Ower the last 15 years traditional state intervention in the
downstream oil industry has decreased in the 12 countries
of the European Community, making way for increased
competition. This has come about partly as a result of the
influence of the Commission of the European Community,
which has taken part in the seiting of cowmon aims for
mewmber-countries concerning oil (e.g., reductions in refin-
ing capacity, increases in imports of refined products, har-
monizing ofl taxation). However, this movement has not
been entirely to the satisfaction of the petroleum companies,
who believe that oil is still handicapped by discriminatory
policies in its competition with other energy forms.

Ay cours des 15 dernigéres années, les interventions
traditionnelles des Efats dans Uindustrie péirolitre qual de
VEurope des 12 s'allégent, laissant place & la concurrence.
Cette évolution se concréiise en partie sous U'influence dela

Commission des Communautés Européennes, gui contribue

i la réalisation des objectifs communs aux Etals-membres,
en matiére pétrolidre (par exemple: réduction des capacités
de raffinage, ouverture aux importations de produits
raffinés, karinonisation de la fiscalité pétroliére). Mais cefte
évolution ne satisfait pas compltement les sociétés
pétrolieres qui regretient que des mesures politiques dis-
criminatoires kandicapent toujours le pétrole, dans sa con-
currence avec les autres formes d'énergie.

Jean-Pierre Angelier is in the Economics Department,
University of Social Sciences, Grenoble and isa
Research Associate at IEPE.
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The EEC Downstream
Oil Industry in 1993

JEAN-PIERRE ANGELIER

Oil is the principal form of energy consumed
in the European Economic Community.
Despite the increasing normalization of interna-
tional oil markets, it continues to occupy a
strategic position and to be a favoured target for
state intervention. In the wake of the 1973 oil
crisis and subsequent upheavals that have af-
fected the industry, national oil policies were
adopted by the EEC member states. Although
these policies differ in many respects, they have
one common feature — they are all aimed at
reducing dependence on oil. During the 1980s,
however, a noticeable change of orientation has
beenevident: to reinforce competition within the
oil industry the role played by national authori-
ties has diminished little by litile and the
development of common ground has been asso-
ciated with policy initiatives taken by the
Commission of the European Community.

Thus, when the Single European Act was
signed in February 1986, with the aim of creating
the conditions necessary to encourage free com-
petition and increased trade between EEC mem-
ber states, the oil sector was already largely com-
petitive.

The intensification of competition is expected
toreduce the costof oil supplies in the regionand
increase their reliability, while at the same time
improving the performance of European oil
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companies. However, within this competitive
framework, oil is still subject to discriminatory
measures, as can be seen in the guidelines fixed
by the Council of the European Community in
1986. Oil’s share of primary energy consumption
within the EEC’s overall objectives for 1995 is
limited to 40%, oil imports are limited to 33% of
primary consumption and the use of oil for elec-
tric power generation is limited to 15%.

The competitive challenge has been taken up
over the last 10 years by the EEC’s oil companies,
though not without persistent traces of national-
ism. Oil companies have effectively adapted
themselves to new operating conditions and are
preparing for further changes that will result
from the proposed alignment of the various EEC
oil markets — changes that will mean even
higher investment levels. But several questions
remain unanswered in regard to the
Community’s objective of endowing Europe
with powerful oil companies. Are the discrimi-
natory measures to which oil is subjected still
necessary? Is it not possible that they will under-
mine the profitability of the European down-
stream oil industry?

1. Radical Changes in Opefating
Conditions

Over the last 15 years, the oil industry in the EEC
has been affected by profound changes in de-
mand. Oil companies have adapted to these
changes in a context of intense competition, not
only among substitutable energy forms, but also
between refined petroleum products produced
in the region and those imported from outside.
The extent of these changes has varied from
country to counlry according to particular as-
pects of national energy policies. But whatever
the individual cases, the downstream oil indus-
try in the EEC has not, over the last 15 years,‘
succeeded in returning to its previous profit
level.

1.1 The New Features of Oil Demand

As a result of price competition the demand for
petroleum products has slackened and its struc-

ture hasbeen altered, with heavy productsbeing
much more seriously affected by competition
from substitutes than are distillates or gasoline.
These changes have not taken place to the same
extent throughout the Community.

From 1973 to 1988, output of the EEC oil indus-
try declined by 30% (see Table 1) because of a fall
in consumption within the region and intense
competition fromimported petroleum products.

The reduction in the EEC’s level of oil con-
sumption can, of course, be explained in part by
overall energy savings. But itis due especially to
the increased use of substitutes for petroleum
products: in the private residential and service
sectors it has been possible to replace light heat-
ing oil with natural gas or electricity; in industry
and electric power generation heavy fuel oil has
been largely replaced by coal, nuclear power
and, occasionally, natural gas. Only gasoline, for
lack of substitutes, has remained unaffected.

Thus the oil industry finds itself in an entirely
new situation in which price competition acts
against petroleum products. Tn several coun-
tries, such a price handicap has been reinforced
by energy policies that have led to a reduction in
the prices of domestic energy forms relative to
the prices of petroleum products. Thus demand
for oil is falling in France, the United Kingdom,
and Denmark, whereas it is increasing in Greece,
Portugal and Spain. These differences can be
partly explained by the attitudes adopted by the
different governments with respect to oil.

The presence or absence of substitutes and the
extent to which they are in competition in differ-
ent sectors or countries has also altered the struc-
ture of oil demand: heavy fuel oil is losing
ground whereas the share and volume of gaso-
line and distillates are both growing (see Table
2). Here again national policies have played a
role. For example, the use of heavy fuel oil has
been reduced greatly in the Netherlands, West
Germany and France, where it has been deliber-
ately replaced by natural gas, coal or nuclear
power. On the other hand, demand for heavy
fuel oil remains strong in Greece, Portugal, Italy
and Ireland. The demand for distillates is rela-
tivelyhigh in West Germany, Denmark, Belgium
and Luxembourg, whereas demand for gasoline

197



Table 1; OuHets of EEC Refiners in 1973 and 1988 (millions
of tonnes})

Table 2: Demand for (il in the EEC in 1973 and 1988 (%)

1973 1988
1973 1988
—— Gasoline 18 22
Consumption of refined products 660 511 Distillates 32 39
Foreign trade balance in refined products 27 -28  Heavy fuel oil a7 15
Refinery production 687 483  Other 13 24
Sources: Source: Eurostat

De Bauw, (1987), Bulletin mensuel du CPDP (1999) No, 327,
March.

is relatively high in the UK — again for reasons
which stem from national energy policies. As
these differences show, oil demand is subject to
intense competition from other energy forms
and is contracting to a greater or lesser extent
according to whether or not consumer countries
choose to reinforce the price disadvantage of
petroleum products. It is reasonable to argue
that increases in the price of crude oil could not
alone have led to such reductions in the demand
for petroleum products (and this view is consis-
tent with the increases in oil consumption ob-
served inseveral importing countriesin Europe).

Competition from refiners based outside the
region also acts against European oil companies.
It has taken away a large part of their export
market {especially in Africa and in the Middle
East) and whittled down their share of the EEC
market. In the latter case, almost half of the im-
ports of petroleum products are made by Euro-
pean refiners who find it more profitable to im-
port refined products than crude oil.

1.2 European Oil Companies Adapt Their
Downstream Supply

Oil companies operating within the Community
have made a considerable effort to adapt them-
selves to the new demand situation. )
North Sea exploration, which began before the
first oil shock, has intensified, making it possible
for the EEC to increase its oil production from 2%
of the Comimunity’s oil consumption in 1973 to
27% in 1988 (140 million tonnes (Mt})). Expendi-
ture on exploration and production of the order
of $100 billion' during this time has been very
fruitful. The UK has become a net oil exporter
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and Denmark and the Netherlands both produce
a significant share of their own requirements.
Taken as a whole, the result of this exploration
effort has been to allow the EEC to reduce its
dependence on imported crude, which ac-
counted for 41% of requirements in 1988, as op-
posed to 60% in 1973, This reduction is, of course,
related to the fall in demand for oil.

Oil companies have also radically trans-
formed their operating equipment. Having re-
mained hesitant until 1979, European refiners
subsequently reduced their atmospheric distilla-
tion capacity by one-third — from 889 Mt/yr in
1975 to 592 Mt/yr in 1988 — a reduction compa-
rable to the fall in demand. In addition, they
increased their conversion capacity, to produce
more distillates and gasoline and less heavy fuel
oil from the same crude. Thus the Community’s
conversion capacity increased from 49 to 143
Mt/yr (in equivalent catalytic cracking capacity)
between 1975 and 1988, Between 1973 and 1988,
refiners on EEC territory invested $20 million.
The Community’s refining capability is now, on
the whole, well-adapted to demand. The refinery
utilization rate of around 80% is viewed as satis-
factory and the supply profile of complex refin-
eries (with conversion} is close to that of the
average consumption profile. The few simple
refineries still in use continue to operate because
of their locations, because of the large share of
heavy fuel oil in demand within their own re-
gions, orbecause theyare used for processing the
products of other oil producers. They will not be
closed as long as they are profitable.

This effort by the refiners to adapt their pro-
ductive capacity has not been paralleled by uti-

1/ All dollar figures reported here are in US currency.




- p
Inset: Oil Companies in the EEC

Principal EEC refiners in 1989+

Large European M

Majors [1} refiners
Shell 69.6 5 ENI 58.5 1
BP 496 5 Total CFP 45.9 5
Exxon 47.2 8 Elf 303 1
Texaco 264 3 Petrofina 13.7 3
Mobil 245 2 Total 148.4
Gulf/Chevron 29 2
Total 2202

*atmospheric distillation capacity in millions of tonnes per year, 1 January 1989
Source: Petroleum Tines (1989).

Notes: Coluinn [1] gives the number of EEC countries in which the company has
refining activities.

Four types of refining companles operating in the EEC can be distinguished:

The majors: Operating on a world scale, these companies trade in petroleum produects beyond the EEC and
Europe. They are very much in favour of market liberalization.,

The large European refiners: ENI, Total CFP, EIf and Petrofina are active in several European countries in
refining and distribution, occupying a preferential position in their home countries. They are also in favour of a
liberalization of markets, but appear somewhat reticent in regard to competition with refined products from
crude-exporting counlries.

State-owned companies in oil exporting countries: KPI (Kuwait), FDVSA (V enezuela), Tamoil (Saudi Arabia)
and Pemex (Mexico) own 37% of refining capacity in the EEC. Usin g this capacity and the distribution networks
which they control, these companies can sell part of their oil output in the EEC. However, roughly one-half of the
ERC's imports of refined products comes, not from these firms, but from other international companies.

Other refiners: These include American independents, private nationally-based companies and State-owned
companies. The last type plays a particularly important role n Spain (Repsol), Portugal (Petrogal), Greece (DED)

and Ireland (Irish Refining plc).

Refining companies in the EEC in 1989*

Majors  LargeEuropean  Oil exporting Other Tatal

refiners countries
Belgium 18.6 7.7 - 54 316
Denmark 6.3 - 29 - 9.1
Ireland - - - 2.8 (state) 28
France 40.8 61.3 - - 102.1
Greece 03 - - 18.5 (5.5 state) 18.8
Italy 16.2 67.1 43 50.6 138.2
Netherlands 584 6.0 3.8 1.9 701
Portugal - - 14.7 (state) 14.7
Spain - 52 40.0 (36.0 state) 45.1
UK 44.7 44 - 13.9 62.9
W.Germany  35.0 20 5.4 40.9 83.2
Tatal 2202 1484 214 188.6 (59.0slate) 5787
*atmospheric distillation capacity in millions of tonnes per year, 1 January 1989
Source: Petroleun: Times (1989).
\-
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lization rates in the various countries (see Table
3). Thus the region’s four major refining coun-
tries (Italy, France, West Germany, UK) have
either reduced their distillation capacity or else
increased their conversion rate to a level above
the Community average. This has led to an in-
tensive use of capacity only in West Germany
and the UK. In contrast, Denmark and Greece
have made little effort to adapt, though they still
have better utilization rates than the EEC aver-
age. Again these differences can be explained by
national energy policies, as well as by the posi-
tions occupied by refiners within their respective
regions in relation to the processing of crude or
feedstocks. {This matter is treated further
below.)

Oil companies have also made a considerable
effort in distribution. This was a delicate opera-
tion — the objective was to improve profitability
by reducing the number of sales outlets in a
stagnant market without reducing market share.
Fixed costsaresubstantialin distribution and the
only way to maintain profitability is to increase
the average throughput of each outlet. This
meant closing a certain number of service sta-
tions. The adjustment was gradual, with the av-
erage output per sales point having doubled
over 15 years, But this trend has to be continued
in many of the EEC countries if distribution is
again to become economically efficient (see
Table 4).

1.3 Downstream Profitability Is Still Uncertain

Qver the last 15 years, downstream oil opera-
tions in the EEC have lost money. This was not,
however, simply a result of the massive invest-
ment which was made in order to adapt the
industrial apparatus to the structure of demand.
And, when one examines the detail of the overall
balance, clear differences in performance can be
seen in different countries. The British oil indus-
try is particularly productive. Since necessary
restructuring was undertaken long ago, recent
investment has been proportionately smaller
than in other countries. Britain is probably the
most economically and technically efficient
couniry in terms of refining. Refining is also
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Table 3: Refining Adaptation and Efficiency in the EEC

Rate of Conversion Utilization
reduction rate rate of
of atmospheric  {conversion) atmospheric
distillation capacity as %  distillation
capacity of distillation capacity
(% 1988/1980}  capacity 1988) (% 1987}
Belgium 41 20 83
Denmark 21 20 91
W. Germany -45 30 92
Greece -12 a0 93
Spain -14 18 78
France 41 22 71
Ireland 0 0 53
Italy -42 24 66
WNetherlands -36 25 86
Portugal -24 11 54
UK -36 30 a1
Average -37 24 79

Source: EEC (1588).
Neote: Luxembourg has no refining industry.

Table 4: Average Output of Gasoline per Sales Point in the
Four Main EEC Gascline Markets in 1974 and 1987 {cubic
metres per year)

1974 1987
West Germany 660 1750
France 480 820
United Kindgom 680 1450
Italy 470 750

Source: Union des Chambres Syndicales des Industries
Pétrolidgres (UCSIP).

productive in Denmark and the Netherlands.

In Spain, Greece and Portugal, the process of
adaptation to the new conditions in Europe is
less advanced, with a lower level of investment.
In these countries, growth in demand and less
change in its structure called for less far-reaching
adjustments in the refinery sector. However, ad-
ministered prices still maintain a certain degree
of profitability in the downstream sector that is
not dependent on the efficiency of capital equip-
ment used in production. On the other hand, in
Belgium, France, Italy and West Germany losses
are considerable because of heavy investment in
refining,




This diversity demonstrates that refining prof-
itability depends on various factors. First, the
utilization rate of distillation capacities: large
overcapacity in a regional market, with free
movement of products, forces prices down and
reduces profitability. Eliminating overcapacity
within the region as a whole can thus lead to an
overall improvement in refining margins, The
ratio of conversion to distillation capacity also
helps explain the refining sector’s performance.
The higher theratio, the higher the refiner’s mar-
gin, either because the level of exploitation is
higher for the same crude or because the same
level of exploitation can be achieved with
cheaper crudes or feedstocks. Netbacks from
complex refineries are in fact higher than those
for simple refineries, but not necessarily positive.
Thus the efforts made by European refiners have
borne fruit by allowing increases in netbacks.
This strategy has not, however, been enough to
guarantee the profitability of refining opera-
tions.

Another crucial factorin determining the prof-
itability of the downstream oil industry is the
acquisition cost of crude. A certain degree of
autonomy has been observed in prices of petro-
leum products in relation to crude prices. It has
been observed (see, in particular, Brondel (1987)
and Ayoub (1986)) that product prices fall first
and are followed by crude prices. Price increases,
on the other hand, affect crude first, with petro-
leum products following suit later. Time lags
cannot be explained simply by the period neces-
sary to transport crude from the production lo-
cation to where it is refined and the amplitude of
price fluctuationsisdifferent for crude and prod-
ucts (see Table 5).

Such time lags make sense if we take into
consideration the fact that the crude market is
less competitive than the market for petroleum
products. Crude prices are still affected by OPEC
decisions and by what remains of the official
price system (Angelier, 1987). In the petroleum
products market there is strong competition be-
tween refiners as well as between products and
their eventual substitutes. This difference in
price formation explains why the Community’s
refiners can be very efficient technically while at

the same time remaining in deficit. OPEC is able
to fix a crude price somewhat higher than that
which would prevail in a competitive market,
while the refiners may be unable to pass on the
increase through refined products because of
competition among themselves. The result can
be a reduced, and sometimes negative, profit
margin,

Unable to influence crude prices, European
refiners look for ways to render supply condi-
tions more flexible so as to be able to buy oil in
the most advantageous market. They may even
turn to imports of refinery products. Thus the
most efficient oil companies, in terms of their rate
of return on refining capital, are those which are
most successful in adjusting to the rules of a free
oil market; i.e., those which take supplies from
the widest range of sources when prices fall, but
which can also use the output of their own up-
stream subsidiaries when prices rise. All things
considered, it is this flexibility in supply that
makes it possible to make a profit in European
refining operations. This explains the high level
of performance of the refining ind ustries in Den-
mark, the Netherlands and the UK. In fact, a vast
network of trade in hydrocarbons exists in the
mouth of the Rhine and in the south of England,
where refineries are potentially very flexible in
their use of crude and feedstocks.

EEC oil companies are well-adapted to the
changes taking place in oil demand and the in-
creasingly competitive nature of the industry.
But the reductions in capacity and the invest-
ments in conversion which have already been
carried out are not in themselves enough to
render downstream activities competitive. Posi-
tive profit margins depend, above all, on the
relations between crude prices and the price of
petroleum products. This is why oil companies
are in favour of developing market mechanisms
to determine crude prices and why they are de-
manding the abandonment of the discrimina-
tory measures taken against oil by several of the
Community’s member states.
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Table 5: European Refiners’ Margins 1986-1988 ($ per barrel}

1986 1987 1988
Quarter 1 2 3 4 1 2 3 4 1 2 3 4
Netback 2153 1637 13.54 1456 1858 1929 1931 1874 1632 1764 1802 1609
Spot price of crude 1808 1172 ~ 1393 1475 1787 1875 1203 1790 1578 1618 1438 1353
Margin 350 465 039 -019 071 072 028 084 054 146 164  2.56

Source: Calculated from data in Petroleum Intelligence Weekly and Petroleum Market Intelligence.

Note: Margina are calculated for Brent 38° il for a refinery situated in Rotterdam,

2. The Intervention of Community
Institutions in the Oil Industry

It is not the role of the Commission of the Euro-
pean Communities to set up a common policy -—
a policy that would inevitably come up against
the divergence of national objectives within a
strategic sector. The Commission’s role, as G.
Brondel (1987) has emphasized, is rather to “co-
ordinate national policies or, evenbetter, encour-
age consultation among member states, guided
by commonly fixed objectives.” There are essen-
tially three common objectives concerning oil:
the reduction of vil consumption, a trade policy
favourable to the introduction of petroleum
products from outside countries and the estab-
lishment of a single Community oil market. In
relation to achieving these objectives, three types
of intervention can be distinguished: those inter-
ventions which are accepted by the member
states and widely practised; thase which, though
accepted, are still in the process of being imple-
mented; and finally, those which have still to be
undertaken and are not unanimously accepted.

2.1 Interventions Widely Accepted by Member
States

Intervention by Community institutions has
been widely accepted in two areas: reduction of
atimospheric distillation capacity and sarveil-
lance of imports of petroleum products. The
Commission addressed a recommendation to
the Council of European Communities in 1981
concerning the restructuring of European refin-
ing equipment,? estimating that a 25% reduction
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in industry capacity was needed by 1985. This
principle having been accepted, the task then
had to be shared out among the different coun-
tries. The Commission became the coordinator,
dealing with the different refiners, centralizing
information without divulging sensitive data
and using it to direct company choices without
impinging on their freedom to make decisions.
The Commission’s guidance of the process of
change helped toreconcile individual and collec-
tive interests and to avoid the mistakes that
would have occurred due to incomplete disclo-
sure of information in the oil industry. The effec-
tiveness of this infervention is evident in the
results obtained: the Community’s refining ac-
tivities again became technically efficient and
closures were shared out among the companies
and couniries involved in an apparently equita-
ble manner. Only a few countries (mainly the
latest entrants into the Community) still have to
continue their rationalization effort.

As for imports of refined products from other
countries, the Commission watches to see that
suppliers donot take advantage of exceptionally
favourable conditions of access to crude, since
this would go against the rules governing com-
petition (Bulletin de Uindustrie pétroliére, 1987).
The first to protest against this new form of
competition were the protectionists, whose case
was all the stronger given the erosion of the

2/ The Commission’s role in the restructuring of refining is
carefully described by the former Director responsible for
hydrocarbons at the EEC Commission, Mr G. Brondel, in
the above-mentioned article (Brondel, 1987). See also the
reference document, EEC (1988),



financial results of European refiners underway
atthat time. Afterwards opinions changed, to the
point where it was generally accepted that im-
ports were essential for the equilibrium of the
European market -— they contributed to the lib-
eralization of crude markets, they provided com-
petition which had the effect of inciting Euro-
pean refiners and distributors to increase their
productivity levels, and they were part of neces-
sary trade between the EEC and the rest of the
world (the Middle East, North Africa and the
Eastern bloc countries in particular) (Angelier,
1988).

The Commission carries out its surveillance of
competition from refined products outside the
EEC by monitoring the export activities of oil-
producing countries and other exporters of re-
fined products and the importing activities of
Japan and the US. In the area of export activities,
the Commission watches out for dumping,
ready to set up customs barriers to protect its
refining industry if necessary, This has not oc-
curred, however, and OPEC countries in partic-
ular continue to export their refined products to
the EEC within the framework of the General
Preference System initiated by the General
Agreement on Tariffs and Trade, without having
to pay taxes.

In the case of imports by Japan and the United
States, they are both important outlets for refin-
ers in developing countries. If they were to close
their frontiers to imports of petroleum products,
there would inevitably be an increase in supplies
available to Europe, pushing prices down,
against the interests of the Community’s refin-
ers. In addition, the US is the main outlet for
European exports of heavy products. This outlet
is indispensable for the European oil industry if
they are to maintain their financial equilibrium.
Given that the US advocates free trade, but only
practises it when it is to their advantage or when
itisabsolutely necessary, the Commission has to
lean heavily in order that these two countries do
not limit imports of petroleum products. It has
so far shown itself to be effective in this respect.

2.2 Interventions Currently Being Developed

The aim of these interventions is to make the
terms of competition the same for all the EEC’s
oil companies, consistent with the desires of the
majority of member states. It is accepted that
competition should encourage oil companies to
improve their productivity and to pass the re-
sulting gains on to the consumer in the form of
lower prices. Itis also accepted that the establish-
ment of a European market without internal
frontiers would make it possible to improve the
reliability of oil supplies.

In fact EEC countries have already set up
many of the prerequisite conditions for free com-
petition — within a sector traditionally super-
vised by the state. Thus state 0il monopolies are
progressively disappearing, specific obligations
imposed on operators are being reduced and
administered price systems are being replaced
by market forces. Once these three principles
have been established within the Community as
a whole, a veritable single oil market will not be
far away.

Inorder to speed up the liberalization process,
the Commission produced a list of obstacles still
in the way of free competition in 1988 and estab-
lished a timetable within which they should be
scrapped (Energie en Europe, 1988, pp.30-38).

Greece, Portugal and Spain (the latest arrivals
in the Community) are the farthest behind in
integrating themselves within the single market
{De Bauw, 1988). The most critical situation is
that of Greece where the Community has under-
taken proceedings for breach of its regulations
because of the excessive slowness with which the
state has carried out the modifications required
of its oil system. Imports of petroleum products
from other EEC member states and other third-
party countries are still heavily restricted. The
state refining monopoly, partly delegated, is still
ineffect. Selling prices of petroleum products are
calculated according to a predetermined for-

mula and are not left to market forces (Juban,
1588).
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In Spain Campsa’s distribution monopoly has
become somewhat more flexible since June 1988
and foreign oil companies can now set up their
own service stations. But imports of petroleum
products from countries outside the EEC are still
subject to considerable constraints. The dele-
gated refining monopoly — obliging refiners to
buy crude from the state — is still in force and
will remain so until 19922 In addition, the price
of petroleum products is fixed by the state; a
procedure for this breach of the Community’s
regulations has been undertaken by the Com-
mission (Bierme, 1988).

A refining monopoly is also found in Portugal,
as well as a delegated marketing monopoly and
severe restrictions on imports of petroleum
products.

In these three countries, the legal constraints
on free competition constitute protective mea-
sures designed to guarantee the profitability of
national refining and distribution industries.
This is also the case for exploration-production
in Denmark, Ttaly and the Netherlands (Energie
en Europe, 1988), where the Commission is de-
manding the suppression of advantages in fa-
vour of indigenous companies.

France also has important restrictions on com-
petition. Imports of crude and refined products
from some countries are limited; refiners have to
buy oil from the state; sea transport has to be by
French ships; and there is a delegated refining
monopoly. In contrast to the situation in other
countries, these regulations are seen by oil com-
panies as a source of extra costs and as obstacles
to free competition and improved productivity *
These regulations are one of the instruments
tending to limit 0il’s share in the French energy
balance (despite the fact that important mea-
sures have been taken to encourage liberaliza-
tion in the oil sector).

The Commission has given a high priority to
ihe elimination of obstacles resulting from the
persistence of state monopolies in oil. With time
however, it is probable that the Comimission will
manage to persuade the member states that
Community interests can be harmonized with
national interests, the protection of which re-
mains a sensitive point.
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2.3 Interventions Still To Be Undertaken

Two very wide-ranging issues relating to the
Commission’s aim of setting up a single oil mar-
ket have still to be dealt with: the harmonization
of technical standards used to define petroleum
products and, even more important, the align-
ment of tax systems. There is still ro agreement
among member states in either of these fields.
Lack of harmonization would lead to major dis-
tortions in the functioning of the European mar-
ket, though it would not go against the basic
principle of such a market (as is the case when
state monopolies are reluctant to withdraw).
Petroleum product specifications vary from
country to country within the EEC and this con-
tributes to limits on trade. Northern European
countries have stricter technical standards than
southern countries when it comes to protection of
the environment. As a result, refined products in
the north of the EEC can be sold in the south,
whereas the inverse is not possible (Carpentier,
1988). Since the harmonization of technical stan-
dards is to be carried out on the basis of the
strictest existing norms, a considerable invest-
ment isrequired of refiners and distributorsin the
south of the EEC. But it is these sclf-same refiners
and distributors who are farthest behind in the
alignment of competitive conditions within the
Community’s projected single oil market. It is
thus difficult to make rapid progress in the field
of normalizing technical specifications.
However, some common specifications do al-
ready exist, for example, the content of lead ad-
ditives in gasoline and sulphur levels in diesel
oil, It is hardly surprising that such agreements

3/ The principle of delegated monopoly works as follows:
the state allows a company to supply a market in which it
has a monopoly on the condition that certain obligations
are respected, obligations that would not existin a
competitive situation; e.g., the obligation to buy crude
from sources designated by the state, the maintenance of
idle refining capacity and stockpiling.

4/ The French oil industry is up in arms against these
handicaps which, according to their analysis, unjustifiably
penalize them, See Enerpresse {1989), Bloch (1989) and
Pradier (1988).



were made in the field of motor fuels, for these
determine in large part the extent to which peo-
pleand goodsare transported by road within the
Community. But it is likely that progress in rela-
tion fo other types of fuels will be slower.

As for the tax situation concerning petroleum
products, there are still considerable differences
between countries. For example, the net price
before tax of domestic fuel oils is the same in
Belgium and Italy (0.15 $/1 at the end of 1988).
But when tax is included, the price ratio is 1:2.7
(0.18 $/1 as against 0.48 $/1), Or, to take another
example, the tax on high grade gasoline, with a
net price at 0.25 $/1, varies between 0.35 $/1 in
West Germany and 0.83 $/1 in Italy, resulting in
a ratio of prices to the consumer of 1 to 1.85
Because of the existence of such tax and price
differentials, the movement towards the estah-
lishment of common competitive conditions
within the EEC countries is highly uneven. Fiscal
harmonization is currently the Commission’s
highest priority within the framework of the
establishment of the single oil market. Butitis an
uphill struggle. :

Indeed the problem goes far beyond oil, and is
highly controversial. The UK and Luxembourg
are opposed to the very idea of such tax harmo-
nization. This issue touches two sensitive areas
at the same time — national fiscal systems and
national energy policies — and there is no ques-
tion for the moment of drawing up common
policies in these areas. The structures of present
tax systems are difficult to change. The current
relative shares of direct and indirect taxation are
theresult of a long historical process, reductions
or improvements being considered as intangible
social gains (as is the case in the UK for domestic
heating fuels). In relation to national energy pol-
icies, indirect taxation is the favourite means of
increasing price differences between energy
forms whose use is to be encouraged or discour-
aged. Itis clear that harmonizing oil taxation isa
process that goes far beyond the simple epera-
tion of the oil market.

Despite differences in national points of view,
the Commission has set things in motion by
splitting the question in two: distinguishing be-
tween specific taxes on the one hand and Value-

Added Tax (VAT) rates on the other. Inregard to
specific or excise taxes, the Commission has pro-
posed the idea of an overall average rate —
which can be weighted or not, depending on
which products are concerned — reflecting na-
tional situations. This rate would comeinto force
on 1 January 1993,

On VAT, the Commission has suggested that
member states decide on a rate between 4% and
9% for heating fuels and between 14% and 20%
for other petroleum products. It has also pro-
posed that any other levies (such as anti-cyclical
taxes or additional levies) be abolished ®

Theimplementation of these proposals would
lead to an alignment of prices on similar petro-
leumn products within the various countries and
would thus allow their free movement among
the Community member states. In such a situa-
tion the most competitive oil companies would
be able to increase their market shares, price
differences between suppliers then being essen-
tially due to differences in costs. But, again, it is
unlikely that this situation could be achieved
quickly, given that it would upset national en-
ergy policies and taxation policies in member
states (income from taxation in Denmark,
France, Greece, Italy and Ireland would de-
crease; in Belgium, West Germany, Luxem-
bourg, the Netherlands, Spain and the UK it
would rise).

Thus it can be said that the Commission’s
interventions have acted as a catalyst, speeding
up and guiding changes begun within the vari-
ous national oil industries. These interventions
have shown themselves to be effective whenever
there has been a convergence of interests of all
those involved. They have been useful in prepar-
ing for the 1992 single oil market, But since these
policy actions require unanimous approval, it is
very likely that the single oil market will be

inaugurated with a certain number of imperfec-
tions.

5/ The author’s own estimates, based on data from Total
Actualités (1988).

6/ On the alignment of tax systems see Quintan (1989a)
and (1989b} and Vielvaye (1988).
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Table 6: Excise Taxes Proposed by the EEC and Those
Currently in Force

Proposed Current tax, 1 September 1988

tax
Woest France Ttaly UK
Germany
High grade
(ECU per
1000)itres) 340 255 419 550 311
Diesel
(ECU per
10001litres) 177 213 216 115 263
Heavy fuel
ofl (ECU
pertonne) 17 7 17 8 12

Source: EEC (1988).

3. The European Qil Industry After
1992

Despite its probable imperfections at the outset,
the single oil market will allow the Community
to fulfil several objectives, notably the satisfac-
tion of oil demand atlower cost and with greater
security of supply. On the other hand, questions
remain in regard to one of the Commission’s
objectives: will the region have powerful, com-
petitive and financially self-sufficient oil compa-
nies on an international level?

2

3.1 Satisfying Oil Demand

According to the EEC Commission’s forecast,
demand for oil in the Community in 1995 will
reach 520 Mt if oil prices remain at their present
level and would reach 485 Mt if prices rise to $25
per barrel. The structure of demand will con-
tinue to lighten somewhat, with gasoline ac-
counting for 22% of internal sales, distiilates 40%
and heavy fuel oil 15%.

Oil would then account for 40% of the region’s
primary energy consumption and oil imports for
one-third of this consumption.

In these circumstances, European refiners
would have no difficulty in satisfying overall
demand. By further reducing atmospheric distil-
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[ation capacity from 592 Mt in 1988 to 575 Mtin
1995, they would improve their rate of utiliza-
tion, maintaining it somewhere around 80%. Im-
ports of petroleum products would not rise,
given the stagnation in Eastern bloc countries’
export capacities and the increase in internal
demand in the Middle East and North Africa, in
the absence of any major new refinery project in
these regions.

Structural and inter-regional imbalances are,
however, likely to occur. The northern region of
the Community will have to produce more and
more white products in line with the increase in
conversion capacity, leaving a surplus of gaso-
line and distillates produced in accordance with
strict anti-pollution standards. Refineries in
southern Europe on the other hand would have
a surplus of fuel oil, which would be difficult to
exchange with the northern region because of
the lower anti-pollution standards in the south.
A structural and regional balance within the EEC
would only be possible through involvement in
external markets, with the harmonization of -
competitive conditions making it possible to in-
crease exchanges within the Community to a
limited extent, the principal flows being from
North to South. In addition, the EEC as a whole
should remain a net exporter of heavy fuel oil,
even though this product is increasingly used as
feedstock in complex refineries.

The effort by European refiners and distribu-
tors to rationalize their operations and the in-
creased supply flexibility which they have ac-
quired have helped to reduce operating costs.
Increased competition within the EEC, espe-
cially competition for market share from the
most productive firms, will help to assure that
these cost reductions are passed on to the con-
sumer.

Security of supply should become strength-
ened in four ways:

(1) because the share of oil and imported refined
products within the EEC’s primary energy con-
sumption should continue to fall; (2) because the
increased size of the European oil market and the
increasein the number of suppliers limits the risk
of an interruption of supplies; (3) the processing
overcapacity in European refineries is still



Table 7: EEC Oil Balance in 1995 According to Two
Scenarios

Scenario 1 Scenario 2
Price of oil {$ per barrel) 2530 15-20
Total consumption (M) 485 520
Refinery processing
(incl. feedstocks) (Mt 455 490
Atmospheric
distillation capacity
Mt/ y1) ) ; 575 575
Netimports of petroleim
products (Mi) 25 25

Source: EEC (1988).

greater than the volume of imported products
{any shortfall in the supply of products would
not be generalized, for at worst it would only
affect white products); and (4) the security of the
EEC’s oil supplies continues to be reinforced by
the tightening of financial and trade links among
the main suppliers of oil to Europe and even, in
the case of the Gulf Cooperation Council and of
OAPEC, by the establishment of preferential po-
litical relations. As a result of these factors, it
would appear that the EEC’s oil supplies are
much more secure today than they have been in
the past. At the same limme, supplies of motor fuel,
which makes up half the region’s oil consump-
tion, are still subject to risks that are difficult to
eliminate.

Thus it appears likely that EEC policies are
leading to the achievement of two objectives for
oil: satisfying demand at lowest cost and maxi-
mizing security of supply, But such optimism is
not shared by oil companies operating in Eu-
tope. They are distinctly more reserved about
likely developments.

3.2 The Profitability of European Oil Companies

Itis easy to imagine what European refiners will
be like after 1992. Having further reduced their
atmospheric distillation capacity so as to keep
only their largest plants, they will export their

surplus in heavy products and import white
products to satisfy customer needs. Distributors
will close down one-third of their present motor
fuel sales outlets.

European oil companies will get used to the
supply flexibility made necessary by market
forces. They will diversify towards the upstream
sector (in order to capture more resource rents)
if they have not done so already, or else in the
direction of high value-added production, such
as Jubricants or petrochemicals. Such integration
and diversification will be essential if firms are
to be profitable. It is very likely that there will be
closures among small oil companies and per-
haps further withdrawals by American compa-
nies. Only the most powerful and well estab-
lished oil companies will remain in the European
market.

But is this Darwinian policy on the part of the
Commission —by which only the fittest oil com-
panies survive — justified? The response is far
from unanimous, Some established oil compa-
nies have set up an association within the EEC in
order to get themselves a better hearing. They
argue as follows (Enerpresse, 1988; 1989). The oil
crisis is over. There is overcapacity in the crude
market and it will remain for a long time, OPEC
has lost its market power and oil prices are now
governed by competitive forces. Energy de-
mand, particulary for oil, is no longer as rigid as
it was and it is no longer appropriate to pursue
a policy aimed at reducing the use of oil, even if
such a policy was the correct one to adopt up
until the beginning of the 1980s.

According to this view, it would be more ap-
propriate to eliminate alf the institutional obsta-
cles which stand in the way of growth in oil
consumption — particularly taxation measures
which make petroleum products more expen-
sive, By relying on competition, the Commission
would make it possible for the consumer to get
the benefit of even cheaper energy and would let
the oil companies return to financial equilib-
rium, althoug}i to the present time, and for sev-
eral years to come, they have had to use their
profits to finance downstream investment and to
cover refining and distribution deficits. If, on the
other hand, these profits were ploughed into
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exploration, this could increase oil reserves and
help guarantee security of supplies of cheap oil.

In order to demonstrate the defects of the
Community’s current orientation, this argument
stresses that capital from oil exporting countries
is moving into European refining and distribu-
tion and that imports of petroleum products
from these countries account for a large propor-
tion of demand. These two trends could be les-
sened if downstream oil operations were to be-
come competitive and profitable again and if
investment capacity were to be increased thanks
to unrestrained competition between energy
forms.,

4. Concluding Comments

. Qil demand has changed considerably in the
Twelve over the last 15 years. Qil companies
operating within the EEC have completed the
transformation of their productive capacity in
such a way as to satisfy a demand which is
substantially different from that which existed
before 1973. This process of adaptation has been
accompanied by interventions on the part of the
EEC Commission.

The role of the Commission within the oil
sector — to encourage consultation among, the
member states in areas where their interests are
convergent — has so far shown itself to be effec-
tive. The reduction in downstream oil operations
and the setting up of the conditions necessary for
the creation of a single European oil market can
be considered as successes.

This role of encouraging consultation would,
however, appear to be approaching serious ob-
stacles. Progress in the setting up of a single oil
market implies going beyond the purely techni-
cal domain of the oil industry — it overlaps into
national encrgy and taxation policies. It would
appear that, when this occurs, differences be-
tween the various countries’ objectives tend fo
outweigh their common interests. Furthermore,
though there was a convergence of interests in
reducing oil dependence in an international
supplier’s market, with the result that measures
to limit oil consumption were taken for granted,
this convergence has been weakening somewhat
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since oil has again become cheap and abundant.
Under these conditions, why should countries
without a competitive national form of energy
not refrain from discouraging oil consumption;
why should they not rely on free competition
between the various energy forms?
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