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he ordinary Filipino driver

recently faced a minor dilemma:

Where to gas up? Before, there

were only three choices,
namely, Petron, Shell and Caltex. Now, new
companies like Flying V and Seaoil
surfaced in the gasoline arena, each
providing attractive incentives for motorists
to patronize their products—cheaper
petroleum prices, better services and free
car washes.

The entry of these companies can
be credited to the deregulation of the oil
industry. Due to Republic Act 8479 entitled
“Downstream Oil Industry Deregulation
Act of 1998” approved on February 10,
1998, the Philippine government effectively
reduced its control on oil-related pricing
activity and trade restrictions.

Before

Prior to RA 8479, the Energy
Regulatory Board took into account the
dollar cost of imported crude oil and the
foreign exchange rate, and fixed prices of
petroleum products. A budgetary allocation
maintained by the national government
called the Oil Price Stabilization Fund
(OPSF) automatically absorbed any price
change incurred by the oil companies in
importing crude oil, which is not reflected
in the selling price.

Consequently, the effects of a
regulated oil industry were:

(@ Changes in the world prices of
oil and foreign exchange rate were not
immediately reflected in the domestic

prices. Any large adjustment in oil prices
made it difficult for businesses and
consumers to adjust quickly, thereby
causing disruptions.

(@ Cross product subsidization?
created imbalances in the demand and
supply of petroleum products. Diesel was
priced significantly lower, encouraging
higher consumption and resulting in a shift
in the use from gasoline to diesel.

(O Oil companies experienced
delays in margin recoveries since any price
adjustments would still require public
hearings.

O Entry of new investors was
discouraged, thereby minimizing
competition.

After

The deregulation of the local oil
industry was done in two phases: partial
and full deregulation.

In the partial deregulation phase,
oil importation was liberalized and the
automatic pricing mechanism was
implemented. In the full deregulation
phase, controls on oil price setting were
similarly lifted, the foreign exchange cover
was removed, and the OPSF was abolished.

There are four major reasons why
the oil industry was deregulated:

0 To stabilize and provide
reasonable prices,

(3 To encourage competition,

(3 Toencourage investments, and

(@ To remove cross product
subsidies.

1Cross product subsidization means that the price of premium gasoline was higher than warranted
in order to keep the price of diesel lower. Implicitly, regulation favors diesel product over gasoline.

Oil Deregulation

What is deregulation?

Deregulation generally
means the lifting of
government control and
letting market forces
work in the business.

For the local oil
downstream industry, the
concept of deregulation
covers:

a) price decontrol; and
b) removal of restrictions
on the establishment and
operation of facilities as

well as the importation
and exportation of crude

oil and petroleum
products.
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Cartelization is any
adjustment by refineries
and/or importers to fix
prices, restrict output or
divide markets.

Predatory pricing is
the act of selling at a
price unreasonably below
the industry average cost
(i.e., at a loss to deter
entry of potential rivals)
and later raising the price
to recover short-run
losses.



I'Iﬁs Economic Issue of the Day

February 2000

The Economic Issue
of the Day is one of a
series of PIDS efforts to
help in enlightening the
public and other
interested parties on the
concepts behind certain
economic issues. This
dissemination outlet aims
to define and explain, in
simple and easy-to-
understand terms, basic
economic concepts as
they relate to current and
everyday economics-
related matters.

This Issue was
written by Ms. Ma.
Teresa D. Caparas,
Supervising Research
Specialist, with
supervision from Dr.
Josef T. Yap, Senior
Research Fellow at the
Institute.

The views expressed
are those of the author(s)
and do not necessarily
reflect those of PIDS.

V8

S I

s

"

Philippine Institute
for Development

Studies
NEDA sa Makati Building,
106 Amorsolo Street
Legaspi Village, Makati City
Telephone Nos: 8924059
and 8935705
Fax Nos: 8939589
and 8161091

URL: http://www.pids.gov.ph

OIL DEREGULATION
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Pricing of petroleum products was increases. RA 8180 also prohibits

based on the Automatic Pricing Mechanism
(APM), a formula that automatically
adjusts the price ceiling on local retail oil
prices every month, based on the exchange
rate and Singapore-posted prices (SPP).
Singapore petroleum product prices are
used as the basis for local pricing since
they are widely published. They also reflect
market realities in Southeast Asia since
Singapore is the hub of oil trading in the
region. Thus, changes in the prices of local
petroleum products are highly dependent
on the SPP and movement of the exchange
rate as suggested in the graph. A notable
observation is that in 1999, the percentage
increase in domestic prices was less than
what changes in the world price of crude
oil and exchange rate depreciation
warranted. There is a lag in the response
of domestic fuel prices and this implies that
there will likely be sharp changes in the
early part of 2000.

In the absence of pricing
regulations, it is of course very tempting
for the oil companies to charge the
consumers unreasonably high prices. To
prevent possible abuse, therefore, the
Department of Energy—Department of
Justice Task Force was created. This body
evaluates the merits of any report of
unreasonable petroleum product price

cartelization and predatory pricing and sets
three years' imprisonment and a fine
ranging from P500,000 to P1 million as
penalties.

Other countries like Thailand, New
Zealand and Japan have also recently
deregulated their respective oil industries.
Generally, they have had favorable
responses where the number of players
increased and the price of petroleum
products became more competitive.

What's the difference?

After deregulation took effect,
prices of petroleum products still continued
to rise, prompting many consumers to
complain and associate such increases
with deregulation.

But the price increases were not a
direct effect of deregulation. The country
has been experiencing oil price increases
even before deregulation took effect. The
reason: we are a net importer of petroleum.
Thus, when prices of petroleum products
abroad increase, the local oil industry has
little choice but to adopt the rise in prices.
The bottom line is increasing oil prices are
due to the increases in the world price of
oil compounded by the depreciating value
of the peso. 3§
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