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EXECUTIVE SUMMARY

1 Introduced initially in Western Australia in January 2001, FuelWatch requires service
stations to each day publicly commit to prices being maintained for the following 24-hours.

2 On 15 April 2008, the Australian Government announced its intention to proceed with a
national FuelWatch scheme. At the time and subsequently, various official statements have
promoted the view that FuelWatch:

e leads to lower petrol prices:
e provides beneficial effects on the competitive dynamics of the petrol market; and

e benefits all consumers by removing intra-day price volatility thus lowering search costs
for consumers.

3 Far from generating these sorts of benefits our analysis suggests that a scheme like
FuelWatch could harm certain sectors of society. This is because we found that while
FuelWatch had no significant effect on average service station margins in Perth it altered
the distribution of retail prices across postcodes in Perth. In particular, we found that under
FuelWatch, Perth had fewer stations with very low petrol prices and more stations with high
petrol prices.

4 Where a scheme like FuelWatch reduces the number of petrol stations offering very low
prices, it would seem to especially disadvantage price-conscious consumers with relatively
low search costs such as pensioners and the disadvantaged. At the same time, by inducing
some petrol stations to set relatively high prices, presumably aimed at those consumers
who have high search costs or little ability to search, it increases the risk that those
consumers will pay much higher prices.

5 Because of unintended effects such as those just outlined we could not conclude that
consumers as a whole would be no worse off under a scheme like FuelWatch. In this
submission we present the analysis we undertook which leads to this conclusion.

6 Our analysis consisted of two streams of work. In the first stream of work we attempt to
replicate, and then extend, the ACCC's analysis of the difference in retail service station
margins in Perth and the Eastern state capitals.

7 In the second stream of work we examine the distribution of daily petrol prices by postcode
in Perth and Sydney. We also estimate a statistical model to explain how daily petrol
prices are determined at a postcode level in Perth and Sydney. We then use this model to
predict what daily petrol prices would have been in Perth postcodes in 2007 with and
without FuelWatch.

8 The petrol price data used in our analysis was provided by Informed Sources. We
requested from the ACCC the data they had used; this request was refused. We also
requested that the ACCC provide us with the details of the models they had estimated,
including the standard tests of statistical significance. This too was refused. Combined, the
authors of this Submission have over 90 years of experience in economic analysis. This is
the first time we have heard of a body such as the ACCC refusing to disclose the
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significance tests for results on which it has relied and expects the public to rely. No
explanation has been given by the ACCC for its failure to disclose these tests.

9 Our analysis of retail service station margins on petrol sales between Perth and the eastern
state capitals was designed to replicate as closely as we could the ACCC'’s analysis of
FuelWatch. The ACCC analysis looks for periods of time in the data when the calculated
difference in margins is lower on average over the period in question than it was on
average prior to the introduction of FuelWatch. Such a period is known as a structural
break in the data.

10 The ACCC documented its margin in its December 2007 report and noted that visual
inspection of the calculated weekly margin revealed two clusters of lower margins: one
around December 2000, just prior to the introduction of FuelWatch, and the other around
July 2004, which was close in time to the entry of Coles into the Perth market.

11 Despite identifying a possible structural break around July 2004, the ACCC did not
simultaneously test for a FuelWatch effect and for other factors that could cause structural
breaks, such as the entry of Coles into the Perth market.

12 We recalcalculated the ACCC margin as best we could and then re-estimated the ACCC's
model. The estimation of a model with only a structural break that represents the
introduction of FuelWatch yielded results similar to those found by the ACCC. That is,
FuelWatch on its own (or some other factor at the posited date) was found to have a
significant negative effect on the margin in Perth relative to the margin in the eastern state
capitals.

13 However, when we re-estimated the ACCC model with both a FuelWatch effect and an
effect for the possible structural break in July 2004, we found that the ACCC's FuelWatch
effect vanished but the structural break in July 2004 was highly significant.

14 This result suggests that FuelWatch did not have any significant effect on petrol prices in
Perth. Rather, the negative FuelWatch effect found by the ACCC in its December 2007
study resulted from the failure of the ACCC to test simultaneously for a FuelWatch effect
and for other possible structural breaks, such as the entry of Coles in the Perth market.

15 In the second stream of work we conducted further statistical analysis to examine the
possible effect of FuelWatch on the structure of retail petrol prices using daily prices by
postcode in Perth and Sydney for the 2007 calendar year and for the 2000 calendar year in
Perth (pre-FuelWatch).

16 Price series were converted into daily mean price deviations for each market, with the price
in each postcode divided by the mean price of the relevant capital city for each day. We
summarise the data we used in terms of what are known as “box and whisker plots” as
shown in Figure 1. In a box and whisker plot the “box” contains prices for postcodes for the
inter-quartile range (containing 75% of all observations) and the “whiskers” show the
outlying deviation in daily prices by postcode.
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Perth in 2000 had relative large left and right whiskers indicating a wide variety of
postcodes with relatively high and relatively low retail petrol prices (Figure 1). In the 2007
data we found that the left whisker had been trimmed significantly (Figure 1). We asked
the question:

Could the observed changes in the structural characteristics of the Perth market in 2007
plausibly reflect features of the FuelWatch scheme? In particular, does the elimination of

within day competition under FuelWatch alter the process of price competition and the
distribution of prices?

To help answer this question we estimated a spatial model of Perth retail petrol prices by
postcode for a period prior to the introduction of FuelWatch. As explained in paragraph
116 of this submission the spatial model for the pre-FuelWatch period allows petrol prices
in a postcode to be influenced by past prices in the postcode and by current and past
prices in neighbouring postcodes.

Figure 1: Box and whisker plots of mean daily price deviations in Perth
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We then used the estimated spatial model of Perth petrol prices to predict what petrol
prices would have been had the estimated market structure in Perth 2000 been imposed on
the Perth 2007 market. That is, the estimated coefficients from Perth 2000 were used to
predict what would have occurred in Perth 2007 if FuelWatch had not been in place.

The results are presented in Figure 2 in terms of box and whisker plots. The calculations
indicate that FuelWatch did not have a significant impact on the average market price in
Perth in 2007. However, according to the results from the spatial model, FuelWatch led in
2007 to fewer lower priced locations in Perth and to a greater number of higher prices
locations. At the same time, a large number of locations are estimated to have slightly
lower prices in the centre of the distribution.

It is the predicted changes in the distribution of petrol prices in Perth that are attributed to
FuelWatch that led us to conclude that a scheme like FuelWatch could have unintended
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and adverse effects on sections of consumers. These adverse consequences may be
especially pronounced for pensioners and the disadvantaged. It is to be regretted that the
ACCC, with its superior access to data, did not investigate these consequences.

Figure 2 Box and whisker plot of modelled pre and post FuelWatch prices, Perth 2007
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We also note, though we have not had the time or resources to explore this issue
quantitatively, that FuelWatch may well distort, rather than enhance, the competitive
process. In particular, it seems likely that FuelWatch will advantage larger players, who
operate multiple sites, relative to smaller independents.

Given our findings, we explore in this submission options, other than FuelWatch, which
could achieve the Governments stated objectives of increased price transparency and
reduced consumer search costs without the risk of adverse consequences.

One possible option would be a system of voluntary notification by petrol stations of
maximum prices. This would offer many of the advantages of a scheme to improve
consumer information, but without the costs of FuelWatch in terms of administration,
compliance and market distortion. Under such a system, petrol stations would have the
option of setting a maximum price for the day and motorists would be assured that if they
chose to fill up on a given day at a given location they would not pay more than that price.
A sensible policy approach would be to trial this option for (say) a year, assess its effects (if
any) and then, if and only if it had clearly failed to meet the policy objectives, move to a
scheme based on compulsion.

Such an approach would, in our view, be far more consistent than the proposed FuelWatch
scheme with the Government’s stated commitment to choose, when intervening in markets,
the approach that is most light touch, and hence “least restrictive” of competition. By giving
such an approach an initial year in which to operate, the Government would allow a chance
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for a more light touch approach to succeed, rather than going directly to what seems like a
very intrusive form of regulation whose potential costs are, as of yet, poorly understood.

26 This submission was prepared with assistance from Informed Sources, which provided
data, and from Woolworths, who assisted with data acquisition and support costs.
However, over 70 per cent of the costs involved in the preparation of this Submission were
borne by Concept Economics, and the views expressed in this Submission are strictly
those of the authors.
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1. INTRODUCTION

27 The Australian Government’s decision to legislate for a national FuelWatch scheme
amounts to one of the most intrusive extensions of regulation in Australia in recent years. It
would affect a large industry of significance to almost every Australian.

28 Few consumer markets in Australia are as subject to regular, close scrutiny as that for
petrol. Governments in Australia have a long history of involvement in petrol and petrol
pricing, including via various forms of price monitoring and, in the wake of moves toward
deregulation in 1998, numerous public inquiries and reports. Indeed, the Australian
Competition and Consumer Commission chairman has identified no less than 46 inquiries
into petrol in Australia.

29 The most recent such inquiry was a six-month study by the ACCC into the price of
unleaded petrol in Australia. In its December 2007 report, the ACCC concluded that the
unleaded petrol industry in Australia is ‘fundamentally competitive’ with ‘no obvious
evidence of price fixing or collusion between the major participants in the industry’.?

30 It was found that by international standards Australian unleaded petrol prices are not high,
though the level of government involvement in petrol and petrol pricing ‘seems quite
unusual by international standards, certainly for OECD countries’.® Echoing earlier reports
and studies, the ACCC concluded that the fundamental pricing of petrol is dictated by
international factors: the price of crude oil, the US/AUS exchange rate and the international
market for the refining of petrol.

31 The ACCC did raise concerns about an imbalance in pricing transparency between sellers
and buyers of petrol and the possible effects on market dynamics and consumer welfare.
This was seen as allowing sellers to react more quickly than buyers to movements in petrol
prices with negative effects on competition and consumer search costs.

32 At the same time, the ACCC report concluded: (1) that there is ‘a significant degree of price
competition at the retail level’; (2) that retail margins are ‘relatively small’ and ‘have
remained broadly constant over the last four years’ (falling with increased competition from
the supermarkets between 2003-04 and 2004-05, before increasing in 2006-07); and (3)
that ‘the existence of price cycles does not provide any evidence of a lack of retail
competition’.*

33 Against this backdrop, the move towards a form of national petrol price regulation is a
radical and unjustified departure from the approach to competition policy of successive
governments for the better part of two decades. Underpinning that past approach has been
the principle that restrictions on competition should only be imposed where there is a clear
and well-established case that the benefits of restrictions on competition exceed the costs,

Mr Graeme Samuel, Chairman, ACCC, Committee Hansard, Senate Standing Committee on Economics,
Budget Estimates, 5 June 2008, p. E7.

Australian Competition and Consumer Commission (2007), Petrol Prices and Australian Consumers, Canberra,
December, p. v.

® lbid, p. 2.
*  Ibid., pp. 15-16.
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and where there are no less restrictive alternatives that meet the policy objective being
pursued.

This submission examines the claims made in support of FuelWatch by the Australian
Government and by the ACCC. Notwithstanding some confusion and inconsistency
surrounding the case for FuelWatch, three central propositions have been advanced in the
public debate. They are as follows:

1. FuelWatch has resulted in a fall in relative petrol prices in Western Australia and its
implementation nation-wide will put downward pressure on prices;

2. By correcting for an imbalance in price transparency, FuelWatch ensures a significant
shift in ‘market power’ from ‘big oil’ sellers to ‘Mum and Dad’ buyers of petrol, with
beneficial effects on the competitive dynamics of the petrol market (even though the
evidence suggests the market is competitive); and

3. Consumers have a strong preference for more s fuel prices and by removing intra-day
price volatility FuelWatch benefits all classes of consumers via lower search costs.

Far from supporting these claims, this submission finds that:

a.

Based on the empirical evidence from Western Australia, FuelWatch has no
discernible effect in lowering prices;

The ACCC analysis which concludes that FuelWatch led to lower price margins in
Perth relative to the eastern state capitals is flawed on multiple grounds;

The market dynamics arising from FuelWatch price regulation are likely to be more
complex than those advanced by the Government and the ACCC, with larger, multi-
site operators likely to be advantaged relative to smaller, independent operators;

FuelWatch is likely to alter the distribution of prices in ways that will harm some
consumers, including both more price-conscious consumers with relatively low
search costs and those consumers with the highest search costs (and who are
therefore most vulnerable to high prices);

Survey evidence on consumer preferences is, at best, equivocal about the net
benefits of schemes such as FuelWatch that prevent petrol stations from reducing
prices during the day;

Given the ACCC's finding that petrol retailing is a competitive market, FuelWatch
sets a bad precedent by regulating where no economic problem has been identified;
and

FuelWatch is entirely inconsistent with the Australian Government’s commitment to
deregulation and to ‘best practice regulation’ which requires rigorous and transparent
cost-benefit analysis that includes consideration of policy alternatives that may be
less restrictive and less costly.

In short, the case for a national FuelWatch scheme has yet to be made. Any alleged

benefits, especially in terms of price effects, rest on shaky empirical foundations. In
addition, there are substantial risks that the proposed regulation will harm industry
competition and consumers.
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ALLEGED PRICE EFFECTS OF FUELWATCH

Introduced initially in Western Australia in January 2001, FuelWatch requires service
stations to publicly commit to prices to be maintained for the following 24-hours.

Under the so-called 24-hour rule, fuel retailers must notify the Western Australian
Department of Consumer and Employment Protection by 2 pm of the following day’s fuel
prices. Retailers must then charge the notified prices from 6am the next day for 24 hours,
removing intra-day volatility in petrol prices. Petrol prices are published on the FuelWatch
website and reported in the media to provide consumers with price information.

On 15 April 2008, the Australian Government announced its intention to proceed with a
national FuelWatch scheme. At the time and subsequently, various official statements have
promoted the view that FuelWatch leads to lower petrol prices. The statements were based
principally on the results of some econometric work undertaken by the ACCC for its 2007
petrol price inquiry. As recently as 30 May 2008, ACCC Chairman Graeme Samuel
highlighted these results in the following terms:®

To make a rigorous assessment of the effects of FuelWatch on retail prices in
Perth taking account issues such as price cycles, the ACCC compared the price
of unleaded petrol in Perth before and after the introduction of FuelWatch. The
ACCC's analysis revealed that since FuelWatch, Perth’'s weekly average
price had decreased by 1.9 cents per litre.

Prime Minister Kevin Rudd has described the ACCC's econometrics as the main
‘evidentiary basis’ for Federal Cabinet’s decision to introduce a national FuelWatch
scheme.® On 27 May 2008, the Government moved a motion in the House of
Representatives highlighting ‘the downward pressure in prices as a result of introducing
FuelWatch with an independent analysis conducted by the ACCC concluding that petrol
prices were on average 1.9 cents per litre less under Western Australia’s FuelWatch
Scheme'.”

The foundation for these claims is the material set out in Appendix S of the ACCC'’s
December 2007 report into petrol prices based on an examination of the difference in price
that occurred in Perth relative to capital cities in the eastern states (Adelaide, Brisbane,
Melbourne and Sydney) before and after the introduction of FuelWatch.

Using pricing information supplied by Informed Sources and Platts, the series tested was a
measure of price margin that removes a number of factors from the retail price that were
seen as beyond the scope of Fuelwatch to affect (such as net taxes, fuel quality premiums
and ex-refinery petrol prices). The ACCC margin is calculated as:

Price margin = (Retail price — lagged Mogas95 price — net taxes — fuel quality
premium) Perth - (Retail price — lagged Mogas95 price — net taxes — fuel quality
premium) Average of eastern capitals

Graeme Samuel, ‘Steering motorists to the right price’, The Age, 30 May 2008; emphasis added.
6 Matthew Franklin, ‘Kevin Rudd twisted ACCC advice’, The Australian, 28 May 2008.

Assistant Treasurer and Minster for Competition Policy and Consumer Affairs Chris Bowen, ‘Nelson and
Turnbull stand in the way of motorists benefiting from FuelWatch’, Press release, 27 May 2008; emphasis
added.
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43 The ACCC margin allowed for lagged Mogas prices, net taxes and changes in indicative
fuel standard premiums. The Mogas price was lagged by one week to reflect the typical lag
seen between the affect of changes in Mogas on domestic retail petrol prices. The data
series extended from 1 August 1998 to 8 June 2007. The ACCC did not go back before 1
August 1998 due to the major deregulation of petrol prices at that time.

44 Three data series were tested using this price margin. The primary data series used weekly
averages of prices to remove some of the effects of the price cycle. A monthly average
series was also calculated to ensure that any apparent move from typically weekly to
typically fortnightly cycles in Perth did not unduly affect the results. In addition, a ‘weekly
minimum’ series was calculated as a measure of the low point of the week’s prices. This
was seen as representing the option available to the most price conscious consumers.

The tests assumed a structural break on 2 January 2001 with the results reported in Table
1.8

Table 1: ACCC econometric results (initial results, December 2007)

Structural break test for relative price margin, cpl, August 1998 to June 2007
Series Average Change in average
August 1998 to December January 2001 to June 2007)
Weekly average (0.002) -1.92 (0.000)
Monthly average 0.88 (0.001) -1.86 (0.000)
Weekly minimum 0.30 (0.277) -0.90 (0.003)

Source: ACCC (2007), Petrol Prices and Australian Consumers, p. 377.

45 The claim that FuelWatch resulted in a fall in Perth petrol prices by around 1.9 cpl is based
on the weekly average series results.

46 There are, however, several problems both with the ACCC analysis. One no example is the
failure to test simultaneously both for a FuelWatch effect and an effect from the entry into
the Perth market of the major supermarket chains.

47 As the ACCC noted in its December 2007 report, visual inspection of the weekly average
data suggests that the price margin before around May 2000 is higher than it is after
around May 2000. It also highlighted two clusters of lower values: one around December
2000 and the other around July 2004, which was close in time to the entry of Coles into the
Perth market. Despite identifying this possible structural break is the series, the ACCC did

8 The ACCC proceeded on the basis that no deterministic trend was indicated or assumed. The simplest possible

test was undertaken, with an intercept, a break dummy equal to 0 before the break and equal to 1 after the
break and no time trend.
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not simultaneously test for a FuelWatch effect and for the impact of other possible
structural breaks, such as the entry of Coles in the Perth market, on the calculated margin.

48 The ACCC was clearly alert to this factor as Mr Brian Cassidy of the ACCC indicated
before an earlier inquiry into petrol prices by the Senate Economics Committee on 19
October 2006:°

We (the ACCC) are doubtful, at the very least, about just what impact the
Western Australian arrangements have had on price levels in Western Australia.
The arrangements came into place in 2001. If you compare Perth prices against
Sydney and Melbourne, between 2001 and 2003-04, there was a marginal
improvement in Perth prices relative to Sydney prices and there was an actual
deterioration in Perth prices relative to Melbourne prices. Around 2003-04, two
things happened. Firstly, Coles and the joint venture Woolworths-Caltex sites
started to enter the Western Australian market. ... Secondly, Western Australia
for some time has had reasonably restrictive fuel standards. Around 2003-04, the
Commonwealth introduced national fuel standards, which are not as restrictive as
the Western Australian standards but they nonetheless came into force, although
the more restrictive Western Australian standards still apply in Western Australia.
So it meant there was a levelling up to some extent, if you like, in the price impact
of the fuel standards between Western Australia and other states.

If you look at that price comparison | was talking about it is interesting to note that
it is really only after 2003-04 that there has been some improvement in
Perth prices as against both Sydney and Melbourne prices. Given the
Western Australian arrangements have been in place since 2001, you are then
left to wonder whether that improvement, which has occurred from about 2003-04
onwards, is a product of the Western Australian arrangements or whether it is a
product of these other factors. If you say it is a product of the Western Australian
arrangements, then the next question is why did it take two or three years for
those arrangements to actually start to impact on the price relativities between,
say, Perth and Sydney and Melbourne?

49 These doubts remain as relevant today as they were in October 2006.

50 Concept Economics has conducted its own empirical analysis in an attempt to replicate the
ACCC analysis and, further, to test the proposition that the ACCC may have overstated the
benefits of FuelWatch given the failure (at least initially) to test simultaneously for a
structural break due to the entry of Coles into the Perth market.

51 We obtained data on average daily unleaded petrol prices in Perth and the eastern state
capitals from Informed Sources covering the period from 2 January 1998 to 31 May 2008.
The daily Mogas95 price was obtained from Platts, which is an estimate of the free-on-
board (FOB) price ex Singapore.lo A series on net taxes paid on unleaded petrol in Perth
and the eastern state capitals was also constructed. It consists of:

e Petrol excise collected by the Federal Government. Data on the rate of excise
applicable to particular time periods was sourced from a paper prepared by the
Parliamentary Library™; plus

Mr Brian Cassidy, Chief Executive Officer, ACCC, Committee Hansard, Senate Standing Committee on
Economics, Reference: Price of Petrol in Australia, 19 October 2006, pp. E19-20, emphasis added.

1 Prior to 12 April 1999, Informed Sources did not collect petrol price data on weekends for Perth or the eastern

state capitals. The Platts data only cover weekdays.

™ Webb, Richard (2006), Parliamentary Library Research Brief, Excise Taxation: Developments since the mid-

1990s, 13 April, p.36. available at www.aph.gov.au/library/pubs/rb/2005-06/06rb15.pdf.
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e GST calculated as one eleventh of the Informed Sources estimate of the retail price of
unleaded petrol; minus

e State fuel subsidies. The rate of State fuel subsidies was obtained from an Issues
Paper prepared by the Commonwealth Treasury as part of a 2002 fuel tax inquiry.*?
Only Queensland and Victoria were indicated as having state fuel subsidies applicable
to capital city regions.

In Victoria, a state fuel subsidy of 0.429 cents per litre was introduced in 1997 and
abolished on 1 July 2007.** Queensland introduced a fuel subsidy in 1997. As at 12 May
1999, the Queensland subsidy was set at 8.206 cents per litre™* and it was subsequently
increased to 8.354 cents per litre as at 30 June 2000." The Queensland subsidy
arrangements also include an amount equal to 0.046 cents per litre as a component
towards administration costs. The administration component of the subsidy was introduced
on 1 October 2000.°

The ACCC margin set out above also includes an adjustment for fuel quality differences.
This is required to allow for the fact that ‘Western Australia has had generally stricter fuel
standards although the gap in reported premiums between WA and the eastern states has
decreased over time’."’

Concept Economics could not obtain data on fuel quality standards, thus our margin does
not account for changes in fuel standards through time. However, this is not considered
critical given the ACCC concluded that its own results were ‘robust even allowing for the

exclusion of fuel standard premiums’.*®

The Concept margin as calculated is shown in Figure 3.

It has several features that are similar to the calculated ACCC margin.™® As with the ACCC
margin, visual inspection of the data indicates that:

e The relative price margin is higher before around May 2000 compared with after that
date; and

e There are two clusters of lower values: one around December 2000, the other around
July 2004.

While the similarities are clear, the ACCC graph has a more pronounced drop in the margin
post May 2000.

12 Department of Treasury (2002), Fuel Taxation Inquiry, Issues Paper Part 5, p.13 Table 5.6. available at:

fueltaxinquiry.treasury.gov.au/content/issues/issues-04.asp

¥ Queensland Fuel Subsidy Commission of Inquiry Report, November 2007, Hon C.W. Pincus QC, p. 17.

available at: http://www.fuelsubsidycommission.gld.gov.au/
Fuel Subsidy Regulation 1998, reprint No1A.

Queensland Fuel Subsidy Commission of Inquiry Report, November 2007, Hon C.W. Pincus QC, p. 17.
available at: http://www.fuelsubsidycommission.gld.gov.au/

14

15

* " Queensland Government Information Bulletin, Fuel Subsidy Amendment Act 2000. available at:

info_bulletins/fuel_subsidy _amendment_act_2000.pdf
' ACCC, Op. cit., p. 377.

% bid., p. 377. We sought from the ACCC disclosure of the evidence to this point in the form of the estimated

models. This request was refused.
¥ bid., p. 376.
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Figure 3: Retail and wholesale margin on unleaded petrol in Perth minus the same margin in
the eastern capital cities (cpl)
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Source: Concept Economics calculations based on data supplied by Informed Sources.

58 In order to replicate the ACCC’s analysis of FuelWatch, Concept tested for a structural shift
in the calculated margin at the time FuelWatch was introduced from January 2001. The
results from estimating this equation are shown in Table 2.

59 The estimation of a model with only one structural break yields results similar to those
found by the ACCC. FuelWatch (or some other factor at the posited date) has a significant
negative effect on the margin in Perth relative to the margin in the eastern state capitals.

Table 2 : Concept Economics results from estimation of ACCC FuelWatch equation

Variable Coefficient Std. Error t-Statistic Prob.

(o 0.803730 0.150009 - 5.357896 0.0000

FUELWATCH -1.040010 0.215981 -4.815285 0.0000

R-squared 0.241977 Mean dependent var .047

Adjusted R-squared - 0.238674 S.D. dependent var 167

Durbin-Watson stat 1.251267 Prob(F-statistic) 0.0000
60 However, the inability to deduct the fuel quality premiums from the data, given the

difference in premiums fell through time, means that the FuelWatch effect as estimated by
Concept Economics (a reduction of 1.04 cpl relative to the eastern state capitals) is less
than that found by the ACCC.

61 This is not a major concern as our main objective is to examine how robust is the estimated
FuelWatch effect to the inclusion of a structural break to take account of the effect of Coles
entering the Perth market.
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Based on a simultaneous test for both a FuelWatch effect and for a structural break due to
Coles entering the Perth market, it was found that FuelWatch did not significantly affect the
difference in the margin. By contrast, the entry of Coles led to a reduction of 1.6 cpl in the
nominal price of petrol in Perth relative to the eastern state capitals (Table 3).

Table 3 : Concept Economics results from estimation of ACCC FuelWatch equation with the
addition of “Supermarket effect” dummy variable

Variable Coefficient Std. Error t-Statistic Prob.
C 0.803730 0.150172 5.352069 0.0000
FUELWATCH -0.229185 0.213756 -1.072180 0.2842
Supermarket effect -1.593200 0.235832 -6.755660 0.0000
R-squared 0.241977 Mean dependent var .047
Adjusted R-squared 0.238674 S.D. dependent var 1.67
Durbin-Watson stat 1.522934 Prob(F-statistic) 0.00000
0

These results suggest that FuelWatch had no significant effect on petrol prices in Perth.
Rather, the negative FuelWatch effect found by the ACCC resulted from the failure of the
ACCC to test simultaneously for a FuelWatch effect and for other factors causing possible
structural breaks, such as the entry of Coles in the Perth market.

Subsequently, in the context of government deliberations over introducing a national
FuelWatch scheme, the ACCC conducted further econometric work which was reported in
a press release issued on 29 May 2008. This was undertaken to examine two issues: (i)
whether consumers who benefited from the price cycle by buying on the lowest day each
week may be harmed by FuelWatch; and (ii) whether further factors could explain the price
effects.

On the first issue, the ACCC concluded that ‘the overall price reductions indicated by the
inquiry analysis were not isolated to certain times of the week’.?° Based on price changes
for the lowest price day of the week, the highest price day of the week and for the
remaining five days of the week, the ACCC reported the following results:

e prices decreased an average of 3.5cpl for the highest price day of the week;
e prices decreased an average of 0.7 cpl for the lowest price day of the week; and

e prices decreased an average of 1.8 cpl for the remaining middle five days of the week

2 Australian Competition and Consumer Commission, ‘Petrol — Further econometric analysis undertaken by the

ACCC’, Press release, 29 May 2008, p. 3.
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66 On the second issue, the ACCC conducted an ‘endogenous selection of structural break
points’ analysis to investigate when the most significant events occurred and their impact.
Using the same series as the original analysis, the tests were designed to identify the
timing of a single significant event or alternatively the timing of two significant events in the
average of the price margin measure.

67 The ACCC concluded that:**

The main event identified by all of these tests was the decrease in price margin
around from around the time of the establishment of the WA Select Committee on
Pricing of Petroleum Products and the establishment of Fuelwatch.

The analysis of the structural breaks indicated that the entry of Coles into Perth
was an event that may have had a price impact. However, its impact was small
compared to the break around the time of the introduction of Fuel Watch. Further
the entry of Coles into the eastern capitals could have induced a similar break
favouring the Eastern capitals. Hurricane Katrina was also indicated as a
significant event.

68 The results of this analysis are reproduced in Table 4.

Table 4 : ACCC additional econometric results (press release, 29 May 2008)

Structural breaks in the pricing measure, cpl, August 1998 to June 2007

Price margin series Single structural Two structural
break breaks
Timing & price Timing & price
margin change margin change
Weekly average May 2000 -1.1cpl May 2000 -1.1cpl

February 2004 -0.4cpl

Monthly average March 2000 -1.5cpl March 2000 -1.4cpl
February 2004 -0.6cpl

Weekly minimum March 2000 -0.8cpl March 2000 -1.0cpl
September 2005 +0.4cpl

69 The key results for the weekly average series are a somewhat smaller FuelWatch price
effect (-1.1cpl) than the original analysis (-1.92cpl), though no tests of statistical
significance are reported in the later analysis. Also, the timing of the structural break due to
FuelWatch is now assessed to be in the first half of 2000, prior to the scheme’s actual
introduction.

70 Perhaps because of these difficulties, the ACCC has become ever less willing to claim
FuelWatch reduced prices. Rather it concluded: ‘From the econometric analysis, on a
conservative basis, the ACCC can say that there is no evidence that the introduction of
Fuelwatch in Western Australia led to any increase in prices and it appears to have
resulted in a small price decrease overall’.?

2 bid., p. 4.

2 pustralian Competition and Consumer Commission, ‘Petrol — Further econometric analysis undertaken by the

ACCC’, Press release, 29 May 2008, p. 4.
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These results raise further concerns about the ACCC’s econometrics and the way the case
for FuelWatch has been made in the public domain. Firstly, it seems clear that there has
been a change of emphasis from the earlier (strong) claims about the price effects of
FuelWatch made by the ACCC Chairman and by the Minister. The stress is now on the
failure to find evidence that the introduction of FuelWatch led to an increase in petrol prices
in Perth (which hardly seems like sensible grounds for introducing costly regulation).

Secondly, and more fundamentally, there is now the claim that the FuelWatch effect
appeared before the scheme was actually introduced, with the results pointing to a
structural break some time in the first half of 2000. When questioned about this, ACCC
Commissioner Dr Stephen King argued that the announcement in April 2000 by the West
Australian Parliament of an inquiry into petrol prices is the important variable in this context,
stating that: ‘Committees of inquiry tend to have effects on price. ... People who were
thinking of putting up price, if there is a committee of inquiry breathing down their neck,
tend not to be so active.’” However, this statement does not appear to be based on any
evidence whatsoever, as the ACCC has not tested the effect of price inquiries for fuel and
other goods on prices, which it could readily have done.

Even putting that fact aside, the questions only multiply in light of evidence presented by Mr
Cassidy of the ACCC to the Senate Standing Committee on Economics before the Budget
Estimates on 5 June 2008. There he pointed to the fact that for some months after the
January 2001 start-date of FuelWatch, prior to amending legislation in August 2001,
service stations were required to notify their price for the next day, but not actually required
to move to that price. Mr Cassidy went on to argue that this ‘serious glitch’ meant that ‘for a
period of about seven to eight months up until when the legislation was changed in August
2001, FuelWatch, as it is now called, really was not working as intended. FuelWatch, as
we know it in WA, actually came into real effect in September 2001."%

Assuming Mr Cassidy was not being misleading, the suggestion now seems to be that the
FuelWatch structural break occurred more than six months before the scheme was officially
introduced, even though the scheme did not work as intended for around eight months
subsequent to its introduction. In other words, FuelWatch is said to have lowered petrol
prices in Perth relative to the eastern states roughly 15 months prior to its effective
operation. This seems entirely implausible.

At best, the ACCC'’s explanation as to both the timing and the magnitude of any price
effects due to FuelWatch is confused. More recently it has further played down results
which the Government had cited as the main empirical basis for the scheme. Thus, on 5
June 2008, Mr Samuel told the Senate Standing Committee on Economics that while there
has been ‘an enormous amount of focus on 1.9c a litre and 0.7c a litre’ this seemed ‘to
miss the whole point of FuelWatch’. FuelWatch was now simply ‘a consumer empowerment
exercise’ and ‘not about 1.9¢ or 0.7¢c or whatever econometric modelling might be able to

show'.?®

% Remarks quoted in David Uren, ‘Petrol fell before state scheme’, The Australian, 30 May 2008.

. Mr Brian Cassidy, Chief Executive Officer, ACCC, Committee Hansard, Senate Standing Committee on

Economics, Budget Estimates, 5 June 2008, p. E37. Emphasis added.

% Mr Graeme Samuel, Chairman, ACCC, Committee Hansard, Senate Standing Committee on Economics,

Budget Estimates, 5 June 2008, p. E15.
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76 Additional points are worth making about the ACCC'’s econometric analysis. Concept
Economics would like to stress that our results presented in 4 should not be taken as
definitive. Nor should our attempt to replicate the ACCC margin be interpreted as an
endorsement of the ACCC'’s overall approach.

77 Indeed, we believe the estimated margin is deficient in various respects. In particular:

e |tis based on a simple average of daily price data across all sampled petrol stations
and so does not account for differences in the volume of petrol sold at different stations
on different days. In our view, the margin analysis should have been undertaken using
the daily petrol price data available from Informed Sources; and

e The ACCC margin subtracts from the calculated Perth margin a simple average of the
margin in eastern state capital cities. This procedure does not incorporate different
levels of consumption of petrol in the eastern capital cities and therefore potentially
introduces errors and statistical biases into the calculated difference in margins.

78 Additionally and importantly, as recognised by the ACCC, its procedure does not allow for
any divergence through time in the cost of transporting petrol from Singapore to Perth and
from Singapore to the eastern capital cities. Because of the rise in the cost of bunker fuels
through time, we believe the cost of longer distance voyages has been rising more
significantly than has the cost of shorter sea voyages. As a result, transport to Perth would
have become cheaper relative to transport to Sydney, distorting the ACCC's results. This is
a serious bias, and should in itself lead to the ACCC's results being set aside or at least
very heavily qualified. (A more detailed explanation of concerns regarding sea freight in the
ACCC analysis is included in Appendix A.)

79 In summary, the Concept Economics margins analysis finds no price effects as a result of
FuelWatch. The FuelWatch effect disappears when a test is conducted simultaneously for
the various structural breaks, such as the entry of Coles in the Perth market. There is a
need for a more robust analysis of the factors driving differences between margins in Perth
and margins in the eastern capital cities than that provided by the ACCC.

80 All that can be said based on the release of further ACCC econometric results in May 2008
is that any price effects from FuelWatch now appear even harder to identify, both in terms
of their timing and magnitude.

3. MARKET DYNAMICS AND PRICE DISTRIBUTION UNDER
FUELWATCH

81 The Australian Government and the ACCC have argued that FuelWatch alters significantly
the balance of market power between buyers and sellers of petrol, with consumers
benefiting handsomely to the detriment of ‘big oil companies’. Thus it has been claimed by
Mr Samuel that FuelWatch ‘neutralises the sophisticated price advantage that the sellers
have got ... and instead gives the consumer an advantage’.?® Moreover, the requirement to
notify the following day’s prices by 2pm, together with the 24-hour rule, it is argued by Mr

% ACCC Chairman Graeme Samuel, quoted in Michelle Grattan, Nassim Khadem and Tim Colebatch, ‘Cabinet

leak leaves Rudd petrol strategy in tatters’, The Age, 29 May 2008.
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Samuel, ‘puts the real mettle on the sellers of petrol to get their prices as keen as

possible’.”’

FINAL

The argument is that FuelWatch redresses an imbalance in pricing transparency between

buyers and sellers. This imbalance, it is argued, is the source of negative effects on

competition and social costs arising from price volatility and associated consumer search

costs.

In its December 2007 petrol pricing report, the ACCC noted that:

Price transparency can be described in terms of the costs in time and money for
market participants to determine market prices, for transactions that will occur or
have occurred. Where these costs are lower, the market has greater price
transparency.

In general increased price transparency has benefits for consumers unless it
significantly increases the risks of anti-competitive practices among sellers. The
more price transparency allows sellers to react more quickly than buyers to price
movements the worse the situation is generally from a competition perspective,
and vice versa.

The report went on to argue that enhanced price transparency is more likely to benefit

consumers the more it is aimed at improving buyer information and options relative to seller

information and options.

The ACCC also drew attention to what it saw as the potential anti-competitive pricing

effects stemming from asymmetric price transparency between buyers and sellers in the

petrol market. It argued that:*®

The more price transparency allows sellers to react more quickly than buyers to
price movements the worse the situation is from a competition perspective. This
would appear to be the current situation in markets serviced by Informed
Sources. It could also extend to a lesser extent in other markets where retailers
inform themselves of rival’s prices by driving around.

The direct exchange of prices by sellers alone allows a seller to lead the price up

with reduced risk. If others do not respond the leader knows quickly and can
reverse the price rise with little loss of price sensitive consumers. Direct
exchange of prices by sellers also allows sellers to match rivals’ price cuts faster
than most petrol buyers can respond to the price decrease. This helps retailers
retain customers that otherwise might have been wooed away by rivals’ lower
prices. If a retailer’'s competitors can immediately match any price decrease by
the retailer, then that price decrease is less likely to allow the retailer to win over
customers from competitors. Knowing this, retailers are more reluctant to
decrease prices in search of greater sales than they otherwise would be. That
would reduce incentives to compete on price and tend to harm buyers.

In short, the ACCC maintains that the scheme yields significant benefits in terms of

reduced consumer search costs and the additional competitive keenness in pricing. The

ACCC Chairman has stated that it was on the basis of this analysis that the competition

body ‘began to understand some of the issues that were affecting Australian consumers in

27
Budget Estimates, 5 June 2008, p. E16.
® pid., p. 241-242.

Mr Graeme Samuel, Chairman, ACCC, Committee Hansard, Senate Standing Committee on Economics,
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terms of petrol prices, and why we started, back in August 2007, to look more favourably at
y 29

the FuelWatch system’.

87 However, this analysis of the impact of FuelWatch on market dynamics is, at best,
incomplete and, potentially, quite misleading. In the first instance, the inability to clearly
identify price effects from FuelWatch itself raises doubts about the extent of any posited
competitive benefits. That the analyses undertaken do not take account of volumes sold at
the various prices available in the market makes these concerns all the greater. The lack of
evidence that FuelWatch led to lower prices thus casts doubt on the claim that FuelWatch
alters significantly the balance of market power to the benefit of consumers.

88 More broadly, the effects of FuelWatch price regulation are likely to be significantly more
complex than the ACCC analysis allows. While FuelWatch ensures petrol buyers have
more information, it is also likely to alter the interaction between petrol suppliers. As a
result, the pattern of fuel pricing may change in ways that have complex effects on
consumers.

89 Contrary to the impression painted by the ACCC, petrol retailing under FuelWatch is not a
simple ‘one-shot game’ in which identical retailers are forced to the lowest mark-up
outcome by the fear of losing revenue. Rather, retailers come in a range of sizes and
structures and operate in a range of areas that differ in terms of the competition they face.
Of course, consumers differ too, in their price sensitivity, their ability to travel to areas
where there are many outlets, and even in their preferences between brands.

90 In such a setting, a scheme such as FuelWatch can have significant unintended
consequences.
91 Under the scheme, petrol suppliers do not face a once-and-for-all price setting exercise, in

which all is at risk; instead, they interact repeatedly and can observe and respond to each
other’s behaviour. Over time, retailers may learn how to play the system and use it to make
prices higher and more ‘sticky’.

92 In addition, the retailers who are most likely to gain are the larger multi-site operators who
are better placed in their capacity to strategically set prices in the daily auction. Multi-site
operators have a greater ability to analyse past outcomes and plan strategies, because
they can spread the costs of such analysis over larger volumes. They also have more
pricing tools at their disposal, because they are more likely to carry a greater range of
products and because of their multiple locations. Moreover, the fact that they repeatedly
face each other in multiple locations accentuates their capacity to behave strategically.

93 The ability multi-site owners have to optimise over different locations also makes it less
likely that a multi-site owner will face a string of days of low-margin sales or a loss of
custom either of which could seriously undermine the viability of a smaller, independent
player. Together, these factors may change the industry structure towards fewer outlets
and higher concentration, which seems plainly contrary to the intended effect.

94 The effects of FuelWatch on consumers are no less complex. The fact of the matter is that
consumers differ and under a scheme such as FuelWatch, some outlets will be patronised

% Mr Graeme Samuel, Chairman, ACCC, Committee Hansard, Senate Standing Committee on Economics,

Budget Estimates, 5 June 2008, p E8.
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only by the least price-responsive customers (as the more price-responsive consumers will
shift to those outlets that post the lowest prices). These less price-responsive consumers
would include those who are unfamiliar with technology and find it difficult to access the
information FuelWatch provides, those who consider the cost of identifying low prices not
worth the potential savings, customers who are unwilling to drive out of their way for
savings, customers who have a shopfront preference, and customers who wish to conduct
other business at the premises (such as shopping or cleaning or mechanical repairs).

These consumers are likely to be made worse, rather than better, off by FuelWatch. Thus,
under FuelWatch, petrol stations that would otherwise have been reasonably competitive
might find that price-sensitive customers (who they would otherwise have had some
prospect of attracting) now go to the lowest price supplier. These stations can respond in
two ways:

e by cutting price further, thereby keeping (or trying to keep) the price sensitive
customers, but losing revenue on sales to all their other customers; or

e by raising price, which may be profit maximising since, without their price sensitive
customers, these stations face a more steeply declining (less price elastic) demand
curve.

The result could be that FuelWatch would make the market more bifurcated, with some
customers facing higher prices and some lower, an outcome referred to as a separating
equilibrium in the economic literature. Further, the more price sensitive customers may not
materially benefit from obtaining low prices, since prices may not be much lower than in the
pre-FuelWatch circumstance, and increased driving and queuing costs could somewhat
offset lower search costs and petrol prices.

The net effect of a separating equilibrium on consumer wellbeing will in large part depend
on the volumes and locations of purchases by customers who currently shop around for
petrol and those who do not (matters that were not explored by the ACCC, but should have
been).® On this, the data described in section 3.1 below suggests, much as might be
predicted by a separating equilibrium model, that in WA FuelWatch has tended to remove
the lowest prices from the market, and may even have raised the extent of high prices
(both of which could occur even while the average price drops, which it did not). This
underlies the difficulty of determining whether the scheme would on average make
consumers better off, as this fundamentally depends on how much petrol is bought by
whom at the different prices and how the respective gains and losses are weighted.

In short, any proper assessment of the impacts of FuelWatch needs to consider
heterogeneity in consumer search behaviour, and the impact that has on the optimal
response of petrol stations to the scheme. As these factors have not been taken into
account by the ACCC (going on the information it has disclosed to date), it could not, in
good faith, claim to know that consumers, or at least potentially materially numbers of

% For a textbook presentation of these issues see Carlton, D. W. and J. M. Perloff (2005) Modern Industrial

Organisation. Boston, MA, Pearson Addison-Wesley, pp. 452-463. For a survey see, for example, Stiglitz, J. E.
(2979) “Equilib<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>