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1. Summary

Under the 1999 Measures for a Better Environment package, the Government noted that the Energy Grants Credit Scheme would provide encouragement for conversion to cleaner fuels.  In the 2003 Budget, the Treasurer announced that grants would apply to the production or import of cleaner petrol and diesel ahead of the mandated standards currently under consideration.

Indicative rates of grant were announced: 1.1 cents per litre (cpl) for two years from January 2006 for 50 ppm sulfur premium unleaded petrol (PULP), financed by an increase in excise on all petrol of 0.06 cpl; and 1.0 cents per litre (cpl) for two years from January 2007 for 10 ppm diesel, financed by an increase in excise on all diesel of 0.7 cpl.  Each grant is to be reviewed so it “aligns with the timing of new fuel standards and market conditions”.

Caltex strongly commends the Government’s commitment to making the grants available and the long lead time for investment provided by its Budget announcement.  This is most important for the long-term development of the refining industry.  Importantly, it increases the probability that public health can be improved sooner than by simply mandating fuel quality, as cleaner fuels are likely to enter the market earlier than under such an approach.  Cleaner fuels will also help reduce greenhouse gas emissions and facilitate the production and import of advanced vehicles.

In the Second Reading speech, the Government explicitly referred to its intention to provide grants for cleaner petrol and diesel under the act.  Caltex believes this should occur as soon as possible after regulation of future fuel standards, likely in the first half of 2004.  The statements in the Second Reading speech and the legislation itself are both strong indicators to support accelerated investment and strategic supply and marketing decisions in favour of cleaner fuels.

Caltex also supports the establishment of a clear fiscal framework for biodiesel, including the provision of grants for biodiesel/diesel blends.  This would be provided by the act.

For all the above reasons, Caltex supports speedy passage of the bill.

2.  Benefits of cleaner petrol and diesel

There is ample evidence of the adverse effects of motor vehicle emissions on human health.  Air quality is also a major public environmental concern.

For this reason, governments have progressively tightened regulation of vehicle emissions and fuels.  In Australia, the emissions of most concern are hydrocarbons (HC) and oxides of nitrogen (NOx), which in combination create photochemical smog, and fine particulates (PM).  Emissions of these pollutants are affected by the sulfur content of petrol.  Air toxics such as benzene, 1,3-butadiene and aldehydes are also of concern.

Emissions of these pollutants have been reduced by changes to engines and addition of anti-pollution devices, particularly catalytic converters, and will be reduced further by more complex anti-pollution technologies.  Changes to fuels have been necessary to enable vehicle technologies and to reduce emissions directly.

A familiar enabling change to fuel standards was the mandating of unleaded petrol for Australian cars from 1986 onwards, to complement the mandatory fitting of catalytic converters.

In the future, the most important technology-enabling fuel standard changes will be reduction of the levels of sulfur in both petrol and diesel.  This will allow for fitting of advanced anti-pollution devices to reduce NOx and PM emissions.  The other technology-enabling change (although not a fuel standard) will be greater use of higher octane petrol to allow for more fuel-efficient engines.

All particulate emissions are of concern but the focus of regulation is on PM emissions from diesel engines.  The level of PM emissions is somewhat related to the sulfur content of diesel.

In petrol engines, reduction of sulfur content reduces emissions of HC and NOx for a given engine technology.  In addition, sulfur content has an adverse effect on the efficiency of catalysts, so that emissions from older cars increase over time, even if they are well maintained.

Lower sulfur allows for design of more fuel-efficient engines, by allowing “lean burn” operation.  Lean burn engines generate high levels of NOx, which requires advanced anti-pollution equipment, which can only operate on very low levels of sulfur in petrol and diesel.  Greater fuel efficiency means reduction on the substantial greenhouse gas emissions from road transport.

In the future, cleaner petrol and diesel will achieve a number of objectives:

· reduce air pollution from the existing petrol and diesel vehicle fleets

· reduce air pollution and improved fuel efficiency (lower greenhouse gas emissions) from new vehicles

· enable the manufacture of cleaner, more fuel-efficient cars in Australia, because appropriate petrol will be available to fuel them

· allow for the import of cleaner petrol and diesel vehicles with advanced technologies.

Cleaner petrol and diesel would help underpin Australian oil refining by providing a competitive advantage over refiners in Asia that were not equipped to manufacture cleaner fuels.  By the use of early production incentives, this could be achieved without the risk of large additional costs to Australian motorists, as explained later in this submission.

A strong, competitive refining industry would increase Australia’s security of supply by ensuring cleaner fuels to meet local specifications were readily available at reasonable prices and help ensure the success of strategies for reduced air pollution and greenhouse gas emissions from vehicles.

3.  Ultra low sulfur diesel

3.1  Standards and technology

Ultra low sulfur diesel (ULSD) refers to diesel with a sulfur content not exceeding 50 parts per million (ppm) by mass.  ULSD has been mandated in Australia from 1 January 2006 under the Fuel Quality Standards Act.  The current standard for diesel, which came into effect on 1 January 2003, sets a maximum of 500 ppm sulfur in diesel.  These diesel sulfur levels are the same as the 2005 European standard (“Euro 4”) and 1996 European standard (“Euro 2”) respectively.

The timing of the fuel standards is aligned with tighter Australian emission standards for diesel vehicles.  However, as explained above, there is significant overall benefit from reduction of sulfur level in diesel used by the existing vehicle technologies, not just new vehicle technologies.  New technologies achieve greater emission reduction per vehicle from lower sulfur but there are few vehicles initially – it takes many years for the fleet to be renewed.  The existing fleet achieves a smaller reduction in emissions per vehicle but the reductions are achieved by the whole fleet, so there is a significant total reduction in emissions.

The date from which ULSD is mandated – 1 January 2006 – reflects vehicle technology requirements and refinery supply capabilities.  Euro 4 vehicles are mandated in Europe from 2005 and equivalent Australian diesel vehicles (ADR 80/01) from 2006/7.  Australian refineries require major investments
 to produce ULSD, with a typical 3 year lead time from initial planning to production.

However, given the benefits from reduction of existing fleet emissions and the potential for production and import of vehicles ahead of the European standards, it makes sense to encourage the earlier production of ULSD from Australian refineries.

3.2  ULSD incentive

Measures for a Better Environment (MBE) provided for an incentive for the production (or import) of ULSD before 2006, in the form of an excise differential.  MBE proposed that excise on regular diesel (maximum 500 ppm sulfur) be increased by 1 cpl in calendar 2003 and 2 cpl in 2004 and 2005.  If ULSD and regular diesel sell at the same price, as seems likely (because consumers will generally not pay a premium for improved environmental quality in fuel), the effect of the lower ULSD excise will be to allow refiners to recover the increased production cost of ULSD. This has been the experience with ULSD to date.

On 24 December 2002, the Treasurer announced that implementation of the ULSD production incentive would be deferred for 6 months, until 1 July 2003.  Accordingly, there would be no increase in diesel excise until then.  The reason given was the impact of increased diesel costs on farmers suffering from the drought.  The ULSD incentive was implemented from 1 July 2003, together with compensation for farmers in the form of a higher Energy Credits Scheme grant.

The effect of the Treasurer’s announcement, despite repeated prior assurances that the ULSD incentive would be implemented on time, greatly undermined Caltex’s confidence that the government intended to implement the ULSD incentive at any time.  This was a most unfortunate experience.  The bill under consideration is important to restoring confidence in government policy on cleaner fuels and reinforces the Budget announcement on incentives.

.

Other refiners are on the record as have already invested for ULSD or having plant under construction.  Substantial quantities of ULSD are already on the market and it seems likely to become the standard grade for some brands.  The incentive is effective in accelerating production of ULSD, although it could have been more effective if legislated in 1999 or 2000.  Production grants should be effective in accelerating production of cleaner fuels in the second half of the decade.

4.  Cleaner petrol and diesel after 2006

4.1  10 ppm sulfur diesel

The government is currently assessing the vehicle emission and fuel standards that should apply after the currently regulated standards, through the Motor Vehicle Environment Committee (MVEC).

Australia is committed to harmonisation with European emissions standards, although there is no agreed period over which this should occur.  It seems likely that Australia will adopt diesel truck standards that take into account the advanced standards that will apply in Europe, the United States and Japan later in the second half of the decade, as all of Australia’s diesel truck engines are imported.

These trucks will require diesel with a maximum 10 ppm sulfur.  The latest timing for supply of diesel will depend on the timing of emissions regulations.  Caltex therefore anticipates a diesel standard with maximum 10 ppm sulfur around the end of the decade, probably 2009.  10 ppm sulfur diesel is mandated in Europe from 2009, with phase-in from 2005.

We support a 10 ppm sulfur diesel standard as we believe the strategic direction of the Australian refining industry must be towards cleaner fuels for competitive reasons, as well as the benefits to air quality and greenhouse gas emissions.

There must be an appropriate gap between the 2006 ULSD standard and the 10 ppm sulfur standard for diesel.  If the standard were advanced too far in time, it would be an example of sovereign risk, by effectively overriding the earlier ULSD standard on which refiners have based their investments.  It would also risk price spikes due to limited availability of imports to the tighter 10 ppm standard, as Australian product prices are determined relative to import competition.

4.2  Early production incentive for 10 ppm sulfur diesel

The grant from 2007 will encourage production of 10 ppm sulfur  diesel ahead of the mandated date, while avoiding the risk of price spikes.  This is because consumers in general are not prepared to pay more for cleaner fuels, so would not pay more for 10 ppm sulfur diesel than regular (at that time) 50 ppm sulfur diesel (ULSD).  However, refiners would have an incentive to supply 10 ppm sulfur diesel if a grant at least covered their costs (allowing for market risks and a reasonable profit margin) and their financial circumstances allowed the investment to take place.

Caltex believes the grant for 10 ppm sulfur diesel could apply from January 2006, rather than 2007, and apply until the 10 ppm sulfur grade is mandated, most likely 2009.

4.3  50 ppm sulfur petrol

The sulfur standard for petrol will be tightened to a maximum 150 ppm by weight from 1 January 2005.  It seems likely that emission standards for petrol-engined vehicles will be tightened later in the decade, requiring petrol with a maximum 50 ppm sulfur.  This is the sulfur standard that will apply in Europe from 2005.  As all new petrol vehicles are expected to use PULP after 2005, the lower sulfur standard is most likely to apply only to PULP.

Maximum 10 ppm sulfur petrol is mandated in Europe from 2009, with a phase-in from 2005, but it is far from clear that Australia should adopt vehicle emission standards requiring such petrol in any similar timeframe.

4.4  Early production incentive for 50 ppm sulfur petrol

Caltex supports the grant for 50 ppm sulfur petrol (ULSP) from 2006.  The reduced sulfur level would benefit the existing fleet by reducing emissions and extending effective catalyst life, as well as enabling new technologies.  The availability of  ULSP would also encourage the import of advanced, low pollution, fuel efficient vehicles that otherwise could not be imported because of lack of appropriate fuel.

� The total investment by Australian refineries for the package of tighter fuel standards through 2006, including ULSD and reduced benzene in petrol, exceeds $1 billion





�


Most of the particulates are carbon, from 500ppm sulfur onwards, sulfur derived particles <20% of total PM (and getting less).





Low sulfur can enable use of new technology such as particulate traps. Which can remove most of the PM.
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