensland, all States levy business franchise fees on
petrol and diesel (Tasmania also collects franchise fees on LPG).  In 1992-93
franchise fees collected in all States totalled approximately $1.1 billion.
Franchise fees involve a fixed licence fee on wholesalers and retailers, and then
a set amount on each litre.  In general, the fees on each litre are collected from
wholesalers.  In some States retailers pay these fees if they have sourced fuel
from a wholesaler who has not paid fees.  Franchise fees vary between States
and between petrol and diesel (see Table 13.3).  In many States, the fees are
higher for diesel.

Table 13.3: State and Territory franchise feesa, October 1993

Leaded petrol Diesel

(cents per litre) (cents per litre)
New South Wales 7.04 7.08
Victoria 8.43 10.35
Queensland 0 0
Western Australia 5.67 7.45
South Australia 9.11 10.23
Tasmania 6.15 6.11
Northern Territory 6.00 6.00
Australian Capital Territory 7.04 7.08

a Rates are for metropolitan areas.
Source: PSA
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In New South Wales and South Australia rates vary within the State.  In New
South Wales, Victoria and Western Australia fees are not levied on diesel
purchased for off-road use.  In Western Australia there are subsidies available to
agricultural producers who use petrol off-road, at rates similar to the franchise
fee on petrol.

Revenue collected from State franchise fees has increased substantially since
1982-83 (see Figure 13.2).  Most fees go into State general revenue, but New
South Wales and Victoria formally allocate a part of franchise fee collections to
road construction and maintenance programs.

Figure 13.2: State and Territory franchise fee collections, 1982-83 to
1991-92
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The implicit tax rates from Commonwealth excise and State franchise fees are
shown in Table 13.4.  The rates are likely to be higher than estimated because
the pump prices are probably over-estimated.3  The implicit tax rates of
Commonwealth excise vary between States within the range 82 to 91 per cent
(depending on the pump price).  The rapid increase in implicit tax rates of
excise on petrol is shown in Figure 13.3.  The State franchise fees result in
implicit tax rates up to 25 per cent.  The combined implicit tax rates are up to
112 per cent.

                                           
3 The assumed retail margins used are generous, and actual wholesale prices are often

considerably below the PSA endorsed price.
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Table 13.4: Combined implicit tax rates on petrol, October 1993

Capital
city

Indicative
petrol pump

price

Tax free pump
price

Implicit tax rate
of Commonwealth

excise

Implicit tax
rate of State
franchise fee

Combined
implicit tax

rate

(cents per litre) (cents per litre) (per cent) (per cent) (per cent)
Sydney 74.3 35.7 88 20 108
Melbourne 75.7 35.7 88 24 112
Brisbane 67.3 35.7 88 0 88
Adelaide 71.9 34.7 91 16 107
Perth 77.4 36.7 86 25 111
Hobart 76.4 38.7 82 16 97
Darwin 73.3 35.7 88 17 105
Canberra 76.3 37.7 84 19 102

a Indicative pump prices are based on the PSA endorsed wholesale price, the State franchise fee and
an assumed retail margin.

Source: Commission estimates

Figure 13.3: Implicit tax rates of Commonwealth petrol excise, 1982
to 1992

Per cent

0

10

20

30

40

50

60

70

80

90

100

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992

Source: IEA 1994

Despite the high rates of tax relative to other products, Australia has relatively
low taxes on petroleum products in comparison to other OECD nations.  The
break up of petrol prices in the OECD is shown in Table 13.5.  Australia had
the eighth lowest pre-tax price and the third lowest post-tax price in 1993.  The
comparison of petrol tax rates in Table 13.5 does not give a complete picture of
the tax environment facing households and businesses in each country — for
example, low income and corporate tax environments may compensate for high
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taxes on petroleum products.  Implicit tax rates on petrol and diesel, and related
tax arrangements are compared in Table 13.6.

Table 13.5: OECD petrol prices and taxes, March quarter 1993a

Pre-tax
price

Rank Tax Post-tax price Rank

($A cents per litre) ($A cents per litre) ($A cents per litre)
USA 30.6 2 12.9 43.5 1
Canada 33.5 5 30.4 63.9 2
Australia 36.0 8 31.0 67.0 3
New Zealand 42.4 16 35.8 78.2 4
Switzerland 33.1 4 69.3 102.4 5
United Kingdom 34.5 6 74.3 108.8 6
Ireland 42.4 15 84.0 126.4 7
Greece 32.6 3 99.8 132.4 8
Finland 38.2 10 95.0 133.2 9
Austria 46.7 18 86.8 133.5 10
Germany 35.2 7 98.9 134.1 11
Denmark 45.8 17 89.4 135.2 12
France 30.4 1 107.0 137.4 13
Belgium 40.2 13 101.1 141.3 14
Portugal 36.9 9 104.7 141.6 15
Italy 38.3 11 110.9 149.2 16
Japan 81.5 20 69.4 150.9 17
Netherlands 42.1 14 113.0 155.1 18
Sweden 39.5 12 117.4 156.9 19
Norway 54.2 19 110.5 164.7 20
Average 40.7 82.1 122.8

a The rates do not include VAT, GST, exemptions, or rebates.
Source: IEA 1994
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Table 13.6: OECD petrol and diesel taxation arrangements,
September quarter 1993

Country Petrol
implicit

tax ratea

Diesel
implicit
tax rate

Value
Added

Tax

Rebate arrangements

(per cent) (per cent) (per cent)
Australia 97 103 0.0 diesel fuel rebate scheme
Austriad 185 93 20.0 VAT refunded on commercial purchases
Belgium 259 117 19.5 VAT refunded on commercial purchases
Canadab 80e 68 7.0f

Denmark 175 64 25.0 Prior to 1991 — excise for all commercial
and industrial users rebatable
Post 1991 — approximately 40 per cent is
refundable to industrial users

Finlandc 252 121 22.0 VAT refunded on commercial purchases
France 386 163 18.6 VAT refunded on commercial purchases
Germany 262 138 15.0 VAT refunded on commercial purchases
Greece 224 149 18.0 VAT refunded on commercial purchases
Ireland 199 106 12.5 VAT refunded on commercial purchases
Italy 313 197 18.0 Petrol for agricultural use is taxed at a lower

rate than petrol for general use
Japan 86e 53 3.0
Luxembourg 169 86 15.0 VAT on unleaded petrol is lower

VAT refunded on commercial purchases
Netherlands 262 98 17.5 VAT refunded on commercial purchases
New Zealand 87 14 12.5g

Norway 250 29 22.0 VAT refunded on commercial purchases
Portugal 307 167 5.0 VAT fully refunded only for heavy passenger

vehicles, public transport, diesel oil for
machines and tractors

Spain 231 135 15.0 VAT refunded on commercial purchases
Sweden 225 48 25.0 VAT refunded on commercial purchases
Switzerland 218 208 0.0
Turkey 186 133 13.0 VAT refunded on commercial purchases
United
Kingdom

242 149 17.5 VAT refunded on commercial purchases

USA 34e 56 0.0 State taxes are levied on all sales to non-
commercial customers

a Leaded, super grade gasoline.
b Third quarter 1993.
c Second quarter 1993.
d First quarter 1993.
e Unleaded petrol.
f Provincial GST also apply.
g Goods and services tax.
Source: IEA 1994
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13.1.3 Why petroleum products are taxed

Funding infrastructure

A common argument to support the large amount of revenue collected from
petroleum products is that fuel taxes should at least cover government
expenditure on roads.  Commonwealth excise collected from transport fuels is
no longer hypothecated to road expenditure — and only a small portion of some
state franchise fees are designated for road expenditure.4  This is not to say that
governments should not charge road users — charges which reflect the costs
occasioned by each user could improve the supply roads, encourage the use of
less damaging vehicles and improve the distribution of freight between road, rail
and sea transport.  The merits of fuel taxes and other charges for road funding
are examined in Section 13.2.

Excise on AVTUR was reintroduced in the 1993-94 Commonwealth Budget —
0.264 cents per litre — to cover the cost of safety regulation by the Civil
Aviation Authority (CAA).  Direct charges are levied on commercial aviation to
cover publicly provided aviation infrastructure.  AVGAS, which is used mainly
by small privately owned aircraft, still attracts excise, which is totally
appropriated to the CAA for safety regulation and en route and terminal
navigation services (where no specific charges apply).  In July 1993 AVGAS
excise was reduced by:

• 2 cents per litre to reflect the introduction of user charging by the Bureau
of Meteorology and the CAA (for rescue and fire fighting services); and

• 1 cent per litre which had been retained by the Commonwealth
Government to offset the costs of running non-Federal Airports
Corporation airports and the Commonwealth’s contribution to the
Aerodrome Local Ownership Plan5.

General revenue

The predominant reason for taxes on petroleum products is to raise general
revenue.  Commonwealth excises are also raised from beer ($0.8 billion),
potable spirit ($0.2 billion) and tobacco products ($1.4 billion).  Sales taxes on
a wide range of goods are estimated to contribute $10.2 billion (see Table 13.7).

                                           
4 Such as the ’3x3’ levy in New South Wales and the ’Better Roads’ levy in Victoria.
5 The Aerodrome Local Ownership Plan facilitates the transfer of aerodromes to local

authorities.  Grants are made to bring aerodromes up to good condition for transfer and one-
off capitalisation grants are available for small or remote aerodromes to meet running costs
in the future.
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Table 13.7: Commonwealth indirect tax collections, 1993-94

Indirect taxes 1993-94 estimate Proportion of
total revenue

($m) (per cent)
Sales tax 10 230 10.3
Petroleum products excise 8 379 8.5
Beer excise 820 0.8
Potable spirits excise 182 0.2
Tobacco products excise 1 446 1.5
Customs duty 3 180 3.2
Total 24 290 24.5

Source: Budget Papers 1993-94

Excise revenue from petroleum products has become a large component of
Commonwealth Government revenue since the late 1980s.  The increase in
revenue from excise on petroleum products has been matched by the fall in
revenue from the crude oil levy, which has been phased out as a part of the
deregulation of the crude oil market.  The crude oil levy had to be absorbed by
crude oil producers because the Commonwealth Government set maximum
prices for crude oil.6  Thus, the growth in excise has impacted on prices of
petroleum products.

It is often claimed that a relatively heavy tax burden can be given to petroleum
products because the demand for them is relatively inelastic — use of petroleum
products is less responsive to changes in prices than most other commodities.  If
this is true, taxes on petroleum products are a good way to raise revenue
because activity is distorted less than would be the case with taxes on other
goods and services.  In addition, the use of petroleum products is very diverse,
including households and industries, which spreads the tax burden over a large
base.  The wide spread of tax burden gives the appearance of fairness, and
reduces the tax effects on any one sector.

However, the pattern of consumption of petroleum products places a relatively
heavy burden on low income earners.  In its report on Certain Petroleum
Products — Taxation Measures the IAC estimated that expenditure on
petroleum products remained constant at around 5 per cent of household
expenditure for all income groups.  Estimated excise payments as a proportion
of total income of the lowest 30 per cent of incomes was double that of the

                                           
6 In contrast the petroleum products excise can be passed on to consumers because the PSA

maximum wholesale price allows for the full excise.
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higher groups.  This ratio is likely to have changed given the changes in excise
levels since the IAC report in 1986.

From an administration point of view, the excise system is relatively simple,
with few collection points, and is relatively difficult to abuse (although the
administrative appeal of excise falls with the introduction of exemptions, which
have proved difficult and costly).

The impact of taxes on petroleum products on consumption and intermediate
usage is discussed in Section 13.3.  Existing rebate arrangements are discussed
in Section 13.4.

Environment

A final purpose of taxation of petroleum products is to address some of the
environmental effects of production and consumption.  The introduction of a
gap between leaded and unleaded transport fuels is a recent example.
Environmental concerns also underlie the Commonwealth Government’s
guarantee to maintain the tax-free status of LPG and natural gas to encourage
the use of less polluting fuels.  The problems with using fuel taxes to achieve
environmental objectives where more direct measures are available are
discussed in Chapter 10.

13.2 Road user charges and road funding

This section looks at the suitability of fuel taxes as road user charges, and
suggests some alternatives to improve the efficiency of road use and supply.

13.2.1 Fuel-based taxes and road user charges

The IAC report on Certain Petroleum Products — Taxation Measures contained
a detailed analysis of the use of fuel taxes for road user charging.  The
Commission concluded that fuel-based charges provide poor signals for use and
supply of roads.  In particular, the significant under-charging of heavy vehicles
encourages distortions throughout the economy.  For example, the advantage
thus given to road freight over rail places more freight on the roads, and less on
rail.  Several Commission reports have repeated the principles developed in the
report on Certain Petroleum Products — Taxation Measures, relating them to
the particular issues under reference.7

                                           
7 For example, IC 1991a, Mining and Minerals Processing in Australia; IC 1991e, Rail

Transport; and more recently, the IC 1994, Urban Transport.
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Fuel-based charges and road congestion

Congestion arises when demand for the use of a road exceeds capacity at a
particular time.  In the absence of a price mechanism to distribute space on the
road to those who most value its use (at that time), motorists queue up and
traffic congests.  The use of the road by each motorist contributes to the
congestion, and thus each motorist imposes costs on the other motorists
(principally time delays and vehicle running costs).  The efficiency of the road
system suffers.

Fuel-based charges are not very efficient at allocating road space.  Congestion
varies with location and time — but these variables are unrelated to fuel
purchases.  It is not possible to design a set of fuel taxes that can increase the
costs of travelling particular roads at particular peak times.  The Commission’s
report on Urban Transport  (IC 1994) identified congestion as a cost of road use
that can be particularly high in metropolitan areas8, and recommended the
gradual introduction of electronic road pricing.9

The Commission acknowledged the imperfections of fuel taxes to deal with
congestion because charges cannot be directed at the use of roads in specific
areas at specific times.  Their use was recommended only in the case that more
direct road user charges were not introduced, or in the interim until direct
charges are introduced.

Fuel-based charges and road wear and tear

The weak relationship between fuel consumption and pavement wear and tear is
well established — a stronger relationship exists between axle loading and road
costs.

The principal factors influencing pavement damage are the axle loads of the vehicles, the
distance travelled by those vehicles and the structural quality of the road pavement.  The
fact that pavement damage increases dramatically as the vehicle load increases implies
that the heaviest vehicles (trucks of six or more axles) cause much more damage than
ordinary motor cars.  In fact, on some roads these trucks cause more than 10 000 times
more damage per kilometre.  In addition, the average annual distance travelled by trucks
is much more than that of cars. (BTCE 1988, p. xvi)

The Bureau of Transport and Communications Economics (BTCE) estimated
large gaps between the value of pavement wear and tear and fuel tax (and
registration) contributions by many categories of heavy vehicles.

                                           
8 Up to $4 billion a year in Sydney and Melbourne.
9 Electronic readers can be used to scan remote sensors on vehicles entering certain areas or

facilities.
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While motorists are responsible for little pavement damage cost they more than cover
their share of fully allocated expenditure, including expenditure on upgrading the road
system.  Operators of smaller trucks just meet their pavement damage cost, while
operators of larger rigid trucks, depending on loading and usage, under-recover pavement
damage cost by up to $4500 per vehicle.  The major area of concern, however, is the
level of under-recovery of avoidable pavement damage cost by the heaviest freight
vehicles; about $18 000 for the average six-axle articulated truck and nearly $50 000 for
the heaviest articulated vehicles.  Buses travelling on long distance routes also under-
recover their avoidable pavement damage cost by over $20 000 each. (BTCE 1988, p.
xvii)

The BTCE argued that efficient road charges should recover at least the
marginal cost from each user (in this study, assumed to be limited to the
pavement damage occasioned by each vehicle).  Fuel taxes fail to assign the
cost of road use to individual users, and fail both economic efficiency and
equity criteria (in the sense that users who do the most damage to roads do not
pay for it — fuel taxes are also regressive).

The Commission considers there is no advantage in using fuel taxes as a road
user charge when more direct methods are available.  Alternatives for road
charges are discussed in Section 13.2.3.  Fuel tax receipts are not linked to
decisions to expand road capacity any more than the revenue from other taxes
paid into general revenue.  Fuel taxes fail to assign costs to those that cause
them and they are inequitably distributed, with the most damaging vehicles
paying little more than vehicles which cause negligible damage.

13.2.2 National Road Transport Commission

Impetus for reform of road transport was hastened in 1990 when the Inter-State
Commission proposed a Federal Interstate Registration Scheme — a framework
for a new system of road charges for heavy vehicles (whose mass exceeds 4.5
tonnes).  The specially formed National Road Transport Commission (NRTC)
has developed a three-tiered charging system for heavy vehicles, aimed at
reducing the disparity between the charges and costs of each class of heavy
vehicle using roads.  The charges are due to operate from 1 July 1995.  The
Commonwealth legislation is in place, but corresponding State legislation has
been delayed while some States seek compensation for anticipated revenue
shortfalls that would arise if their registration charges are reduced to a national
level.  The three tiers of charges comprise:

• a nominal administration fee to cover the cost of operating the registration
system;

• a road user charge of 18 cents per litre, collected as part of the
Commonwealth excise on diesel; and
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• a registration charge based on vehicle mass, to be applied to all heavy
vehicles.

The NRTC charges are a positive development in that they are designed to
increase the contribution of larger vehicles towards the damage they inflict on
roads.  They are a manageable first step towards the development of an efficient
road charging system.  The mass charge will allow greater distinction between
heavier vehicles than was possible through fuel charges alone.  The combination
of the mass charge with the 18 cents per litre out of the diesel excise will give
some type of mass-distance charge, which could make it possible (depending on
the actual charges) to charge close to the expected pavement damage of a given
vehicle type.

Some time may be required for NRTC charges to be successfully implemented,
and to improve road use.  However, modifications to the proposed charges are
desirable to deliver even greater benefits, and should be pursued as soon as
practicable.  According to Commission estimates, the long run impact of
efficient road user charges would increase real GDP by 0.5 per cent and lead to
a fall in the CPI of 3.8 per cent10 (IC 1989, pp. 32-33).  Gains of this order will
not be achieved through the NRTC charges which are related only to heavy
vehicles, and are not designed to address congestion.

13.2.3 Considerations for better charges

The more efficient supply and use of roads can be achieved through the
introduction of road user charges that are more closely related to actual costs
(including congestion and pavement wear and tear) caused by all vehicles.
Better road user charges will also improve the use of competing modes of
transport.

The Commission’s report on Urban Transport recommended the progressive
introduction of road user charges through the application of electronic road
pricing techniques.

The BTCE has supported a mass-distance charge related to the vehicle mass
and distance travelled as most effectively approximating road wear and tear
caused by a vehicle.  The Commission considers that it would be better to
replace the NRTC’s mass charge and diesel taxes with a combined mass
distance charge.  Distance travelled would need to be determined with the
assistance of direct measurements such as hubodometres, which are currently
used in New Zealand.

                                           
10 The fall in the CPI is a percentage fall — it is not a fall of 3.8 percentage points.
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Fuel taxes paid by drivers of cars and light vehicles cover the share of pavement
damage that can be allocated to their vehicles — probably many times over in
most cases (the BTCE estimated the avoidable cost of cars to be $1 per vehicle
a year).  In this case a mass-distance charge for pavement wear and tear would
not be worth levying.  This would leave congestion charges (where they apply)
and administration charges related to registration and drivers’ licences.

Government revenue targets often require the recovery of all road expenditure
in any given year.  The BTCE acknowledged that the use of additional charges
to do so was a second best strategy.  The BTCE recommended that, to minimise
distortions, additional charges to fully recover expenditure should be fixed
charges or fuel taxes.11  However, the combination of congestion charges and
mass-distance charges may satisfy government revenue targets, and make
additional charges unnecessary.

13.3 Revenue raising burden on petroleum products

The Commonwealth Government places heavy reliance on petroleum products
for the collection of revenue but, by international standards, petroleum products
in Australia attract relatively low rates of tax.  Many OECD countries tax
petroleum products at rates several times the Australian rates (see Table 13.5).
Nonetheless, taxes on petroleum products in Australia are at levels which
double retail prices, and may be at odds with the efficient use of petroleum
products.

13.3.1 Differences between taxing household consumption and
taxing business inputs

Taxes on petroleum products fall on both the household and business sectors of
the economy.  For example, combined consumption of petrol and diesel (which
account for 99 per cent of excise collections) is split approximately 40:60

                                           
11 The Ramsey principle of taxation is that taxes on goods with inelastic demand do the least

damage to welfare because they will have the least impact on consumption decisions.
Similarly, where the primary aim is to raise revenue, it is better to use charges which distort
consumption decisions the least.  This is why fixed charges, such as registration fees, are
often used.  Once paid, they do not impact on decisions such as how far to travel, what type
of vehicle to use, what load to carry.  Of course, the presence of a fixed charge will impact
on the decision to consume.
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between households and business.12  The effects of the taxes on each sector, and
within the business sector in particular, are significantly different.

Governments rely upon petroleum products for a high proportion of revenue
because they perceive that:

• the demand for petrol and diesel is relatively insensitive to price changes
(including changes induced by taxes); and

• the use of petroleum products extends to almost every part of the
community.

The first factor implies that taxes can be collected with small changes to
economic activity such as consumption and production.  Tax increases over the
last ten years have been accompanied by constant (or growing) demand for
petroleum products, which, on the face of it, support the thesis that taxes on
petroleum products have a limited effect on consumption.

But taxes on petroleum products clearly distort consumer decisions.13

Prolonged increases in fuel prices in the 1970s and 1980s prompted a wide
response of technological developments and consumer choices designed to
reduce fuel purchases.  The growth in demand for more fuel efficient cars is a
case in point.  There are also many ways that consumers can reduce their use of
road transport.  For example, people may choose to reside closer to work, or
near electricity-powered public transport.

The second factor above — the wide variety of users of petroleum products —
means that the impact of taxes on petroleum products is diffused over the whole
community.  Taxes on petroleum products may have the appearance of fairness,
and the spread of petroleum product users ensures a spread of the effects of
taxes on petroleum products.  Thus even though there are many commodities
with lower elasticities, the broad spread of users makes petroleum products a
useful revenue base.

That said, some groups use petroleum products more than others, and some
cannot easily reduce consumption or switch to alternatives.  Some businesses
use petroleum products intensively, and if they export or face import
competition, may not be able to pass the taxes on to final consumers.

                                           
12 About one-third of petrol, and almost all diesel is used as an intermediate input to the

production of other goods and services.
13 The sensitivity of consumption to price changes is referred to as the elasticity of demand.  In

1991 the BTCE estimated the long-term price elasticity of petrol for use in cars to be      -
0.66 and the elasticity of demand for diesel to be -0.55.  The BTCE referred to other studies
wherein the elasticity of demand for petrol had been estimated to be anywhere between -0.22
to -1. (BTCE 1991)
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A specific example brought to the Commission’s attention is Nabalco which
mines bauxite and refines alumina at Gove in the Northern Territory.  The 3
cents a litre increase in the tax on fuel oil in 1993-94 increased Nabalco’s
production costs by $9 a tonne and effectively imposed a 13 per cent export
levy on Nabalco’s alumina (Nabalco 1994, p. 7).  Nabalco sells its output in
highly competitive world markets and is unable to recoup the additional cost
from its customers.  Unlike other Australian alumina producers, Nabalco’s
remote location precluded it from converting to natural gas (excise free) when
the fuel oil excise was introduced.  Nabalco consumes 60 per cent of all fuel oil
used in Australia.

The Commission notes that the rate of excise on fuel oil was reduced by 1.977
cents per litre from 10 May 1994.  This measure aimed to:

... better align the increase in excise on these products with the increase in excise on
unleaded petrol arising from the 1993-94 Budget measures. (Budget Statements 1994-95,
p. 4.9)

Despite this relief, the tax remains an imposition on costs, especially for
Nabalco as other refiners do not pay excise on natural gas.  The discrimination
may contravene the terms of the Gove Agreement signed by the Commonwealth
Government and Nabalco.

The Commonwealth will use its best endeavours to ensure that no Act or Ordinance is
passed that will impose, and that the Administration of the Territory and the agencies or
instrumentalities of the Commonwealth and of the Territory and any local or other
authority are not permitted or authorised to impose, discriminatory charges of any
nature whatsoever ... [on the Company]. (Nabalco 1994, p. 7)

Nabalco’s claim for the removal of the excise on fuel oil is as valid as the
claims of other industries that advocate the removal of excise from inputs.  The
removal of excise on fuel oil is best addressed by a comprehensive review of
taxes on intermediate inputs.

The IAC summarised the adverse effects of taxes on petroleum products used as
intermediate inputs in its report on Certain Petroleum Products — Taxation
Measures:14

• they distort the input mix of industry by encouraging the substitution of
other inputs for petroleum products;

• they tend to penalise production of goods which are intensive in their use
of petroleum products where the higher cost cannot be passed on to
customers; and

                                           
14 A full discussion of the general principle is in Appendix K of the IAC report Certain

Petroleum Products — Taxation Measures.
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• for those goods where higher costs can be passed on to customers, patterns
of end consumption of those goods will be distorted.

Taxes on petroleum products (or other inputs) used to produce goods and
services penalise exports and assist imports.  General consumption taxes apply
to imports and domestically produced commodities alike, and do not penalise
production for export.  In contrast, taxes on goods which are used by Australian
businesses may not also apply to foreign competitors.  Even if similar taxes are
levied on foreign competitors by their own governments, the taxes on Australian
producers are a handicap to the competitiveness of Australian producers which
could be avoided.  One alternative is to tax only household consumption of
goods.  While households may pay more indirect tax than they do now, the
price of goods and services would fall as cheaper (tax free) inputs feed through
in lower retail prices.

In other words, taxes on intermediate inputs create production and consumption
distortions (for example, all three dot points above), whereas taxes on final
consumption, or incomes, create only the consumption distortions (only the last
dot point above).  Thus, revenue raising taxes on intermediate use of petroleum
products should only be used when it is not possible to tax the consumption of
goods and services so produced.

The problems arising from the taxation of intermediate inputs are not limited to
the excise on fuels.  Sales taxes and customs duties, for example, apply to a vast
range of goods used as intermediate inputs.  It is difficult to remove all excise
on intermediate use of fuel without examining these other taxes.  Such an
examination is clearly outside the scope of this inquiry.

Recommendation

The Commonwealth Government should initiate a comprehensive
review of taxes on intermediate inputs.

13.3.2 Assessing the effects of taxes in intermediate use of
petroleum products

To demonstrate the size and incidence of the effects of taxes on petroleum
products used as intermediate inputs the Commission has estimated the effects
of:

• removing the diesel fuel rebate scheme — a scheme which rebates diesel
excise to certain users; and
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• eliminating taxes on petroleum product inputs to industries not eligible for
the diesel fuel rebate scheme.

These are described in detail in Appendix I.

The Commission estimated that the removal of the diesel fuel rebate scheme
would reduce GDP by $1 billion.  In other words, current excise exemptions of
diesel increase GDP by $1 billion.

It is also estimated that GDP would increase by $1.1 billion if taxes on
petroleum product inputs (other than those rebated under the diesel fuel rebate
scheme) were replaced by a consumption tax on household purchases of
petroleum products.  Thus, if the diesel fuel rebate scheme did not exist, the
combined efficiency loss of taxes on petroleum product inputs would be $2.1
billion.

The industries that would benefit most from the removal of taxes on petroleum
products are those which use petroleum products intensively.  The Commission
estimated the output of the mining and agricultural sectors would increase by
0.88 and 0.38 per cent respectively.  Other industries would benefit indirectly
when they use the output of petroleum-intensive industries as inputs to further
production.  The Commission estimated the output of the services and
manufacturing sectors would increase by 0.26 and 0.15 per cent respectively.

Problems associated with using fuel taxes for road user charging and more
efficient alternatives are discussed in Section 13.2.  It is envisaged that the
introduction of direct road user charges would be accompanied by a reduction
in excise payments.  Thus the Commission has estimated the effects of
introducing a road user charge.  For simplicity, the total of charges was set at
full recovery of expenditure on road construction and maintenance, minus a
component to simulate a productivity improvement in the provision of road
services (10 per cent) as a result of more efficient charges.15  When this road
user charge and productivity increase is combined with a reduction in the
consumption tax on households, the exemption of businesses from taxes on
petroleum products increases GDP by $1.7 billion (in addition to the benefits
from the diesel fuel rebate scheme).

These estimates suggest large benefits from retaining and extending rebate or
exemption arrangements for petroleum products used as inputs to production of
goods and services.  The diesel fuel rebate scheme is discussed in Section 13.4.
Some possibilities for a general exemption scheme (which could absorb the
diesel fuel rebate scheme) are considered below.

                                           
15 A US study suggests that the longer term cost savings can be as much as 25 per cent (IC

1989, p. 26).
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13.3.3 Implementing excise exemptions for intermediate use of
petroleum products

Revenue and funding implications

The Commission estimates that in 1992-93 businesses accounted for about $4.2
billion of excise payments.  Of this, $1 billion was rebated under the diesel fuel
rebate scheme.  Thus, to implement complete exemption would have required
an increase in outlays (or fall in revenue) of $3.2 million.

One way to fund the exemptions is to increase the excise payable by
households, which was the assumption used to calculate the Commission’s
estimates of the effects of intermediate input taxes above.  There would need to
be a small increase in income taxes (estimated at 2.7 per cent, see Appendix I)
because the fall in household petrol consumption in response to the higher
excise would reduce tax collections.  The Commission’s estimates show that
there are large gains for the economy, even with taxes on household
consumption at much higher rates.  But it may not be necessary to shift the
entire amount onto households.

It may prove more efficient to raise at least some of the required revenue by
increasing taxes on other goods and services, and taxing a wider range of goods
and services.  Such a taxation policy should also allow for tax exemptions for
goods and services used as intermediate inputs if the gains from reducing
petroleum products excises on business are to be preserved.

Another consideration is that the introduction of efficient road user charges
could produce several billion dollars each year.  The Commission draws
attention to its comments on road user charging in Section 13.2.  In the report
on Urban Transport the Commission recommended the introduction of
electronic road pricing to address congestion.  The Commission was provided
with estimates that the cost of congestion in Sydney and Melbourne is $4 billion
a year.  It is not possible to estimate the amount that may be collected through
more efficient road user charges, but it is possible that this new source of
revenue would make up for reductions in excise collections if business
consumption of petroleum products was allowed tax exemption.

Implementing exemptions or rebates

The challenge is to develop ways to collect tax on petroleum products sold to
households while exempting petroleum products sold for use as an input to
business activity.  Several options are set out in Table 13.8.  Some of these
options are based on Australian experience with business exemptions for sales
tax and diesel excise, and others draw from methods used in other countries.
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Table 13.8: Options for implementing business exemptions from
petroleum products excise

Option Considerations

self assessment — deduct
receipted excise payments
from tax liabilities

require arrangements to enable accurate calculation of actual excise
paid — perhaps itemised sales receipts
require additional resources for Australian Tax Office
audit procedures
may allow recovery of taxes paid only once a year which could create
cash flow difficulties for claimants

exemption certificates similar to sales tax exemption arrangements
exemption certificate system was rejected in early 1980s in favour of a
rebate scheme for diesel exemptions (DFRS)

coloured fuel indicating
excise-status

currently used in Sweden
aids detection of tax-free product entering household consumption
may require duplication of tanks at retail and distribution outlets
would not work for vehicles used for business operations and private
purposes

different fuel nozzles and
fuel tank openings

currently used to stop motorists from inadvertently filling an unleaded
vehicle with leaded fuel
require widespread replacement of equipment

abolish excise on all
products with the exception
of petrol.  Taxes on petrol
rebated, or exemption
certificates issued.

advantage of simplicity — only one third of petrol would need to be
rebated or exemption administered.  In terms of fuel volume, this
would be similar to the task currently required for the diesel fuel
rebate scheme
advantage of releasing resources currently used to collect excise from
more than half of total petroleum products
disadvantage of incentive for household substitution to non-excise
fuels

extend rebate arrangements costly to administer
additional resources for ACS
double handle the cash

within the context of a
broad-based VAT

would require introduction of broad goods and services tax

The Commission has not attempted to suggest the most appropriate option.
Further development would be required by sections of government with
expertise in tax collection and enforcement systems.  Some advantages and
disadvantages associated with each option are noted in the second column.  It is
possible that a workable and efficient method could involve elements from
several of the options.  For example, large users could be allowed to self-assess
their excise refunds as a part of their general taxation calculations.  Smaller
users, who may be harder to monitor or audit, could be required to claim rebates
or present exemption documentation at point of purchase.

If general exemptions for petroleum products used as intermediate inputs are not
implemented, or until they are, some of the benefits could be delivered by
altering the current structure of excise rates.  In particular, rates on products
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used mainly as intermediate inputs could be reduced or frozen in relation to
rates on other products.  The most significant results would come from freezing
or reducing the excise on diesel (in addition to the diesel fuel rebate scheme).
The benefits are small in relation to the general exemptions discussed above.
The Commission has estimated that GDP would increase by $180 million a year
if diesel excise rates were set at half the rate of petrol excise (preserving
revenue neutrality).  The Commission chose to model the diesel excise at half
the rate of petrol because such an arrangement is commonplace in OECD
countries (see Table 13.4).

13.4 Rebate arrangements

The Commission has recommended that the Commonwealth Government
initiate a comprehensive review of taxes on intermediate inputs.  Under any
general scheme of rebate or exemption, the rebate schemes could be absorbed to
avoid duplication.  However, if need be, some improvements to existing rebate
schemes could be implemented separately.

In recent years rebates of around $1 billion a year have been paid to certain off-
road users under two rebate schemes.16  Increases in excise rates will push this
figure higher for 1993-94.  Under the diesel fuel rebate scheme, rebates are
available, at varying rates, on diesel purchased for use in specific off-road
activities, namely:

• mining;

• primary production (defined as agriculture, fishing and forestry);

• residential use; and

• hospitals, nursing homes, and aged persons homes.

Table 13.9: Rebates under the diesel fuel rebate scheme, 1993-94

Value of rebates Rates of rebatea Proportion of excise

($m) (cents per litre) (per cent)
Primary production 440 26.232 100
Mining 551 23.844 91
Other 20 19.972 76

a As at 1 August 1993.
Sources: Budget Paper no. 1, 1993-94; Australian Customs Service

                                           
16 In addition, several States do not levy franchise fees on diesel sold to off-road users.

Western Australia also has a subsidy scheme which offers agricultural off-road users of
petrol a de facto rebate of the state franchise fee — the Motor Spirit (Petrol) Subsidy.
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The Auditor-General reported that the diesel fuel rebate scheme does not
function efficiently because the objectives are unclear, the eligibility criteria
complex, and there are many claimants (Auditor-General, 1991, p. ix).  The
main recommendations were to establish the policy objectives of the scheme;
review the definitions of eligibility and improve the administration of the
eligibility decisions; and improve monitoring and controls of overpayment —
estimated at $20 million in 1989-90 (Auditor-General 1991).

13.4.1 Objectives and principles of the diesel fuel rebate scheme

The diesel fuel rebate scheme was introduced in the 1982-83 Commonwealth
Budget to replace a system of exemption certificates that had allowed all diesel
for off-road use to be purchased excise free.  The new rebate scheme was
intended to improve the administration and alter the objectives of the previous
exemption system.  The reason provided for the change from exemption
certificates to rebates was the increasing abuse under the previous scheme.

The exemption arrangements have proved difficult to administer so as to prevent abuse.
(Hansard 1982a, p. 71)

In addition to the administrative changes, the scope of the scheme was
narrowed.  Several categories of diesel users which held exemption certificates
under the old scheme were not eligible for rebates in the new scheme.  Two
reasons were provided for narrowing the scope.  First, it was intended to
encourage some users to switch to alternative fuels.

It has also become evident that because of the price advantages, excise-exempt distillate
is being used for purposes such as heating and power generation for which other fuels
would be more appropriate. (Hansard 1982a, p. 71)

Second, it was intended to eliminate the advantage that excise-free diesel had
given rail in competition with road transport.

Hitherto government railways have enjoyed what some would see as the unfair
competitive advantage of not paying the excise in relation to diesel fuel that they
consume, whereas their competitors, as private road transport contractors, have had to
pay the excise. (Hansard 1982b, p. 692)

The revenue significance of the old exemption system had grown as diesel
consumption expanded, and excise rates increased.  There were large revenue
advantages to the Commonwealth Government of the change in the policy of
diesel excise exemptions.  The Commonwealth Government estimated that, with
a narrower scope and tighter administration, the new scheme would save $162
million in 1982-83, and $176 million in future years.17

                                           
17 The estimated savings are based on an excise rate of 5.155 cents per litre.
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It is often assumed that, as was the case with the previous exemption scheme,
the objective of the diesel fuel rebate scheme is to return excise payments to
off-road users of diesel because the excise (or some part of it) is used to fund
roads.18  Regardless of the merits of fuel taxes as road user charges, the existing
scheme performs this function poorly because rebates are not available on all
off-road use of diesel.  And not all rebates for off-road use are at the same rate.
But the current rebate scheme was shaped by broader objectives.  The inclusion
of residential use, and aged and health care institutions, but not other
commercial accommodation, appears to reflect a social policy objective.  The
different rebate rates for each category suggest that the rebates are only loosely
(if at all) based on off-road use.  Indeed, there no longer exists a budgetary link
between excise collection and road expenditure.

From its off-road user origins, the scheme has evolved into a tool for exempting
certain industries from a revenue raising tax on one of their main intermediate
inputs.  To protect its revenue base the Commonwealth Government resisted
extending the rebate to all users.  It chose to insulate the large exporting sectors
of mining, agriculture, fishing and forestry from payment of diesel excise.  In
this respect, diesel excise rebates are similar to exemptions (available to certain
activities) from wholesale sales taxes on intermediate inputs and the exemptions
to certain exports from customs tariffs on inputs.  (The economic benefits of
minimising taxes on intermediate inputs are discussed in Section 13.3).

Options for exempting all intermediate users from taxes on petroleum products
are outlined in Section 13.3.  Such an approach would make the diesel fuel
rebate scheme redundant.  Should the Government reject the approach, or wish
to defer implementation, some improvement in efficiency could be achieved by
modifying the present rebate scheme.  In considering ways to modify the
scheme, the Commission has assumed that the principal aim of the scheme
should be to exempt certain users from excise on diesel used as an intermediate
input, and that budgetary limits should be the only constraint upon application
of the scheme to a wider group of diesel users.

13.4.2 Modifications to the current rebate arrangements

This section examines ways to improve the current arrangements while not
reducing diesel excise revenue to the extent that other taxation reforms would
be required.

                                           
18 The NRTC added currency to the view that a purpose of diesel excise was road funding, by

including a fuel charge of 18 cents per litre of the diesel excise as a part of road user charges
for heavy vehicles.  The Commission does not support the use of taxes on fuel to charge
road users (see Section 13.3).
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Rail

Rail was exempt from excise on diesel under the old certificate system, but was
not included in the diesel fuel rebate scheme.  The decision was based on the
desire to give rail and road transport equal excise treatment.

The Commission recommended that rail freight services should be rebatable
under the diesel fuel rebate scheme in its report on Rail Transport.  Levying a
revenue raising tax on rail imposes significant penalties and resource distortions
in other areas of the economy.  The imposition of excise on diesel used in rail
services has repercussions for many industries that use rail intensively.  The
strong support given by mining and agriculture for a renewal of excise
exemption for rail is some indication of the importance of rail costs to their
international competitiveness.  Rail freight is a significant cost component of
the bulk commodities that are sold in competitive world markets.  In this sense,
non-traded inputs such as rail services compete indirectly in world markets.
The New South Wales Farmers’ Association gave the following example:

In New South Wales in 1988-89, 4.3 million tonnes of wheat and barley were transported
by rail primarily for the export market.  From information provided by the State Rail
Authority, excise on the fuel used in the carting of this grain amounted to $4.8 million,
the equivalent of $1.12 per tonne.  The current cost of fuel excise is the equivalent of
$1.35 per tonne. (sub. 52, p. 9)

The Commission acknowledges the close linkages between rail and the mining
and agricultural sectors, and the significance of transport costs to the
international competitiveness of those sectors.  The inclusion of rail is in
keeping with the objectives of the diesel fuel rebate scheme.

Many other users of diesel may have close links with mining and agriculture,
but budgetary constraints may not allow widespread extension of the rebate
scheme.  The Commission considers that rail ought to be given top priority for
inclusion.  The Commission has estimated that the extension of rebates to diesel
used by rail services would increase GDP by $121 million a year (see Appendix
I).  The mining sector would be the largest beneficiary, particularly because of
its intensive use of rail services in the production and transport of black coal.

The inclusion of rail in the diesel fuel rebate scheme would reduce
Commonwealth revenues by around $120 million.  This is approximately 12 per
cent of the current value of rebates.  Net collections of petroleum products
excise would fall less than 2 per cent.  The Commission considers that rail
should be exempt from diesel fuel excise.

Rail interests have often argued that any portion of the diesel excise which is
used to fund roads is a direct transfer to the road transport sector.  The New
South Wales Department of Transport argued that:
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Currently, none of the revenue raised by the diesel fuel excise is returned to rail.  ... In
contrast, a significant proportion of the fuel excise raised from road users is returned to
the road system.  ... It follows that either rail is paying a higher rate of general taxation
than competing road operators, or that a portion of the revenue raised from rail is being
used to fund the upgrading of roads. (sub. 73, p. 73)

The Commission does not favour the use of diesel excise as a road user charge
(see Section 13.2).  However, to the extent that the excise is levied as a road
user charge, or any other road user charges are introduced, they ought not apply
to rail.  The 18 cents per litre of diesel excise that the NRTC has identified as a
road user charge should not be levied on rail.  The point of a charge for use of
roads is to improve road supply and use decisions.  Transport decisions would
be distorted if road user charges were applied to railways.

There are many problems associated with the performance of various State
railways.  In many cases they do not make a rate of return commensurate with
the resources they employ.  It can be argued that users of rail services which do
not recover an adequate rate of return are subsidised, and that the removal of
diesel excise payments will make this situation worse.  But the problems
associated with rail management are best addressed with direct reforms of State
rail authorities, and should not be addressed through Commonwealth taxation
measures.  The diesel excise is an impediment to improving the performance of
State rail authorities.

Mining

Under the old system of exemption certificates, all diesel purchased by mining
operators for off-road use would have been exempt from excise.  The mining
industry pointed to several anomalies in the rebate scheme as it applies to
mining.  In particular:

The current mining rebate criteria are complex and difficult to administer, as they
nominate individual functions occurring on the mining lease, which leads to continuing
disputes about the eligibility of those functions. (ACA and AMIC, sub. 65, p. 9)

The Australian Customs Service has historically placed a narrow definition on
eligibility.  Some activities that are eligible at some mine sites are ineligible at
others, depending on where they occur in the chain of operations.  To overcome
interpretation problems, the mining industry proposes that a general exemption
be granted to all activities that take place on a mining lease19.  The mining
industry estimates the increase in rebates would reduce government revenues by
$750 000 per annum.  The Australian Customs Service believes this to be an
underestimate of the cost to Government revenue “although Customs has no
                                           
19 The lease is the mining area — no quarrying or recovery of minerals can take place other

than on a mining lease.
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way of estimating an actual figure” (sub. 156, p. 3).  Further investigation is
required to determine the true effect.  If the ACA’s estimate is accurate total
rebates would increase by 0.07 per cent.  Against this cost the industry
identifies significant savings:

... there would be a substantial reduction in expenditure by industry and the Australian
Customs Service currently required to administer, challenge and defend rebate claims as
a result of the current complex criteria. (ACA and AMIC, sub. 65, p. 10)

Narrow legislative provisions for rebates make it necessary to account for diesel
by use, and to show that the use is integral to the recovery of minerals or
connected to mining operations.  There has been some uncertainty attached to
concepts such as 'recovery' and 'connection'.  Whatever the meaning given to
these words, the rebate provisions for mining have not been as simple as the
Commonwealth Government indicated when it announced:

The overriding qualification for rebate will be that the fuel so used is used otherwise than
for the purpose of propelling a road vehicle on a public road. (Second Reading Speech,
House of Representatives, 17 August 1992, Hansard p. 433)

The Federal Court gave a broad interpretation to the intention of the
Commonwealth Government.

The relevant provisions ... reflect a legislative policy of encouragement of mining
operations and should not be given a narrow interpretation. (Collector of Customs v
Cliffs Robe River Iron Associates, 1985)

The Commission favours the use of the rebate scheme to minimise taxation of
intermediate inputs.  When combined with the original statement of the
Commonwealth Government, and the liberal interpretation of the Federal Court,
there is a strong argument to modify the application of rebates on diesel used in
mining.  The Commission considers that the legislative provisions should be
amended to replace many of the prescriptive definitions of activities that are
eligible for rebate with a general 'locational' test, that would allow rebates for
any diesel used on a mining lease.  Such an amendment would bring quarrying
activities into account, but would not otherwise expand rebates significantly.
The major benefit would be the simplification of the accounting procedures of
claimants, and the reduction in the processing and audit costs of the scheme’s
administrators.  Provisions which allow rebates for mining activities which take
place off lease ought to remain.

The introduction of a general 'locational' test could encourage the positioning of
extra activities on mining leases.  The Commission notes that provisions which
govern the granting of a mining lease prescribe the activities that can be
undertaken during the life of that lease.  In any case, the Commission considers
that the overriding qualification for rebate should be that diesel is used as an
intermediate input.
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Coastal shipping

Ampol submitted that marine diesel fuel and marine fuel oil used in coastal
shipping should be included in the DFRS in order to improve Australia’s
competitive position against internationally flagged shipping (sub. 127, p. 7).
Caltex stated that the impost of excise on diesel fuel and fuel oil reduces:

• the competitiveness of Australian refineries against overseas refineries and against
refined product imports by independents; and

• the competitiveness of Australian crude oils against imported crudes ... (sub. 144,
p. 9)

A much smaller scheme offers rebates of 5.31 cents per litre on diesel used in
coastal shipping.  The rebate of marine diesel excise scheme was announced in
1989 when 5.31 cents per litre of the diesel excise was hypothecated to land
transport programs.  However, by the time the scheme began operation in 1992-
93 all hypothecation was abandoned.  A declining number of ships use diesel —
only 76 ships have claimed rebates, which are estimated to total $500 000 in
1993-94.  The scheme was established on intentions similar to those for the
larger diesel fuel rebate scheme.  A strong case exists for coastal shipping to be
on the same footing as rail.  Marine diesel used in coastal shipping could be
included in the diesel fuel rebate scheme and fully rebated for eligible use.  This
would increase outlays by about $3.5 million a year if the full rebate were only
extended to current beneficiaries.  Further investigation of the cost of extending
the rebate is needed.

Marine tourism

The Association of Marine Park Tourism Operators, representing the interests
of tour operators on the Great Barrier Reef, contends that the DFRS should be
extended to include diesel fuel used in tourism vessels on the Reef.  The
Association argues that diesel fuel is a significant input cost to marine
operators.  This disadvantages the industry in the international market and
against other Australian industries.  The Association considers that current
rebate arrangements as inequitable — tourism earns more in export revenue than
coal, manufactures, wool or wheat (sub. 153, p. 1) but unlike these industries,
tour operators must pay the full rate of excise on diesel fuel.

Probably nothing more simply demonstrates the inequity of the present system than the
situation of having two vessels side by side in reef waters, both of equivalent value, both
involved in export, import replacement industries, yet one operation does not pay diesel
fuel excise — fishing — while the other does — marine tourism. (Transcript, p. 1253)

The rebate is appropriate for the fishing industry because of the high
substitutability between fish and meat, the production of which receives the
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rebate.  The outputs of the fishing and tourism industries are not substitutes and
this limits the economic distortions that would otherwise occur.

The Association said that it could co-ordinate claims and distribute any rebate
on behalf of Reef operators to minimise administration costs to the Government.
On the basis that only its members receive the rebate, the Association estimated
that the rebate would add $20 million a year to Commonwealth outlays (sub.
153, p. 5).

The claims of the Association for inclusion in the DFRS are as valid as the
claims of other intermediate users of diesel.  However, if a rebate were paid to
Association members it should also apply to other tour operators on the Barrier
Reef and other marine areas.  To select just a few would introduce distortions in
the allocation of resources between activities.  This could pose budgetary
difficulties.  In the Commission’s view it is an issue best addressed by
relinquishing tax revenues from intermediate inputs, as discussed in Section
13.3.

Residential use and aged and health care institutions

Details of the rebates paid to each category of the 'other' group in 1992-93 are
shown in Table 13.10.

Table 13.10: Rebates for ’other’ categories, 1992-93

Category Rebates Claims

($000) (no.)
Residential 13 500 14 500
Aged homes 300 160
Hospitals 2 800 690
Nursing homes 200 140
Other medical institutions 300 50
Total 17 100 15 540

Source: Australian Customs Service

Aged homes, nursing homes, hospitals and other medical institutions can be
distinguished from residential users of diesel because they use diesel as an
intermediate input.  There are potential benefits to the wider community through
rebates on diesel used by these groups.

The eligibility of residential uses has not been formally explained by the
Commonwealth Government.  It appears that residential use is included for
social objectives, and is particularly aimed at remote households which rely on
diesel to generate electricity for light, heating and cooking.  However, the
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rebates clearly capture many more households, including urban dwellings with
ready access to ’town’ electricity.  Claims from the residential category dominate
the processing costs of the ’other’ grouping under the diesel fuel rebate scheme.
It would be less costly for the Commonwealth Government to directly subsidise
households in remote areas.

Rebate rates

There are three broad options for the structure of rebates under the diesel fuel
rebate scheme.  The rates could:

• stay as they are;

• go to 100 per cent of the excise; or

• go to an implicit road-user charge.

There is no logic to the current structure of rates (the first option) which favours
primary production over mining, and offers other categories even lower rebates.
The different rates came about through ad hoc adjustments to indexing first the
excise, and then the rebates for primary production and mining.  Excise rates
were formally indexed three years before rebate rates.  When rebate rates
became indexed, the gap that had opened up was made up for primary
production, but not for mining — instead the gap, 2.388 cents per litre, is
subtracted from the primary production rate to arrive at the rate for mining.  The
gap was never made up for residential, and aged and health care institutions.

Adjusting all rebates to 100 per cent (the second option) would have the
advantage of eliminating a tax on an intermediate input.  The Commission
estimates the direct budgetary impact to be a fall in revenues of approximately
$50 million.  This does not include secondary effects such as increased
company tax as a result of lower business costs or improved business
performance.  The lost revenue could be made up by increasing the rate of
excise on end users — the costs to the community of a tax on end use are less
than those of a tax on intermediate use.

The third option is to reduce the rebate to some implicit road-user charge, which
would increase revenues by up to $400 million.20  The Commission does not
support this option because it is based on an inefficient notion of road user
charging (see Section 13.2).  In addition, the option would reduce the rebate,
thereby introducing a revenue-raising tax on an intermediate input to the
agricultural and mining sectors.  This would bring production distortions which
could be avoided by increasing the tax on end use instead (see Section 13.3).
                                           
20 Estimated by the Commonwealth Government departmental committee considering the

Auditor-General’s report on the diesel fuel rebate scheme.
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Recommendation

The Commonwealth Government should modify the diesel fuel
rebate scheme to:

• include diesel used in rail and sea freight;

• include all diesel used on a mining lease;

• remove rebates on diesel used in residences, other than by
remote households; and

• adjust all rebate rates to 100 per cent of the diesel tax.

13.5 State franchise fees

Most States collect business franchise fees on alcohol, tobacco products, and
petrol and diesel.  The franchise fees are a part of licensing arrangements for
wholesalers and retailers of these products.  The purpose of the fees is to raise
State Government revenue.21  The structure and basis of fee payments are
designed to avoid constitutional restrictions on States levying taxes on goods.
The fees on petrol and diesel are based on a percentage of a declared value of
product, and calculated on the quantity of goods sold in the previous year.

With the exception of Queensland, all States levy franchise fees on petrol and
diesel.  The fees are applied in different ways and at different levels in various
States — effectively dividing Australia into several different markets for
petroleum products.  The interface between each State market becomes a
friction-point for product distribution and consumption.  Of particular concern
to the Commission is the potential for the State taxes to curtail interstate
wholesale trade.

13.5.1 Interstate trade

Franchise fee regulations in most States discourage retailers from sourcing
petrol and diesel from interstate wholesalers.  With the exception of the
Northern Territory, all wholesalers must pay fees on each litre in the State in
which the fuel is wholesaled.  With the exception of Tasmania and Western
Australia — where retailers pay fixed fees only — retailers only have to pay

                                           
21 An additional flat-rate fee is paid to cover the administration of the business licences.
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fees on each litre if the fuel is sourced from a wholesaler who has not paid fees
on each litre.

In New South Wales, Victoria, South Australia and the ACT, it is possible for
wholesalers to claim an exemption from franchise fees if they can satisfy the
State Government that the fuel is to be retailed in another State.  While this
system remains and is consistently applied in all States the potential for
restrictions on interstate trade are minimised.

Without such arrangements, the High Court may find that franchise fees levied
on petrol and diesel breach section 92 of the Australian Constitution, which
requires free trade between the States.  In December 1993 the High Court
declared ACT franchise fees on X-rated videos invalid on the grounds that they
breach section 92.  In their decision, some members of the High Court also
indicated that franchise fees on alcohol and cigarettes may be valid because of
social aspects to their consumption.  The decision did not directly refer to the
validity of franchise fees on petrol and diesel.

13.5.2 Inconsistent rates between States

Leaving aside the fixed licence payments,22 the tax rates on petrol vary from
zero (Queensland) to 9.11 cents per litre in South Australia.  The tax rates on
diesel vary from zero (Queensland) to 10.35 cents per litre (Victoria).
Differences are explained by the different policy objectives and fiscal
requirements of the States.  One effect of the differences is to distort
consumption around State borders.  As BP explains:

A large disparity between neighbouring States can result in considerable cross border
movement of product and a shift in consumer buying patterns.  The situation with
interstate trucks is that the size of their fuel tanks allows them to potentially cover up to 4
000 kilometres before refuelling.  Thus the diesel market is highly mobile. (sub. 37,
p. 26)

The problems identified by BP are:

... cross border deliveries, revenue avoidance, migration of interstate trucking business,
increased uncertainty and risk to investment decisions and to the viability of numerous
independent businesses. (sub. 37, p. 26)

Mobil raised the ’Better Roads’ levy increase in Victorian franchise fees as an
example of distortions in the market for diesel.

Because of the large distances able to be travelled by the trucking industry, volume
historically sold in Victoria is being shifted to New South Wales. (sub. 56, p. 26)

                                           
22 The one-off or periodic payments do not alter the price of each litre of fuel and do not distort

distribution and consumption.
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The effect could be to distort established diesel supply systems, with demand
shifting to New South Wales refineries, thus upsetting established refinery
configurations.  Alternatively, large quantities of diesel could be trucked up the
Hume Highway.  Either way, the returns to investment in Victorian and New
South Wales refining and distribution operations will be altered by the Victorian
revenue initiative.  The collection of Victorian franchise fees may fall as diesel
volumes are switched to other States.

The New South Wales Government has attempted to overcome the disruption
caused by differences with Queensland by developing nine ’buffer zones’ with
gradual adjustments to tax rates.  This approach increases administration costs.

Inconsistent rates distort the geographic pattern of fuel production, distribution
and sale.  However, it is not clear whether the benefits of uniformity would
outweigh the costs if rates in some States were to increase.
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