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Purpose

This briefing responds to Cabinet’s decision on 26 June 2017 that officials assess the findings and
recommendations of the Fuel Market Financial Performance Study and report back to the Minister
of Energy and Resources by 30 November 2017 (Cab-17-Min-0319 refers). At your request, this
timeframe has been brought forward to 23 November 2017.

This briefing:

Outlines the Government’s interest in ensuring competitive fuel markets.

Provides background and summarises the findings and recommendations of the Fuel Market
Financial Performance Study.

Summarises the responses of fuel suppliers to the Study’s recommendations (with individual
submissions provided as Annexes).

Gives MBIE’s assessment of the Study’s recommendations.
Presents MBIE’s conclusions on next steps.

Provides annexes that give a summary of past analysis of the sector, a review of the
methods used by the International Energy Agency for calculating pre-tax premium petrol
prices, fuel supplier submissions to the Study, and consultant reports on the national storage
system and wholesale markets.

Executive summary

Conclusions

1.

At a high level, there are three broad options available to government:

. Option 1: let the market play itself out, with government limiting its role to a monitoring
one. This is the status quo;

. Option 2: pursue further analysis through a Commerce Commission led market study,
which may lead to regulatory intervention (e.g. creating greater liquidity in the
wholesale market) in the future. Until the Commerce Commission gets a market study
power, this option could be accompanied by periodic updates from MBIE on how the
market is continuing to develop and, potentially, further examination of the costs and
benefits of potential regulatory interventions; and

o Option 3: direct government intervention such as s 9(2)(f(iv)
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There are costs and risks associated with each of these broad options. On balance, MBIE
sees Option 2, a market study undertaken by the Commerce Commission, accompanied by
information gathering powers as the most appropriate next step.

MBIE considers it premature to provide any strong recommendations on potential regulatory
intervention or direct government intervention until such time that a market study has been
undertaken.

MBIE can continue its monitoring function of the market while the Commerce Act is being
amended. Where improvements to our margin monitoring are possible (e.g. around the level
of the quality premium’) then we can do this. We can also provide periodic updates on how
the market is continuing to develop and the extent to which independent distributors and Gull
are continuing to expand their retail operations. Gull has been notable since its entry in 1998
as being a maverick low cost fuel supplier.

Subject to your direction, MBIE could also potentially undertake further examination of
potential regulatory interventions, e.g. s 9(2)(f)(iv)

ahead of a future examination of the sector. Although the specifics of any
intervention would need to be informed by the results of any future market examination.

The Fuel Market Financial Performance Study concluded that there was “reason to
believe” that fuel prices in New Zealand might not be reasonable

6.

The Ministry of Business, Innovation and Employment (MBIE) has become increasingly
concerned that consumers in the downstream oil market may not be getting the best
outcomes. These concerns are based on rising levels of importer margins since 2008, New
Zealand’s move in the space of nine years from being in the bottom third of OECD countries
in terms of pre-tax premium petrol prices to being the most expensive, and a rising spread in
retail prices between Wellington and the South Island, on the one hand, and the rest of the
North Island, on the other.

Rising petrol and diesel margins amount to a wealth transfer from consumers to producers,
increasing the effective living costs of motorists.

In February 2017, the Minister of Energy and Resources announced a study into fuel
prices/returns to be undertaken by MBIE. The Fuel Market Financial Performance Study (the
Study) sought to determine the reasonableness of fuel prices by benchmarking returns on
average capital employed against an appropriate cost of capital. Due to a combination of
data availability (not all fuel suppliers responded to requests for data) and data comparability
(the data that was provided was not in a form that could be compared between fuel
suppliers) the authors of the Study were unable to fulfil the initial Terms of Reference.

However, the Study was able to make a number of important findings, including that:

. retail gross margins had increased by 13.0 cents per litre between FY2013 and 2017;

. the increase in gross margins could not be explained by capital expenditure over the
period;

. increases in gross margins in the retail sector had not been matched by margin
increases in other business units (e.g. aviation, marine, bitumen, commercial) where
margins had been flat to declining over the same period;

. since FY2015 retail gross margins had grown significantly faster in Wellington and the
South Island, on the one hand, compared to the rest of the North Island, on the other;
and

" The quality premium is an input into the importer cost and accounts for differences in specifications between what benchmark petrol
and diesel prices in Singapore and the petrol and diesel that is prescribed by regulation for retail sale in New Zealand.
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. the spread in retail gross margins between Wellington and the South Island, on the one
hand, and the rest of the North Island, on the other, is not explained by differences in
distribution costs or capital expenditure.

The Study made four recommendations

10.

The Study recommended further examination of:

° New Zealand’s downstream fuel sector using different types of data and which are not
subject to the limitations of an accounting type returns analysis (e.g. prices for each
fuel type by station and station type on a weekly basis);

° The removal of Z Energy’s main port price from its website (which Z Energy removed
on the day the report was published);

. The creation of a registry for the borrow and loan system that limits the visibility of other
participant’'s market shares; and

° Giving consideration to the creation of a liquid wholesale market for retail fuels.

MBIE assessment of the Study’s recommendations

MBIE recommends further examination of the sector

11.

12.

13.

MBIE agrees that further examination of the downstream fuel sector is a worthwhile next
step. Amending the Commerce Act to give the Commerce Commission powers to conduct
market studies, supported by information gathering powers, would be the preferred vehicle
for undertaking this task. The Commerce Commission would also be best placed to decide
what type of data and methods are best suited to determine the reasonableness of prices
and market competitiveness, should a fuel market study be agreed to under this new power.

There are costs and potential benefits from undertaking a market study. In terms of costs, a
market study is likely to be lengthy and require substantial resources. The results are also
likely to be challenged by industry and may not provide a definitive conclusion.

Although, these costs and risks are significant, they need to be weighed against the potential
materiality of the current wealth transfer from consumers to fuel suppliers. The costs to
consumers of doing nothing with pre-tax premium petrol prices now the highest in the OECD
seems far more unsatisfactory. The potential wealth transfer from consumers to fuel
suppliers since 2008 is likely measured in the hundreds of millions of dollars per annum.
Therefore, MBIE consider that further examination is warranted.

MBIE does not support the creation of a registry for the borrow and loan system that limits the
visibility of other participants’ market shares

14.

15.

The authors of the Study recommended further assessment on how the borrow and loan
(shared storage) system works to establish if an independent registry should be created to
limit visibility of regional market share data. The authors suggested that the shared storage
arrangements provided each fuel supplier with a high level of visibility and a way of
monitoring market shares for other fuel suppliers.

The authors concluded that:

“Such information sharing is often a cause for concern to competition authorities because it
might help to support coordination among firms leading to higher prices.”

MBIE commissioned Hale & Twomey, an energy consultancy specialising in New Zealand’s
downstream fuel sector, to provide supplementary advice on how the national storage
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16.

17.

system and borrow and loan arrangements work and also to provide their views on the
Study’s recommendation of an independent registry.

Hale & Twomey’s report into the shared storage system is comprehensive and provided in
Annex Seven. Their central conclusion was that this recommendation seems to offer little in
the way of benefits (as users can get market share data through a range of other sources)
but many potential costs (increasing costs to fuel suppliers that would need to be passed on
to consumers, increasing likelihood of disputes between fuel suppliers, potential implications
around security of supply, and undermining what all parties agree is an efficient system for
shipping product from the refinery and imports to coastal terminals).

MBIE concurs with Hale & Twomey’s overall assessment and does not recommend pursuing
this recommendation any further.

MBIE does not yet see an effective way of developing a liquid wholesale market

18.

19.

20.

In principle, MBIE agrees that one way to reduce barriers to entry and lift levels of
competition is to make access to refined product easier for third parties.

However, MBIE is cautious about the notion that a liquid wholesale market for petrol and
diesel, similar to what is seen in the New Zealand electricity market, is feasible. Based on a
review of six countries undertaken, Hale & Twomey was unable to identify any liquid
wholesale markets for petrol and diesel where wholesale suppliers and buyers contract
through a market or trading platform on a daily basis, in a similar way that major commodity
markets operate, or local markets such as the New Zealand electricity market. Hale &
Twomey’s review of wholesale fuel markets is provided in Annex Eight.

There may be other regulatory interventions in the wholesale sector that might have the
effect of reducing barriers to entry and enhancing competition. However, MBIE is not
currently in a position to provide any strong recommendations as to the desirability of such
regulatory interventions until there is a stronger case that retail fuel prices and margins are
unreasonable and an assessment has been made that the benefits of any regulatory
intervention outweigh the costs. This would need to involve further analysis of these options,
as the unique characteristics of the national storage system and borrow and loan
arrangements complicate potential regulatory interventions.

Recommended action

The Ministry of Business, Innovation and Employment recommends that you:

a

b

Note that on 26 June 2017 Cabinet directed officials to assess the findings and
recommendations of the Fuel Market Financial Performance Study (the Study) and report
back to the Minister of Energy and Resources by 30 November 2017 (Cab-17-Min-0319
refers)

Noted

Note that the Study found that:
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a. retail gross margins had increased by 13.0 cents per litre between FY2013 and

FY2017;

b. the increase in retail gross margins could not be explained by capital expenditure over
the period;

o} Increases in gross margins in the retail sector had not been matched by margin

increases in other business units (e.g. aviation, marine, bitumen, commercial) where
margins had been flat to declining over the period;

d. since FY2015 retail gross margins had grown significantly faster in Wellington and the
South Island, on the one hand, compared to the rest of the North Island, on the other;

e. the spread in retail gross margins between Wellington and South Island, on the one
hand, and the rest of the North Island, on the other, is not explained by distribution
costs of capital expenditure.

Noted
C Note that Study recommended:

a. further examination of New Zealand's downstream fuel sector but based on different
types of data and which are not subject to the limitations of an accounting type returns
analysis;

b. the removal of Z Energy's main port price from its website (which Z Energy removed on
the day the report was published);

C. the creation of a registry for the borrow and loan system that limits the visibility of other
participant's market shares; and

d. giving consideration to the creation of a liquid wholesale market for retail fuels.
Noted

d Agree that further examination of New Zealand’s downstream fuel sector is warranted and
that a market study led by the Commerce Commission, alongside supporting information
gathering powers, would be the most appropriate vehicle to undertake this examination

Agree / Disagree

e Note that on 6 June 2017, Cabinet agreed that Part 1 of the Commerce Act be amended so
that the Minister of Commerce and Consumer Affairs can direct the Commerce Commission
to undertake market studies (Cab-17-Min-0320 refers).

Noted

f Note that officials are currently proposing a timeframe for the Commerce Amendment Bill
that would see an exposure draft released in February 2018, and introduction occurring by
the end of June 2018, with enactment by June 2019.

Noted

g Agree not to pursue the Study’s recommendation to create a registry for the borrow and loan
system on the basis that it has little in the way of potential benefit but very significant costs.

Agree / Disagree

h Agree not to pursue the creation of a liquid wholesale market, either via regulatory
intervention or direct government intervention, until such time that a market study has been
undertaken
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The Government has an interest in ensuring competitive fuel markets

MBIE monitors importer margins for retail petrol and diesel

21. Since deregulation of the downstream fuel sector in 1988, the Government’s role has largely
been to monitor petrol and diesel prices and importer margins, and to monitor security of

supply.

22. The Ministry of Business, Innovation and Employment (MBIE) estimates importer margins
(also referred to as gross distribution margins) as the difference between the landed cost of
fuel and the retail price. The “landed cost” comprises an international benchmark price of

fuel, adjusted for quality differences, and freight, insurance and wharf handling fees.

23. Importer margins are a broad indicator of gross profit made on retail sales of petrol and
diesel, out of which the suppliers must meet a range of costs (e.g. trucking and service
station overheads) as well as a portion of corporate overheads, depreciation, interest, and
income tax. Full details of MBIE’s method for calculating importer margins were provided to

you in an aide memoire on 15 November.?

24. The premise behind the regular reporting of importer margins is that public disclosure will
limit the scope for any excessive pricing on the part of fuel suppliers and provide consumers
with reassurance that they are getting a fair deal. Although margins have risen significantly
despite the presence of this disclosure, MBIE continues to see benefit in this margin
monitoring to maintain some public pressure on fuel suppliers and to inform MBIE’s

regulatory role.

Rising petrol and diesel margins increases costs and reduces productivity across

the economy

25. Petrol and diesel is important as the direct and indirect costs flow through to all parts of
economy. In 2016, New Zealanders spent between $8 billion to $9 billion on petrol and
diesel. Petrol has the second highest weighting in the calculation of inflation (behind housing
costs), which in turn has flow on impacts to short-term interest rate levels and the exchange

rate.

26. Rising petrol and diesel margins amount to an effective wealth transfer from consumers to

producers, increasing the effective living costs of motorists.

27. In 2016, New Zealanders spent on average approximately $1,500 on petrol.® An additional
one cent per litre in petrol equates to an additional $8 per annum per motorist. Based on
MBIE data, retail petrol margins have increased by over 18 cents per litre between 2008 and
2017, equating to an additional cost per motorist of close to $150 per annum over that

period.*

28. At a macro level, an additional one cent per litre on petrol equates to an additional cost to
consumers of approximately $32 million per annum. This means that the potential wealth
transfer from consumers to fuel suppliers since 2008 is likely measured in the hundreds of

millions of dollars per annum.

2 Drivers behind petrol price increases in November. Tracking number 0993 17-18.
® Calculated using vehicle fleet statistics collected by the Ministry of Transport and available here

(http://www.transport.govt.nz/research/newzealandvehiclefleetstatistics/#annual). Key input assumptions include a weighted average
fuel consumption of 7.64 litres per 100 km, a weighted average distance travelled per passenger vehicle of 10,556 km, and an average

retail petrol price of 179.56 cents per litre.

* The combined increase in taxes, levies, Goods and Services Tax and Emissions Trading Costs is 21.98 cents per litre between 2008

and 2017 (up until 10 November 2017).
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Margins fell after deregulation, and again after the entry of Gull and Challenge, but
have been rising since 2008

29.

30.

31.

32.

33.

Deregulation saw a significant drop in importer margins, although margins rose during the
1990s raising concerns by the then Ministry of Commerce about barriers to entry in
wholesale and retail markets. A 1996 report by NZIER supported the Ministry’s concerns
about barriers to entry, but a subsequent detailed report in 1997, by ACIL Economics and
Policy, found no evidence of entry barriers.

Challenge and Gull entered the market in 1998, a year after the ACIL report. Real importer
margins then generally followed a downward trend for the next decade, and reached a low in
2008. Importer margins have been trending upward since December 2008.

The last major public review of the downstream fuel sector before the Study was conducted
by Hale & Twomey in 2008 on behalf of the then Ministry of Economic Development.®> This
review was done in the context of rapidly rising crude oil prices which resulted in petrol prices
reaching a then historic high of $2.19 per litre.

Importer margins were at historic lows in 2008 and Hale & Twomey concluded that the
market was fundamentally competitive. The main outcome of the report was that the Ministry
moved from a weekly reporting of importer margins to also including daily margin monitoring
but reported on a weekly basis, thereby providing a greater level of granularity.

A summary of the major reviews of the downstream oil sector, including significant briefings
provided to former Minister’s of Energy and Resources, is provided in Annex 1.

5 2007 ACCC report into Australian petrol prices: Review of applicability to the New Zealand petrol market, Hale & Twomey, July 2008,
available at http://www.mbie.govt.nz/info-services/sectors-industries/energy/liquid-fuel-market/documents-image-library/2007-accc-
report-australian-petrol-prices.pdf.
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Fuel suppliers considered the margin levels in 2008 to be unsustainable...

34.

35.

There was a general view across industry in 2008 that margins had fallen to unsustainable
levels. As evidence of this, fuel suppliers point to:

. the number of service stations more than halved between 1988 and 2008 as
participants sought improved returns by consolidating volume to fewer sites and
channels;

. all companies deferred significant capital investment across all sectors of the supply
chain. This underinvestment reduced the total domestic fuel storage capacity, as
measured in days of fuel cover, to under four weeks for all products, and in the case of
jet fuel, two weeks;

. the returns achieved within the New Zealand fuels industry during this period were, in
the view of fuel suppliers, low in absolute terms and low relative to alternative
investment options for multinational oil companies. This situation precipitated the exit of
Shell from this market in 2010, Chevron in 2016, with Mobil unsuccessfully marketed
for sale at least twice since 2008; and

. in addition to market exit, participants also reduced their capital employed in New
Zealand. For example, Caltex sold the majority of its retail service stations to
independent business operators, in exchange for wholesale supply contracts. Caltex
also exited supplying a number of commercial markets directly.

MBIE is cautious about assertions that the reason some fuel suppliers have left New
Zealand, or sought to leave New Zealand, is because returns were unsustainably low. MBIE
considers the reason for exit to be more likely tied to the broader corporate strategy of the
international oil companies, with each company exiting many smaller markets (Shell exited
21 countries in the years leading up to its divestment from New Zealand), investing more in
large emerging markets (e.g. China, India, Indonesia) and prioritising investment spending in
the upstream exploration and production sector. By comparison, New Zealand is considered
a relatively small and mature market with little in the way of growth prospects.

...with at least some of the increase in importer margins since 2008 due to
increased costs

36.

At least some of the increase in importer margins since 2008 is due to an increase in capital
and operating expenses, such as:

. Increases in costs, such as;

i. increased commissions and rebates provided to independent dealers. As
examples of these;

s 9(2)(b)(ii)

ii. minimum wage increases;
iii. increased health and safety costs (particularly around firefighting);

iv.  other sundry items (such as rates increases, Kiwi saver obligations, credit card
fees, and insurance).
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. Increased investment in infrastructure that has increased the cost base, including:

i. the refurbishment and expansions storage terminal capacity Timaru, Lytelton,
Seaview, Mount Maunganui, Bluff, Dunedin and New Plymouth; and

ii. the upgrading of service station infrastructure by several fuel suppliers, including
purchasing or remediating retail sites and upgrading storage tanks located under
service stations.

Sustained rise in importer margins has become a source of concern to officials

37. As part of its monitoring function, officials at the then Ministry of Economic Development
(MED) and at MBIE have noted with increasing levels of concern the rise in importer margins
since 2008, and more specifically since 2011 when Z Energy advised officials that it had
changed its pricing strategy to favour margins over volumes. MED/MBIE initially accepted
the views of fuel suppliers that importer margin levels in 2008 were unsustainably low but we
have become concerned at how a sustained rise in importer margins is possible if the market
is truly competitive. There is the clear impression that margins have been managed
upwards, with no major fuel supplier replacing the role that Shell used to play in bringing
prices down.

38. The concern of officials has risen as the price of fuel in New Zealand now appears expensive
when compared to overseas jurisdictions. Officials note that pre-tax premium petrol prices in
New Zealand have moved from being in the bottom third of OECD countries to the most
expensive as at end-2016, and that for regular petrol, New Zealand’s pre-tax prices are more
expensive than some Pacific Island countries such as Tonga, Fiji and Samoa.®

39. In response to concerns expressed by Z Energy in its submission to MBIE that the OECD
data was misleading, MBIE has reviewed the method by which the International Energy
Agency (IEA) collects data for pre-tax premium petrol prices across the OECD. The
collection methods differ substantially across markets, with some countries using a volume
weighted retail price and others an arithmetic average, while some factor in discounts and
others do not. There are also significant differences in the reporting frequencies from which
average quarterly prices are calculated, with some countries using an average weekly retail

® Most Pacific Islands (except Australia, New Zealand and Fiji) have a price lag of 1.5 months, while Fiji changes prices every three
months. Each Pacific Island regulates margin levels to allow companies to obtain a certain level of return on capital employed. This is
typically between 12 per cent and 15 per cent. Tonga regulates margins at a 12 per cent return on capital employed while Fiji sets it at
15 per cent.
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41. As importer margins are an imperfect proxy for profitability and returns, officials have been
unable to say whether oil company returns are unreasonable. And even when deeper
analysis has been possible, notably in the case of Z Energy which is a publicly listed
company, MBIE cannot draw any strong conclusions as to whether the returns achieved by Z
Energy are typical of the rest of the industry or simply amount to good performance by Z
Energy.

Fuel market financial performance study

42. In February 2017, the Minister of Energy and Resources announced a study into fuel
prices/returns to be undertaken by MBIE. The Fuel Market Financial Performance Study
sought to answer two questions:

° Are retail consumers in New Zealand paying reasonable prices for petrol and diesel
and why? At what level might prices be considered unreasonable?; and

. What conclusions can be drawn about retail fuel price differences at a regional level?

43. In answering these questions the Study was intended to focus on the returns on average
capital employed against an appropriate cost of capital, across different parts of each
business.’

44. The Study was reliant on the voluntary provision of data by the fuel companies. While most
of the companies cooperated with most of MBIE's requests, not all the data provided was
comparable across companies or provided in sufficient time to be incorporated into the
Study. This meant that the initial approach to the Study - answering whether prices were
reasonable through market-level analysis of ROACE - could not be achieved. However, the
Study was able to reach a number of meaningful findings.

45. MBIE’s position to the findings of the Study, as expressed in the report back to Cabinet in
July 2017, remains broadly unchanged.®

Findings as to whether prices are reasonable

46. The Study concluded that “we cannot definitely say that fuel prices in New Zealand are
reasonable, and we have reason to believe that they might not be.” This is consistent with
concerns expressed by officials in numerous briefings to previous Ministers of Energy and
Resources about the continued rise in importer margins from 2008.

47. Key findings regarding whether prices are reasonable are summarised below:

. retail gross margins® have increased significantly between FY2013 and FY2017 which
is consistent with MBIE’s published importer margin monitoring; and

. increases in retail gross margins do not appear to be due to capital expenditure made
by the majors over the period under review.

48. The report identifies three possible reasons for rising margins:

. a weakening of competitive intensity (e.g. a change in Z Energy’s pricing strategy after
it acquired Shell in 2010 — prior to this Shell had tended to be slow to follow
competitors’ price increases and quick to lower the price);

" The terms of reference for the study can be found here: http://www.mbie.govt.nz/info-services/sectors-industries/energy/liquid-fuel-
market/documents-image-library/tor-fuel-market-financial-performance-study.pdf.

5A copy of the Cabinet paper can be found here: http://www.mbie.govt.nz/publications-research/publications/energy/cabinet-paper-
report-back-on-the-fuel-market-financial-performance-study.pdf.

® “Gross margins” are defined by the Study’s authors as being profit after discounts, dealer commissions, transfer price, storage and
handling, and logistics costs. Some of these costs (e.g. dealer commissions) are not included in MBIE’s monitoring of importer margins
as these costs will differ significantly from one fuel supplier to the next.
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49.

50.

51.

52.

53.

54.

. a shift towards greater product differentiation and price discrimination — offering
increasingly differentiated product offerings (e.g. better quality forecourts) segments
the retail fuel market and enables companies to discriminate between customer types;
and

. a rise in independent retailers, with possible inefficiencies in how they set prices.

In regard to the third possible explanation, MBIE notes that competition from independents
appears to restrain prices in the North Island, rather than serving to increase them.

The Study also identifies features of the market that the authors argue may allow margins to
rise more or for longer than they should:

. Vertically integrated companies (i.e. the same company owning operations at refining,
wholesaling and retailing) giving firms the opportunity to limit competition.

° Refinery arrangements (Part 1) — the refinery is run to tight capacity, its output is fully
committed to the majors (meaning that there is no spare capacity for potential new
entrants), and even if it were not any firm wishing to gain access to its output would
need to commit to a full bundle of products (i.e. jet fuel and not just petrol and diesel).

° The independents’ limited sources of product — New Zealand lacks liquid regional
wholesale markets through which independent suppliers can reliably access fuels.
This reliance potentially limits their ability to compete head-to-head with the majors,
dampening the downward pressure they can exert on margins.

MBIE notes there may be features of the market that inhibit retail competition, but is mindful
that the report also states that these features must be assessed against a viable
counterfactual. MBIE considers that a counterfactual may not be possible for all of the
aspects of the refinery arrangements mentioned above. For example, running the refinery
with excess capacity is unlikely to be either efficient or profitable, making it an unsuitable
counterfactual.

MBIE is cautious about the notion that a liquid wholesale market for petrol and diesel, similar
to what is seen in the New Zealand electricity market, is feasible. Based on a review of six
countries undertaken, Hale & Twomey was unable to identify any liquid wholesale markets
for petrol and diesel where wholesale suppliers and buyers contract through a market or
trading platform on a daily basis, in a similar way that major commodity markets operate, or
local markets such as the New Zealand electricity market. Hale & Twomey review of
wholesale fuel markets is provided in Annex Eight.

Finally, the Study tentatively identifies three possible reasons for why fuel margins are simply
higher than they need to be (i.e. higher than they might be in a market where certain features
were not present):

° Z Energy’s publication of its MPP — this potentially serves as a retail pricing signal that
can dampen competition;

. Information exchange between the majors — the majors share terminal facilities under a
‘borrow and loan’ arrangement, through which the authors of the Study understand that
the majors share information, allowing them to monitor each other's market shares.
Such information sharing is often a cause for concern to competition authorities
because it might help to support coordination among firms, leading to higher prices;

o Refinery arrangements (Part 2) — the ownership arrangements of the refinery may be
affecting how the majors price across various industry levels (although the impact of
this is unknown).

The information exchange between majors was closely examined as part of this report back
and is discussed in more detail below.
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55. MBIE notes that the ownership arrangements of the refinery could affect how the majors
price across various industry levels, but notes that the Study was unable to find supporting
evidence that this was occurring. The report itself is cautious about concluding that this is a
cause of higher margins.

56. The Study also concluded that MBIE’s method for calculating its weekly importer margins is
robust and noted that New Zealand has the highest pre-tax premium petrol prices in the
OECD in 4Q 2016.

Findings regarding regional pricing and cross-subsidies

57. The Study concluded that there is enough evidence to suggest that cross-subsidies are
occurring between regions and business units. However, the authors of the Study were not
able to confirm this beyond all doubt. The authors of the Study note that further data and
analysis would be required to be definitive.

58. Specifically:

. retail gross margins in Wellington and the South Island have increased at a faster rate
than margins in the North Island (excluding Wellington);

° North Island/South Island differences are not explained by capital expenditure; and

. gross margins for retail have been increasing while margins from other business units
on average have been flat or declining.

59. The anecdotal evidence available to the authors of the Study includes the following:

. they understand, but have not been able to independently verify, that a small number of
locations are operated by at least some of the majors at negative margin — suggesting
those sites are indeed cross-subsidised by others;

. the way in which shipping costs are allocated by the majors under their joint venture in
coastal shipping may be favouring the South Island (though the impact of this is small,
likely to be less than one cent per litre); and

. the price-setting process of at least some majors involves attempting to recover margin
lost in areas facing more intense competition by increasing margin in other areas.

60. While they have not been able to access specific data to confirm this, margin shifting makes
sense if firms are simultaneously coordinating in less-intensive competitive areas. That way
lost volumes from increasing prices are possibly more than offset by softer price competition.

61. Margins in the South Island and Wellington are able to rise relative to the rest of New
Zealand due to the inability of truly-independent rivals (i.e. those with their own product
supply) to access terminals owned by the majors.

62. The reason for the margin differential between retail and other customers is most likely due
to buying power combined with capital investment. It is likely that large wholesale customers
are provided with higher discounts than retail customers given that long-term contracts are in
place and significantly higher volumes are acquired. In addition, some wholesale customers
have their own storage facilities or lower quality requirements in respect of distribution (for
instance more unmanned sites) and therefore this means the operators have invested less in
distribution assets.
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Recommendations from the Study

63.

The Study recommended further examination of:

o New Zealand’s downstream fuel sector but based on different types of data and which
are not subject to the limitations of an accounting type returns analysis.

° The removal of Z Energy’s main port price from its website (which was undertaken the
same day that the Study was publicly released).

. The creation of a registry for the borrow and loan system that limits the visibility of other
participant’'s market shares; and

° Giving consideration to the creation of a liquid wholesale market for retail fuels.

Another study into fuel markets but using different data types

64.

65.

66.

67.

One finding of the Study was the difficulty in undertaking any returns type analysis as fuel
suppliers measure their returns in different ways and in varying levels of detail. One way of
getting around this is prescribing a set of accounting rules for each fuel supplier to follow.
This is the approach undertaken by the Commerce Commission in its regulation of
price/quality paths for regulated industries such as electricity lines businesses and gas
pipeline businesses.

The authors of the Study recommended an alternative approach using data that fuel
suppliers should be able to provide on a consistent basis and at a level of detail fine enough
that analysis can be undertaken in specific markets (e.g. cities or regions). The following
data, the authors of the Study argue, should be used:

o prices for each fuel type and/or sales (which include discounts implicitly), as well as
sales volumes (i.e. prices and volumes);

. at least on a weekly basis, ideally for the whole period under study;

. ideally by station, for all stations in the country (although studies could instead be made
of specific cities and regions of particular interest); and

° details of station characteristics (e.g. number of pumps, payment methods, type of
store, other services such as car washes, cafes, etc).

The authors of the Study argue that this alternative approach should give:
. a clearer indication of the nature and extent of any problems in the fuel sector;

. an ability to gauge the impact on retail fuel margins in those markets of possible
remedial changes to industry arrangements (i.e. through policy simulations); and

o a better idea of whether the benefits of any possible remedial changes outweigh their
costs.

A full description of the type of analysis being advocated by the authors is provided in
Chapter 6 of the Study.

The national shared storage system and borrow and loan arrangements

68.

In order to avoid each fuel supplier having to build its own storage terminal in each part of the
country to have a national presence, the major fuel suppliers (Z Energy, BP, Mobil and Z
Energy 2015°) have developed a shared storage system and borrow and loan
arrangements. This provides the fuel suppliers with an efficient way of managing shipping of
petroleum product from the Marsden Point refinery and imports to coast ports around the
country. The shared storage arrangement is administered for the fuel suppliers by a joint

10 Z Energy 2015 is the old Chevron NZ which Z Energy purchased in 2016.
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69.

70.

venture company Coastal Oil Logistics Limited (COLL) that is owned in equal shares by the
fuel suppliers. For the system to work COLL requires information on each fuel supplier’s
supply and demand situation, as well as tankage they have provided to the system.

A key feature of this shared storage system is each fuel supplier's storage is pooled, with
product deemed to be held in “one big tank”; effectively each fuel supplier's product is
commingled with the other fuel suppliers’ product. The arrangements see COLL directing
where product (either refinery produced or imported cargoes) is discharged to ensure
product is available at each port to meet projected aggregated demand. Each fuel supplier is
entitled to lift product from any port, with the terms of access for using another fuel supplier's
facility (including throughput and hosting fees) governed by an individual bilateral borrow and
loan arrangement with that fuel supplier for that terminal.

The authors of the Fuel Market Financial Performance Study recommended further
assessment on how the borrow and loan (shared storage) system works to establish if an
independent registry should be created to limit visibility of regional market share data. The
authors suggested that the shared storage arrangements provided each fuel supplier with a
high level of visibility and a way of monitoring regional market shares for other fuel suppliers.
The authors concluded that:

“Such information sharing is often a cause to competition authorities because it might help to
support coordination among firms leading to higher prices.”

Creation of a liquid wholesale market

71.

72.

The authors of the Study noted that:

° “New Zealand lacks liquid regional wholesale markets through which independent
suppliers can reliably access fuels — instead they are reliant on being able to secure
long-term supply contracts from the majors”; and that

° “this reliance potentially limits their ability to compete head to head with the Majors” in
parts of New Zealand.

The authors of the Study put forward three options to increase liquidity in the wholesale
market. These are:

. Requiring terminal owners to make some part of their terminal capacity (either at each
terminal, or just for selected terminals) available to others at regulated access prices.

. Requiring terminal owners to post wholesale prices at terminal gates — although they
can decline to supply if capacity is needed for their own requirements. This is the
approach adopted in Australia; and

° Require the major fuel suppliers to post wholesale prices for forward delivery at each
terminal (i.e. delivery at a later date). In the view of the authors, abundant literature
exists showing that creating such forward trading opportunities can induce firms to
trade, even if they privately prefer not to. The reason, the authors argue, is that the
opportunity for forward trade creates a “prisoner's dilemma” — if a firm does not sell
forward then its rivals might, leaving them worse off in later wholesale trade. This
induces firms to trade in the forward market to minimise their fall in profits from later
trade.
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Fuel supplier responses to the Study’s recommendations

73. Fuel suppliers were asked to respond specifically to the recommendations in the Study that
related to the borrow and loan and wholesale market. Responses from Z Energy, BP, Mobil
and Gull are provided in Annexes three to six. Their responses are summarised below.

Fuel supplier views on the recommendation to create a registry for the borrow and
loan system

74. All of the major fuel suppliers opposed the idea of creating a registry for the borrow and loan
system arguing that it:

could result in additional costs, complexity and unintended consequences, including in
the area of supply chain security,

is unnecessary because;
i. the shared storage system is working well to deliver efficiencies;

ii. the Commerce Commission, in its review for clearance by Z Energy to acquire
Chevron New Zealand, did not identify any competition issues with the system
that would substantially lessen competition in any market;

iii. the information that fuel suppliers have visibility of through the national storage
system has no impact on how fuel suppliers set their wholesale or retail prices
other than through application of the direct costs incurred by each fuel supplier
through the process itself; and

iv. market share information is readily available from a number of other sources; and

is likely to raise disputes around issues such as product allocations during supply
shortages.

75. Gull did not comment on the merits or otherwise of creating a registry for the borrow and loan
system but argued that Gull’s inclusion into this scheme would enhance the benefits for New
Zealand motorists.

Fuel supplier views on the creation of a liquid wholesale market

76. All of the major fuel suppliers argued that the wholesale fuel market was highly competitive
and that the establishment of a liquid wholesale market was unnecessary, or in the case of Z
Energy, at least fraught with risk. In support of this position, the major fuel suppliers argue

that:

0736 17-18

Barriers to entry are low, with increased competition already visible. There are a
growing number of independents with different operating models acting very effectively
as competitors in New Zealand, including Gull and distributors like Allied Petroleum,
Waitomo Petroleum and Nelson Petroleum Distributors. This growing number of
independents has resulted in increasing price spreads, even in the South Island.

The liquidity of the wholesale market will always be limited by the relatively few
purchasers of fuel products at the wholesale level who can then retail those products
due to health and safety, resource management and other regulatory requirements.

Establishing a liquid wholesale market along the lines of the electricity industry is a time
consuming and costly process that has required significant government intervention. It
is far from clear whether these significant costs would be outweighed by any perceived
benefits. Unlike the electricity sector, the fuel sector consists of multiple product lines
(e.g. petrol, diesel, jet fuel) and grades (91, 95 and 98), meaning that multiple
wholesale fuel markets would be required;
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77.

78.

° Commercial imperatives should be preserved otherwise there is a risk that further
investment could be discouraged. As a general principle, companies should be
prepared to invest in their own growth and expansion; and

o There are a very large number of commercial arrangements that would need to be re-
negotiated with the risk of unintended consequences very large;

i. If a terminal gate price was required then under the current arrangements this
would limit wholesale transactions at a particular terminal to only being made by
the terminal owner. This would have the effect of halting the present practice of
contracted wholesale participants, like a Mobil supplied regional distributor
(Nelson Petroleum Distributors), accessing a BP or Z Energy terminal where
Mobil does not have a terminal in that location. This is because fuel that is
“borrowed” from a competitor’s terminal does not belong to the company until it is
loaded on to trucks at the gantry. The complication that arises is how do you sell
a product that you don’t own?

ii. How would spot pricing work in times of “coordination” where fuel is rationed
between major fuel suppliers? At least one or more terminals in the South Island
are on coordination up to approximately half of the time. Given the contractual
requirement to supply (and therefore prioritise) existing contracted customers,
there would be issues of security of supply and cost for any potential third-party
entrant;

Gull is supportive of arrangements that would provide it with access to fuel at import parity
pricing plus a market based terminal margin. In its view, it is simply not economic to build a
standalone terminal in the South Island given the significant capital costs required and lower
value proposition of the South Island relative to the North Island.

MBIE agrees that some of these issues require further analysis to avoid unintended
consequences. However, some of the concerns expressed may be overstated. For
example, it is not clear to MBIE why terminal gate pricing would preclude an independent
distributor lifting product from a terminal not owned by its wholesale supplier if the obligation
for posting a terminal gate price was placed on each major fuel supplier for each terminal.
The terminal gate price would be one thing and long-term contracted volumes between major
fuel suppliers and independent distributors something else. Under this option, a tanker could
lift product from whoever posted the lowest terminal gate price at a particular terminal,
assuming spare capacity was available and they met all the other minimum requirements
(e.g. creditworthiness).

MBIE assessment of the Study’s recommendations

Further study using different data types

79.

80.

MBIE considers there will always be significant uncertainty as to whether fuel prices in New
Zealand are reasonable or unreasonable no matter what type of study is undertaken. The
best that can be achieved is a range of corroborating evidence using different data and
methods. This might include the type of price-cost margin analysis advocated by the authors
of the study, further analysis of company returns against an appropriate cost of capital (as
was envisaged in the initial Terms of Reference for the Fuel Market Financial Performance
Study), or benchmarking against other sectors or retail fuel markets internationally.

Any further study should, in MBIE’s view, be accompanied by information gathering powers
to ensure full compliance by fuel suppliers. The proposed market study power for the
Commerce Commission would be the most appropriate vehicle for this. The Commerce
Commission would also be best placed to decide what type of data and methods are best
suited to determine the reasonableness of prices and market competitiveness.
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81.

The key trade-off that would need to be weighed by the Commerce Commission is whether
the potential insights that could be gained from the type of price-cost margin analysis being
advocated by the Study’s authors outweighs the very significant burden on fuel suppliers to
provide a very large data set and the ongoing resources required to respond to the inevitable
queries that arise.

Creation of a registry for the borrow and loan system

82.

83.

84.

85.

86.

87.

88.

89.

90.

MBIE commissioned Hale & Twomey, an energy consultancy specialising in New Zealand’s
downstream fuel sector, to provide supplementary advice on how the national storage
system and borrow and loan arrangements work and also to provide their views on the
Study’s recommendation of an independent registry. Hale & Twomey’s report, titled New
Zealand Fuel Market Study, Supplementary Information on Shared Data, is provided in
Annex Seven.

The report provided by Hale & Twomey is comprehensive and highlights the inter-related
nature of the refinery processing, shared storage, system wide supply and demand planning,
stock holding and borrow and loan arrangements.

Having assessed these arrangements and how COLL aggregates data to limit visibility of
each fuel supplier's forward market share, Hale & Twomey concluded the joint venture
company is already providing an independent way for data to be collected and aggregated,
albeit COLL is owned by the fuel suppliers. If there was concern about COLL’s
independence and protection of fuel supplier data (particularly forward-looking data) this
could be managed via periodic audit or an annual assurance process to Government.

In conclusion, Hale & Twomey found the shared storage arrangement provides an efficient
solution for shipping of product from Marsden Point refinery to the coastal ports and for
imports and that fuel suppliers are using COLL to collected detailed data. This conclusion is
consistent with previous economists’ findings on how the system works. This data is then
used by COLL to manage supply of products to the ports, with COLL aggregating data to
limit the visibility of individual fuel supplier information provided back to fuel suppliers. Hale
& Twomey found that generally the level of data sharing is appropriate, including for Wiri.

Hale & Twomey also corroborated the position put forward in submissions by fuel suppliers
that market share information is available to them through other sources.

Hale & Twomey also identified three potential options to restrict data in certain
circumstances, although in each case the option was couched with a caveat that the option
was likely to be unnecessary.

If the main point of creating a registry is to limit the visibility of the respective market shares
of each user, then this measure, on its own would not achieve the desired outcome. Each
fuel supplier and Hale & Twomey argued that the existing arrangements provided New
Zealand with an efficient way of managing shipping of petroleum product from Marsden Point
refinery and imports to coastal ports around New Zealand.

In short, this recommendation seems to offer little in the way of benefits (users can get
market share data through other sources) but many potential costs (increasing costs,
increasing the likelihood of disputes between fuel suppliers, potential implications around
security of supply, undermining what all parties agree is an efficient system for shipping
product from the refinery and imports to coastal terminals).

MBIE does not recommend pursuing this recommendation.

Creation of a liquid wholesale market

91.

MBIE also commissioned Hale & Twomey to undertake a literature review of wholesale
market interventions in other markets. A copy of their report titled: New Zealand Fuel Market
Study, Supplementary Information on Wholesale Markets, is provided in Annex Eight.

0736 17-18 In Confidence 19



92.

93.

Some of the main findings from this report are that:

° Hale & Twomey was unable to identify any liquid wholesale markets where wholesale
suppliers and buyers contract through a market or trading platform on a daily basis, in a
similar way that major commodity markets operate, or local markets such as the New
Zealand electricity sector;

° In most cases regulatory interventions in wholesale markets have occurred as a result
of merger and acquisition activity where the regulator has imposed interventions to
minimise the impacts of the transaction on competition at the wholesale level;

. Australia is probably the market of most interest to New Zealand. The Australian
Oilcode entitles a party to purchase a minimum quantity of fuel (30,000 litres) at the
Terminal Gate Price (TGP) set by the terminal owner/wholesaler. Provided the party
meets certain criteria (including creditworthiness), the supplier cannot unreasonably
refuse to supply. The TGP is the published price at which an independent purchaser
can expect to buy a minimum quantity of fuel in a road tanker at each terminal facility.
The TGP operates effectively as a spot price for small volumes. In case of dispute, the
Minister must appoint a dispute resolution adviser to advise the Minister on dispute
resolution. There is an obligation on both the complainant and the wholesale supplier
to provide the dispute resolution adviser with information. However, the dispute
resolution adviser can only make a non-binding determination. Actual sales volumes at
TGP prices are minimal but it does serve as a reference price for long-term wholesale
volumes.

. The Australian Competition and Consumer Commission also requires that wholesale
market participants are required to provide on a monthly basis the price at which they
conclude wholesale sales. The ACCC tracks and publishes TGP’s against month
average wholesale prices as well as the notional cost to landed product at the relevant
location.

Hale & Twomey was equivocal as to the effectiveness of the Australian Oilcode. The
applicability and practicability of such a regime to New Zealand would require significant
more work in light of New Zealand’s shared storage arrangements. Questions about the
ability to delineate a wholesale facility at a given location (who is the wholesaler?) as well as
how obligations (e.g. posted prices) would be placed on wholesalers remained unanswered
and would need to be considered in more depth.

MBIE assessment

94.

95.

96.

In principle, MBIE agrees that one way to reduce barriers to entry and lift levels of
competition is to make access to refined product easier for third parties.

However, MBIE is not in a current position to provide any strong recommendations as to the
desirability of regulatory intervention in the wholesale market until there is a stronger case
that retail fuel prices are unreasonable and the benefits of any regulatory intervention in the
wholesale market outweighs the costs.

As well as the technical issues that would need to be carefully worked through in light of the
shared storage arrangements, there are other criticisms of regulatory access regimes.
These include:

. administrative complexity and uncertainty created by the long periods of time that are
usually required to achieve final access decisions. This administrative complexity and
the detailed economic analysis typically required in access issues means that access
regimes are usually administered and overseen by a specialist competition regulator
(as is the case for New Zealand's telecommunications access regime under the
Telecommunications Act 2001); and

. access regimes tend to apply a very high threshold for access seekers to meet prior to
access being granted. This often reflects the impact that access regimes can have on
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private property rights. It also reflects a desire that these rights should not be disturbed
lightly so as to not inappropriately undermine the incentives for infrastructure
investment.

Possible next steps

97.

98.

99.

MBIE considers that raising the level of competition would deliver better outcomes for
consumers. The most significant and sustained drop in industry margins since the
deregulation of the oil market in 1988 occurred in 1998 following the entry of Challenge and
Gull into the market.

The two principal ways to increase competition are increasing the level of market
transparency and reducing barriers to entry, both at the wholesale level and at the retail
level. MBIE considers the options to increase market transparency to be helpful, but
ultimately ineffectual because it will not change the market structure. It is also unlikely to
change the incentives sufficiently to alter market conduct and performance based on the
experience in recent years. Options to reduce barriers to entry are potentially more effective,
but involve significantly greater risk

In this context, MBIE considers there to be three broad options, each of which is discussed in
more detail below. The first is for the Government to continue its high level monitoring
function and let the market continue in its current deregulated form. The second involves
further scrutiny of the sector, backed up by information gathering powers, with the clear
threat of potential regulatory intervention in the future. The third option would be for some
form of direct Government intervention, such as S 9(2®(V)

Option 1: Let the market play itself out

100.

101.

102.

103.

The argument put forward by fuel suppliers is that the downstream fuel sector is a well-
functioning market, with competition more intense in some regions than others. Levels of
competition have increased over the past five years as the number of independent and
distributor retail sites has increased, while the number of branded sites of the major fuel
suppliers has decreased.

Many of these independent distributors have access to these shared storage arrangements
through long-term contracts with one of the major fuel suppliers (e.g. Waitomo Petroleum
and Allied Petroleum with Mobil). In principle, there is nothing preventing these independent
distributors from continuing to expand their retail footprint nationwide, thereby offering a
lower cost, low frills option for consumers. The exception to date has been Gull who has
been unable to obtain long-term access to the shared storage system on commercially
acceptable terms.

With a greater range of retail offerings, there is a wider spread in retail prices, particularly
north of Wellington. This has led to the emergence of crowd-sourced apps like Gaspy''
which allow consumers to find the lowest cost fuel in their vicinity.

As a result of this changing market dynamic, the growth in fuel margins has flattened since
2015 after rising at a much faster rate between 2010 and 2015. It is possible that margins
may even decline should the recent trend of independent distributors growing their retail
footprint continue and spread out over the rest of the country, while that of the major fuel
suppliers continues to decline.

11

https://gaspy.nz/.
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MBIE margin monitoring has been a long-standing non-regulatory intervention but is not effective
at providing a check on retail margins

104.

105.

106.

107.

108.

109.

The Government’s role since the market was deregulated in 1988 has been to provide
increasing levels of transparency and granularity around importer margins, alongside
periodic reviews of the sector, as a way of providing a light-handed check on industry
behaviour. MBIE recommends continuing with its current importer margin monitoring but
questions its effectiveness at providing a check on industry margins (margins have risen
steadily since 2008 since the last major public review was undertaken).

There is also little scope to improve the accuracy of MBIE’s margin monitoring without
legislative change to require companies to provide their in-house data on a weekly basis.
This is because fuel suppliers only provide the volume and level of discounts to Statistics NZ
at the end of each quarter. Once Statistics NZ has made adjustments to the price board data
they collect from a broad sample of service stations on a weekly basis, this data is published
on the Stats NZ website. MBIE relies on this data to adjust its provisional estimates of
discounts.

This means that the existing criticisms of the accuracy of MBIE’s margin monitoring will
remain. Specifically:

. Differences between provisional and final discounts. Typically these are in the order of
one to two cents per litre but there have been three quarters since September 2015
where there has been a difference of more than three cents per litre between the
estimated and final discounts; and

o any significant intra quarter swings in the level of discounting will not be picked up as
MBIE will apply the average level of discount for that quarter on a weekly basis.

MBIE'’s current margin monitoring is robust over time but needs to be treated with a degree
of caution when comparing margins from one week to the next.

MBIE does not recommend legislating to obtain more accurate margin monitoring as it
considers margin monitoring, on its own, to be relatively ineffective at providing a check on
industry returns. We do not consider that relying on industry participants to voluntarily
provide data is feasible given the need for all fuel suppliers to cooperate.

Although margins have risen significantly despite the presence of this disclosure, MBIE
continues to see benefit in this margin monitoring to maintain some public pressure on fuel
suppliers and to inform MBIE’s regulatory role.

Overall assessment of the option of letting the market play itself out

110.

111.

112.

This option is the least disruptive to industry and offers no downside risk in terms of upsetting
current industry arrangements. Furthermore, there are no risks of disincentivising future
investment, creating additional costs that would need to be passed on to consumers or
potential risks around security of supply.

The downside to this option is that it may simply allow margins to stabilise at what is by
international standards a high level. Some of the independent distributors spoken to during
the course of the Fuel Market Financial Performance Study commented that they may
discount steeply for a short period when new sites are opened to gain custom. However,
they typically see themselves as price takers rather than price setters and will look to one of
the major brands as an indication of where the market is going. This suggests a stabilisation
of margin levels, rather than any significant decline, is the more likely scenario.

There is also the additional risk that the new owners of Gull will adopt a different pricing
approach to the maverick roll that Gull has historically played.
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Option 2: pursue further analysis which may lead to regulatory intervention in future

A market study led by the Commerce Commission is the preferred next step but is not a quick fix

113.

114.

115.

116.

Prior to the former Minister of Energy & Resources initiating the MBIE-led Fuel Market
Financial Study, MBIE’s position was that a formal market study, backed up by information
gathering powers and led by the Commerce Commission would be a worthwhile first step.

On 6 June 2017, Cabinet agreed that Part 1 of the Commerce Act be amended so that the
Minister of Commerce and Consumer Affairs can direct the Commerce Commission to
undertake market studies (Cab-17-Min-0320 refers). Officials are currently proposing a
timeframe for the Commerce Amendment Bill that would see an exposure draft released in
1Q2018, and introduction occurring by the end of June 2018, with enactment by June 2019.
This timeframe has not yet been discussed with the Minister of Commerce and Consumer
Affairs.

The Bill has been substantively drafted, and the timeframe could potentially be brought
forward if the Bill was given a higher priority on the Government’s legislative programme.
The Commerce Amendment Bill currently has a category 6 priority on the 2017 Legislation
Programme.

Assuming enactment by June 2019, the earliest a potential market study into the
downstream fuel sector could be completed is likely to be mid-2020.

An inquiry under the Inquiries Act 2013 is a feasible option

117.

118.

119.

A market study could also potentially be undertaken as an inquiry under the Inquiries Act
2013. The Inquiries Act 2013 provides for public or ministerial inquiries for the purpose of
investigating and reporting on any matter of public importance. The Act allows for ad hoc
taskforces to be set up to look into market competition and related issues. Section 20 of the
Act provides for information gathering powers for inquiries.

The estimated costs of a government inquiry are in the order of $1.5 million to $2 million, and
could be met either through existing MBIE baselines or a dedicated budget appropriation.
MBIE advises that funding a government inquiry under existing baselines would remove a
significant amount of flexibility and capability to respond to any other energy policy issues
that may arise through to 2020/21. It is likely that MBIE will be called upon to respond to
other energy policy issues in this period.

MBIE’s strong preference is therefore that any inquiry into fuel markets, should this be the
government’s preferred option, be funded through a dedicated budget appropriation.

A market study might lead to regulatory intervention in the future

120.

121.

The outcomes from a market study are unlikely to be definitive. The best that can be hoped
for is a range of supporting evidence as to what has driven recent margin increases, a range
of comparator metrics against which margins and returns can be compared (which will
provide a point of comparison to help make a judgement as to the reasonableness of
margins and returns) and a better insight into the costs and benefits of any potential remedial
action.

Should a market study find sufficient supporting evidence that retail fuel prices are
unreasonable then possible regulatory interventions could be considered at that point. At the
request of the former Minister of Energy and Resources, Hon. Simon Bridges, MBIE has put
forward, without recommending, a number of possible regulatory interventions'.

12 Options to increase competition in downstream oil markets, 27 October 2016.
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These include:

122.

s 9(2)()(iv)

Each of these options would require legislative change and result in varying degrees of
disruption, and associated risks, to current industry practices.

Overall assessment of further analysis

123.

124.

A market study led by the Commerce Commission, with the potential for further regulatory
intervention down the track, is likely to be lengthy, costly, litigious, very burdensome both in
terms of internal resourcing requirements and costs to fuel suppliers, and for a result that is
highly uncertain. Were the market study to result in the government deciding on some form
of legislative intervention to promote greater levels of competition in the sector, then this
would push the timeframes out to the early 2020s at the earliest before any structural change
occurred.

These costs (not the least of which are the extended timeframes) and risks need to be
weighed against the potential materiality of the wealth transfer from consumers to fuel
suppliers. The risks of doing nothing with pre-tax premium petrol prices now the highest in
the OECD seems far more unsatisfactory. As noted, the potential wealth transfer from
consumers to fuel suppliers since 2008 is likely measured in the hundreds of millions of
dollars per annum.

Option 3: direct government intervention

125.

126.

127.

Another option for the government to consider is some form of direct market intervention. In
the downstream fuel sector, this could involve s 9(2)(f)(iv)

s 9(2)(D(iv)

s 9(2)(D(iv)
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128. s 9(2)()(iv)

MBIE assessment of direct government intervention

129. s9(2)(H)(iv)

130. 59Q)H(iv)

Conclusions

131.

132.

133.

134.

135.

MBIE agrees with the central conclusion of the authors of the Study that they cannot say with
any certainty that fuel prices in New Zealand are reasonable, but we have reason to believe
that they might not be. Evidence to support this view includes:

. New Zealand’s move to becoming the most expensive country in the OECD for
premium petrol on a pre-tax basis over the last nine years;

° the substantial growth in retail petrol and diesel margins;

o margin growth has only occurred in the retail business, while margins in other business
units (aviation, bitumen, commercial, marine) have either been flat or declining;

. margin growth has occurred faster in Wellington and the South Island than compared in
the rest of the North Island (raising questions over the intensity of competition in
Wellington and the South Island);

. the growth in retail margins is not explained by capital expenditure.

MBIE notes that the rise in margins has been accompanied by changes in the market. The
retail footprint of independent distributors is expanding both in terms of absolute number of
sites and geographical spread, offering consumers in those areas where they operate a no
frills, low cost option. This has seen the growth in retail margins flatten since 2015 after a
much sharper rise in margins from 2010 to 2015.

Notwithstanding these market changes, retail margins remain high, certainly when compared
to international benchmarks.

MBIE remains of the view that a market study led by the Commerce Commission and
accompanied by information gathering powers remains the appropriate next step. MBIE
considers it premature to provide any strong recommendations on potential regulatory
intervention or direct government intervention until such time that a market study has been
undertaken.

MBIE can continue its monitoring function of the market while the Commerce Act is being
amended to give the Commerce Commission a market studies power. Where improvements
to our margin monitoring are possible (e.g. around the quantum of the quality premium that is
one of the inputs into the importer cost) then we can do this. We can also provide periodic
updates on how the market is continuing to develop and the extent to which independent
distributors and Gull are continuing to expand their retail operations.
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136. MBIE could also potentially undertake further examination of potential regulatory
interventions, e.g. s 9(2)(H(iv)
ahead of a future examination of the sector. Although the specifics of any intervention would
need to be informed by the results of any future market examination, MBIE could reduce the
lead time needed for this policy analysis and development by undertaking some work now
into the requirements and limitations of any intervention.

Annexes
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Annex Eight: Hale & Twomey report: Supplementary Information on Wholesale Markets
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Annex 2: Methods for calculating pre-tax premium petrol prices in the OECD

Country Summary

Discounts to pump prices
factored in (e.g. loyalty cards

Detailed description etc)?

Volume
weighted

Australia Volume weighted average based on 8 State/Territory capitals

Austria Volume weighted average

Belgium Maximum price average

Canada Arithmetical average of of the monthly average national prices.

Prices are derived by the Department of the Environment and Energy based on a quarterly report
commissioned to the Australian Institute of Petroleum (who in turn obtain it from Motormouth),

which contains monthly average retail end-use fuel prices in the eight Australian state/territory
capital cities. These cities accounted for 66% of Australia's total population, according to the No
Australian Bureau of Statistics (ABS) 2014 publication. A national weighted average price for

each product is calculated using the monthly state prices from the AIP report and monthly state-
level sales data from the DEE's petroleum statistics.

Prices are derived from a weekly survey of pump prices, conducted in filling stations throughout

the country every

Monday by the Austrian Petroleum Industry Association. The prices collected in this survey are No
then consumption weighted to produce a weekly national average, which is then used to produce
quarterly prices as the simple arithmetical average of the weekly prices.

Oil product prices in Belgium are subject to maximum pump prices, calculated by the Federal
Public Senice for Economy, Small and medium-sized enterprises, Self-Employed and Energy
(FPS Economy) on a daily basis. Actual price levels in the country are close to these maxima.
In 2015, retail prices for transport fuels were, on average, 0.07 Eurol/litre below the maxima.

No

Calculated as the simple arithmetical average of the monthly average national prices as reported
on the Natural
Resources Canada website. NRCan gets its data in the Daily Pump Price Survey in Canada,
commisioned by the Government of Canada to the Kent Group

No
Prices calculated by the Ministry of Energy based on average end-use prices at filling stations

Chile Only metropolitan areas. Based on average end-use prices at filling si published in the National Energy Commission's monthly Precio Mensual Regional de No

Czech Repub Volume weighted average

Volume weighted average. Discounts removed.

BEMIELS Prices provided by main companies.

Estonia Arithmetical average of a weekly average price.
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Combustibles report.

Oil product prices are collected based on prices and quantities sold by a network of respondents
throughout the

Czech Republic. No

Average of the daily prices. Monthly ex-tax prices for oil products are collected by the Danish
Competition and Consumer Authority (KFST) every quarter from the five largest companies in the
retail and wholesale markets. For petrol, companies report their sales volumes and their
effective average ex-tax prices, and the effective discounts from their list prices. The average ex-
tax prices are calculated as wlume-weighted averages of the data submitted by the companies.
End-use prices are calculated by adding the applicable taxes to the ex-tax prices.

Yes

Derived from data published in the European Commission's Weekly Oil Bulletin, which reports
weekly ex-tax and

ex-use prices for a series of oil products in all EU countries. Quarterly and annual figures are
calculated as arithmetical averages of the weekly data.

No
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Yes

Yes

No

No

No

Yes

Yes

No



Finland

France

Germany

Greece

Hungary

Ireland

Italy

Japan

South Korea

Latvia

Volume weighted average

Arithmetical average of a weekly average price.

Average pump price calculated as weighted average of full-senice
and self-senvice pump prices.

Arithmetical average of the three months in the quarter

Volume weighted average.

Mid-month prices averaged over a quarter.

Volume weighted average

Arithmetical average of a weekly average price.

Arithmetical average of actual daily prices paid.

Arithmetical average of a weekly average price.

End use prices are based on retail prices in six Finnish cities (Helsinki, Mikkeli, Oulu,

Rovaniemi, Seinajoki, Turku), surveyed by the Finnish Petroleum and Biofuels Association on

the 15th of each month. National average prices are produced as consumption weighted No
averages of the prices in each of these cities. Prices are weighted by the annual sales volumes
in each city and the market shares of oil product sales.

Oil product prices are denvied from the European Commission's Weekly Oil Bulletin, which
reports weekly ex-tax

and end-use prices. Quarterly and annual figures are calculated as arithmetical averages of the
weekly data.

Prices refer to the monthly average of the quarter. Prices are the average pump price for
premium gasoline marketed by all German refiners and is the weighted average of full-senice No
and self-senvice pump prices.

End-use prices are based on weekly reports of the National Observatory for Prices, which are
averaged by the Ministry of Environment and Energy.

Qil product prices are based on periodical surveys covering the largest fuel providers in the
country. In the surveys, companies report revenues related to fuel sales and total sales
wolumes. Ex-tax prices are calculated as the ratio of the sum of reveneus from fuel sales and Yes
the total volumes sold. The company sureys used to calculate the data are estimated to cover
around 82-85% of gasoline sales.

End-use prices refer to the retail pump prices displayed at the filling stations, including all taxes.
They are calculated as arithmetic averages of the weekly prices published at www.pumps.ie, a
website where customers input prices seen at fuel stations around Ireland. it is updated by
consumers on a continuous basis.

End-use and ex-tax prices are collected by the Ministry of Economic Development through a
weekly suney of the ten largest oil companies in the country and a selection of fuel traders,
independent operators and around thirty supermarkets with fuel selling facilities. Companies Yes
report their weekly weighted average prices based on sales wlumes recorded for different modes

of self-senice.

Prices are derived from a weekly Ministry of Economy, Trade and Industry surey of

approximately 2,000 filling stations throughout Japan. Quarterly and annual prices are No
calculated as arithmetical averages of the weekly data.

End use prices are are collected using an electronic reporting system known as VAN (value

added network). Around 94% of the country's filling stations report their credit card transaction

data through this system. After sorting and validation, the data are transmitted to the Korea

National Oil Company's servers. The rest of the country's filling stations use other data

transmission methods such as the Automatic Response System and a direct input to the Yes
KNOC's website. Pirce data transmission to the KNOC, a public company, is an obligation for

all oil product sellers under Korea's Oil Act. There, average end-use prices include all oil

product sellers int he country and are highly representative. Ex-tax prices are subsequently

derived by KNOC.

Derived from data published in the European Commission's Weekly Oil Bulletin, which reports
weekly ex-tax and

ex-use prices for a series of oil products in all EU countries. Quarterly and annual figures are
calculated as arithmetical averages of the weekly data.

No

Yes

No

No

No

Yes

No

Yes

No

No

No
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Luxembourg Arithmetical average of monthly average price

Mexico Arithmetical average of monthly average price

Arithmetical average of daily prices gathered from most self-senice
pumps.

Arithmetical average of weekly prices collected by Statistics NZ and
New Zealand which

are reported quarterly

Netherlands

Norway Arithmetical average of (daily?) prices received on a monthly basis
Poland Arithmetical average of prices
Portugal Volume weighted average

Arithmetic average of daily prices reported on a monthly basis and

Slovak Repub covering approximately 69% of the market.

Slovenia Arithmetic average of regulated and non-regulated prices
Spain Arithmetic average of weekly prices.
Sweden Volume weighted average

Switzerland  Arithmetic average of monthly prices
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Luxembourg maintains a maximum price-setting mechanism for oil products. In compliance with

an agreement between the Luxembourgeois State and the oil-importing companies, a maximum
price is set for oil products sold to final consumers. The formula is based on the spot price of oil
products, to which are added a standard cost of transport from Antwerp to Luxembourg, a
standard distribution margin for the market actors, and the cost of compulsory storage.
Companies are free to set prices below the maximum daily levels set by the Ministry of the
Economiy. End-use prices for oil products are collected through monthly consumer price
suneys.

Maximum end-use prices are set every month by the Ministry of Finance and public credit.
Differential prices are set for the area close to the border with the United States. The Secretariat
of Energy receives monthly end-use prices from the Energy Regulatory Commission and
computes quarterly and annual data as arithmetical averages of the monthly data.

End-use prices are the average of prices gathered from most filling stations in the country.
Prices refer to self-senice pumps.

Quarterly prices are collected by Statistics NZ. Prices are net of discounts obtained through
supermarkets and loyalty schemes.

End-use prices are based on electronic data received on a monthly basis from a representative
population of distributors and producers.

Ex-tax prices are denied from regular statistical surveys by the Energy Market Agency (ARE)
covering practically 100% of consumption. Prices refer to pump prices at filling stations owned
by the major distributors.

End-use prices are based on retail prices reported by about 3,000 filling stations throughout
Portugal, available at www.precombustibles.dgeg.pt. Filling stations are required to report
changes in prices to the Directorate General for Energy and Geology before implementation.
Prices are automatically calculated on a daily basis by DGEG using sales data for the previous
year, as well as information on discounts applied to fuel sales, to produce a national average
price.

End-use prices are computed by the Ministry of Economy of the Slovak Republic based on
monthly data submitted by Slownaft, estimated to have a 69% petrol market share as of March
2017.

Price formation mechanisms are a combination of market prices and regualted prices. Petrol
sold at filling stations on motorways are subject to market pricing, while sales on all other roads
are still regulated through decrees which establish maximum prices for fourteen days after
publication

Derived from data published in the European Commission's Weekly Oil Bulletin, which reports
weekly ex-tax and

ex-use prices for a series of oil products in all EU countries. Quarterly and annual figures are
calculated as arithmetical averages of the weekly data.

Prices are derived from a survey of companies that report ex-tax prices, pricies including energy
taxes and sales wolumes. Average prices are then calculated as volume-weighted averages of
the reported prices.

Ex-tax prices are collected by the Swiss Federal Statistical Office through monthly surveys to

the only refinery in Switzerland and a sample of the most important fuel importers. Respondents
report the prices charged to final consumers, excludeing VAT and Excise taxes.
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Yes

Yes (n/a)

No

Yes

Yes

No

Yes

Yes

No

No

Yes

Effectively
yes

Effectively
yes

No

No

No

No

Yes (one
year lag)

No (but
covers 69%
of demand)

No

No

Yes

No



Turkey Arithmetic average of monthly prices

Volume weitghted average of the three mid-month prices and annual

United Kingdom demand data.

United States  Arithmetic average of prices.

Prices are calculated by the the reporting institution based on data from the Energy Market
Regulatory Authority. Data refer to prices in Ankara. Filling stations report changes in end-use
prices for oil products to EMRA through an internet portal. Ex-tax prices are calculated by
subtracting the applicable tax components from the end-use prices. Due to its central location
in the country, prices in Ankara are considered to be similar to prices found in other cities and
therefore represenative ofr the whole country.

Prices are based on monthy surveys carred out among major oil product suppliers. In these
surveys, compnaies report their average selling prices. Reported prices are weighted by annual Yes
sales wlumes to produce average end-use prices.

Prices refer to the city retail price, average of full, mini and self senice stations. Data are

collected by the DOE/EIAusing Form EIA-878, Motor Gasoline Price Survey among 1200

sample units. Data are published in the DOE/EIA's Monthly Energy Review, table "Motor No
Gasoline Retail Prices, US City Average", and Weekly Petroleum Status Report, table "US

Retail Motor Gasoline and On-Highway Diesel Fuel Prices".

No

Yes

No

Source: International Energy Agency, Energy Prices and Taxes: Country Notes (3" Quarter 2017).
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Annex 3: Submission from BP Oil New Zealand Limited
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Annex 4: Submission from Gull New Zealand Limited

0736 17-18 In Confidence 34















Annex 5: Submission from Mobil Oil New Zealand Limited
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Annex 6: Submission from Z Energy
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Annex 7: Hale & Twomey report: Supplementary Information on Shared
Data
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1.0 Introduction

The Ministry of Business, Innovation and Employment (MBIE) monitors the performance of New
Zealand's deregulated retail petrol and diesel market. While the retail fuels market has historically
been considered broadly competitive, in recent years (particularly since 2011) observed importer
margins have trended upward. In response to this trend MBIE commissioned the New Zealand
Fuel Market Financial Performance Study (the Study) to review its significance.

The Study was published in July 2017 with the authors concluding that “a/though they could not
definitely say that fuel prices in New Zealand are reasonable, they have reason to believe that
they might not be". One recommendation was to make a further assessment on how the borrow
and loan (shared storage) system works and to establish if an independent registry should be
created for this system to limit the visibility of market share data.

MBIE has asked Hale & Twomey (H&T) to investigate the details of how this shared storage
system works with the oil companies who use it, and to assess if the data used is strictly
necessary to ensure an efficient system and if less data could be shared with those who use it.
This report summarises H&T's findings on the system.

1.1 Definition of the system for this report

In previous studies the borrow and loan and shared storage arrangements have either been
described as two separate but interrelated systems or collectively as one arrangement. Having
consulted with the fuels marketing companies who use this system and considered how the
arrangements work, H&T concluded the review of this system is intended to cover both the shared
storage arrangements and transacting of borrow and loans.

For this report the following definitions of the arrangements have been developed:

m  National Storage System (NSS): Covers the whole system including shared storage,
shared products and scheduling of coastal vessels and import cargoes.

m  Users: The oil companies who participate in the NSS; these are BP Oil New Zealand Ltd,
Mobil Oil New Zealand Ltd and Z Energy Ltd (including Z Energy 2015 Ltd?).

m  Borrow and Loans (B&L): Is used in relation to the process of transacting bilateral
borrows and loans of Product.

m  Product: The products that form part of the NSS are premium and regular petrol, jet fuel,
diesel, fuel oil grades and bitumen.

m  Non-industry storage: This is storage owned by the Users that has not been made
available to the NSS. This storage is not part of the NSS so no information is recorded in the
NSS or shared with other Users. Comments provided were that most tankage is likely to be
part of the NSS, with speciality products (like 98 octane petrol) held in non-industry storage.

®m  Non-industry product: This is products that are stored in non-industry storage.

For clarity, the terminology used in this report (including for sections that refer to other reports)
has been updated to use this terminology. In particular B&L only refers to the actual bilateral
transaction, not the wider system as done in some other reviews including the Study.

2 Z Energy 2015 is the former Chevron New Zealand (Caltex brand), purchased by Z Energy in 2016. Itis a
separate party to some of the NSS arrangements so is still treated as a separate User.
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1.2 Public information on the NSS

Recent literature gives some insight into the purpose and principles of the NSS, although the level
of public detail is limited and in some cases contradictory. Details of the public information found
on the NSS is given in Appendix 2, but in summary public information on the NSS outlines that:

Users contribute to a pool of storage in the NSS (public storage info. is shown in Figure 1).
Users can put Product into and take Product out of the NSS, subject to having agreed access
arrangements with the terminal owner.

m  Custody and risk for Product put into the NSS transfers to the terminal owner on entry, but
title remains with the User who supplied the Product, with B&L used to account for stock
movements into and out of other User’s terminals.

Terminal owners charge a throughput fee to Users who lift Product under B&L arrangements.
There is no restriction on how much Product a User lifts from the NSS, but it must contribute
the same amount of Product to the NSS. COLL? monitors stock ownership for each User.

m A User’s national B&L stock position will generally balance, but at a terminal level stocks may
vary as there is no requirement for Users to supply Product to locations where they lift from.

Figure 1: Public information on the storage facilities*

The authors of the Study have suggested the NSS may provide Users with a high level of visibility
and a way of monitoring regional market shares for other Users and later concluded that:

"Such information sharing fs often a cause for concern to competition authorities because
it might help to support coordination among firms leading to higher prices.”

In their conclusion, the authors noted they were confident that information sharing of this type
was a cause for concern, but were not able to conclude if these particular arrangements were of
concern as they had only limited ability to inquire into the specifics of the arrangements.

3 Coastal Oil Logistics Limited (COLL) is a joint venture company that is owned in 25% equal shares by the
Users, with the Z Group owning 50% of COLL following its acquisition of Chevron NZ in 2016.

* While there’s no information on storage capacity that might be held by Users outside of the NSS, we
estimate there might be ~25ml (~4%) for products like 98 octane petrol.
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2.0 Details on how the NSS works

As summarised in Section 1.0 there is limited and conflicting information on aspects of the NSS
and how this works. To fully understand this system H&T consulted with each of the Users and
COLL to develop a complete picture of the NSS arrangements.

2.1 Key NSS components
2.1.1 Shared storage arrangement

The shared storage arrangement has been summarised by Users as a way of providing efficient
use of and investment in storage facilities with the arrangement's purpose described as follows:

m  To achieve efficient coastal scheduling of Product from the refinery to the ports and efficient
discharge of import cargoes, COLL provides a consolidated scheduling service for Users.

m  To facilitate efficient scheduling by COLL, the Users have agreed to share the use of, and
access to port tankage with Product in this storage comingled or pooled.

m  Consistent with the nationwide coverage provided by this arrangement, Product is deemed to
be held in “one big tank” with each User having title to its ownership shares of the total
Product held in the system at that time.

There are rules for how storage is made available in the NSS (but there are no rules on how much
storage must be provided or the location of that storage), nominating import cargoes for COLL to
schedule, advising COLL of Product demand requirements and accounting of Product movements
to and from the NSS (this is done separately to each company’s internal stock accounting
systems). COLL also administers a Product allocation process to allocate remaining Product at a
port to each User based on their ownership share in the case of a projected Product shortage.

2.1.2 Coastal Oil Logistics Ltd (COLL)

COLL is a joint venture company established by Users to provide efficient shipping of Product from
the Marsden Point refinery to coastal ports around New Zealand. COLL is responsible for acquiring
coastal vessels, providing a consolidated forward looking scheduling service (known as COSMIC)
to efficiently manage coastal vessels and imports, and to provide a stock management system
(known as CONCORD) for the NSS with details on each User’s Product ownership position.

2.1.3 B&L agreements

Outside of the NSS arrangements, Users also have bilateral arrangements with other Users
covering access arrangements for lifting Product from a terminal. These bilateral agreements will
contain the commercial (hosting) fees for use of that terminal. As these are bilateral, the details
will only be known by the terminal owner and the lifting company; this would include hosting fees,
specific details of Product lifted from the terminal (e.g. product type, quantity, date of lifting, etc.)
and any details used to facilitate matching of these B&L transactions between the two companies.

2.2 Data inputs and outputs for the NSS

H&T has discussed with COLL and Users what data is provided to COLL to make the NSS work and
what is provided back to Users, this is summarised below with any reasons given for its collection.

> Ownership is calculated from opening stock plus refinery production plus imports minus demand
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means that while Users are supplying product to the NSS (i.e. into the “one big tank”), at a port
level this may not correspond with their offtake (demand) requirements. As an example, COLL
may require a User to discharge their jet import at the Miramar terminal, even though they don't
sell much jet at Wellington Airport. This means Product balances for individual Users at a Port, and
therefore between individual Users for each Product at a national level may get out of balance
over time. To fix these imbalances Users periodically apply a net down process to rebalance the
national stocks for User by Product as follows:

m  Collect data on and compare each User’s current B&L balance for each Product in the NSS
with the other User’s balances for each Product in the NSS;

m  Calculate and apply adjustments between Users for each Product to square off Product
balances for each User; and

m  Check that each User’s national B&L balance situation for each Product remains unchanged
following the net down process.

While the net down process requires Users to share current nationwide B&L balance totals by
Product with each other so the net down adjustments can be calculated and applied, no B&L
transactional data is shared amongst Users. Companies may also do bilateral B&L transactions for
non-industry product that is outside the NSS and these will not be part of the net down process.

3.0 Further User feedback

Feedback given by Users is the current arrangements provide a cost-effective way of managing
the transportation of Product from the refinery to the ports around New Zealand and for efficient
discharge of import cargoes. To achieve this COLL requires detailed forward-looking data for each
User, and while Users require some data to verify the system is working as intended the level of
data needed is less. Using COLL to aggregate data is seen by Users as a practical way to minimise
the level of data being shared with Users.

In addition to the general information provided by the Users on the NSS, the comments below
were also provided to H&T as part of the consultation process.

BP

Commented that the Study found no evidence of collusion nor did it suggest there is collusion. BP
noted it does not use this information, shared for legitimate commercial reasons as noted in this
report, in any way when setting its wholesale prices or retail pricing for its COCO sites.

Mobil

Data provided to Users from the arrangements is required so that Users can ensure the efficient
and fair operation of the system. Mobil noted the Study did not suggest there was evidence of
collusion and indicated the arrangements arguably have resulted in greater competition than
would be the case if each User was required to operate on a standalone basis. Mobil commented
the bilateral nature of the B&L contracts places commercial information outside of the NSS.

Z Energy

Highlighted a key feature of the NSS is how this has minimised duplication of infrastructure and
coastal shipping assets and that this arrangement provides each User with access to Product
around the country which should ensure maximum competition at all locations.
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While the arrangement needs Users to provide storage to the NSS, there’s no obligation for a User
to provide a minimum level of storage or the location of that storage; rather the NSS relies on
feedback mechanisms related to national volumes to encourage provision of storage. Z's view is
that some Users have (arguably) under invested in storage at some (often smaller) locations while
bolstering their national storage contribution by over investing in other (often larger consolidated)
storage locations. In their view, the lack of formal rules for providing storage has led to storage
inefficiencies both nationally and locally.

Z also noted the bilateral B&L contracts they have don't require the other party to provide any
information on their forward demand requirements, instead Z relies on COLL to ensure sufficient
product is provided at each port to meet the projected aggregated demand.

4.0 Other data sources

The authors in the Study expressed concern that the NSS may provide Users with a high level of
visibility of regional market share for other Users. While the NSS does require some data to be
shared with others via COLL there are other means of obtaining data, particularly for historic data.
This section summarises some of the other data sources available to Users.

Energy in New Zealand publication and the energy data files

Each year the New Zealand Government publishes a book on New Zealand’s energy use. The Oll
Section provides details of supply by product and national demand for each product by end use as
well as information on port offtakes and port storage for petrol, diesel, jet fuel and fuel oil (for
storage only)s.

The energy data files provide a more frequent (quarterly) update on details for supply by product
and national demand for each product by end use. There is nho breakdown given on demand for
individual companies or for different types of suppliers (such as wholesalers or fuel distributors).

Local Authorities Fuels Tax (LAFT)

Each territorial authority collects LAFT from those who sell transport fuels (i.e. petrol and diesel,
other than diesel sold for marine use). It is possible to obtain monthly petrol and diesel volumes
attributable to LAFT from each regional council. While H&T’s experience has been that it can be
difficult to know who to approach for this data, we expect this would be straight forward for the
Users and others (like fuel distributors) who pay LAFT as they will already have contacts due to
their requirement to submit volume data and make LAFT payments. We are not sure how readily
the authorities make this data available (may vary between authorities).

Resource consent applications

Information on new tanks is easily obtainable from resource consent applications for the intended
work. H&T’s experience is that in most cases new tanks are required to be notified making it easy
to obtain details on the number and size of tanks being built, the fuels these are intended to be
used for, and any other associated work to be done at the site.

8 Port offtakes have been published from 2014 and port storage in 2016. Both appear to have been
discontinued in 2017.
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Satellite maps and visual inspections

Tank volumes can be easily estimated from satellite images (google maps) and visual inspection.
The google maps tool has a distance feature that allows easy measurement of tank diameters and
coupled with visual inspection to count the number of steel plates used in the tank’s construction
it is easy to make a quick calculation of the likely tank volume for each tank at a terminal.

Refining NZ

Refining NZ is a publicly listed company with reporting requirements to the stock exchange and its
shareholders. The Users are also customers of the refinery which requires them to jointly plan
how the refinery is operated for each two-month operating period.

From Refining NZ's annual reports and other more frequent disclosures (such as quarterly analyst
briefings) it is possible to determine annual refinery production and RAP volumes (although this is
not consistently reported).

As noted in Section 2.2.2 each User's share of actual refinery production is derived from their
share of requested production versus the total requested refinery production, so we expect Users
will have detailed information on the products made and the volume of products pumped to the
Wiri Terminal from their joint planning of refinery production for each operating period.

Wiri and TLF terminals

The fuels terminals at Wiri and at Marsden Point (the TLF) are operated by Wiri Oil Services
Limited (WOSL) which is a joint venture company owned by the Users. Currently each User’s
monthly forward demand estimate is provided by COLL to all Users, Refining NZ and WOSL to
allow each of the parties to manage supply of Product to Wiri through the RAP. Users commented
the forward demand data is currently required as the RAP is operating at capacity and therefore
an allocation process is done (using this data) to apportion available capacity to each User.

New Zealand Oil Services Limited (NZOSL)*

NZOSL is a joint venture company owned by BP and Z Energy that is responsible for the operation
and maintenance of various storage terminals across New Zealand. NZOSL's activities will include
management of incoming product via shipping and outgoing product through the truck fill stands.

Under this arrangement we expect both BP and Z Energy will know the volume of each product
lifted from each terminal and by deduction what volume the other party has lifted. As there is also
public information on port demand (e.g. Energy data, LAFT figures) it would also be possible for
BP to accurately estimate the volume of fuel lifted in total by Mobil and Z Energy 2015, and in
the case of Z Energy, Mobil’s volume as it will know the Z Energy 2015 volume.

The latest Z Energy strategy! indicates they are planning to consolidate the Z and Caltex terminal
operations in-house, which might impact on the future NZOSL arrangements.

? http://nzosl.co.nz/
10 While Z Energy 2015 (formerly Caltex) is now owned by Z its volumes are not part of the NZOSL JV
11 Z Investor Day 2017 presentation
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Import statistics

While H&T hasn't investigated what level of detail is available from customs and statistics on
import cargoes we understand information can be obtained on import cargoes with more detail
than can be selected from the public website enquiry screens.

Port company annual reports

Another source of data is the port company annual reports; these often provide details of volumes
across the wharf by segment (e.g. container TEU's or bulk petroleum volumes). While the volumes
provided are usually for all petroleum products rather than for each product in conjunction with
the other data sources the mix of products can be accurately estimated.

Z shareholder reports

Z Energy (including its subsidiary Z Energy 2015) is a publicly listed company and like Refining NZ
has requirements for reporting to the stock exchange and to its shareholders. While the Z annual
reports provide some detail on sales volumes, the quarterly operational data reports are more
useful as these give a detailed breakdown of Z Energy and Z Energy 2015 national sales data by
fuel type for each quarter.

Findings summary

In summary, there are numerous sources for obtaining historic data beyond the data available in
the NSS. Some of this data is readily available while other sources require a bit more effort to
obtain. Given this, it is difficult to see a concern with the historic information that is currently
shared. Perhaps the area of greater concern raised by the Study was sharing of forward or
projected data, this is considered further in the next section.

5.0 Data sharing options

Having identified how the NSS and B&L arrangements work, and the data needed to make the
systems work, this section focuses on the recommendation from the Study for assessing if there
should be a third-party managed registry for the arrangements and considers options for limiting
the data available to the Users. As highlighted in Section 3.0, there is significant historic data that
can be obtained from public sources, so in this section we focus on forward (estimated) data, as
that is not readily available from the public domain.

51 Third party to manage data sharing

The Study refers to investigating use of a third-party managed registry for the arrangements to
limit the visibility of regional market share data. Currently COLL is used for collection, aggregation
and promulgation of data in the NSS. While COLL is jointly owned by the Users, in many ways it is
acting as a third party, particularly with how it manages forward data by aggregating to limit the
level of visibility of each User’s regional data.

Users can see the following forward data from COLL:

m  Total NSS demand for each User by Product
m  Total port demand by Product
m  Coastal cargoes by Product and delivery location
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m  Import cargo details by Product and delivery location for each User for the Product
delivered into the NSS
m  Contributed tankage by Product and port for each User

It is not possible to see each User’s forward total demand as the NSS doesn't include non-industry
product, nor is it possible to see each User’s forward demand at a port, other than for Wiri. At Wiri
forward demand estimates by User are currently shared to assist with allocation of RAP capacity to
each User as the pipeline is at capacity.

During consultation with Users it was suggested that having a third-party involved in the process
could create risk/liability issues for that third-party, as Users would likely require some form of
performance guarantee and/or liability insurance to cover the situation where costs are incurred
from processing or other errors. Currently this is not an issue as should COLL make an error, the
cost of that is met by COLL which is owned by the Users.

H&T's view is that COLL already provides a third-party service for collection, aggregation and
promulgation of data in the NSS which allows information that the Users themselves don't want to
share (e.g. forward demand by port) to be kept confidential. We do not think having another
third-party arrangement would provide any further benefit for limiting the level of visibility of each
User’s regional data beyond what COLL is able to do now. However, the level of data visibility
available to Users should be reviewed periodically and if the Government was concerned about
this a practical solution would be for the Government to make periodic audits of COLL's operations
to ensure that the level of data being shared with Users remains reasonable. This could also be
addressed by asking COLL to make an annual representation to Government on the level of data
provided back to the Users.

52 Minimise NSS data sharing

If there is concern about the current level of forward data that is available to Users from the NSS,
it would be possible in some cases to further limit the amount of data shared without significant
impact on how the NSS works, although from discussion with COLL this might require COLL to
modify its systems to accommodate these changes (although no information was provided to H&T
on the practicality or potential cost for COLL to modify its systems). H&T also expects this would
require Users to rely more on COLL to independently monitor each User is meeting their NSS
obligations. We go through some of these items in this section.

5.2.1 Storage

Currently Users have full visibility of each other’s contributed tankage to the NSS, but as expected
no visibility of tankage outside the NSS. The level of detail available to Users could be reduced so
that Users would only see total storage available at each port for each product and each User’s
nationwide tankage contribution by product. Such restrictions might impact on each User’s ability
to plan forward tank maintenance and with establishing future tank requirements. COLL would
also need to restrict access to tankage data so that Users could only see their own data.

H&T's view is that restricting details of tankage contributed to the NSS won't address the Study’s
concern that Users have easy access to other User’s regional market share data and therefore
there seems little benefit in further restricting this data, especially given the importance of tank
contribution for the NSS to be able to function properly.
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5.2.2 Supply

Each User’s production from the refinery is based on their share of the production request for
each product, adjusted to equal what Refining NZ is producing. Currently Users can see each
other’s production requests, but only limited data on the crude oil being run, although for BP and
Z Energy they will have greater visibility due to their joint crude procurement and processing
arrangement that they operate in conjunction with Refining NZ2. While it might be possible to
further reduce the data visibility so that each User can only see their production request and the
total production request, from what we understand this might not be practical, as Users want
visibility of how other User’s production changes throughout the planning process to ensure that
each User is working within the agreed operating rules.

In any case the refinery processing arrangements are outside of the NSS, with the interface with
the NSS being the shipping of refinery production to the ports on the coastal vessels.

Users can also see full details of other User’s import cargoes and volume of product being
delivered into the NSS. It would be difficult to restrict access to this data as this is a critical input
into the shipping schedule (COSMIC).

H&T’s view is that restricting Users visibility of other User’s supply information (refinery production
and import cargoes) means Users wouldn't be able to complete necessary tasks such as:

Confirming the acceptability (vetting) of each vessel for berthing

Acceptability of product quality for each cargo

Verification of terminal capacity to receive the specified discharge quantity
Arranging terminal operations (e.g. staff) to receive cargoes when the vessels arrive
Ensuring other User’s stock holding won't impact on their own import requirements
and to determine the best timing for their own import cargoes

Instead Users would have to fully rely on COLL to manage these tasks, some of which would
require specialist technical knowledge or in some cases for COLL to become directly involved in
the terminal operations. COLL does not currently have this ability and it is unlikely Users would be
willing (for safety and quality reasons) to give up control of these tasks. This outcome would seem
even less likely if an independent third party was used instead of COLL.

5.2.3 Demand

Users visibility of forward demand is already restricted to other User’s total demand in the NSS by
Product and port NSS demand by Product other than for Wiri, which is used for managing the
allocation of available RAP capacity as the pipeline is currently operating at capacity. It would be
difficult to further restrict visibility of forward demand as Users need to see other Users national
demand by Product (in CONCORD) to check Users are supplying sufficient Product to the NSS to
meet their NSS demand. They also need to see forward port NSS demand to verify the shipping
schedule (COSMIC) is robust and that Refinery stocks are acceptable.

Each month Users also receive the latest BDO New Zealand report of historic sales data for all
products for each User (we understand Users provide the data to BDO for this report). This report
doesn't include any forward data, but could be provided less frequently (e.g. quarterly) if the

12 https://investor-centre.z.co.nz/investor-centre/assets/Uploads/Z-welcomes-commitment-to-greater-refinery-
efficiency.pdf
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frequency of update is of concern. As noted in Section 2.2.3, this data is primarily collected so that
Refining NZ and Users can annually establish refinery capacity for the next year.

H&T’s view is that the current restriction of User’s forward demand data is appropriate, including
for Wiri as the current pipeline constraint means the volume of Product pumped will not equate to
each User’s regional market share. If the RAP becomes unconstrained it would be reasonable to
expect that only the total forward demand volume would be provided to each of the parties.

5.2.4 Stock ownership

The CONCORD report shows daily stock ownership figures for each Product by User and in total.
This gives each User details of their stocks in the NSS and allows them to verify that other Users
are meeting their obligations for providing sufficient Product to the NSS to meet their NSS demand
requirements. COLL also uses the CONCORD reports to assess if a User has sufficient ullage for
discharging their import cargoes.

It would be possible to limit visibility of other User’s stock ownership details by providing separate
reports to each User with their own figures and the total stock figures in the NSS. However, that
would require Users to rely on COLL to ensure that each User was complying with the agreed
operating rules for providing sufficient stock and storage to the system to meet their national NSS
demand requirements.

Where there is a projected product shortage at a port Users would require details of the product
allocation for each User so they can verify the accuracy of the allocation and to ensure Users only
lift product allocated to them at that port. Terminal operations are managed by terminal owners
so they require details on what stock each User is entitled to lift from the port when there is a
shortage of stock at that port. As the allocation process is derived from stock ownership positions
this requires COLL to disclose projected stock ownership data. Also as COLL doesn’t manage
terminal operations and doesn't have real time stock information it would be impossible for COLL
to ensure that individual Users only lift stock that has been allocated to them.

H&T's view is that as the CONCORD report reflects NSS stock ownership (i.e. nationwide) and as
there is no restriction on Users lifting product from the NSS (except where there is a product
shortage), it seems unlikely that knowledge of another User’s national stock ownership position
would result in one User being able to obtain a competitive advantage over another User at a port
so retaining the current report arrangements seems acceptable.

53 Minimise B&L data sharing

The B&L contracts are bilateral arrangements between two Users with a common database
platform used for reconciling individual transactions. While the database used is common, the data
shared is bilateral, that is other Users are not able to see transactions they are not involved in.

Due to the way the NSS works (i.e. User products may be discharged into different locations to
where User product is lifted from), there is a net down process that is done periodically to fix
product imbalances. Currently the net down process requires Users to share current nationwide
B&L balances by Product (no B&L transactional data or locational balances are shared), with
adjustments then applied for each product to square off product imbalances for each User.

Feedback provided indicates that previously Product balances for each location were shared as
stock accounting system limitations (number of available digits) meant the net down was required
for each location to ensure the volume figures remained within the constraints of the accounting
software. However, this is no longer a constraint, hence only nationwide balances are used.
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If there was concern about Users sharing their current B&L balance data for the net down, it
would be possible for Users to share this with COLL (or some other third-party) for them to do the
net down calculations. This would limit the level of data shared with Users to that which would be
required to make the adjustments to square off the product imbalances.

H&T's view is that shifting responsibility to COLL for calculating the net down adjustments is not
required as the net down process is done at a nationwide level; this doesn’t provide Users with
information or insight of other Users regional market shares.

6.0 Conclusions

Consultation with each of the Users has clarified how the NSS and B&L arrangements work and
the data used in the system. As a result of this review and taking into account other data sources
available to Users, H&T has concluded that:

1. The NSS provides an efficient coastal shipping outcome for Users to manage the shipping of
product from Refining NZ to the coastal ports and for ensuring efficient discharge of their
import cargoes. For the NSS to work the Users need to share data on their supply and
demand situation as well as tankage contributed to the NSS. H&T’s conclusion that the
system is efficient is constant with previous economists’ findings on how the system works.

2. COLL, while owned by Users, does act as a third party. We expect Users will, for commercial
reasons, want to limit data sharing and that the NSS arrangements will have confidentiality
obligations. This ownership arrangement will resolve potential liability/risk issues that might
arise if a third-party was used to administer the arrangements. If there was concern about
COLL's independence and protection of User data (particularly forward-looking data) this
could be managed via periodic audit or an annual assurance process to Government.

3. COLL already aggregates individual User data for use in the NSS. Users can see forward
demand for each port by product and also for each User (in total) by product. However,
Users are not able to see other User’s forward demand at any one location. If there is
concern about the current level of data sharing it would be possible reduce this without
significantly impacting on how the NSS works.

Options identified are:

m  Restrict tankage details to the total NSS storage at each port by product and the total
NSS storage for each User by product, although this seems unnecessary;

m  Forward demand data is already aggregated, other than at Wiri which should be
aggregated (once the RAP becomes unconstrained), but for the historic BDO New
Zealand sales reports the frequency of update could be reduced; and

m  Stock ownership reports (CONCORD) could be done for each User showing only their
forward stock ownership position in the NSS by product and the total NSS position,
although as the NSS doesn't stop Users from lifting product (unless there is a product
shortage at a location), it is questionable if restricting this data would matter.

4. The B&L contracts are bilateral arrangements between two Users, so H&T does not see any
concerns with these arrangements. If there is concern about the level of data currently
shared for the periodic net down process, this could be mitigated by using COLL (or another
third-party) to do the calculations with the output provided to Users for them to make the
necessary adjustments to correct Product imbalances in the NSS, however H&T doesn’t think
this is required as currently the net down process is done at a nationwide level.
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Appendix 2: Public information on the NSS and B&L

A review of recent literature gives some insight into the purpose and principles of the NSS and
B&L, although the level of detail found in the public arena is not of sufficient detail to respond to
the questions asked by MBIE. Known information on the NSS and B&L is summarised below. For
ease of reading the terminology in each section has been updated to the same terminology as
used in this report.

Commerce Commission Determination

The Commerce Commission determination on Z Energy's acquisition of Chevron New Zealand?®
summarises that to avoid duplication of primary distribution assets, the Users share the use of
each other’s terminal assets'. Under the NSS terminals are declared as shared storage with the
Product held in these terminals jointly owned by the Users. Users can lift Product from another
User’s terminal without having to buy or sell that product. While a User may lift as much Product
as it wishes, it must ensure it contributes the same amount to the NSS, either locally from
Refining NZ or by importing. B&L transactions for Product are accounted for by COLL. If a User
has borrowed more Product than it has contributed, COLL can require that User to contribute
more Product to the NSS. Terminal owners will charge a per litre throughput fee to Users who lift
Product from that terminal under B&L arrangements.

Z Energy application to acquire Chevron New Zealand

In its application to the Commerce Commission to acquire Chevron New Zealands Z Energy
describes how the Users operate a NSS and use B&L to track inventory in this arrangement. Each
of the Users has a stake in key New Zealand terminal storage assets used for storing Products?®
and can access supply at each of the shared terminal locations under the purview of the NSS.

Z Energy further explains how Users’ Product is discharged into others’ tanks, and at that time
(until it is drawn from the tanks by truck) Product custody and risk transfer to the terminal
owners, but not title. “"Borrowing” and “lending” of Product are netted off against each other, on
an equal basis regardless of location, when calculating a User's “balance”. While individual Product
balances at a terminal location can be large (hundreds of millions of litres out of balance), on a
nationwide basis each User will generally be in balance (i.e. neither materially in credit or debit)
for each Product. Shared storage can be considered collectively on a national basis and not
segmented by Product or location due to the nationwide operation of the NSS.

Information in the Study

The Study outlines the Users operate the NSS and B&L whereby they can take Product from
shared terminals operated by other Users. Product held within shared terminals are jointly owned
by the Users. The NSS and B&L operates under rules intended to ensure that each User’s dealings
with other Users are balanced, that is the net amount of product taken from the other’s terminals
is zero (i.e. takings are netted against fuel added to terminals).

13 Determination | Z Energy Limited and Chevron New Zealand | [2016] NZCC10 | 29 April 2016
14 Users independently own terminals at various ports, although not at every port or for every product
15Z ENERGY LIMITED | Notice seeking clearance to acquire Chevron New Zealand Limited | 30 June 2015

16 Certain terminal assets are owned by joint venture, while others (particularly storage tanks) are owned by
one of the companies individually
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The authors noted that while the NSS and B&L will create real and substantial logistical efficiencies
for the operation of Refining NZ, coastal shipping, and terminals’” these potentially come at the
cost of restricting competition. Furthermore, the authors indicate the NSS and B&L seems to
provide the Users with a high level of visibility of regional market shares for each of the Users (as
well as independents). This concern has resulted in the recommendation for further investigation
on the practicality of modifying the NSS and/or B&L, e.g. via exchanging data though an external
(third party) registry to limit the visibility of each other's market shares.

2005 Oil Security Report

The 2005 Reports, although more historic, perhaps provides the most detailed overview of how
the shared storage arrangements work, but lacks detail on the NSS and B&L; this describes:

m  The Users employ a system enabling each User to lift Product from any location subject to
having access arrangements with that terminal owner. This system works on the concept of
stock ownership, with the right to draw stock based on having a positive stock balance. The
system is monitored by COLL on behalf of the Users.

m  Each User contributes storage held across the country into a pool of storage. The system is
best explained as if each User has one large tank (even though this is a combination of all
tanks contributed into the pool). Stock parameters are used to replicate how storage would
operate on a standalone basis, these cover minimum and maximum stock levels that can be
held in the NSS and an optimal stock target for each User.

m  Each User's stock ownership in the NSS is continually monitored by COLL. If a location faces
the prospect of supply disruption (e.g. from a delayed import vessel), remaining Product at
that port is placed on “coordination” with remaining Product allocated to each User with
consideration to their current Product ownership position.

Consolidated information on the NSS and B&L
Consolidating the above information on the NSS and B&L indicates the following:

B The Users operate a shared storage arrangement that allows them to use each other’s
storage (subject to access arrangements). Users contribute to the pool of storage.

m  The Users use stock parameters to replicate how storage would operate on a standalone
basis. This includes stock targets for each User.

m  When Product is discharged into others' tanks custody and risk is transferred to that terminal
owner, but not title.

m  Product held in the NSS is jointly owned by the Users with Product movements into and out
of other User's terminals in the NSS accounted for using B&L.

m  Users can lift Product from other terminals without having to buy or sell that product, but
terminal owners will charge a throughput fee to Users who lift Product from that terminal.

m  While a User may lift as much Product as it wishes from the NSS, it must contribute the same
amount to the NSS. COLL monitors the Product ownership position for each User in the NSS.
There is conflicting information on whether COLL can require a User to contribute more
Product to the system or if this is managed by way of “"coordination" at ports with low stocks.

17 This might include enabling Refining NZ and coastal distribution to be operated at high capacity
utilisation, and allow Users to avoid the need to replicate terminal fixed costs

18 Qil Security | Covec and Hale & Twomey for The Ministry of Economic Development | February 2005
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m A User's "stock balance" is derived by netting off their nationwide "borrows" and "loans" (i.e.
without regard to location). This can result in large individual Product imbalances at a
particular location or terminal but each User's nationwide stock balance for each Product will
generally be balanced.

m  Some information suggests COLL is responsible for accounting of B&L transaction, but this is
not described as being the case by Z Energy in its application to acquire Chevron.

m  The authors of the Study have also suggested the NSS and B&L may provide Users with a
high level of visibility of regional market shares for each of the Users.

In conclusion, the level of detail found on the NSS and B&L is limited and will be insufficient to

fully understand how the system operates. There are also some areas where information conflicts
or is unsubstantiated.
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Executive Summary

This report examines how a selection of petroleum wholesale markets work (including any
regulatory interventions) and how these compare with the New Zealand situation. The report
responds to questions arising out of a review of the financial performance of the fuels market in
New Zealand which noted that "New Zealand lacks liquid regional wholesale markets through
which independent suppliers can reliably access fuels — instead they are reliant on being able to
secure long-term supply contracts from the majors”and that "this reliance potentially limits their
ability to compete head to head with the majors"in parts of New Zealand. It examines the types
of interventions for the markets in Australia, Canada, Chile, South Africa, the United States and
the United Kingdom and then considers applicability to the wholesale market in New Zealand.

Petroleum wholesaling is generally characterised as the supply of petroleum from bulk storage
facilities to distributors/retailers for on selling to end consumers. In some cases the distributor
may be part of the wholesaling activity but as a general guide a company that only wholesales
would not supply to end consumers. Transacting is typically bilateral, and in some countries
transactions may be supported by regulatory obligations to disclose a daily ex terminal price
(Australia) or wholesale rack (US) price. Australia also has an Oilcode, which is designed to
regulate the conduct of suppliers, distributors and retailers.

These countries exhibit a range of interventions in their competition framework, from light handed
(information disclosure, market studies) to stronger interventions (price control). We have not
been able to identify any liquid wholesale markets where wholesale suppliers and buyers contract
through a market or trading platform on a daily basis, in a similar way that major commodity
markets operate, or local markets such as the New Zealand electricity and gas! markets.

How regulatory interventions arise in wholesale markets does not necessarily follow a predictable
path. Some have occurred because of merger and acquisition activity (Canada) where the
regulator has imposed interventions to minimise the impacts of the transaction on competition at
the wholesale level. This suggests that regulators need to take care to understand whether
impacts can arise beyond the immediate boundary of a transaction. It also suggests that
interventions adopted will tend to be situation specific.

Petroleum wholesale and retail markets internationally have undergone significant change over the
last 30 years. Supply and distribution activities have become more diverse and fragmented, with
greater participation from non-traditional players (e.g. independent wholesalers including storage
only provider/operators, supermarket retailers, branded distributors and independent retailers). At
the same time, we have seen a reduction in the extent of vertical integration that was a feature of
the traditional market. As a result, wholesale markets have become less concentrated in the hands
of a few players although our review suggests issues around concentration can still increase (such
as the merger/acquisition activity in Canada and Z Energy’s acquisition of Caltex in New Zealand).

Probably the intervention of most interest for New Zealand is the Australian Oilcode and the
related disclosure obligations. The Oilcode entitles a party to purchase a minimum quantity of fuel
(30,000 litres) at the Terminal Gate Price (TGP) set by the terminal owner/wholesaler. Provided
the party meets certain criteria (including creditworthiness), the supplier cannot unreasonably
refuse to supply. The TGP is the published price at which an independent purchaser can expect to
buy a minimum quantity of fuel in a road tanker at each terminal facility. The TGP operates
effectively as a spot price for small volumes (a buyer must buy a minimum 30,000 litres).

1 Spot trading of natural gas is a relatively new feature in New Zealand with some volume traded on a
market trading platform.
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In reality there are few transactions concluded at the TGP level and therefore TGP’s are not
considered representative of wholesale prices. This is understandable given the expectation that
wholesale transactions would likely be for term supply (we would expect prices to be lower) but it
does suggest that TGPs may act as a baseline or reference point for companies wishing to
negotiate longer term arrangements with wholesalers.

One further feature of the Australian market is that wholesale market participants are required to
provide on a monthly basis the price at which they conclude wholesale sales. The ACCC tracks and
publishes TGP’s against month average wholesale prices as well as the notional cost to landed
petroleum product at the relevant location. Hence the Oilcode mechanism is accompanied by a
disclosure regime that provides greater transparency around wholesale pricing by location.

While a code of practice could be beneficial in New Zealand as it might provide an opportunity for
new entrants to gain access to product, at a relatively low threshold (this may signal competitive
threats to incumbent wholesalers), this is unlikely to provide a strong bargaining position for a
new entrant. However, this may prejudge how they would view a market opportunity or how the
market might evolve in the knowledge that spot supply could be available. We note the Oilcode
does not mandate access to a wholesaler’s storage capacity terminal (i.e. the right to import into
and draw product from the facility). Rather, the obligation on the wholesale supplier is to “not
unreasonably refuse to supply”.

In circumstances where the regulatory intervention has been to stipulate access at a wholesale
level (Canada, and to a lesser extent Chile) this has been in response to a specific market event
after a review of the potential impact on competition generally. Other than that we have not seen
stipulated access as a common feature of the jurisdictions considered.

Applicability for New Zealand

Adopting posted or terminal gate prices at the wholesale level would appear to be feasible,
although as we note with respect to Australia would likely require regulation. Furthermore while
TGPs are indicative in Australia they generally are not the basis for pricing at wholesale. This
would raise questions about the benefit of such regulation here. It may be that the benefit is in
greater transparency of costs at the wholesale level, when taking into account landed cost of
petroleum using Import Parity Pricing.

One specific consideration for New Zealand would be the use of shared storage by BP, Mobil and
Z Energy. Under this arrangement market participants could each be wholesaling out of the same
facility. This raises questions about the ability to delineate a wholesale facility at a given location
(who is the wholesaler?) as well as how obligations (e.g. posted pricing) would be placed on
wholesalers. To the extent wholesalers were each required to post prices this might add to the
competitive dynamic around shared storage locations. We would recommend that any proposals
to create a visible wholesale market should consider this aspect in more depth.

The table below summarises the range of interventions identified in this report over a spectrum
from light to more heavy-handed with comment on what might be applicable for New Zealand.
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1.0 Introduction

The Ministry of Business, Innovation and Employment (MBIE) monitors the performance of New
Zealand's deregulated retail petrol and diesel market. While the retail fuels market has historically
been considered broadly competitive, in recent years (particularly since 2011) observed importer
margins have trended upward. In response to this trend MBIE commissioned the New Zealand
Fuel Market Financial Performance Study (the Study) to review its significance.

The Study was published in July 2017 with the authors concluding that “although they could not
definitely say that fuel prices in New Zealand are reasonable, they have reason to believe that
they might not be". One recommendation was to make a further assessment of the costs and
benefits for creation of a liquid wholesale market as "New Zealand lacks liquid regional wholesale
markets through which independent suppliers can reliably access fuels — instead they are reliant
on being able to secure long-term supply contracts from the majors”and that "this reliance
potentially limits their ability to compete head to head with the majors”in parts of New Zealand.

MBIE has asked Hale & Twomey (H&T) to look at wholesale markets in other jurisdictions focusing
on those where there have been regulatory interventions. H&T has been asked to summarise how
these markets work and to compare how these markets or features of these markets compare
with New Zealand's situation with commentary on the applicability of these for New Zealand.

2.0 Wholesale markets

2.1 The Study findings

The Study describes the wholesale market in New Zealand as limited as the market is dominated
by the three vertically integrated major oil companies that operate in New Zealand (defined in the
Study as the Majors)2. As part of their activities the Majors wholesale fuel to others, mostly fuel
distributors, such as Allied Petroleum, Farmlands, McKeown Petroleum and Waitomo Petroleum
under long-term supply contracts. However, wholesale sales ex-terminal to smaller wholesalers
(such as Gull) or other independent market participants is not a regular feature in New Zealand.

The Study found most wholesale contracts involve a pricing formula that pegs the wholesale price
to the cost of imported refined products and while prices will reflect movements in the commodity
price, the pricing formulas are generally fixed for the term of the contract. They also highlighted
that part of the reason for rising retail fuel margins in the South Island and Wellington relative to
the rest of New Zealand was due to the inability of independent suppliers to be able to reliably
access fuels on a wholesale basis from terminals located in that part of the country.

The Study concluded that unless terminal capacity in places like Wellington and the South Island
were to become available, it would be difficult for an entrant to enter these markets (despite
higher margins) due to lower population density, higher distribution costs (for the South Island)
and the need to quickly secure market share (i.e. retail sites) as well as lack of terminal access.

The study recommended further assessment on the possible creation of a liquid wholesale market
to allow independents to compete head to head with the Majors in all parts of New Zealand.

2BP Oil New Zealand Ltd, Mobil Oil New Zealand Ltd and Z Energy Ltd including Z Energy 2015 Ltd
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2.2 What is the wholesale market?

It is important for the purposes of this review to define what is meant by wholesale markets so we
can compare the New Zealand market with other jurisdictions.

The Australian Competition and Consumer Commission (ACCC) provides a view of wholesaling in
its role promoting competition and fair trade in Australia. It is responsible for monitoring the
effectiveness of an industry oil code (the Oilcode) under the Australian Competition and Consumer
(Industry Codes-0Qil) Regulations 20173. The QOilcode sets a framework for regulating the conduct
of suppliers, distributors and retailers involved in the petroleum marketing industry.

The Oilcode defines wholesale suppliers as “a person who sells declared petroleum products by
wholesale from a wholesale facility” and defines wholesale facilities as an oil refinery, a shipping
facility, or a facility that is connected to an oil refinery or a shipping facility either directly or
indirectly via another facility. Hence the Oilcode delineates wholesaling by reference to defined
activities. This is illustrated in Figure 1.

Figure 1: Pictorial diagram of the wholesale market in Australia

Source: ACCC

There may be circumstances where a market participant is of sufficient scale to justify its own
storage facilities e.g. an industrial or mining activity. If it was also retailing it could be considered
a wholesaler but that is unlikely to be an outcome in New Zealand. Nevertheless it suggests that
classifying a market participant may at times be situation specific.

The implications of how different entities might be classified by activity was identified as an issue
by MBIE in considering how levies proposed under the Gas Act could be recovered. This identified
that the role of an entity could change depending on the nature of the activity undertaken in the

supply chain (see Figure 2).

3 Competition and Consumer (Industry Codes — Oil) Regulations 2017
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Figure 2: Diagram of different supply chain arrangements for paying the gas levy

This suggests the activities that delineate wholesaling petroleum products could include:

The supplier acquires, receives, stores and distributes bulk petroleum product;
The customer purchases petroleum product from the facility for resale;

The supplier supplies to other participants in the chain; and

The supplier generally does not supply to the ultimate end user.

In the New Zealand market however, only some of the participants involved in the wholesale
market are buyers or sellers. For example, Refining NZ provides a refining service to its customers.
It does not act as the wholesale supplier, even though Refining NZ's facilities may be used by its
customers in wholesaling products. Hence control or use of facilities may also be a test to
delineate wholesaling rather than ownership. Also, while the larger fuel distributors may on-sell to
the retail market they generally do not own or control storage. Hence, having storage will be
relevant to considering whether distributors are wholesalers.

2.3 Wholesale market definitions in this report

For the purposes of this report, as it is likely to equate with most descriptions used in other
markets, when we refer to:

m  "the wholesale market” or "the wholesalers”we mean the market in line with
the adjusted Oilcode definition (for New Zealand this would be for bulk sales from
fuel terminals by one of four companies (BP, Gull, Mobil or Z)

Under this definition fuel distributors would not be considered as wholesalers (as they don't tend
to own or control storage), although they are involved in wholesale activities either as a purchaser
or in some cases as a reseller of bulk fuels to an end user.
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3.0 Wholesale markets in other jurisdictions

In many countries competition authorities have responsibility for reviewing and monitoring the
performance of wholesale and retail fuels markets. In some cases, markets are highly regulated
requiring authorities to set or establish prices; in other countries (like New Zealand) authorities
take a more light-handed approach, with price transparency and monitoring being their key tool
for checking competitiveness of the retail fuels market.

While this report focuses on regulatory wholesale market interventions in other jurisdictions, the
literature review done by H&T found interventions have often arisen out of merger/acquisition
activities and retail price reviews, rather than from a review of the wholesale market. This is the
case for New Zealand where the Study was in response to concerns about rising retail fuel
margins. This section summarises H&T’s findings on selected market interventions (both wholesale
and retail where relevant) for other jurisdictions.

3.1 Australia

Responsibility for assessing effectiveness of competition in petrol and diesel markets in Australia is
held by the ACCC. It does this in its role to enforce the Competition and Consumer Act 2010 (the
Act) across the Australian economy. ACCC's activities in the petroleum sector cover enforcement
and compliance, merger and acquisition, authorisations and notifications. It also undertakes
market studies of the broader petroleum market from time to time, along with studies in specific
geographic areas. The ACCC is charged with reviewing effectiveness of an Qilcode, a mechanism
designed to regulate the conduct of suppliers, distributors and retailers in the petroleum sector.

The ACCC has defined the wholesaling sector by reference to three broad categories including:

m  Refiner-wholesalers: BP, Caltex, Mobil and Viva. These companies supply
petroleum which has been produced in domestic refineries, bought from other
refiner-wholesalers through *buy-sell’ transactions, and imported.

m  Independent wholesalers: including Puma Energy, United and Liberty. These
companies source petrol from Australian refiner-wholesalers and/or overseas
refineries.

m  Independent importers: a small number of companies import low volumes of
petrol into the Australian market, which they wholesale.

The wholesale and retail activities making up the supply chain delivering petrol and diesel to end
consumers are illustrated in Figure 3. The ACCC monitors these elements, but exploration and
extraction along with international refining do not form part of its remit. Petroleum prices are not
regulated in the Australian market; ACCC's role is a monitoring one.

Figure 3: Australian Wholesalers
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3.1.1 The Oilcode

The change from a regulated to deregulated market in Australia resulted in the need for change to
the regulatory framework. In 2006 these arrangements were replaced by an Oilcode* to regulate
the conduct of suppliers, distributors and retailers. The objectives of the Oilcode were to:

1. Improve transparency in wholesale pricing;
2. Set minimum standards in relation to contracting requirements;

3. Assist market participants to make informed decisions when managing fuel reselling
agreements; and

4. Provide access to cost effective and timely dispute resolution processes as an alternative to
litigation.

The ACCC was charged with assessing the effectiveness of the Qilcode.

The initial Oilcode had a sunset clause (April 2017). A review of the Oilcode in 2008 concluded
that the code had met its objectives but improvements could be made in the areas of contract
terms and conditions, terminal gate pricing arrangements, dispute resolution and ongoing review.

In 2013 the Australian government undertook a major independent review on competition policy.
This review identified that codes of conduct play an important role in competition policy. This fed
into a specific review of the Oilcode, which began in late 2014 via a process of public consultation.
Several options were proposed including repealing the code, retaining in current form and
retention with the possibility of substantive change. Retention was supported across the industry,
but with differences in view about the need for change. The review recommended the Oilcode
should continue with minimal change and the regulations were promulgated in April 2017.5

Terminal Gate Price

One key mechanism is the requirement for wholesalers to set a daily Terminal Gate Price or TGP.
The TGP is the published price at which an independent purchaser can expect to buy a minimum
quantity of fuel in a road tanker at each terminal facility.

Access

This entitlement to buy is conditional on meeting certain requirements, including the ability to pay,
and to meet the wholesale supplier’s environmental, health and safety standards. However, under
the TGP arrangements a wholesale supplier must not ‘unreasonably refuse’ to supply declared
petroleum products (Part 2, Division 3,11). The Oilcode contains a dispute resolution mechanism
(which includes appointment of a dispute resolution advisor by the Minister) and a process for
good faith, but non-binding, mediation for resolving disputes such as a wholesale supplier refusing
to supply declared petroleum products.

Reasonable refusal to supply would include having insufficient product, inability of the reseller to
pay, the reseller not meeting health and safety standards or not ordering the minimum set
guantity.

4 The Competition and Consumer (Industry Codes-OilCode Regulation 2006)
5 https://www.legislation.gov.au/Details/F20171.00223
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The TGP operates effectively as a spot price for small volumes (a buyer must buy a minimum
30,000 litres; the supplier must not ‘unreasonably refuse’) and may act as a baseline or reference
point for companies wishing to negotiate longer term arrangements with wholesalers. As it is a
spot price for small quantities, TGP’s are not considered representative of wholesale prices, which
would normally be transacted at a discount to spot pricing and hence there is some doubt about
its effectiveness. Few wholesale sales are actually made at the TGP level and with the continued
structural change in the industry, from a large number of small independents to a smaller number
of larger independents, the demand for small spot sales is likely to diminish.

However, ACCC’s analysis of wholesaler pricing indicates TGP’s generally follow import parity and
actual wholesale pricing as is indicated in the following charts:

Figure 4: TGPs and month average wholesale prices (cpl)

Figure 5: Month average wholesale prices and IPP from RULP (cpl)
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3.1.2 Role of the ACCC

The ACCC has powers to undertake market studies. In 2007 the ACCC carried out a major public
enquiry into unleaded petrol. This found that while the market was fundamentally competitive, the
wholesale market was highly concentrated in the hands of the four refiner marketers, which
impacted on the wider market. The ACCC noted several factors worked against new entrant
wholesalers, including lack of access to import terminals. It also noted that features like “buy-sell”
arrangements (the way that refiners sold their fuel to satisfy each other’s requirements) had an
impact through the whole distribution chain.

ACCC put forward several recommendations to help promote greater competition in wholesale
markets including identifying barriers to entry for independent importers. It was also mandated to
conduct ongoing annual reviews of the industry, the last of which occurred in 2014. More recently
its monitoring has switched to market studies of particular regions. These regional studies may not
endure as the findings suggest market conditions in one area are broadly consistent with others.

TGP's are also used as the wholesale basis for measuring average retail margins for the ACCC
regional studies. Margins have been calculated by subtracting average TGPs from average retail
petrol prices. Market studies have been undertaken in:

m  Darwin (November 2015): There has been a substantial decrease in the
differential between Darwin prices and the five largest cities in 2016 compared to the
2013/14 period which predated the market study.

m  Launceston (July 2016): A similar story as for Darwin.

3.2 Canada

The retail fuels market in Canada has seen significant change over the last couple of decades with
development of large multipurpose retail sites where fuel is just one of the many offers available;
similar to New Zealand, Canadian retail sites have expanded to include non-fuel offers such as
barrister made coffee and food outlets. Concerns have been raised with Canada’s Competition
Bureau (the Bureau) about the impact of this on retailer margins.

Of interest to this report is the 2009 Suncor/Petro-Canada merger which involved assets across
the supply chain including production, refining, shipping, terminal facilities, distribution, and the
wholesaling and retailing of refined products. The area of greatest concern to the Bureau was the
Greater Toronto Area (GTA) where ownership of two out of six refineries would be combined, with
the merged entity controlling much of the terminal capacity at the GTA end of the Trans-Northern
Pipeline. The Bureau concluded that absent wholesale and retail remedies, there would be a
substantial lessening of competition.

In response to the Bureau’s concerns about the impact on competition within the GTA the parties
agreed to provide:

m A 10-year terminal access agreement for capacity in GTA (awarded to Ultramars);
Provide wholesale volumes to unintegrated retail competitors in the GTA; and
Divest 104 retail sites; 98 of these were divested to Husky who was an established
player in the market, but with limited presence in Southern Ontario.

¢ Ultramar (a subsidiary of Valero Energy Corporation) was a market participant in the GTA, but its existing
terminal/distribution contracts were nearing expiry. The new terminal access agreement greatly increased
their capacity allowing them to expand their wholesaling presence and compete for supply to independents.
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More generally the Canadian federal government does not regulate fuel prices in Canada, but
some Canadian provincial governments have more recently chosen to regulate retail prices,
principally to reduce price volatility and to protect small retailers:”

m  Quebec: Sets a minimum weekly petrol price based on its estimate of the acquisition
cost, plus costs such as transportation and a minimum margin.

m  New Brunswick: The Energy and Utilities Board sets a maximum weekly petrol
price using a formula based on the New York Harbour price, with allowance for other
costs and margin.

m  Nova Scotia: Uses the New York Harbour spot prices as a benchmark. Wholesale
prices are set 6¢pl above the benchmark with different transportation costs for each
price zone. Retailers are allowed a margin of between 4cpl (minimum) to 5.5cpl.

m  Prince Edward Island: The Island Regulatory Appeals Commission has full
discretion for setting retail prices and tracks a variety of benchmarks, although it
typically uses New York Harbour prices when regulating maximum and minimum
prices. Wholesalers also have the right to apply for a wholesale price decrease.

m  Newfoundland and Labrador: Maximum retail petrol prices are set by the Board
of Commissioners of Public Utilities based on spot prices for petrol with add-ons for
various factors such as wholesale and retail margins, transportation and taxes.
Transport costs differ for each of the 18 zones in the province. Prices are revised
monthly.

Information on the Consumer Council website$ indicates major oil companies opt to post daily
wholesale prices for petrol at each terminal and that these rack prices will be similar to the price
companies would sell fuel to independent resellers. It's not clear from the literature if wholesalers
are required to post wholesale prices or if this is done for commercial reasons.

3.3 Chile

Chile's fuels market has some interesting lessons for New Zealand as there are many similarities
(long thin country supplied by a mix of refined product and import cargoes). The structure of the
Chilean market is:

m  All three refineries are owned and operated by ENAP, which is a State Owned
Enterprise (SOE). ENAP is also active in the upstream (exploration and production)
but not in the downstream (retailing);

m  The refineries supply about 60% of the market with the balance being imports of
finished product;

m  ENAP is involved in product imports as are private companies (private company
imports are dominated by one company - Copec);

m  Much of the key distribution assets (pipelines) are owned by SONACOL a company
owned by ENAP and participants in the wholesale market (a total of five owners);

m  Storage facilities are owned by companies directly (ENAP and participants in the
wholesale market), sometimes as joint ventures between two companies. Some
major industry customers own their own storage facilities;

m  The total market size is about 340 thousand barrels per day (20 billion litres) just
over twice the size of the New Zealand market;

7 http://www.consumerscouncil.com/index.cfm?pagepath=Help Library/Gasoline Prices/Price Regulation&id=13904

Shttp://www.consumerscouncil.com/index.cfm?pagepath=Help Library/Gasoline Prices/Refining and Wholesale Market
s&id=13898
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m  The wholesale market consists on ENAP and direct imports as the 'sellers’ and four
companies (Copec, Enex, Terpel and Petrobas) as the main buyers with other small
wholesalers having less than 5% share;

m  Retail (based on site numbers) is dominated by the four companies above with Copec
in particular having almost 60% market share. Independent distributors have only
3% of sites. The retail segment "has been identified by the competition authorities in
Chile as a highly concentrated market."

Competition issues in the market are overseen by a government department (Fiscalia Nacional
Economica - FNE) with cases investigated by the Chilean Competition Tribunal (TDLC). The main
cases of relevance to the wholesale market relate to conditions put on mergers. When the largest
company (Copec) sought to purchase a company that also owned a competitor in the Chilean
wholesale/retail market, conditions were imposed. While Copec had proposed selling the
company's Chilean subsidiary within two years and keeping operations independent in the interim,
TDLC added additional conditions with the aim of keeping competition in the wholesale market:

"The TDLC upheld the position of the FNE, holding that maritime terminals and storage
facilities were essential facilities for the wholesale distribution at a national level, that the
high sunk costs were an entry deterrent and that the time needed for planning new
infrastructure and logistics projects for wholesale distribution made it very hard to have
timely entry or new entry at all "°

The additional conditions imposed included selling all the Chilean downstream assets (including
marine terminals and retails sites) to a single buyer (aiming to give the buyer scale to compete
independently) within 18 months. When the proposed purchaser was another competitor in the
market, TDLC also rejected this due to entry barriers and coordinated effects. However, this was
appealed to the Supreme Court who overturned the rejection (they held that prohibiting the
transaction was not proportionate) and allowed the purchase to go through (with some minor
conditions for retail site divestment).

3.4 South Africa

Retail petrol prices are regulated in South Africa by the South African Department of Energy with
these built up on a first principles basis using a notional import parity price formula, allowances for
local costs (e.g. transportation) plus annually set wholesale and retail margins. Retail diesel prices
are not regulated, but the Department uses the same methodology to calculate a wholesale diesel
price. Further details on each of the components used in the price build up is given below.

Basic Fuel Price (BFP) 1

The BFP is described as a notional import parity price that provides a realistic estimate of what it
would cost to bulk import that fuel. The BFP methodology has been in use since 2003 (replacing
an earlier price methodology dating back to 1994). The BFP also includes some local costs.

m  Uses daily spot market prices (petrol = 50% Med. + 50% Sing., diesel = 50% Arab
Gulf + 50% Med.)

m International shipping cost to South African ports and shipping related costs such as
demurrage, insurance and other minor costs

® OECD Competition in Road Fuels, 2013 (page 101)
10 OECD Competition in Road Fuels, 2013 (page 103)
1 http://www.sapia.org.za/Portals/0/doc/Price_adjustment FINAL.pdf?ver=2016-02-01-090916-157
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m  An allowance for cargo losses and landing (wharfage) charges
m  Receiving terminal costs
m  Stock financing

The BFP is reviewed monthly (just prior to the end of the month) against the spot prices for that
month to determine if an adjustment is required to correct for how spot prices moved versus the
figure used for that month's BFP. The information reviewed implies the BFP is used as the transfer
price from refining to marketing, although we've not found detail on how this is done.

Regulated retail petrol price

South Africa has a long history of price regulation with information suggesting this dates back to
the mid-1970’s where the government at that time controlled the level of returns oil industry
participants could make on their assets. In 2004 the predecessor to the South African Department
of Energy started using the regulatory accounts to set appropriate margins for retail petrol. While
information suggests this change was made as a precursor to deregulation, H&T has not found
anything to suggest that deregulation is currently under consideration.

The current regulated retail price for petrol in each zone in South Africa is the sum of:

The BFP for petrol;

Government taxes and levies;

Wholesale margin, this is set annually by the government based on a review of oil
company costs and profitability;

m  Service differential to cover oil company depot costs and depot to customer delivery
costs - like the wholesale margin this is set annually by the government;

m  Transport costs for moving petrol from coastal ports to inland distribution centres by
pipeline, rail or road. Rates are set for different zones (to reflect distance from the
port) using information from the Road Freight Association or actual pipeline rates;

m  Dealer margin - this is described as the margin that service station owners/operators
are permitted to add to the petrol price. This is set annually by the government; and

m  Other adjustment factors to cover where pump price adjustments have caused a
delay in price recovery and to round the price to whole cents.

Wholesale and retail margins

Chart 1 below shows how wholesale and retail margins have been set over time by the South
African Department of Energy.

Chart 1: Wholesale and dealer (retail) margins over time
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Chart 1 shows the combined wholesale and retail margins (in US dollars) have remained fairly
constant since 2010, which reflects the regulatory formula used by the South African Department
of Energy for setting retail petrol prices.

3.5 United Kingdom

The United Kingdom (UK) carried out an investigation into claims that its petrol and diesel sectors
were not working well in 2012/2013. The UK fuel market had undergone several changes over the
previous decade including:

The rise of supermarket retailers (29% in 2004 to 39% in 2012);
The decline in the number of retail forecourts (stations) which dropped by 20% over
the same period;

m  The closure of two refineries leaving seven operating refineries, of which all except
one had either been sold or put up for sale; and

m  The expansion of direct importers and road fuel blenders2 in the wholesale sector
(i.e. companies developing import facilities).

The complaints leading into the investigation included price variation between regions (including
between Great Britain and North Ireland) and between urban and rural areas. The higher cost of
motorway forecourts was also raised as an issue. Within the sector, independent dealers
complained that they were unable to compete fairly with supermarkets and oil company sites.

The initial evidence (price level for fuels excluding taxes) was the market was working effectively
as the UK had some of the cheapest fuel in Europe on a pre-tax basis. While pump prices had
increased substantially up to 2013 this was primarily related to an increase in the cost of crude
and an increase in tax and duty. The increase in the combined refining, wholesaling and retail
margin was much smaller, except for diesel which was largely a result of a significant increase in
refining margins.

The main findings from the study was that:

m  There was some variation in prices from town to town but much less than the public
perception. The differences generally related to the presence in a region of a
supermarket and/or local retailer resulting in better competition;

m  There was a price variation between urban and rural areas (just under 2ppl or around
NZ 3.5 cpl)™ but this difference was explained by higher costs (transport and lower
throughputs) and less supermarket competition;

= Northern Ireland was more expensive with the difference again related to lower
volumes;

m  Motorway fuel was significantly more expensive and a recommendation was made to
investigate a requirement to display price boards (prior to the slipways to the sites
we assume); and

m  There was not enough evidence to conclude that independent dealers could not
compete fairly although it was noted supermarkets have greater buying power due to
their volume. Generally consumers benefited from this power through cheaper prices.

12 Road Fuel Blenders import petroleum components for blending to finished product rather than importing
finished product that is ready for sale.

13 Note MBIE measures fuel margins from a finished product base, so refining margins are excluded from its
analysis.

14 In comparison, observed regional retail price variations in New Zealand can be over 20cpl.
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An important finding in the context of this review was that the rise of direct importers and Road
Fuel Blenders had expanded the range of players in the wholesale market providing more options
for retailers and strengthening the competitive constraints at wholesale level. The buyer power of
the supermarkets was seen to be an element stimulating this expansion of the wholesale market,
providing a counterbalance to large size of the wholesalers.

3.6 USA

The U.S. Federal Trade Commission (FTC) monitors the competitiveness of the downstream
petroleum sector. Its activities have included market studies, investigating and prosecuting cases
of anti-trust violations and advocacy with policymakers.

Wholesale markets in the U.S. offer a high level of price transparency compared to many markets
elsewhere with wholesale benchmark prices published for purchasing wholesale petrol and diesel
from established wholesale markets in specified locations such as New York Harbour, Gulf Coast
and Los Angeles. The existence of these wholesale markets means that prices will respond to local
supply and demand conditions such as temporary loss of refinery capacity, pipeline disruptions,
etc. and as a result daily retail prices for petrol and diesel will also reflect local conditions.

Investigation of merger/acquisition requests is also a feature of the FTC's role, particularly for the
downstream sector, where the risk of unilateral conduct might impact on subsequent activities e.g.
refining on wholesale markets and wholesale markets on retail markets. 15

The FTC actively monitors 20 wholesale markets and retail petrol and diesel prices for 360 cities as
well as using data from the U.S. Department of Energy. They describe how an econometric model
allows the FTC to quickly identify cases where there are unusual price changes, which triggers
further investigation to see if this is a result of market conditions or if this might warrant an anti-
trust investigation. This model has been developed by the FTC over a couple of decades. Daily
wholesale and retail prices are used to check weekly prices are moving consistently compared to
history and that price changes in one location reflect price changes in other locations.16

In conclusion, like Australia and New Zealand the U.S. approach is based on monitoring market
performance. But with the size, depth and granularity of the U.S. market the regulator is able to
provide extensive data on markets at all levels, including wholesale.

3.7 Reflections on other jurisdictions

Some general observations arise from examining the wholesale markets in other jurisdictions such
as Australia, Canada, Chile, South Africa, United Kingdom and the US.

More fragmented market environment

Petroleum wholesale and retail markets internationally have undergone significant change over the
last 30 years. Individual country supply and distribution activities have become more diverse and
fragmented, with a greater variety of market participation from non-traditional players (e.g.
independent wholesalers including storage only provider/operators, supermarket retailers, branded
distributors, independent retailers). At the same time, we have seen a reduction in the extent of
vertical integration that was a feature of the traditional market.

15 OECD Competition in Road Fuels, pg. 333
16 Gasoline Price Changes and the Petroleum Industry: An Update | FTC & Bureau of Economics | 2011
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It is likely that other wholesale markets have become less concentrated, although it is possible
that concentration could also increase e.g. the merger and acquisition activity such as what
occurred in Canada. Similarly, it could be argued that the wholesale market in New Zealand has
become more concentrated as a result of the Z acquisition of Chevon (Caltex brand).

Wholesale petroleum markets do not act like major commodity platforms

None of the countries examined (except perhaps for the US) currently have liquid wholesale
markets where wholesale suppliers and buyers contract through a market or trading platform on a
daily basis, in a similar way that other major commodity markets operate, or local markets such as
the New Zealand electricity market and the more recently established spot gas market where
buyers and sellers can transact in the market and prices are determined daily in the interaction
between supply and demand. Rather, wholesale activities for fuel tend to reflect bilateral
transactions between the wholesaler (as the wholesaling asset owner) and another market
participant who doesn't have wholesale assets, and perhaps reflecting the need for supply security
from having longer term supply arrangements rather than relying on spot transactions.

The US does have commodity markets in key petroleum commaodities but these will still be based
on a specific location for uplift/delivery or be used as the benchmark for uplift from other
locations. This will be an outcome of the particular market where prices are assessed by reporting
agencies which then form the basis for pricing from specific locations.

Wholesale market concerns can arise from other parts of the chain

Several countries have identified competition concerns at a wholesale level in the course of
considering whether to approve specific merger and acquisition proposals in other parts of the
value chain e.g. retail merger/acquisition. Canada provides an example and highlights that in the
context of change how markets operate and the impact on competition will be situation specific.

4.0 Wholesaling in NZ

Although the New Zealand market has similar features to others in the facilities making up the
supply chain, there has been relatively little focus on what could be considered a wholesale
market. This is probably because the market has been relatively homogeneous - twenty years ago
the profile of market participants was limited to the four oil majors and their petroleum supply
chains and marketing activities were similar. This was reinforced by the way arrangements for the
supply and distribution of product to consumers were shared. Over the last 20 years, and
particularly after deregulation of the petroleum fuels market in the late 80’s, this profile has
changed as the companies followed divergent strategies and as new players entered the market.

The delivery of petroleum products to consumers involves two supply chains, namely:

1. Refinery supply —where the three largest (and vertically integrated) market participants!”
(the Major Participants) receive refined petroleum products via their crude oil processing
arrangements with Refining NZ;

2. Direct importation — where the Major Participants and Gull import finished product to the
facilities they own and control to meet their full market requirement.

17 BP Oil New Zealand Ltd, Mobil Oil New Zealand Ltd and Z Energy Ltd including Z Energy 2015 Ltd
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A relatively unique feature of the New Zealand market is the extent of sharing of supply chain
facilities, particularly by the Major Participants. This sharing includes:

1. Refining NZ — New Zealand's only refinery where the Major Participants have individual
processing agreements with Refining NZ, the owner of the refinery, to process the crude they
present and receive back as refined product;

2. Coastal shipping — where the Major Participants control two coastal tankers (under the
Coastal QOil Logistics joint venture company) that uplift their product from the refinery in
Whangarei to distribute to storage terminals around New Zealand;

3. Shared storage — the Major Participants have an arrangement to share their storage with
each other to facilitate efficient coastal shipping. Related to this the Major Participants have
negotiated bilateral hosting arrangements (B&L) for controlling access and offtake rights to
access the storage facilities at a specified location;

4. Product storage/offtake facilities receiving product via pipeline from Refining NZ;
a. The truck loading facility adjacent to Refining NZ;

b. The Wiri oil storage facility which receives product via pipeline from the refinery at
Whangarei — the pipeline is owned and operated by Refining NZ but the Major
Participants control access to the storage/road loading facility.

While supply chains internationally will also have these features individually they may have
different attributes which need to be taken into consideration when attempting to understand
competitive effects on wholesale markets, including for New Zealand. For example, the Australian
wholesale market features “buy/sell” arrangements where the refiner/marketers negotiate mutual
supply by way of purchase from each other’s wholesale storage facilities. In New Zealand the use
of shared storage by the Major Participants provides a mechanism at wholesale level for storing
product in any of the shared facilities and drawing from the same or another facility where its
marketing needs are.

Some petroleum markets distinguish between primary distribution and secondary
distribution, where the primary category includes maritime supply chains from supplying
refineries to main storage, pipelines to main storage and the main storage facilities themselves,
with secondary distribution covering distribution from primary facilities (by truck or pipeline) to
another storage facility. Secondary distribution feature more in larger markets and countries.

In New Zealand the sharing of storage is only done by the Major Participants (who have
established this system), although offtake from these facilities can be done by contracted fuel
distributors, some whom contract to distribute on behalf of the Major Participants and some who
contract supply for their own retail activities. The greater fragmentation of the smaller distributor
segment into the retailer market has been a significant trend over recent years (see Figure 6).
While some distributors could be regarded as wholesalers in a wider context they are generally
not engaged in wholesaling because they do not own storage.
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Figure 6: NZ Wholesale/Retail Market Evolution

In New Zealand ownership of facilities may not mean control. Using the ACCC or Oilcode view
wholesaler facilities in New Zealand would extend to the Marsden Point refinery, port terminals,
Wiri, and the Truck Loading Facility. However, unlike the Australian situation some of these
facilities are not buying or selling in the market.

For example, Refining NZ is a tolling refiner that provides a refining service to its customers. The
customers present crude for processing and receive refined product back which they collect and
distribute to various locations. Refining NZ's transaction is to provide a refining service; it does not
act as the wholesale supplier, even though facilities allied to the refining process (as defined by
the QOilcode) would be used in the value chain delivering petroleum products to consumers.

The ACCC's view in Figure 1 could also incorporate independently branded fuel distributors such
as Allied Petroleum, Farmlands, McKeown Petroleum and Waitomo Petroleum where these
companies also sell to the retail market. However, these entities generally do not own or control
storage in the same way as similar entities in Australia do. This suggests that the control of
storage may be a relevant consideration in delineating who is a wholesaler in the New Zealand
market.

Applying this framework to New Zealand, we would consider the true wholesalers in the New
Zealand market would be the four companies; the Major Participants (BP, Mobil and Z) and Gull
who own storage at Mt Maunganui. And by inference the relevant wholesale facilities in New
Zealand would extend to product made available from the Marsden Point refinery, port terminals,
Wiri and the Truck Loading Facility.

5.0 Summary of Wholesale Market Interventions

In this section we summarise what we see as common interventions in wholesale markets and we
comment on the impact on wholesale markets where they were used. We have constrained
discussion to wholesale markets even though some of these interventions may have been
prompted by other parts of the market such as studies on retail margins or merger/acquisition
activities.

51 Disclosure and Monitoring

Disclosure and monitoring is a fairly common theme/response where concerns have been raised
about the competitiveness of wholesale markets but it can take different forms. Our review of
other jurisdictions indicates that regular reviews and/or market studies have been undertaken with
reasonable frequency in Australia, Chile, the UK, South Africa and the US. The New Zealand
Government also uses monitoring and reviews to check market competitiveness. In many ways,
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we would expect disclosure and monitoring to be a first line response to concerns about
competitiveness as the value of market studies will be to shed light on whether domestic prices
are tracking international prices; this was acknowledged as an outcome by the ACCC in its 2007
study of the retail petrol market.

These studies have ranged from major enquiries, to regular, more focussed reviews that operate
on an accepted range of metrics as an indicator e.g. margin analysis using TGPs. The value of
regular reviews would appear to be in:

m  Shedding light on particular markets and market pricing (such as in the UK where
investigations found variations in UK retail prices were consistent with costs to service
the market);

Assessing specific market performance over time;

Providing assurance or otherwise that markets are following established price
benchmarks, i.e. to test that what is observed in the market under review is what is
occurring in the benchmark markets as well.

5.2 Provision of information

Allied to monitoring is the ability to require information from market participants. This enables
wholesale prices to be tracked against accepted approaches to building up the landed cost of
petroleum at wholesale level. This power is a feature of the market monitoring activity by the
ACCC in Australia. Our understanding though is that virtually all participants have voluntarily
agreed to provide this information to the ACCC.

The US approach is to monitor daily wholesale and retail regional prices to compare weekly prices
to look for abnormal trends and then investigating each instance where unexpected results
(compared to history or with other locations) have occurred. It's not clear if the government can
require these prices or if these are provided voluntarily like that done in Australia.

53 Mandated Requirements

Mandated requirements can range from strong intervention (e.g. where prices are set or certain
market outcomes are stipulated by a regulator), to more light-handed approaches where a
mandating framework seeks to regulate the conduct of suppliers, distributors and retailers in the
petroleum marketing industry. In some cases (e.g. Canada and Chile) mandated requirements
have arisen from merger and acquisition activities, but in other jurisdictions there are legislated
requirements. Australia provides a useful illustration of a light-handed approach via its use of
codes of practice (see Section 3.1.1). This enables other features to be part on this approach.

5.3.1 Access

Although the Australian Oilcode purports to regulate market conduct, the entitlement to access
petroleum product is premised on a spot transaction (a market participant can use the code to
access a minimum 30,000 litres, which we assume is based on a typical parcel that might be
uplifted and delivered to distributors/retailers). The wholesaler cannot unreasonably refuse access
to product.

However, the code does not specify volumes beyond the spot minimum. As such it is not clear
that a distributor/retailer can rely on it to demand access to product for longer term
arrangements. Although longer term transactions are referenced in the Qilcode, we are unsure
that it has ever been used in earnest or relied upon by the regulator.
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Furthermore, the Oilcode does not provide the ability for a market participant to demand access to
the wholesaler’s storage. The Qilcode does not contemplate a market participant being able to
import into the wholesaler’s facility and distribute from it. We are unsure whether accessing a
wholesaler's facility was considered an issue in the formulation of the Australian Oilcode; it seems
unlikely as the rationale was to regulate the conduct between suppliers, distributors and retailers
at a time when the market was becoming deregulated. If access to a wholesaler's facility was to
be part of an Oilcode for New Zealand this would need to be addressed through the competition
framework operating in New Zealand.

In any event the Australian market has evolved with a number of the new entrants creating
demand for access to product at a wholesale level. This has been reinforced by the existence of
third party storage providers enabling new entrants to access these facilities without the need to
rely on the existing refiner wholesalers.

So while effectiveness of the Australian Oilcode may be uncertain that doesn’t mean it has proved
to be ineffectual; effectiveness may depend on the state of the market or the problem to be
addressed e.g. providing access to wholesale facilities.

The Canadian experience provides an example where access to wholesale facilities has been
required as a condition of authorisation for a major merger/acquisition transaction. This is an
example of the regulator taking a strong intervention stance in order to address its concerns about
the transaction’s impact on competition. In this case the response arose out of a specific merger
and acquisition transaction, and was location specific. Canadian experience suggests wholesale
market intervention needs to be assessed in terms of its impact on competition.

5.3.2 Posted/Gate/Rack Prices (Terminal Gate Price)

A visible or posted price is another feature of wholesale markets in Australia and the US. At the
wholesale level a posted price can improve transparency because it provides the opportunity to:

m  Benchmark the stated price with the notional cost to import product (import parity)
through the wholesaler’s facilities; and
m  Provide visibility between the cost to import and prices indicated at the retail level.

Under the Australian Oilcode wholesalers are required to publish a daily Terminal Gate Price. This
is intended to provide price transparency, but in reality it is the negotiated wholesale price which
is the effective market measure. Nevertheless, TGP’s are used by the ACCC to monitor retail
margins across Australia.

The requirement to publish the TGP is part of the Qilcode. However, it also goes hand in hand
with the right to access product. Hence without the ability to access product a TGP would arguably
be of reduced value.

As noted in Section 3.6 prices are posted at specified wholesaler locations in the US and these act
as commodity benchmark points themselves. The US market is of such a size (production, refining
capacity, storage) that certain locations (e.g. New York Harbour, US Gulf and US West Coast) act
as international benchmarks in their own right. And because of their size, local wholesale markets
can reflect specific supply/demand factors at the actual supply point as well as factors impacting
international benchmarks. By comparison Australian wholesale prices would likely adjust only in
response to changes in international price benchmarks. We would expect this to be the case for
New Zealand as well.
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Despite the depth of US markets, the regulator is still able to monitor wholesale prices against
international benchmarks and local margins because of its monitoring role.

6.0 Applicability for New Zealand

In this section we consider what might be applicable for a New Zealand wholesale market. This is
not to be seen as an attempt to justify the intervention, but rather to understand how it might be
applicable. To facilitate this discussion we consider where there might be potential competition
benefits.

6.1 How to delineate the wholesale market

Currently the New Zealand wholesale market is not a strongly visible feature of the market, with
most wholesale activities governed through long term supply contracts between the wholesaler
and the purchasing market participant. Taking the approach that other countries apply, there are
activities which can be identified as constituting a wholesale sale, enabling the identification of
specific points in the value chain where the wholesale transaction occurs.

At the same time there are some parts which may or do not fit within the criteria (e.g. Refining
NZ). If an outcome was to impose obligations on wholesalers these might need to be excluded.
These examples are likely to be limited (the most obvious example being Refining NZ) but they
would still need to be assessed according to the transaction basis discussed in Section 2.2.

6.2 Disclosure and monitoring

The Australian example indicates that wholesale participants voluntarily provide data on wholesale
sales to the ACCC. The regulator is able to benchmark wholesale data supplied against the
published terminal gate prices and its assessments of the import parity cost. In the Australian
example disclosure and monitoring of wholesale prices on a monthly basis provides evidence of
how prices are tracking cost (identifying margin trends), including where there might be
divergence. TGP’s are also used by the ACCC to monitor retail margins.

To be an effective indicator of wholesale competition it is arguable that disclosure data should be
based on actual sales for the location in which the fuel is supplied. This will improve the
transparency of the pricing data.

Market segment volumes in New Zealand are collected and captured in the Ministry’s Energy in
New Zealand data information and reports. However, it is not clear to what level of aggregation
this is done, what particular transaction point is being used or if any pricing data is collected with
the volume data. It is also not clear whether this reflects wholesale and/or commercial sales.
Given the nature of the supply chain, the impact upon markets may need to be identified at the
regional level so that related benchmarks and margin trends can be identified by location.

There is likely to be additional value where the regulator is required to undertake market studies
or is required to assess the impact on wholesale markets of any merger and acquisition activity.
Any assessment would then have recourse to possible impacts at the wholesale level, including
how they might track or diverge on an intra-regional basis.

Some further work may be required to ensure the data captured is appropriate to the actual
wholesale sales point.
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6.3 Mandated Requirements
6.3.1 Codes of practice

As noted in Section 3.1.1 the Australian Oilcode regulates the conduct of suppliers, distributors
and retailers. It does so by setting a framework by which buyers can expect to access product
under certain conditions. Wholesale suppliers are required to publish a Terminal Gate Price and
cannot unreasonably refuse to supply. An Oilcode type mechanism does not exist in New Zealand.

From feedback given to us by the ACCC, very little volume is transacted at the TGP as most
participants access product on a longer-term basis; prices reflect the nature of the specific
transaction with the supplier.

While a code of practice could be beneficial in New Zealand as it would provide an opportunity for
new entrants to gain access to product, at a relatively low threshold (this may signal competitive
threats to incumbent wholesalers) this is unlikely to provide a strong bargaining position for the
new entrant. However, this may prejudge how a new entrant would view a market opportunity or
how the market might evolve in the knowledge that spot supply could be available.

6.3.2 Access

We note the Oilcode does not mandate access to a wholesaler’s storage capacity terminal i.e. the
right to import into and draw product from the facility. The obligation on the wholesale supplier is
to “not unreasonably refuse to supply”. If access to a wholesaler's facility was to be part of an
Oilcode for New Zealand this would need to be addressed through the competition framework
operating in New Zealand.

In circumstances where the regulatory intervention has been to stipulate access at a wholesale
level (Canada, and to a lesser extent Chile) this has been in response to a specific market event
after a review of the potential impact on competition generally. Other than that we have not seen
stipulated access as a common feature of the jurisdictions considered.

6.3.3 Posted or Terminal Gate Prices

Adopting posted or terminal gate prices at wholesale level would appear to be a workable option,
although would likely require regulation and consideration of how this might impact on the shared
storage arrangements operated by the Major Participants. Furthermore while TGPs are indicative
in Australia they generally are not the basis for pricing at wholesale. This raises questions about
the benefit of such regulation. It may be that the benefit is in greater transparency of costs at the
wholesale level, when taking into account landed cost of petroleum using Import Parity Pricing.
The ACCC monitors wholesale prices against IPP as well as using TGPs to monitor retail margins.

6.3.4 Wholesale market and shared storage

As noted in Section 4.0 the Major Participants share storage capacity using bilateral (B&L) hosting
arrangements for controlling access and offtake rights at specified locations. This raises questions
about the ability to delineate a wholesale facility at a given location (who is the wholesaler?) as
well as how obligations (e.g. posted pricing) would be placed on wholesalers. Under the hosting
arrangements, a number of market participants could be wholesaling out of the same facility.

To the extent wholesalers were each required to post prices this might add to the competitive
dynamic around shared storage locations. This suggests that any proposals to create a visible
wholesale market in New Zealand would need to consider the specific market circumstances.
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