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IR WHITE OPEMS AND CALLS:

WALTER LEWIS NEUTCN, I zm a consultant on

economic problems relating to the petroleum industry, I
hold the degree of Bachelor of Arts, University of Cambridge,
England, 1942,

I am a director of Petroleum Economics Limited,
Petroleum Economics Limited

1 Argyll Street, London, W. 1,

provides consultancy services on matters relating to the oil
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industry and in this respect advises oil companies, oil

consumers, governments and international organisations.

I am the author of the following papers and

articles:

Current Economic Trends in
Location and Size of
Refineries in Europe

World Petroleum Congress,
Fifth, 1959, New Yoxrk

(with Dr P.H, Frankel as joint author)

Profitability of International

0il Companies

The Analysts Journal,
November, 1959

(with Dr P.H, Frankel as joint author)

The State of the 0il Industry

National Institute Economic
Review, September 1960,

(with Dr P.il, Frankel as joint author)

The Economics of 0il Supplies

to the Power Industries

World Power Conference,
Sixth, Melbourne, 1962

{with Dr P.H, Frankel as joint author)

Recent Developments in the

Economics of Petroleum Refining

World Petroleum Congress,
Sixth, Frankfurt, 1963

(with Dr P.H, Frankel as joint author)

Tanker Avallability and
Requirements: their effects
on the Tanker Market

Refineries in Small Consumer
Countries

The Long Term Development of
the Tanker Freight harket

Economics of Petroleum
Refining - Present State
and Future Prospects

Petroleum, May, 1961

World Petroleum, January
1964

Institute of Petroleum,

Institute of Petroleum,
January, 1968

(with Dr P.H, Frankel as joint author)
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I have been active in the oil industry since 1943
when I joined Manchester Oil Refinecry Limited - an
independent refining company in the U.K. which, hovever,
had close operational links with other independent refineries
on the Continent of Europe. There I was first employed in
the market research department and later on the operational
side dealing with crude oil purchases, processing agreements,
petroleum products sales, tanker chartering, etc. and was
thus closely connected with the international oil businesse
In 1955 I joined Petroleum Economics Limited on its
foundation by Dr P.H, Frankel and I have been a director of
that company since 1958,

(A)  WORLD MARKET CONTHOL AND PRICE STRUCTURES

The price structurcs in the various parts of the
world can be understood only if they are seen as being the
result of the shape of the oil industry as it has developed
over the last fifty years.

It is a matter of historical record that in oil=-
consuming areas where there is also indigenous produption of
crude oil there has tended to be a substantial number of
enterprises not only in the producing but also in the refining
and marketing sectors, Nowadays this however only applies
to the U.S.A., the U.S.5,R, and Canada, All other major
areas of consumption arc bereft of any substantial indigenous
0il reserves and are thercfore dependent upon supplies from
other countries, It would now appear that Australia will
prove an exception in the near future,

On the othar hand, since the first World War
practically all prolific oilfields have been discovered in
arcas remote from urban civilisation., In these countries
the infra-structure of an industrial activity had to be
created from scratch, This is a task which only entexprises
of some considerable size and staying power could undertake,

Also only companies which had already an established market
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position and/or had the support of their own Government could
aspire to go into what was then an intricate and risky
business, The fact that thus the unit of operation was very
big resulted in the field being de facto reserved to seven

or eight large companies, American, British and French.

This virtual monopoly of a small number of companies had its
repercussions everywhere, but it gained particular
significance in areas where for other reasons the stage was
already set for the predominance of a limited number of
operators,

In areas near crude oil production, especially when
its control is split between a number of enterpreneurs, there
is scope for small and middle-sized companies in the refining
and, more especially, in the marketing sector, If and when,
however, supplies have to go by sca, especially over longer
distances, a pecullar set of circumstances makes itself
felt: ever since the oil industry emerged from its barrel
stage (when the unit of operation was small) oil was shipped
by tankers and had to be stored in bulk tankage. Thus
only large and well=bzlanced operators could gain access to
and maintailn themselves in the market, especially in areas
where the total turnover was limited, This applied, and to
some q;tent still applies, to practically all points East of
Suez, and goes a long way towards explaining the state of
exclusivity which a very small number of oil companies, all
of them internationally backed and diversified, had aticined
there.,  One consequence was that competition, as and when it
obtained, inevitably took on what the economists call an
oligopolistic character, i.e. the operaticn of a limited
number of marketers obtaining their share by way of
investment and advertisement rather than by price
competition. Market shares, once acquired, tended to be
respected,

It is fair to say that this description applied
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until the 1950s not only to the areas of.the Tndian Ocean and

further east but also to practically all of Africa, The

rcasons why in Europe, in spite of the substantlal market

position of the same big oil companies, their status there
was different were roughly as follows:?

There were 2 certain number of old~established
local companies which, especially in Germany, develcped
indigenous crude oil production, making them independent of
supply by the internationcl purveyors.

In Sweden one or two domestic companies maintained
their identity, strengthened by other activities (esgs
shipping) and political backing, as in the case of the Co-
operatives,

In France, howecver, it was the government which
established a climate favourable to the developmant of French
enterprise in the oil sector,

Variants from the French example, which itself was,
however, nartly the result of French particination in Hiddle
Zast oil, are provided by the Italian and South American
examples,

In Italy, between the wars, the Fascist regime
established a state compeny (AGIP), designed to search for,
produce and market oil, but it became effective only after
the Second "orld War,

The main exception to the ubiquitous and
predominant operations of the international oil companies
outside the U.S./i., Europg etc,, is provided by some of the
Latin /merican republics,

Mexico is a case per se: it is the only country
outside the Soviet Bloc where all o0il activitics are in the
hands of a state monopoly, The nationalisation of the oil
industry there in 1938 was on the whole a success simply
because Mexico happens to be selfesufficient in oil, It can

thercfore be 2 law unto itsolf,
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The other Latin American consumer countries,
however, ére or at any rate have been until recently on the
whole importers of petroleum (finished products originally,
now mainly crude); therefore they applied their calculated
interference at the importation stage. Argentina, Brazil
and, to some extent, Uruguay have virtual import monopolies
under which supplies, even those eventually reaching the
affiliated companies of international enterprises, are mostly
channelled through the agency of a state‘Fompany.

It is an interesting reflection on the general
conditions of the oil trade that, other features of such
regimes notwithstanding, these countries through buying by
way of public tenders have had for a long time a level of
foreign exchange cost significantly below that of countries
which did not apply these methods.

To sum up:

In the absence of state intervention on the one hand
and of effective local entrepreneurs on the other, the oil
business in the peripheral regions is almost inevitably in
the hands of integrated international operators whose
affiliates enjoy all the benefits of belonging to a widespread
network but for the same reasons do not develop individual
initiative or bargaining power, All through the last
decades wherever local enterprises have emerged and have
managed to establish themselves in business; there is
however an almost fateful tendency for such enterprises
either to become affiliated to one of the international
networks or to behave as if this were the case,

Consequently, and again inevitably, in the absence
of actual nsgotiations between armslength sellers and buyers,
the major international oil networks tended to develop and to
apply the concept of world market prices which provide a
framework for the supply of their affiliates and for the

price behaviour of the latter,
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Posted Pricos

These nwust be considered both in relation to crude
01l and to petroleum products.

(1) Crude 0Oil

The expression "posted price" for crude oil, which
precedes considerably that for finished products, was first
applied to areas outside North America in the late 1940s.

The need for postinc a crude oil price outside North America
arose for governmental and tax reasons, Firstly the
authorities administering the U.S. Harshall Plan for Europe
needed a reasonably reliable yardstick for the cost of the

oil financed by them, Another need for the posting of prices
came in the early 19%0s when the original royalty agreements
between the producer-country governments in the Middle East
and the oil compznies were converted inte 50-50 profit

sharing arrangements, The reason why the posting of a price
became necessary in this connection was the concern of the
producer-country governments that the concession holders would
tend to supply thelr own affiliates at fictitiously low
prices in ordor to transfer profits beyond the producer
country's tax jurisdiction. By posting a price which

applied to the sale of 0il to all potential customers a floor
was put under the price because a company which posted a

price at a lower level would have exposed itself to the

danger of having the oil acquired by its competitors.,

The posted price thus became the basis for the
sharing of profits on a 50-50 basis between the producer=
country governments and the concessionalre companies, the
principle being that the difference between the cost of
producing the oil and its f.o.b, selling price should be
shared equally between the producer-country government and
the 0il company.

In the early 1950s, when cruce oil prices were

originally postod, there was a shortage of oil and it was a
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sellers market, At that time therefore posted prices were
effective sales prices and until the 19%6/7 Suez crisis the
tendency was for posted prices to rise,
When market conditions changed after the first
Sucz crisis the companics at first attempted to reduce posted
prices for crude oil in line with market conditions as they
developed,  After a second reduction of posted prices for
crude 0il in 1960 the producer-country governments, however,
became alarmed at seeing their revenue eroded and, in order
to maintain their tex income, put a veto on any further
reduction, Consequently from that time onwards posted
prices ceased to be effective market prices for crude oil and
became in practice a tax base in producer countries, Actual
market prices in armslength transactions were from that time
onwards generally expressed in discounts on the posted
prices.s It must however be added that the largest armslength
buyers had enjoyed special terms even before then. In 1958
Mr Wolters, the managing director of the Belgian refining
and marketing company Petrofina declared in an intarview
with the U.S. magazine "Fortune" that only "fools pay the
posted price",
[INTERPOLATION:  There were two reductions - one
in 1959 and the second in 1960. First in 1959 was one of
18 cegfs per barrel in case of Middle East crude, Second

in 1960 was between 8 and 10 cents per barrel depending on

different crudes, To give an example - what is generally

. considered the iiddle East Reference Crude Oil i,e. Arabian

light crude oil at Ras Tanura was reduced in 1959 from $2,08
per barrel to $1,90 per barrel and then again in 1960 from
$1.90 per barrel to 51,80 per barrels It was at this point
that the producer countries became alarmed and organised

themselves in  OPEC, ]
"(2)  Petrclcum Products

The original fountainhead of product pricing was

the U.S. Gulf, justifiably so at a time when the U.S.A, wgs
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the universal provider of oil wherever it was nceded (roughly

until thd 1930s).

Originally the market quotations for petroleum
products reported in Platt's Oilgram, a generally internation-
ally recognised daily report of petroleum prices, published
in the U.S.A., were not what one now calls "Posted Prices"
but were meant to be straight market reports, i.e. a
reflection of actual armslength transactions, With the
gradual change of the domestic U.S. market, and the
reduction in the number and significance of these armslength
transactions, Platt's quotations increasingly represnted
semi-ofricial price lists of companies, but in the U.S..i.
they still are not official postings,.

Elsewhere, however, they were used by the inter-
national o0il companies as a basis of world-wide ﬁricing.
Therefore when it became obvious that the U.S..i. had become
both a net importer of o0il and a protected market, whose
prices bore little relationship to international supplies,
substitute price indicators had to be found, It was in the
course of this development that, in the wake of the Suez
crisis of 1956, the major oil companies started to "post"
prices for products in the Caribbean different ffom the U.S.
Gulf Platt's quotaticns, snd they also posted product prices
at th;.Persian Gulf, These postings were designed to meet
the following conditions:

(a) Starting from the posted price of crude oils, and
making allowance for the refining costs and desirable
refinery margins at the respective refineries, the
prices for individual products were meant to give an
adequate return, taking into account the demand
pattern of the markets to be supplied, from which
followed the Vield vattern ("product mix") of these

refinericsq

(b)  Posted products prices, for instance, at the Persian
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Gulf, could not be set too high in relation to crude
0il prices, since if they had been, the incentive to
build local refineries, cege in India, to cover total
local demand woulcd have been overwhelming, On the
other hand prices could not be so low as to influence
adversdly the prices of products from local refineries
where and when they were built by the same companies
who had an intercst in Persian Gulf refineries,  This
inter~relationship of nrices was inevitable because
most countries East of Suez, even once a local refining
industry was established there, did have to rely on
supplementary imports of some products (e.g. middle
distillates in India, light fractions in Australia,
and heavy fuel oil in Japan) to meet the local pattern
of demand. In other cases surplus products had to be
exported.

It can be seen that the posted price system for
products fitted into the general international sct-un with
its supply and competitive patterns: wuniform prices sprang
from a form of price leadership and were influenced also, as
for instance in the case of the ibadan refinery, by tax
problems relating to the refinery margin in producer
countries.”

[INTERPOLATION: In certain areas of the world
in the industry certain companies were accepted to be the
price leaders, In the Persien Gulf it was generally
accepted to be B.P, At any rate until the closure of the
Abadan refinery and nationalisation of B.P, fAnglo Iranian
assets in 1951, But again it was to be noted in 1957
when products prices were first posted it was B.Pe which
as the price leader tock the initiative to post product
prices. In Lybia ESSO is recognised as the market leader,
The same paragraph deals with tax problems relating to
refinery margins - would you comment on that a little more

in view of what iy Todd sald?  Refinery profits at the Akbadan
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refinery are taxable. In the agrecment with tho lranians

the companies have to provide a minimun taxable uplift of 5%,
This mecans that the value at posted prices of a composite
barrel of products made from a barrel of crude oil must
exceed by at least 5% the total of the cost of the crude oil
at posted prices (in recent years with minor exceptions) plus
cost of refining. This uplift is then taxed by Iran. &
similar situation although there is no defined uplift of 5%
exists at Ras Tanura. I do not know off hand the exact
positicn in Kuwait and Behrein but would be surprised if
there were no texation of refinery profits there, )

"In actual practice this posted price system for
finished products was qualified by deviations explained
later.

There are several reasons why the concept of an
international price structure for petroleum products has been
developed,

(a) ©il is not only traded internaticnally on 1 large scale
but the main sources of supnly to the world have been
traditionally confined to a few points (although these
points have changed from time to time)s Originally the
UsS. Gulf was the main source but in the postewar period
this rolc was taken over by the Caribbean and later also
by the Middle East (Persian Gulf), and, within a
restricted area, by Indonesia, In the past it was
thus the practice to adjust petroleum products prices
all over the world to those prevailing at the main
points of export,

(b)  The necd for an oil price structure as distinct from
cil prices arose froms
(1) the desire of the international oil companics

to bring some order into the terms on which
they supply their own affilia£es and outside

customers;
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(ii)  the need for governments in producer as well as

in consumer countrics to have an easily

recognisable basis for the control they wish to

apnly to o0il exports or imports.

/n examination of available published material shows
how limited the relevance of any set of finished products
prices at overscas centres of refining had become for the
pricing of products in consumer countries., Prior to the
development of large=scale refineries in consuming areas, these
overseas supply points could rightly he considered as the
mein determinant of any rational system of prices in the
consumer countries for which they formed the principal source
of supplys.

Until the eond of the 1940s the U,S, Gulf could
properly be considercd as the basing point for the price
structure for the entire world. This was justified for three
reasonst firstly the U,S, oil industry was by far the
largest in the worldj; secondly U.S, exports from the Gulf
Coast covered a very large part of the world's demand, when
other Western Hemisphere and iiiddle East supplies as well as
refineries in consumer countries were still in the process
of development; and thirdly the U.S. Gulf was the principal
point where there was an open market sufficiently large to
cover any potential requirements,

With the virtual disappearance of the U.S. oil
industry as a supplier of crude oil and finished products to
the rest of the world, the Caribbean became the main source
of supply. Petrsleum products prices at /ruba and Curacan
were first posted in the early 1950s, In the initial period
petrcleum products prices f.o.be 4ruba and Curacao tended to
be the same as the Low of Plati's quotations at the U.S.

Gulf, The principal reason for this was that tlie UsS.iie
constituted an importaont market for products from these

areas, in particular residu=l fuel oil, and the freight to
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the U.S. East Coast fron /ruba and Curacao was approximately
the same as that from the U.S. Gulf,
Since the end of the 1950s, however, pctroleum
products prices at the Caribhean export centres have ceased
to follow those at the U.S. Gulf and have tended to find thelr
own levels. This was, in the first place, the consequence
of Venozuelan crude oil prices being reduced in the late
1050s without correspending reductions in the United States
crude oil prices, Caribiecan petrecleum products prices being
inevitably influenced by the price of the crude oil from which
they are derived, Secondly the U.Se import restrictions on
a mandatory basis were enforced in 1959 and the only product
which now moves in large quantities from the Caribbean to
the U.S./, is residual fuel oil, With imports of other
finished products into the U.,S.A. being restricted to -
comparatively small amounts, the inter~dependence of the
U.3./ market and Caribkean supplies was greatly reduced.
Until mid=-1957 there viere no posted prices for
petroleum products at the Persian CGulf, Cenerally speaking
f.0.be prices for petroleum products ot Persian Gulf
refineries were considered to be about in line with f.o.b.
prices in the Western Hemisphere, Yiith the growing importeance
of exports from the Persion Gulf, B.P. took the initiative in
1957 to post petroleum products prices there. These
quotations became relevent in those arces which were nearer
to the iliddle East than to the Caribbean, such as part of
the llediterranean, the Indian Ocdan, South /Africa, /fustralia
and Japan, New Zealand, which is marginally better »nlaced
in terms of freight costs for petroleum products supplies from
the Caribbean, can nevertheless be considered to be situated
on the watershed between the Caribbean and the Persian Gulf
and thus be able to draw its supplies from whichever source

offers the more advantagoous terms,

The relevant comranles also posted prices fo0ebe
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Sungei Gerong and Pulau Zukom (Singaporc) for products made in
South East Asian refineries from Indonesian crude oil. These
postings at Far East export centres have tended to follow
those at the Persian Gulf, allowing for differences in freight
costs from these two areas to Far Eastern and Australasian
destinations,

There is a significant difference between the U.S,
Gulf market and those at the Caribbean and at the Persian Gulf,
Whereas in the U.S. Gulf market there was originally a sub-
stantial number of independent (non-integrated) refiners,
practically the whole of the petroleum products supplies
originating in the Caribbean or at the Fersian Gulf were and
are at present controlled by the international major oil
companies, The greater part of the products sold from these
latter two export centres move within the integrated channels
of the major international oil companies.

In 1959 exports of petroleu. products from the
Caribbean area totalled about 500 million barrels (over 70
million tons), In 1965 expurts of petroleum prodw ts from
the Caribbean arca totalled about 700 million barrels (around
100 million tons), In both years over 70% were shipped to
other VWestern Hemisphere countries and about 20% went to
Europe., Of the balance of about 6%, less than half went to

7
East of Suez destinations, including New Zealand,

Armslength sales frem the Caribhean area of motor
gasoline and aviation fuels include those to the U.S. armed
forces, There are also some armslength szles to the Panama
Canal Authority, In the past there have also been offers in
reply to invitations to tender to South American countries but
these have become less frecuent as a result of the development
of refining capacity in these consumer countries, Some
gasoline and gas 0il sales of an armslength character werec
also made to Europrean indopendent buyers, Substantial sales

of residual fuel oil take place to third parties in the
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U.S.A. wherc non-integrated compzanies or public utilities are

important buyers on a cargo lot or contract basis,

So far as export sales of petrcleum products froim
the Persian Gulf are concerned, in 1959 these totalled about
230 million barrels (32 million tons) and in 1965 about 330
million barrels (over 45 million tons). Of these totals overxr
70% remaincd East of Suez and the rest was exported to West
of Suez destinations, The volume of Persian Gulf exports
of petroleum products has be:n less than half of total
exports from the Caribbean refinerics,

Hon=integrated sales of vetroleum products from
the Persian CGulf have been an even smallcr provortion of
overall sales than in the Caribbean. Armslength sales of
petroleum products at the Persian Gulf fall into two
categories:

l, Petroleum products derived from the small proportion of
Persian Gulf rofining capacity which is not awned by the
major international integrated oil companies, This
relates to
(a) the 5% share held by the Iricon Group of U.S.

independents in the Iranian Consortium which

operates the Abadan refinery. However, when Iriccn
came into beingy zll the members of this Group with
‘the exception of Aminoil at that time made an
arrangement with the major company members of the
Consortium whereby the Iricon companies agreced to
exchange their products share from the Abadan
refinery against additional crude oil from the
major companies,

(b) The refineries of Aninoil and Getty in Kuwait and
the Kuwait/Saudi Arabian lWeutral Zone which, since

1958, have been exporting approximately 2,5 million

tons per annum of petroleum products, almost

entirely naphtha and residual fuel oil, These
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two refineries thus constitute relevani sources ot
third party sales from the P rsian Gulf,
2 fdditionally, there was a limited volume of
petroleum products sales to third parties by the international
major oil companies, It was recently rcported that in the
case of Arabian /merican Oil Co., third party sales amounted
to 10%-15% of total sales.

Although the major internaticnal oil companies, for
reasons of their own, have continued to favour the idea of a
unified world market from which a system of prices could be
derived, some of them at least hzve admitted publicly that in
recent years this system could no longer be based on
quotations in the traditional overseazs refining areas, In
1963 Shell stated in a pamphlet entitled "Cur.ent Inter-
national Oil Pricing Problems':

"Since 1950 an increasing amount of product supplies has
come from refineries located in consuming areas, the
proportion for Europe in 1962 being as high as 85%.
Some Europecan countries refined locally practically

the whole of their product requirements, In these
circumstances it is only to be expected that local
product prices will tend to be influenced more by local
refining conditions, such as the pattern of
cons&mption, a competitive refining margin, and the
competitive delivered price of crude oil, than by
relation to products prices at main export centres in
producing areas, as hitherto."

Refining capacity in the overall East of Suez area
has always been greater than demand, Since 1962 refining
capacity in the consuming countries East of Suez, with the
exception of East and South Africa, has also excceded demand
in these countries. N, (Table 1), "

[INTERPOLATION: I should add here that refinerics

are not generally run at 100% of capacity. I think 80 to 85%
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is a reasonable average yardstick.]
"The £emarks made in thc Shell pamphlet regarding
Europe can be thus said to apply to an equal extent to most of
the consuming countries in the East of Suez arez. The Shell
statement can be regarded as a confirmation of the idea that
the prices in all marketing arcas (or countries) now depend
mainly on the degree of market ccmpetition extant = and, of
course, on the governmental regimc prevailing in cach case.
Posted prices for petroleum products have declined at
all export centres. In the period from 1959-1965 posted
priczs for gasoline (90 cctane) have declined in the Caribbean
from 10.25¢ per U.S. gallon to 8,4¢ per U.S. gallon and at
the Persian Gulf (Abadan) from 10.5¢ per U.S. gallon to 8.4¢
per U.S. gallon, In the case of gas oil (43/52 DI), the
reduction at the Caribbean and Abadan has been from 9;375¢
to 6,5¢ and from 9,1¢ to €.8¢ per U.,S. gallon respectively.,
The Bunker C fuel oil price has gone down from $1.90 to $1,55
per barrel at Abadan and remained at $2,00 per barrel in the
Caribbeans The trend in prices in both areas has been much
the same, although not uniform in extent, reflecting partly
the difference in crude oil and yield natterns and also the
emphasis of demand in the various parts of the world,"
[INTERPOLATION: At'this point as we shall see
later the pésted prices for these products are not necessarily
a full reflection of actual prices, Lis I mentionod earlier in
evidence, the posted prices in particular at Persian Gulf for
products as well as for crude oil have a certain relevance
for taxation in these countries, Therefore with the posted
prices of crude oils being frozen and the need for the companies
to show a rcfining profit for taxation purposes, a certain
limitation is imposed on the free movement of petroleum
products prices,
Graph starts in 1960? /ny index before 1960? No
not in this form, In iny 1960 2 discount on gasoline of

2 cents per U.2, g=1ln crn bo coleuisted 797 the channol
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port index. It is most unlikely that these discounts

mushroomed to 2 cents per U.S. gallon overnight in iay 1960
and I would say that this was a developing trend during the
preceding years., Difference between 10,5 and 8,5 at that
date? Yes, Other graphs deal with the other products in a

similar way.]

(8)  EVIDEICE OF PETROLEUM PRODUCTS ARMSLENGTH SALES OQVER

THE RELEVANT FERTOR

-

Davelopment of Discounts

The general tendency to grant discounts to armslength
buyers of petroleum products in cargo lots became more
firmly established during the period 1959«1964, as a result
of the competitive conditions which have preveiled in the
0il market since the Suez crisis of 19956, It should be
pointed out however that during the preceding five years,
1954~1959, competitive pressure in the Persian Gulf sphere was
accentuated by the re-opening in 1954 of the Abadan refinexy.
This provided all the members of the Iranian Consortium,
including Gulf, with substantial additional guantities of
petroleun products for disposal.

In this connection it is relevant to point out that
all the members of the Iranian Consortium had marketing
organisations east of Suez capakle of disposing of their share
of the pr;ducts obtained from the Abadan refining with three
exceptionss The Iricon Group, C.F.P. and Gulf, We have
already seen that the Iricon Group exchanged their share of
products for more crude oil, C.t,P, at great cost and
effort established marketing organisetions in some countries
East of Suez notably in Australia, South Africa and certain
other East African countries; it also made a long term
supply contract with the “estern India Oil Distributing -
Company in which discounts on posted prices were granted,

Gulf for reasons which will be analysed presently in this

evidence chose n:t to gnter East of Suez gasoline markets
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but preferred an Europa solution. Against inhis backjround
it appcars inconceivable that Gulf should have negotiated
during this period a long~texm supply arrangement, such as
that with Europa, without making any price concessicn in
one form or another,
Despite the fact that discounts on petrolcum
products sales are not generally publicly announced,
sufficient information has become available to make possible

some indication of the trend in discounts,

a) West of Suez Aren

An indication of the extent of discounts granted to
the larger armslength buyers has for some time been given by
the offers made in reply to invitations to tender by certain
South American government buyers (e.ge ANCAP in Uruguay) as
well as the Panama Canal Company. Such reported offers for
the period 1960~1964 are shown in N Table 2. Many of these
offers arc on a C.l,f. basis and it is, therefore, difficult
to ascertain the exact level of the discounts, Indications
are, howcver, that discounts of up to 3¢ per U.,S. gallon
were offered on gasoline as early as 1960 at the Caribbean
but these tended to incrdasc to up te almost 5¢ in 1964,

A more readily escertaineble indication of the
trend in Caribbean discounts was provided by what has become
known as{the Platt's Channel Port Indexe. Platt's began to
quote the Channel Port Index for the first time in .lay 1960.
It was calculated by Flati's on the basis of Caribbean posted
prices less the last reported discount at the Caribean for
the product concdrned, plus the spot tanker freight from
the Caribbean to Noxrth West Europe. Since the end of 1966
Channel Port Index has been discontinued by Platt?s but has
been substituted by the twice monthly reporting of discounted
f.0.be prices at the Caribbean,

’ From the way it vas originally constructed, Channel

Port Index fluctuated almost from wocok to weck, not only
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with changes in discounts to the largest armslength buyers
but also with variations in spot *anker freight rates, which
at times have tended to fluctuate frequently and sharply.
About 1965 the spot tanker freight began to be taken on a
monthly basis in order to eliminate too frequent changes in
Channel Port Index. The discounted f,o.b. prices used for
Channel Port Index were those granted to armslength buyers
of cargo lots,

As Platt's generally indicated the reason for each
change, i.e. whether it was due to a change in the level of
freight rates or to a change in the level of discounts,
whenever an adjustment in the Channel Port Index was made, it
was possible to calculate backwards from Channel Port Index
by deducting the freight element, and thus arrive at the
discounted price for the particular product at aﬁy one time,
On this basis a complete trend in the level if discounts for
armslength buyers in cargo lots at the Caribbean could be
established for the period from May 1960 to the end of 1966,
The trend of posted prices and discounted prices at the
Caribbean during the relevant period, i,e. 1960~1964, is
indicated in the attached N - graphs A = D,

[INTERFCLATION Have you copies of the documents
aVailqble? Yes, Photo copies,

TABLE N 3(a) ~ vou referred in evidence to ANCAP - what
is that?  ANCAP is the State buying company of Uruguay.

YPF 1s State buying company of Argentina. PETROBRAS is
State buying company of Brazil. HN.A. means Not Available,
First page -~ CFP -~ Compagnie Francaise des Petroles. Third
page - seller AiLCO - is foreign operating company of
Standard Oil Company of Indiana which has a joint concession
with NIOC - Mational Iranian Oil Company in Iranian Coastal
waters. Crude oil offered in this examplc was offered
jointly by the two companies and comes from that concession,

SAMIR - tihat is KMorocco Refinery owned jointly by the
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Moroccan Government and by the Italian State 0il Company,
E'I, That is a French Government Company - RAP page 3(b)
immediately after the Japanese ones,

JALIL 1s a Pakistan importing agent who supplies to
Pakistan International Refinery, ]

b) CLast of Suez /rea

There 1s no such ready-made indicator of discounts
in the case of the Persian Gulf as there existed in the form
of Channel Port Index for the Caribbean. There is, however,
little doubt that discounts on posted prices were also
granted at the Persian Gulf, Evidence of this is given in
the Report of the 0il Price Enquiry Coimmitteec of the
Government of India, This Committee was set up in 1960
under the chairmanship of iir Damle and reported in 1961,

The report indicated that, although the major
international companies were at that time not yet in the
habit of granting discounts to their affiliates, there was
evidence of non~integrated buyers receiving such discounts,
On page 30 the Report quoted that Compagnie Marocaine des
Carburants, an affiliated company of Compagnie Francaise
des Petroles which is generally regarded as a major
international company and which had recently acquired a 6%
interest in the Iranian Consortium but was short of adequate
outlegs of its own East of Suez, had made a 10-year contract
with the Wostern India 01l Distributing Company forthe supply
of petroleum products and thats "The f.o.b. prices of
products are determined on the Low of Platt's at fbadan less
discounts, which have been given right from the date nf the
conclusion of the agreement and have bezn increased
subsecuently in the case of some products", It is believed
that this agreement was concluded in the mid-1950s. The
Report also mentions the purchase of products from the
U.S.S.Re by the Indian Oil Company Limited at substantial

discounts off Abadan prices,
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Furthermore, the Report stated that Cgltcx confirmed
the granting of discounts on fuel oil to Japan, which,
however, it is claimed were given to meet competition from
other sources of supply, including the United States llest
Coast.
hlthough giving no details as to individual
contracts, the Commission came to the conclusion that "on
the material available to us we notice that discounts
generally fluctuate within the range of 10%~15% in the case
of kerosene, high speed diesel oil and aviation turbine fuel,
In the case of motor spirit and furnace oil, lower rates
of discount have been disclosed to us and they vary between
3% to 5%," The Commission thcon recommended that for the
calculation of foreign exchange allocations for the import

of petroleum products, the following rates of discount should

be taken into account:

Kercosene 10%
Aviation Turbine Fuel 10%
High speod diesel oil 10%
Motor Spirit 5%
Light diesel oil 9¢3%
Furnace oil 3%

The Indian Government again investigated oll prices in
1964/5 by means of another Committeec under the chairmanship
of Mr Talukdar. (Report of the Working Group on Oil Prices,
lugust 1965), With regard to petroleum products prices,
this Committee caome to the conclusion that the major private
0ll companies opernting in India were wholly-owned
subsidiaries of certain international majors and functioned
for the purpose of selling the products of the large family
of assoclated companies owned or controlled by the majors,
4s a result there was no freedom to bargain with parties
outside the group and the prices paid were essentially
managed ones.  The committee then rocognised (p.42) that,
for the purposc of foreign exchange zllocation for petroleum
products imports, the following righer discounts should in

future be effoctive:
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fiviation spirit 3%
Iviation turbine fuel 15%
fotor Spirit 12%
High speed diesel oil 12%
Kerosenes 12%
Light diesel oil 12%
Furnace oil 104

Third party sales by major international oil companies
also undoubtedly took place at prices below postings as is
indicated by an agrecment made in the autumn of 1966 between
the /Arabian fmerican 0il Company and the Saudi /irabian
Government, Under this agreement /ramco conceded to the
Saudi Arabian Government the calculatdon of tax on sales to
third parties on the basis of posted price instead of
roalisation and this agrecment was made retroactive, as far
as petroleum products were concernced, to the beginning of
1963,

Discounts to destinations West of Suez from éersian Gulf
refineries were and still are undoubtedly at higher levels
than to East of Suez destinations, The explanation for this
lies in the fact that the freight to most West of Suez
destinations is higher from the FPersian Gulf than from
altern-tive sources of supply, and, thereforc, such higher
freight has to be absorbed in order to dispose of products
from Persian Gulf refineries in the West of Suez arca.

Fg; the last year or so Platts has also reported the
level of discounts in petroleum products armslength sales at

the Persian Gulf on a regular basis,

-

(C)  THE GULF=-EUROP/ f'D THE BP=-EUROP/ /RR/NGEHENTS
I have studied the documents referred to in the case

stated as -

(1) The 1956 agrcements and amendments with Gulf and
/fissoclates, Exhibits 4 - £23,

(2) agreements in respect of purchases by objector from
BP Group, Exhibits /24 and /25,

(3) The 1964 agreements and amendments with Gulf and

fssociates, Exhibits B - Bl3,.
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I confine myself to making an analysls of the three

arrangements in oil economic terms and according to what to
my best knowledge and beli:f can be considered to be normal
0il industry practice, I do not express an opinion on the
tax aspect of the transactions,

(1)  The 1956 Agrecments

The main features of these agreements were as follows:

(a) A supply agreement (Exhibit .\) under which Gulf Iran
undertook to supply Europa with all its gasoline and
some gas oil requirements in New Zealand, In the
case of gasoline the f.o.be. price was the lowest
Platt's quotation f.o.be at the Caribbean or Persian
Gulf regardless of loading port; in the case of gas
0il the price basis was the same with the exception
that a discount of 5¢ per borrel was granted.

(b) Transportation under the supply agreement (Exhibit A)
was covered by a contract of afireightment (Exhibit
A4) under which Gulf was responsible for the shipment
of the pstroleum products supplied to New Zealand
ports.  The contract of affreightment provided for
freight at AFR/* rates from Zoadan to the New Zealand
port of destination nominated by Europa irrespective
of the actual port of loading of the petrcleum
products supplied, /i, ceiling to the freight cost
was set however by a stipulation that if freight on
the basis of AFR/ exceeded a certain pre-determined
level Gulf would cover Europa for such additional
costs except for the first £35,000 during the period
of the contract, This ceiling proviso was defined
in terms of "The Alternative Freight Rates",

These were equivalent to Intascale +9%. /At the time
the contract was signed AFR/A was Scale (the predecessor
of Intascale) +17%.  The flternative Freight Rates

thus gave Europa an advantage of about 7/= per ton,
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This became even greater at the time of the 1956 Suez
crisis when at one time the Alternative Freight Rates
constituted a saving of over £2 per ton as compared
with AFRA

* AFRA (Average Freight Rate Assessment) is a weighted
average of freight rates calculated at regular
intervals (three months at the time the contract was
made) by a committee of London tanker brokers,

This direct supply arrangement was supplemented by an
arrangement (Exhibit A7) under which a joint company,
Pan~Eastern Refining Co.Ltd, (Paneast), was set up
with a capital of £100,000 of which £50,000 was
subscribed by Eurcpa and £50,000 by Gulf or their
respective nominees. Paneast was incorporated in the
Bahamas, Furthermore, an agreement (the Third
Schedule to Exhibit A7) was entered into between Gulf
and Paneast under which Gulf supplied Paneast with
sufficient crude 0oil, at posted price, to meet the
gasoline supplies to Europa under (a) above., The
crude oil was notionally processed at unspecified

refineries provided by Gulf to the following deemed

yields:
Gasoline 25%
Kerosene 11%
Distillate 18%
Residual 40%

Processing loss 6%
Petroleum products were purchased back from Paneast by
Gulf (Exhibi* A7), in the case of gasoline at the
lowest Platt 's quotation f.o.be the Caribbean or Persian
Gulf, Gulf or its nominee purchased back the
quant ™+’ " kerosene, distillate and residual fuel oil
o Platt's quotation f.o.b. the Caribbean
but this price was subject to adjusﬁment so as to give
Paneast a profit which was calculated on the basis of

a specific formula before deducting administrative
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costs and Bahamas income tax. In mywxiew, as the
quantity of crude oil supplicd to Pancast was linked
to the volume of gasoline purchased by Europz under
(a) above, Europa's share of the profits of Paneast in
practice had the effect of a discount per U.S. gallon
of gasoline supplied to Europa which was in direct
relationship to the profit per barrel of crude oil
made by Paneast.  This view is borne out by the
correspondence (submitted by Europa) covering the
poeriod between 1958 and 1959 when Gulf agreed

to grant crude oll discounts to Paneast in order to
protect the latter's profit at not less than 2 1/2¢
gallon, The profits to be made by Paneast were
subject to certain adjustment if Europa were supplied
with gasoline of other than 79 octane quality.

Paneast paid to Gulf 47 1/2¢ per barrel processing
fee.

The profit of Paneast on the basis of the formula
on which it was calculated would appear to have been
subject to fluctuations resulting from changes in the
price relationship of crude oil and gasoline. The
general trend of posted prices of gasoline was downward
throughout the period of the agreement whereas, from
1960 onwards, the posted price of crude oil became in
effect, for reasons explained earlier on, a fixed one;
consequently on the basis of that formula the Paneast
profit per barrcl of crqde oily and hence the resulting
price concession per gallon of gasoline suppliecd to
Europa, fell well below that which would have applied
at the outset of the contract,

Subsequently letters of adjustment (Exhibits A9 =
14, 16, & 17) werc issued by Gulf giving Paneast certain
discounts on the crude oil supplied, These

adjustments were granted retroactively and in
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practice raised the level of Paneast's profits above
that which would have resulted from the strict
application of the formula in the 1956 agrecment.
The indications are that the level of crude oil
discount was fixed from year to year so as to maintain
a level of profit per barrel from Paneast roughly in
line with the position existing at the outset of the
contract, In effect it should be pointed out here
that the discounts granted on crude oil from year to
10 year (Exhibits A9 = 14, 16 & 17) varied upwards and
downwards as requlred to achieve this objective and
were not always in line with the general trend in
discounts on posted prices of crude oil during that
periods  (See Il Tables 3(z) and 3(b)). It would
therefore appear that the whole object of %he
creation of Poneast was to provide a discount on the
gasoline supplicd by Gulf to Europa in the form of
Europa's share in Paneast profits, This is borne
out by the Prezamble to the contract for organisation
20 of Pan Eastern (Exhibit A7) stating: "Whereas the
benefits to be secured and enjoyed by Europa by
reason of its beneficial interest in the company so
{to be incorporated and the execution and carrying
out by Gulf and Pan Eastern of the Processing contract
is a major inducement to Europa to enter into the
Petroleum Products Sales Contract ...". The
adjustment in the crude oil price was made in order
to maintain this inducement to enter the contract
which in practice was tantamount to a discount at a
30 steady predetermined level,
To understand the facts underlying the Gulf-Europa
contract of 1956 one has to put oneself in the position of

the partiese fnimloz? o+ +he +2- -

S msten @

After the War, Gulf 0Oil Corporation developed
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substantial crude oil production in Kuwait and later also
acquired a 7% participation in the Iranisn Consortium.

Lacking market outlets of its own in the Eastern Hemisphere

it endeavoured to increase its regular and dependable outlets
without, however, itself investing on a large scale. An
important deal for the duration of the Kuwait concession was
consequently concluded between Gulf Oil and Shells by pooling
with Shell the full range of costs and benefits on Kuwait
crude oil from the well to the ultimate consumer, for those
quantities which Shell took under the contract, Gulf obtained
immediate access to Eastern Hemisphere markets, for which it
accepted a realisation per barrel, which allowed for a certain
margin for Shelly thus giving Shell crude oil at well below
posted puices.. It is suggested that on a much smaller scale
and in a less far reaching way the deal with Europa can in a
way be compared with the Shell deal insofar as through the
sale of gasoline to Europa, Gulf sold in the liew Zealand
maTrket without making an investment of its own, For this it
was prepared to grant special terms, There is however an
important difference. Whereas the price concession which
Shell has on the crude oil varies with realizatlon and cost,
that granted to Europa would appear to have a minimum attached
to it, Moreover, owing to the nature of the Gulf/Shell
contraét, Gulf had an interest to sell its gasoline in such a
way as not to disturb the market as this would have resulted
in a lower profitability for Shell which in turn would have
had repercussions on the price of the crude oil supplied to
Shell, In this respecty too, Europa and the New Zealand
market were ideally suitable from Gulf's point of view.

In 1957 and subsequent years Gulf entered into a number
of arrangements with Idemitsu in Japan under which, by giving
favourable price and other terms, it obtained an enduring and
sizeable outlet for its crude oils  Gulf also made other
crude oil supply arraongements, e.g. with the Italian state

oil comnanv. Eiil.
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It must be remembered that the profit to Gulf on each
barrel of crude oil was substantial &s can be seen from the

following tobles

Costs and Profits on Kuwait Crude

310 APT Crude 0l

$ per barrel

4998 19239
Posted Price 1,72 1,67
Production and Other Costs 0.15 0,10

157 L.257
Royalty 0,215 0,21
Tax Q.2570 0272
Total Payment to Government 0,785 0,785
Total Cost to Company 0,935 0,885
Profit to Company 0,785 . 0,785

Even if part of this profit was given away to the buyer of the
crude oil or if a sale of gasoline at 2 low price made the
production of additional crude o0il possible, the remaining
profit to Gulf meant that such a sale was still very attractive
and remunerative business,.

The prospect of supplying Europa must have been
particularly tempting, beczuse it must have been one of the
fairly.rare opportunities to sell gasoline without the other
products made co-jointly in refineries, It was possible (as
indeed it was necessary in order to get the business) to
provide extraordinary incentives to the gasoline buyer, simply
because, in the mid=1950s, the resulting quantities of middle
distillates and heavy fuel oil could be disposed of at
altogether favourable prices in other markets, whereas
gasoline at that time was a surplus product, Such a deal
(for gasoline only) could and probably normally would have been
organiscd as a straight sale, but it may well be that at that
time both parties preferred not to spell out the real

gasoline price,
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It is not unusual for a marketer to endeavour to obtain a
stake in the refining phase (backward integration) but it would
be somewhat farfetched, in oil industry terms, to do so if that
marketer in fact needs limited quantities of one product only,
Agrecements are known in the oil industry under which crude
0il is supplied to a refinery but only a certain proportion
-~ but generally the greater proportion - of the rcefinery output
is retained for marketing by the refiner and the balance of
the products is beught back by the supplier of the crude oil,
Such deals, however, generally relate to specific
refineries and definite supply prices for crude oil, and
purchase prices for all the products bought back are usually
laid down with escalation clauses to take account of changes
in market conditions. There are also cases where a
processor supplies crude oil to a refinery and receives
procucts yields which are not in line with the actual yields
obtained from the crude. Financial adjustment for such
deemed or synthetic yields is then generally covered by the
processing fee, Again such agreements generally relate to
an actual refinery.

Another example which deserves mention is the joint
construction of a refinery by an oil company and a petroleum
chemical manufacturer of which there are several in recent
years.r The oil company has a crude oil supply right to the
joint refining company at a certain price. This crude is
processed at the jointly owned refinery,  The chemical company
purchases its feedstock and fuel oil requirements from the
joint refinery leaving the balance of the products, generally
middle distillates, to be marketed by the oil company. In
these cases prices of crude oil, feedstocks and petroleum
products do however vary at least to some extent with actual
market fluctuations,

What 1 consider to be particularly unusual is for

Europa to purchase products for its own marketing not direct
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from Paneast, but from another subsidiary-of CGulf, which
itself supplied the crude oil to Paneast, If Panecst scld at
least part of the products, e.g. gasoline, direct to Europa
and there was no direct sales agreement between Gulf and
Europa running parallel with the processing arrangements 1t
could be accepted that, however notional the refining operation
Paneast had a genuine crudec oil purchase and processing
arrangemcnt with Gulf, who would buy back some of the

products which Paneast could not dircctly dispose of to its
principal customer, Europa, The fact that there is no

direct commercial link between Paneast and Europa, except the
corporate link of Europa's shareholding in Paneast, further
proves to my mind that the whole Gulf=Paneast processing
arrangement is in fact a deal between 2 number of Gulf
subsidiary or affiliated companies and constitutes nothing

but 2 subterfuge to cover up a discount by Gulf to Europa,

I also do not consider it consistent with general
industry practice to subsidise the refiner's profit margin by
other means because the original agreement did not give the
intended result duc to the freezing of the crude oil price
referred to above, A marketer integrating backwards would be
unlikely to be almost entirely shislded from possibilities of
losing money by virtuc of developments of the refining margin
as a wﬁéle and cf the rezlisation for the rest of the products.

However, as has been shown, the supplying company at
that time had a particular desire to increase its sales in
areas where it had no historical position and without making
capital investment, Consequently it went out to obtain the
business by accepting whaty in the overall centext of the
area, was in the end result a 1ow realization, in order to
clear the hurdle with which it was confronted.

Taking into account the climate which prevailed in
1955/6 and in particular bearing in mind the nced for Gulf to

find an outlet for its products from /Abadan, it is evident
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that the Europa-Gulf=Paneast agrosmentc were designed to give
Europa an incentive to purchase its requirements from Gulf,

In this connection it is however also relevent to point
out thet under its previous long=term supply arrangements with
Caltex, Europa had enjoyed a small discount as well as a freicht
concession, During the period from the date the original
agrecment was signed, in 1927, until mid=1954 Caltex was not
obliged to, and did not in fact, provide trensportation for
Europas At the same time Caltex undertook to pay Europa
the difference between the freight rate which Europa actually
paild for the shipment of products from the loading port to New
Zealand ports of discharge, and the "current ocean freight
rate", applicable on the date of loading, for the transport
of such products from Los Angeles to New Zealand, less 73%5.
This was subject to Caltex' prior approval of the charter rate
obtained by Europa for the actual transport of products and
the products originating from & source other than what was
then the Dutch East Indies.

In August 1954 = contract of affreightment was made
between Europa and Caltex under which Caltex agreed, from late
July, 1954 to 3lst December 1955, to provide trensport for
the petroleum nroducts it sold to Eurcpa. The freight rate
applicable was MOT minus 10% (British Ministry of Transport
rate w;s about equivalent to Intascale) or the actual voyage
charter rate if less than IMT - 10% or the voyage rate
adopted generally for similar trip charters if it should be
lower, In this way Europa bencfited from a freight rate
which was substantially below the AFRA rate,

Reverting to Gulf's interest in concluding the deal
with Europa, o particular attraction of the arrangement as
far as Gulf was concernced was in LCuropa's need for motor
gasoline only, which was at that time a surplus commodity to
Gulf, It was the heavy fractisns of oil that were in

greatest demand in most parts of the world, This is
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reflected by the fact that whercas in the period 1956-~1960

gasoline demand in the Eastern Heniisphere increased at a rate
of 7% per annum, the inland demand for gas/diesel oil and
heavy fuel o0il rose by almost 15% and 14% respectively, In
these circumstances light ends from petroleum refining only
had gasoline value when they could be suld as motor fuel,
This fact was recognised by an executive of the Italian
subsidiary of Shell in December, 1955, i.e. shoxtly before
the Gulf-Europa 1950 agrecments were executed, in a pamphlet
entitled "Contribute dell 'industria petrolifera italiana al
nostro fabbisogno di energia™ by S, Somazzi, Shell Italiana
S.peae December 1955. There he stated:

"Woreover, when considering gascline, kerosene or gasoil
for burning in liquid form in furnaces, boilers, gas
turbines or gasification turbines, we are no% dealing
with noizle use products used as motor fuel or for
illumination, but with products coming straight from
primary distillation, lead~free and accitive=-free, where
neither octane number or cetane number is of importance,
nor are special reforming or other processes necessary.

Therefore, a price differential between these products
and fuel oil will reflect solely their greater energy
value and thelr greater efficiency, Consequently the

1

following formula can be evolved:-

Yy = P.Rex
where y = the price of white products used as liquid fuels
x = the relative calorific values
R ~ the relative efficiency and handling expenses,

etc. to be calculated in each casec and for
individual applications,™
In the light of this statement it is not surprising
that Gulf should have been glad to sell its surplus gasoline
to Europa at a price which in the end result even after

allowing for upgrading costs to gasocline was better than the
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fuel oil equivalent on the basis of the formula of iir

Somazzi quoted alove, The saying at the time in the industry

was that if you sell a barrel of gasoline you have sold five

barrels of crude oil, It therefore made sensc to sell

gasoline at a low price if other products could be sold at

the normal vrice.

[INTERPOLATION:  Gasoline or is it would be in oil
industry terms before upgrading naphtha would only have the
value of fuel oil plus an allowance for the higher calorific
value and handling charges.]

SHORT ADJOURNMENT .,

The foregoing anzlysis must lead one to the concluslon

that the Bahzmas arrangement can only be considered to be a

supstitute for a direct price discount,

(2)  EURCPA=BP Contracts

At the time of the BP contracts (Exhibits A24 & 25)
discounts were undoubtedly available in the Caribbean on the
products concerned, as was indicated by the graphs A - D
showing discounted prices at the Caribbean based on Channel
Port Index,. There was also some cvidence that discounts
were avallable at the Persian Gulf, This is particularly
borne out by the references quoted from the 1961 report of
the Damle committee on paées 17/18 of this brief.

(In the circumstances a contract involving rincipally
the supply of gas o0il can be considered to have qualified for
a discount of 10% at the time at which these BP contracts
were concludeds Such discount was, however, not incorporated
in the direct BP=Europa deal (Exhibit A24) but was paid as a
commission to Pacific Trading and Transport,. a Europa
subsidiary (Exhibit A25).

With regard to the freight agreed in the basic contract
(Exhibit A24), a comparison of freight actually charged on
the basis of TALFI (a group freight indicator used by BP in
some of thoir contracts) and General Purpose AFRA shows that,

taking the period of the contract as a whole, there was very
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little difference between the application of TALFI and General
Purpose FRA and there is nothing to be sald against the use
of T/LLFI,
The freight discount granted under the arrangements
made with Pacific Trading and Transport Co,Ltd, (Exhibit 425)
amounted at times up to 5/= to 6/= per ton {(scy 8% = 10%)
depending on date of loading and port of discharge although

during certain periods of the contract it was much less,

(3)  The 1964 hgrecments

The 1964 Agreements relating to the position after the
Refinery at ihazngorel came into operation again consist of
two parts.

(a) A supply agreement (Exhibit B) between Gulf Exploration
Co. and Europa Refining Company covering Europa for
crude oil and other refinery feedstocks, e;g. naphtha
and distillate, and such other petroleum products as
Europa may nced in excess of those becoming available
from the processing of crude oil and feedstocks at the
N.Z,., Refinery to meet its products market requirements,
The arrangement regarding the supply of finished products
is optional so far as Europa is concerned. Under this
agreement Europa purchases crude oil, othoer feedstocks
and finished products at the following prices:

(i) crude oil: at posted prices

(i1) naphtha: at the posted price of Kuwait crude

0il plus 2¢ per API° of gravity that the
naphtha's 4PI gravity exceeds 31° API, 1,0,
the gravity of Kuwalt crude oil
(ii1) gas oils at the lowest posted price for 53/57
DI gas oil f.o.b. /badan, Iran

(iv) wide cut distillate: a composite price based on
the naphtha and gas oil content and the prices
in (ii) and -(iii) above

(v) finished petroleum products (motor gasolines,
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jet fuels, kerosencs and gas oils): at the

lowest posted price for each such product

f,04be Cariblrean or Persian Gulf loading ports,

These prices have been adjusted by subsequent
letters as follows:

(1) crude oil: Harch 16, 1965 (Exhibit Bl) giving
discounts of 16¢/bbl on Kuwait and Iranian Heavy
crude oil and 20¢/bbl on Iranian Light crude oil
retroactively to April 1, 19645 June 30, 1966
(Exhibit B4) increasing these discounts to
18¢/bbl for Kuwait crude oil and 25¢/bbl for
Iranian Light crude oil,

(i1) naphtha: ilarch 16, 1965 (Exhibit B2) granting a
discount of 29¢/bbl retroactively to /pril 1,
1964, .

(iii) gas oil: March 16, 1965 (Exhibit B3) invoicing
at the lowest posted price for 48/52 DI gas oil
at Abadan irrespective of gravity or loading
port.

Crude o0il supnly and crude oil, feedstock and petroleum

products offtake arrangements getween Gulf and Paneast

(Exhibit B5)., Under this arrangement Gulf supplies to

FPaneast crude oil sufficient to meet the requirements of
crude oil, feedstocks and finished products of Europa
under (a} above, Gulf then processes for Paneast a part
of the crude oil and purchases back from Faneast

the resultant feedstocks and finished products and the
unrefined crude oil equivalent to the quantities supplied
to Europa by Gulf, These transactions take place at

the following pricess:

(i) crude oil: Gulf supplies to Pancast at posted
price less 15%.

Paneast sells crude oil to Gulf at the same

price as Gulf sells to Furopa under (a) (Exhirit
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B) above, i.ce. basically posted price as amended
by subsequent letters of adjustment (Exhibits Bl
& 4),

fissuning a posted price for Kuwait crude of
$1.59/bk1l Paneast thorefore buys at $1,59 less
19% or $1.35/bbl hut basically resells crude to
Gulf at $1.59 making a profit of 24¢/bbl which
however has subsequently been reduced to 8¢/Lbl
and 6¢/bbl respectively,
naphtha: Gulf supplies naphtha to Paneast at
$1,46/b51 irrespective of gravity covering the
costs of related crude oil and processing.

This price is designed to escalate with the
posted price of Kuwait crude oil,

Paneast sells naphtha to Gulf at the same
pricc as Gulf sells to Europa under (a) (Exhibit
B) above, i.e. basically posted price of Kuwait
crude plus 2¢ per °PI gravity in oxcess of 310
LPL as amended by subsequent letter of
adjustment (Exhibit B2)

fizsuming an API gravity for naphtha of 62°
API and a posted crice for Kuwait crude of
$1.59/bbl Pancast sells naphtha to Gulf at $1,59
plus 62¢ = $2,21/bbl, This means that Paneast
makes a profit of 52,21 less $1l.46 = 75¢/hbl
which however has subsequently been reduced to
46¢/bbl,
gas oil: Gulf supplies gas oil to Paneast at
$2,00/bbl (escalating with the posted price of
Kuwait crude o0il) covering the ccsts of related
crude oil and processing,

Gulf pays Pancast the seme price as it
recovers from Europa under (a) (Exhibit B)

above, i,e. basically the lowest posted price
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for 53/57 DI gas oil at Abadan as amended by
subsequent letter of adjustment (Exhibit B3),.

Assum:ng posted price for 53/57 DI gas oil
at Abadan of 6,7¢ per U.,S. gallon or $2.81
per bbl. Pancast would buy the gas oil from Gulf
at $2,00/pbl and scll it back to Gulf for
$2,81/bbl thus making a profit of 8l¢/bbl
which however has been subsequently reduced to
734 /bbl,

(iv) wide cut distillate: the transaction is similar
to thzt in the case of naphtha and gas oil.

The actual values both in respect of costs of
crude oil and processing on the one hand and the
sales price to Gulf from Paneast and from Gulf <o
Europa depending on the actual comﬁonents of
naphtha and gas 0il respectively.

(v) finished products (motor gasolines, jet fuels,
kerosenes, gas oils): for these products the
price, covering costs of crude oil and
processing, at which Pancast acguires these
products from Gulf are negotiated annually but
escalate in the course of that year with the
lowest posted price in the Caribbean or Persian
Gulf which is the price at which Gulf sells to
Europa and at which Gulf purchases from Paneast.
The differonce between the Panzast buying and
selling price constitutes the Paneast profit on
these products,

Transportation for the feedstock to be supplied to Europa

is provided for under a contract of affreightment between

a Gulf subsidiary Propet and Europa (Exhibit B8)., This

contract stipulates freight at the AFRA rate for large

vessels, 1,e, then in the range 45,000 dwt. to 69,999

dwt., although Propet only hes the right to use vessels
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over 45,000 dwt, if Europa agrces.  This agreement is
supplemented by a further contract (Exhibit B1O), between
Gulf Oil and Europa, covering Europa in the event that

/

the AFRA for large vesscls exceeds Intascale - 4U% in the
case of feedstock and certain higher rates in the case of
petroleum products, The terms provided for trans-
porfation under these arrangements are undoubtedly better
than those at which Europa could cover itself for its
volume of freight on a long=term basis, although it is
admitted that occaslonal opportunities for spot charters,
at lower rates, can be expected to have occurred during
the period covered by the contract.

Having outlined the 1964 Agreements I should like to make the

following comments:

(a) At the time these contracts were negotiated substantial

discounts on the iiddle East crude oils covered by the Gulf-

Europa contract (Exhibit B) were available to armslength

buyers. Examples of such discounts are given in Table 3.

This shows that the discounts gencrally granted at that time

were about in line with or higher than those granted to

Paneast under the Gulf-Panecast arrangements (Exhibit B5),

It is therefore inconceivable that Europa should have

entered into a crude oil supply arrangement without a discount

on the posted price at least in an indirect form, Such a

discount in effect was provided by means of the Paneast

arrangements and this is substantiated by the fact that when

direct discounts were granted to Europa (Exhibits Bl-4)

the profit of Paneast was automatically reduced by the full

extent of those direct discounts (Exhibit B6) leaving the

Paneast profit to be shared between Gulf and Europa at a

much reduced level, )

(b)  Although rofiners sometimes engage.in the exchange of

crude oil it is not usual for a refining company to trade in

crude oil.  But even assuming that it did, commission
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payable on what would have to be regarded as a trokerage
business, i.e. the purchasc of crude oil from one party and
its sale to another without any physical change teking place
in the crude oil, would normally amount to about 1% or 2%

of the sales price of the crude, It would never amount to
15% (Exhibit B5), It would also be unusual for a broker to
buy from and re-scll to the same party.

(c) The prices, covering related costs of crude oil and
processing, at which naphtha and gas o0il arc transferred to
Panezst of $1.46 per bbl and $2,00 per bkl respectively are
prices at which spot sales might take place or have taken
place, I have no knowledge of other long terxm contracts for
these feedstocks being concluded at such low prices and
consider it unlikely thet any have taken place.

(d) The arrangements for the sale of finished products under
the 1964 agreements are based on a similar principle to that
of the 1956 agreements. Paneast selling to Gulf and Gulf to
Europa at lowest posted prices. What is not defined is the
transfer price, covering costs cf crude oil and processing,
at which Paneast acquires the finished products from Gulf and
hence the Paneast profit on these products, T would,
however consider it unlikely that Europa's share of the
difference between the buying and selling price of Paneast
would be any different from the discount obtainable by Europa
on the open market, If it were otherwise Europa would
presumakbly exercise its option to buy these products elsewhere.
Hence the profit to Paneast can be expected to be, as before,
such as to allow for a certain level of discount to Europa

on the prices of the products supplied by Gulf,

Indeed there 1s some evidence that the supply of such
finished products to Europa continucs to take place within
the framework of the 1956 agrecment. This is borne out by
Exhibit Al7 granting o discount by Gulf to Paneast of 35¢

per bbl on Light Iranian crude in respect of crude oil sold
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in 1965, i.e, after the coming into operation of the N.Z.
Refinery and after the tcrmination of the 1956 Agrecments
(Exhibits 42 & 15), It is incidentally of interest to note
that this discount is out of line with that granted for the
year 1965 for the same crude oil to Europa of 20¢ per bbl
(Exhibit Bl) and to Psneast under the 1964 Agrcement of 15%
or 26.7¢ per bbl (Exhibit BS). This would further suggest
that the discount granted to Paneast in respect of crude
0il relating to finished products supplied was brought up to
a level to give Pancast an assured profit which would allow
for the intended discount to Europa on the products supplied

by Gulf,

hddendum 1o Brief of Evidence of Mr W.L, Nowton

Since my arrival in New Zealand I have been shown the
Caltex offer of 27 May 1955 and the agreements between
Europa and Gulf and Paneast of 1962 which were replaced by
the 1964 agreements, On these two documents I should like
to comment as follows:e

1, Caltex offer of 27 lay 1955, This agreement has some

similarities with the Gulf Agreements, It also provides
for a processing arrangement vie a Bahamas Company. The
offer is however less realistic than the Gulf deal of 1956
in the way it relates the volume of crude oil to be
processed under the arrangement to the volume of gasoline
sold to Europa. Whercas the Gulf deal provides for a
quantity of crude oil to be processed which is realistic
in terms of refining yields in relation to the quantity of
gasoline supplied to Europa, The Caltex offer by basing
the quantity of crude oil on the value of Europa's offtake
would reflect a gasoline yield of about 60% which is
technically unrealistic on the basis of Middle East crude
oils available to Caltex which were clearly intended to be
used,

On the other hand the Caltex offer wrs more realistic
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than the Gulf deal in certain other respectss ~ In
particular it relates to a specific refinery ~ the Bahrein
refinery, It also provides for a refinery profit varying
in line with actual changes in prices of crude oil and
products with a time limited guarantee of a profit margin
of not less than one quarter than that which would have
prevailed on 28 February 1955, If the profit was to reflect
a discount per gallon of gasoline it was therefore not a
fixed one.
One further interesting point about the Caltex offexr
is Clause J on pel4, This refers to the discontinuation of
"present discounts, and payments including pre-emptive
payments" which suggests that there were such discounts and

payments under the contract with Caltex then in operation.

Contracts of 1962 with Gulf & Paneast

These follow largely the agreements signed in 1964,
There are however two significant variations,

With regard to the contract of affreightment Clause 6
of the 1962 contracts provides for AFRA freight whereas the
1964 agreement stipulates "the best market freight rate
obtainable by Propet at the time of the voyage'".  Furthermore
in the 1964 contract (Exhibit B.8) provision is made for the
Alternative Freight Rates which are fixed at Intascale - 45%
for th; duration of the contract, No such provision is made
in the 1962 agreement. Instead this freight concession was
incorporated in the Processing Contract with Pan East. In
Clause 5 provision is made for. Pan East to charter from Gulf
the tonnage needed for Propet to supply Europa, The rate
laid down is the same as that of the Alternative Freight
Rates of the 1964 Contract, Additionally the trans-
portation profit of Pan East was then intended to be doubled
to give the full benefit of the Alternative Freight Rates to
Europa via Pan East. This was to be effected by adding to

the price of the products not required- by Europa and disposed
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of by Gulf.an amount equal to the freight benefit, In
other words under the 1962 Agreements the benefit of the
Alternative Freight Rates, if any, and they are likely to
have been considerable, would have gone to Fan East instead
of direct to Europa.

Also of interest is Clause 4,03 of both the 1962 and
the 1964 Processing Agreements. The 1962 Agreement shows an
example suggesting a price for gasoline of 7,4 cents per US
gallon for 93 octane and 5,3 US cents per US gallon for 83
octane quality. These example prices happen to be 2,5 cents
per US gallon less than the f.o.b, posted prices at the date
of the 1962 contract and would therefore suggest a discount
of this magnitude. The example has been omitted from
the 1964 Agreement,

CONCLUSION OF WRITTEN EVIDENCE
Additional points arising from evidence of Mr Todd =
2058 28

I refer first to Notes of Evidence page / line / =~ reference
to typical Europan refinery having about five days' storage of
crude -~ would you comment on this? The storage in European
refineries has always been and is well above five dayse. Indeed
not only in France as Mr Todd suggested but in all main
European countries there is now a legal requirement to hold a
total of 65 days of stocks either in the form of crude oil or
petroleum products., In some countries the stipulation is even
higher, U.,K. is a secret but I know and we know from Suez
crisis - it is well known UK, is at least three months storage,
In any event, even apart from the regulations which may be in
force it is just technically not possible for refineries to
operate on 5 days storage because crude oil is nowadays being
delivered in Europe in tankers of 200,000 tons size. Even
for a 5 million ton refinery 200,000 ton tanker would mean
about two weeks supplies and a refinery will never have its
tanks empty - they will always have a certain buffer stock to

allow for say the delay in arrival of a tanker because of
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bad weather. Therefore I think there will be no refinerxy
with a storage capacity of less than three weeks crude, I
have made enquiries in last few days with regard to the
position at the New Zealand refinery and from information
given to me and on a basis of an annual through put of 2%
million tons storage capacity for feed stocks including
naphtha is something of the order of thirty days.
2071 13

Page /, line / = "At the time of the 1956 hegotiations
Europe and Japan were each on the threshold of a vast increase
in automobiles ~ motor cars. And we felt that in those markets
the demand for gasoline which had been relatively low in
previcus years would show a sharp increase and prospects were
for a relative improvement in tEg price of gasoline compared
with other products."? It is correct what Mr Todd said
in evidence that Europe and Japan were on the threshold of a
considerable expansion of autormobile demand and hence
gasoline. But this in my view is only half the story. This
expansion in gasoline demand is part of the overall industrial
and economic expcnsion of these areas and this expansion
brought with itself an even greater expansion in the demand
for the heavier parts of the barrel, This position if I may
quote an example from my own experience as a consultant was
alreédy clear to Doctor Frankel and myself at the end of
1955, shortly after we had formed our consultancy firm, We
were at that time an adviser to British Celanese now a
subsidiary of Cortaulds who had a factory for the manufacture
of snythetic fibres in England and they came to us and
consulted us about their feed stock and on what conditions
and terms they should purchase. They were at that time using
a middle distillate feed stock - a gas oil feed stock - and
they told us they could alternatively use a naphtha feed
stock, Wle lonked at the time at the overall supply pesition
of both these types of feed stocks, And we came to the

conclusion that where as niddle distillates were movina into
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a positiun of shortage naphtha was moving into one of surplus.
We advised them tc switch to the ncphtha feed stock and they
followed that advice and they at that time got a much better
supply agrecment with I believe it was ESSO Stendard Ol1l,
New Jersey than they would have got for middle distillates.

Passing now to discounts which is referred to at

2104

page / of the Notes, line 28. [Refercnce to Exhibit 2 =
Examples of Armslength Saleiafgd Offers of Peiroleum Products
1955-1959].  And then page /J'jin re~examination at line
11 - Those sales to military or canal company are all
Government sa2les? Yes, Do you regard Government sales as
a reliable guide to market sales? No" etc. ‘Viould you
comment on those two matters? That is not a table prepared
by you? No, table preparced by Inland Revenue and shown to
me here, My comment - it looks as if the Inland Revenue
have followed the same system of analysis as in Table II of
my brief, With regard to the offers made to the U.S.
Military authorities and to the Panama Canal Company these
are made in reply to public tenders and there is strong
competition between the companies to obtain this business,
I must therefore regard them as of relevance so far as short
term sales of these products are concerned anda I do knhow
that Platts do take them into consideration as one of the
factors which they consider in reporting first the channel
port . .dex and now in their reports vu the level of aiscounts
in the Caribbean, It is onglpf the factors of several.
As for the item relating to German prices I have been shown
that particular issue of Platts oilgram since I arrived here,
It 1s a general report un border prices as revealed by the
import statistics of the German Customs Authoritik s.  And
it compares the position in 1962 the date of the particular
Platts oilgram with the import prices reported by the same
Germzn Customs authcrities in 1955, I believe also in 1956

and 1959, I believe that these prices are not a true

avidanca
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reflection of the German market at the time which certainly
in 1955=56 was generally based on import parity from the
Caribbean area.
Passing now to reference on page 129 line 34

"The reason fé% Europa not buying gasoline direct from Pan-
Eastern is based upon the principle which flows throughout
these contracts of availability of products supplies to
Europa from global sources."” Would you comment on this
reason? I do not think that this is a valid reason. IMr
Todd in his evidence has referred to the system of product
exchanges which exist between 0il companies all over the
world, And I should have thought that if there had been a
processing agreement of Paneast with a particular Gulf
Refinery say the /badan refinery, and if under. the set uwp
the gasoline were supplied direct by Paneast to Europa and if
for one reason or another it had nct becn found convenient
for Gulf who would have been handling the processing to make
these quantities available out of the fbadan refinery I think
in such circumstances it would have been perfectly feasible

for Europa to make one of these exchanges with Gulf and off

take from another more conveniently located Gulf refinery.

BENCH : But if general insurrection in Middle East? If

.
that happened it would presumably have been possible for
Gulf and Europa to agree to transfer processing arrangement

to another Gulf refinery - Caribbean or United States,

COUNSEL: What you have sald is consonant with a guarantee

from Gulf of suprly? Yes,

I now refer to page 1H470f the Notes of Evidence -
1964 contract - "They were particularly concerned as
being one of the largest crude oil sellers in the world and
particularly with vast contracts for crude in Japan, not
to make any decision regarding the discount for invoicing
into New Zealand until the matter had been carcfully

examined with all these considerations which lay behind the
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problems. /nd that is how the matter rested at that time."
Comment on that? Gulf had at that time and had had foxr some
years from about 1957, 1958 a crude oil supply contract with
Japanese Refining Cemiany, Idemitsu = and it is well known
that under that agrecment Idemitsu not only had a substantiol
discount but also a substantial loan at a very favourakble
interest rate - loan from Gulf. I refer to Table 3(b)
which relatcs to year = one relating to Japan, 1964/65.
Gulf 1965 and this was additional sale to original agreement
which is also known to have had discount and is borne out
by the fact that date of loan of 1962,  Fouxrth table from
the end, last line on page. Gulf gave Idemitsu a 14 cent
discount on Kuwait crude but this although previcus deal had
not been reported was an additional sale believpd to have
been made on szme terms as the main deal.,  lMain deal was
first done about 1957/58. And it was then re-negotiated
and discount increased about the time this 30 million dollar
loan was made in 1962, This 30 millicn dollar loan was
given at an interest rate of 43% which is well below the
level of interest rates ruling in Japan at that time. I
belicve that to have been sometning in range of eight if nct
ten per centum, It has for scme time been the habit of
0il comnmanices to give low interest loans to Japancse
companies for their refining expansiosns and these low intcrost
loans provided an additional discount in an indirect form
to such Japanese refincries., Jnd expleins to some extent
why discounts to Japan and I mean here direct discount, were
lower than those granted to European independent refineries,
The security provides that that refinery is tied to the
lender? Yes, by long term crude oil supply contract,
/ilso gave oil compony security of outlet for a long time.
There have been comparisons made between lew Zealand
Whangarei Refinery and the Paneast set up - would you

comment on the comperisons?  Relating to your analysis?
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To nmy mind there are two fundamental differences between
the processing arrangements at hangarei and the set up
under the Fan-Easlern deals, In the first place in the case
of Whangarei you have a definite refinery where actual
processing takes place instead of what must be regarded as
purely notional refinery in Pan Eastern set up. Secondly,
as far as I can see although for convenience of running the
refinery what are in effect changes of products take place
between the individuzl companies processing at Whangarel
basically the refining company never becomes the owner of
either the crude oil or the petroleum products., These as
far as 1 can see remain the property of the processing
company all the time. In the case of Pan Eastern however
the crude oil becomes the property of Pan Eastern which then
processes and sells the products back to Gulf and Gulf then
in turn sells them to Europa at least &s far as Gasoline is
concerned, Whangarel is a joint refinery and as far as I
can see the method of operation there is entirely in line
with industry practice at other joint refineries.

Now you arce aware and have seen charts put in
under heading of Actual and Notional not prepared by you?
No. We had in our London office when trying to understand
the 'flow of 0il under these arrangements dravn up some
charts of our own in London toc help our understanding,
These charts are not those. I have seen and examined
them and regard them as cor;gctly vortraying Actual and
Notional positions according to my interrrztitiin, I
is proper to indicate that you were doing that in London =
is your firm consulted by New Zealand Government?  Yes,.
We are general advisers to Ministry of Industries and
Commerce on all matters relating to the petroleun industry
on which that Department cares to seek our advice,
Including New Zealand Refinery, any advising capacity there?

No direect advisory capacity with Hew Zealand Refining
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Company. Naturally when the Governmen;iaigé;ssed matters
relating to the refinery with the componies, they from time
to time sack our advice on particular points relating to the
refinery.

find it has been suggested that crude discounts are
included in posted prices of products? Discounts on crude
are included in posted prices of products? No, that is not
so. Because as I earlier explained, owing to the problem of
taxation of refinery profits in producer countries, the

posted prices for products have to be maintained at a certain

level in order to give the uplift for taxation purposes,

T/BLES M, 1 to N,3(b) and GRAPHS N-A

to NeD follow,
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Supreme Court
No. 2

Commissioner's evidence

W.L. Newton

cross-examination

You szid thet you disagreed with Mr Todd's

opinion that in the fiiddle East areas where there is no tax
on refining profits - hr Todd said did he not he thought
there was something called a 1ifting tax? He referred to
the uplift wihich is required by Iranian authorities for
instance, to be taxed - if he rcferred to that then there
would be no disagreement between us, 4And the tax in effect
is 5% of refining mergin? It is = the uplift must be
minimun 5%, That 5% is based on - it must ke as I explained
the cost of crude oil, rlus refining cost plus 5%, find
that 5% which is in effest the net margin of refinary is
then subject to tax. 4t what rate? I believe at the same
rate 50%. So it is only a minimal tax? I was not
comaenting on the size of the tax. That will depend
entirely on the posted prices of preducts, posted prices of
crude and the refining costs.  When gross refincry
margin was substantial such as 31 and the tax on processing
cost akout half that amount and there was a net margin of
50 cents and on 50 cents a 950% profit the taxation would
have been 25 cents a barrel, Now margin is less as Mr
Todd pointed out ~ from my own writings at least in some
areas, and consequently the tax has become less, But
companies only have to declare not less than 5% margin of
profit?  They have to declare a minimum of 5%,  And they
pay tax on what they declare? Yes, They pay tax on what
they declare although I believe lately the Iranians have
insisted on a minimun of actual whichever is highest.,
Of course the company so handles the posted prices of products
that the realisation on the composite barrel does not give

an uplift which is in excess of the 5%,

Coming to the position of Europa - I take it you
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understand its position as independent marketer in this
country?. Yes, You Lmow it is in competition with
subsidiaries of International companies? I do, /nd you
accept 1t must have long term supply contracts with sccurity
of supply? I appreciate that, Will you also accept that
Europa must if it can get a global source supply contraoct?
Yes, I belicve that it is of benefit to Europa. ind are
you aware that it is a feature of the original Caltex
contract as well as of the 1956 Gulf contracts? Yes, So
that with the global source contract the supplies cannot be
imperilled by force majeur?  Yes. Do you know hix
Snodgrass referred to by ir Todd? I have met him sceveral
times both when he was resident of London and I have also
met him in other places when we happened to have been
elsewhere at the same time, Is he an independent oil
refining consultant? He is an independent consultant,

I think his activities are not necessorily confined to
refining but also cover other technical fields in the oil
industzxy. He is well known consultant, retained as adviser
to Government of Iran? I do not know that, But I accept
that if you say so.  /4nd you have heard in evidence that he
preparad a rofinery project for lir Todd in 1954?  Yes,

/ind you hecard the document read out to you that represented
the notes of Lir Todd's and Mr Tyler's interview on 21
February 1963 when Mr Snodgrass' name was mentionced? I

do not believe I was in Court, EXHIBIT 239

COURT ADJOURNED 1 p.m.
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I asked you to lock at EXHIBIT Lu?  Yes, I have
done s0. It recorded there ir Todd told ir Tyler the
advice Ir Snodgrass had given him in 1994?  Yes.  That Mr
Snodgrass said it was not necessary to own a refinery to be
in that business? I agree with that. That lir Snodgrass
also said that however you would have to be careful about
being caught in the refiner's squeeze? I take it you agree
with that? I agree that being ir the refining business can
mean that one c¢ain get involved in a situation where the refiner
margin can either go up or downe. I would say that if one
does not want to take a chance with regard to the refiner
margin going down and if one does not have to get. into the
refining business the best thing to do would be to keep out
of the refining businesse .nd if a company in the position
of Europa with certain required gasoline volume and without
market for heavy ends, then if it got into a refinery operation
it would have to be on terms that somcone else took care of
the heavy ends? Yes,

You know ¥r Snodgrass did 2 project for ilr Todd?
Yes, Lind any such project would of course have to take into
account the particular market that Europa would have? It
would,

Would you lock at your statement of evidence (page
3). I am quoting from ncarly half way down - "Thus only
large and well«balanced operators could gain access to and
maintain themselves in the market, especially in areas where
the total turnover was limited,  This appliecd, and to some
extent still applies, to practically all points East of Suez,
and goes a long way towards explaining the state of
exclusivity which a very small numbor of oil companies, all
of them internationelly baéked and diversificd, had attained

there.  One conscquence was that competition, as and when it
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obtained, inevitauly took on what the cconumlsts call an
oligopolistic charactery i.e, the opcration of o limited
nunber of marketers obtaining their share by way of investment
and advertisemont rather than ry price competition, rarket
shares, once acquired, tend:d to be respected,”  You
there refer to characteristics of the oligopoly and are
pointing out ihe tendency to try and improve the market
position by means other than price competition? Yes., I
quote from Mr Hartshorn's book, 1962 edition - arc you
familiar with it? I have read it and know the author,
It is a recognised textbook? Yes, it 1s a rccognised text
book Page 131, bottom = "iorcover, the international groups
had even less incentive than integrated companies operating
in the United States to compete in ways that would push down
the general level of prices in final markets.  They were,
clearly, in a situation of 'oligopoly' - that is, of
competition between a few sellers, as distinct on the one
hand from single~firm monopoly and on the other from the
‘perfect competition' of many sellers in the market,
Smaller independent operators existed; but at no stage of
the integrated world oil trade were these as important as
they were in the o1l industry of the United States. Each
major group, moreover, sold oil in many places; could press,
but.equally woes vulnerable, on many fronts. Under conditions
of oligopoly, action to alter price or rates of output
by any one of them was certain to affect the general balance
of the market for all the others., Each international group
had to consider that if it cut the price of oil, its
competitors wculd almost certainly match the cut and
possibly cut further; so its initial decisions involved
deciding how to react to the reactions that its move would be
likely to provokc. This situation of oligopoly is
frequently present in oil marketing., But for the

international companies it existed on a wider than national
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Commiscioner's evidence

W.L. Newton

cross-examination
scale, Price cutting to put pressure on a competitor in
one market might bring pressure in return in some other part
of the world where that competitor happened to be better
placed," You are in generzl agrecment? Yesy I am in
general agreement with that statement - but this does not
apirly in all cases and in my opinion would not apply in the
particular circumstances in which Gulf and Europa found
themselves in 1955, Europa was an established market and
therefore a sal: to Europa at b~low posted price would be
unlikely to hrve resulted in pulling the market dovn,.
Because as I have also stated in my brief, some independents
in time either get bought wr~ by the international majors,
or they behave like onee I think that Europs in the Hew
Zealand narket in fact behoved exactly like the.intcrnational
major cciupanies, It was unlikely to cut prices even if I
believe the particular conditions in New Zealand hod enabled
Europa to do so. Therefore, in selling to Europa and to
the New Zealand market at a lower price, in my opinion Gulf
was not running the risk of pulling the whole structure down.
Perhaps this gives me an opportunity if I mav say this to
bring up one other noint. In Europe conditions similar
to those which prevailed much longer in East of Suez markets
were ‘also in existence in the immediate post war period
~nd I would say until the middle 1950s,  Although there
is no direct comparison of a company like Europa in the
Europcan market sct up, it is well known that to certain
independent companies who at that time were known not to be
price cutters special terms were granted by the major
companies in the supply of admittedly crude oil and not
petroleum products, because relevant companies had their own
refineries, when crude oil was supplied on specinl terms
under long term contracts. I refer in particular to the
deal which the BD Companf had with Petrofina, The terms

of this contract have never becn published but from
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information which has leaked I have reason to believe that
Petrofina did not buy at a posted price. I belicve that
there was a kind of sliding scale agrecment that the greater
the purchase the lower the price would becoma, In other
words, as quantities went up the price would decline,
Similarly, the BP Company which had a crude oil surplus at the
time and still has, concluded special arrangements with the
Italian State Company, AGIP, under which a joint refinery was
supplied with crude oil on what are beliceved to have been
special terms and at the same time as long as thalt agreement
was running the BF Company did not market in Italy and it

was only when that agreement had expired and was not

renewed that BP entered the Italian market, I think I have
claborated on the other deals which although not published are
known in general terms of the industry to indicéte that in
spacial circumstances and for long term contracts there have
always been exceptions to the rule, especially when 1t did

not involve a general disturbance of the market,

Lre you suggesting that in 1955 Gulf Oil would have
invoiced gasoline into this country for a period of ten
years at a discount which was betwean 25 or 30 per cent, off
posted price: do you suggest that? I am not saying that
they.would have done that, 4And I am not really concerned
as to where and how the special terms would have been granted,
I do however believe that in the circumstances of being able
to market the one product which they had the greatest
difficulty in marketing, and at the same time being able to
do so without selling the rest of the barrel for which they
had a market, they would have made special concessions and
wherever and however and in whatever form these concessions
would have becn given they would have been tantamount to a
discount, But there would be no possibility in the world
of Gulf in 1955 invoicing gasoline in to New Zcaland under

the terms of this cuntract at a discount of 25 to 30 per cent.
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off posﬁed prices? I would say that Gulf would have been
reluctant to do that.
I ask yzu to take it further -« ncither Gulf nor
Caltex in 1955 would ever consider going to such a length?
I would say thzt the Caltex position is slicghtly different
from Gulf. Caltex was a marketer in Mew Zcaland and 1f Caltex
had given 2 discount to Europa it would have created precedent
for their own affiliates, In the case of Gulf this
particular consideration did not apply. So ycu suggest now
that Gulf would have invoiced gasolinc into New Zealand at
these excessive discounts off posted prices? I am not in
a position to say what they would or wwuld not have done, I
think they would have been reluctant to do so, but their
position is not exactly comparable with that of Caltex.
Is it possible they might have entered inte such a discount
arrangement? I would say in the clrcumstances of 1995 it
is probably on balance unlikely, /
IR e
ind I refer you to page’»'nf your evicence =
"Cil 1s not only traded internationczlly on a large scale
but the main sources of supply to the world have been
traditionally confined to a few points (although these
points have changed from time to time)s, Originally the
U.Se Gulf was the main source but in the postewar period
this role was taken over by the Caribbean and later also by
the Middle East (Persian Gulf), and, within a restricted
area, by Indonesia, In the past it was thus the practice
to adjust petroleum products pricos all over the world to
those prevailing at the main points of export.
b) The need for an oil price structure as distimct from
0oil prices arcse from:
(1) the desire of the international oil companies
to bring some order into the terms on which they
supply their own affiliates and outside

customers;"
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hssume you agree that that type of consideration must have
been in minds of Guli in 19557 Yes, It probably was, but
again I would say that Gulf's position was not quite the same
as that of the other International major companicsy because
it was not a direct marketer. Vhat about the effect of
Gulf/Shell agreement to share the whole profits from
production down to marketing? Do you consider Gulf would
undercut Shell in this market area? As 1 have pointed out
in my brief, the sale to Europa at a lower price would have
been just one of the few things which Gulf could have done
without having repercussions on profitability to Gulf of the
Gulf/Shell agreement, What you say is that actual Gulf
contracts that were made were one of the few things that
would not affect profitability of Gulf/Shell agrecment?

That is so., Because Gulf had surplus of top érade? No,
the Gulf/Shell deal was based on the sharing of cost and
profits by Gulf and Shell at all stages from well to the
gasoline pump and the price which Gulf got for its Kuwait
crude oil was dependant on the realisation of Shell on

that crude, Therefore, Gulf would have been reluctant

to do anything which would have affected the profitability
of Shell and which therefore would have had repercussions on
the return to Gulf on the crude oil sold to Shells  The
agreement went further, It provided for penalties that

if Shell could prove that if by any action of Gulf it had
lost market in any of the relevant markets Shell had a right
to reduce the crude oil offtake in proeportion, I do
however come back to the point I made earlier in my brief -
that the sale to Europa would be one of the few if not the
only one of the things which Gulf could do to sell gasoline
without in any way affecting its deal with Shell, But

it would affect the deal with Shell by invoicing gasoline
into New Zealand at under posted price? It would have

only affected the deal with Shell if Europa had taken



10

20

30

Suprane Court «Ula
o, 2

Comnicsloner's evidence
Wel. HNewton
cross—-examnination

advantage of that lower price to cut the_price of gesoline

in the New Zealand market, which I believe Europa could

not have done in any case under Covernment regulations,

Therefore, s.lc at lower price to Europa if Gulf had ween

nrepared to invoice at such a price, which one cannot be sure

about as I said earlier, wo>uld have been likely to result in

an increased profitability for Europa in New Zealand.

Depending upon the price controls of petrol in the country?

Yes., ind on the marketing policy of Europa,

Now would you tell me if you agree with these points -
there was a finding by the Commonwealth Tax Board of Review
of Australiz that as at 1954, 1955, 1956, listed product
prices in Persian Gulf reflected market prices for products?
fire you in gencral agrcement?  Yes, generally speaking,

Then in the paper prepared by yourself and Doctor Frankel
produced in evidence, are you not quoting posted prices of
products East of Suez, us as far as 1959? Yes, Then

in the Damle, the paper was as you rightly say based on
posted prices., The paper was however not a statement of
market conditions at one particular roment, It was an
analysis of trends in refiner's margins. Obviously with
a very limited armslength market and with little
individual cvidence of sales below posted prices such an
anal;tical paper could not base itself on anytning but
posted prices, I would not like however to say here it
should be taken as evidence that there were never any
discounts in posted prices befsre 1959,  But your
calculatisns show refiner's margin in 1959 that was being
carned? On the basis of posted prices, Refiner's
margin was being earned on the bases you were setting up?
I was giving in that paper an analysis of the position on
the basis of posted prices,. I agree that the bulk of the

sales took place on posted prices at that time in East of

Suez area with very limited excoptions.  Therefore any
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discount which was being granted at tha£4time vias affecting
a comparatively small volume so as to make an insignificant
impact on the nicture given on the basis of posted prices.
In other words, you treated profitability of refining East
of Suez in 1959 on the basls thers was no discount on posted
prices of products? Yes largely because of high proportion
of sales that take prlace in integrated operations of major
International companies which at that time East of Suez
generally took place at costed prices.

Mow the Damle report of 1661 recommended in India
that 5% ought to be available by way of discount off motor
gascline as from 1961? Thot is so, I would add that the
Indians were more concerned with the discounts on middle
distillate products such as kerosene and gas oil which were
and are the main products of which India has a ddficit and
which have to ke imported, Imports of gasoline into Inain
are of marginal significance,

Your statement of evidence (page 2112 line 18 ) -
"Until mid-1957 there were no posted prices for petroleum
products at the Persian Gulf, Generally speaking f.o.be
prices for petroleum products at Persian Gulf refineries were
considered to De about in line with f,o0.be. prices in the
Western Hemisphere, With the growing importance of exports
from the Persian Gulf, B.P, took the initiative in 1957
to post petroleum products prices there. These guotations
became relcvant in those areaswhich were ncarer to the iliddle
Ezst than to the Caribbean,.éuch as part of the
Mediterranean, the Indian Ocean, South Africa, Australia
and Japan, New Zcaland, which is marginaily Letter placed
in terms of freight costs for petrcleum products supplies
from the Caribbean, can nevertheless be considered to be
situated on the watershed between the Cafibbean and the
Persian Gulf and thus able to draw its supplies from

whichever source off.rs the more advantagoous terms,”
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Vith reference to that last sentence, you agree that in the
Europa supply contract of 1956 there was that alternate
price provisicn? Yes I agree, And that provision was in
conformity with the rrinciples set out here? Could be.
2115

Now turning to page / of your evidence, you say
towards bottom of that page "Refining czpacity in the
overall East of Suez area has always been greater than demand.
Since 1962 refining c=racity in the consuming countries
East of Suez, with the exception of East and South Africa,
has also exceeded demand in these countries." /nd you
refer there to capacity greater than demand?  Yes, This
does not mean dees it that an International company will
simnly have surplus stocks of gasoline? No, It means it
may have surplus capacity to produce gasoline? - Yes, but
if it has crude oil avallable, which as shown in my brief the
margin was substantial < and if it could sell the rest of
the barrel of products then the temptation to use that
refinery capacity even if one product such as gasoline has
to be sold at a lower price than the going posted price, is
great.

2117

Now page / under heading "O", You refer to cargo
lots not long term contracts? Because generally the
conditions of the spot and short term market would not be
identical with the sales terms under a ten or twenty year
agrecment, The terms of such long term contracts could be
either better or worse as the case may be according to the
circumstances of the parties than short term sales,
Anyhow you are only talking of 1959 onwards? That applies
at any time - it would apply 1947, 1957 and 1967, Your
reference to tendency to grant discounts here is related to
1959 onwards?  Yes.

2122

Now going to page /, here you discuss Gulf/Europa

contract? Yes. /At the end of paragraph (a) on page 20

you refer to discount of 5 ceonts z barrcel off ges 0il?
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Yes, You heard Mr Todd's cvidence akout that?  This was
written before he gave his cvidence, So you would not
attach the same significance now?  This very small discount
is a very marginal significance in the whole set up.
2024

And then at page / under paragraph (c¢) you refer
about half way down the paragraph tc crude oil being mostly
processed at unspecified refineries provided by Gulf? 1 do,
This again is the aspect of Global source obligation of Gulf?
This is what we have been told in evidence., As I said
this morning I believe that if this had been a deal in terms
more generally in line with the normal practice of the oil
industry the agrecments coculd have easily previded for a
specific refinery if necessary with provision for the transfer
of the prressing deal to another specific refinery or
refineries should special circumstances arise, And you
say that if that had becn done you would have no general
criticism of these contracts that were made? I would not
go quite as far as that. Ferhaps I may be permitted to
state what I would consider taking the circumstances of Gulf
and Europa to have been the minimum conditiocns which to my
mind would have made a processing deal acceptable in what I
consider tec be general industry practice - at the moment.
hs I’ take it you have two general objections to this deal
that was struck betueen Gulf and Europa. One that it would
be more usual to have a specific refinery? Yes, Two o
the sale of gasoline by Pan-East back to Gulf Iran instead
of direct to Europa? Yes., Those are your two main
objecti>ns? Third onc - that in the arrangem:nts it
appears as the result of the letter granting crude oil
discounts Europa is complctely shielded from a refinery loss
and therefore takes no refining risk and for that reason in
my mind it cannct be concldered to be in the refining
business in the accoptod‘industry senca, First, it would

be usual to have a specific refinery? Yes, You understand

2077

#3835
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that Europa would never have agreed to long term supplics
from a specific refinery beceuse the supply contract could
be frustrated by force rnzjeur? I believe that this could
have been covered by means of an adequate force majeur clause
and/or some kind of guarantce by CGulf, Force majeur clausc
could have stated that if in the event of force majeur Gulf
is prevented from putting the refining facilities at the
disposal of Pan-Ezstern Gulf will offer to Pan-Eastern
alternztive processing facilities at another of its
refineries, Is that not in offect what this contract
contains.  Gulf had tc procure a refinery at its peril didn't
it?  Yes, but it could be refining capacity under this
agrcement not even at one of Gulf rcefinerics,  And point
one = in all my knowledge of the industry and I do not
pretend to know of every contract or of habits of all
companies, but in all my over twenty years' expericnce in
the industry, either in business cr as a consultant, I have
never come across processing agreement not related to a
specific refinery until I had scen this,

Point two = ycu would thinit it more usual 1f Pan-

Eastern sold gasoline direct to Europa? Yes, But is not
that question practically the same as Point one -~ that by
Gulf Iran buyiny back the gasoline it left itself frece, did
it not, to supply the equivalent quantity frcm any point?
Yes, that may be so, but then by Europa having no direct
contact with the refinery, or with even a number of
refineries, Europa to my mind cannot claim to be in the
refining business. = Your second objection - by Gulf Iran
buying back at the refinery the gasoline, can then at its
own convenience supply that gasoline or can get another oil
company on exchange deal to supply the same guantity ex
the other c-mpany's refinery?  Why connot Europa do the
exchange deeal, You suggest Europa would then have to get

into exchange deals not only with CGulf but with some other
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company? I am sure 1f these clrcumstances had arisen Gulf
would within tho overall arrangements have undoubtedly been
very helpful in com}ng to such exchange arrangcments, By
providing Gulf Iran buy the gasoline, the onus is on Gulf -
Europa does not necd to start dickering with exchange deals
does it?  Still it does not = this may be the effect -
but it does not cnswer my criticism that it is not a normal
processing deal bocause Eurcpa has no contact with the
actual refinery except through the indirect shareh.lding in
PanEast., What y:u say is that if Pan Eastern sold direct
to Europa that would be normal?  Europa would then have
contact with the refiiting business, And yet you can see
the practical reason for Gulf Ir:on buying gasoline from Pan-
East? I see that there may be from Gulf's point of view
certain practical reasons. As far as Europa 1s concerned
it is not a processing deal, Your point three, letter
veriations of discocunts - that was a contract variation
made afterwardsy, wasn't it? I agree., /nd if Gulf had not
met Europa in its difficulty it might not have got the 1964
feed stock contract?  That was long before feed stock
contract was even being considered, But I correct you =~
the letter variation arrangements were completed 19597
ind in 1999 it was known that Hew Zealand refinery was going
to ke bullt with New Zealond companies participants and the
contracts were signed with Gulf in 1962? Three years
after 1959
BRIEF /DJOURTHENT 3,30 pere
2025

Now look ot page / of your evidence statement =
last paragraph?  Yes. "hat I consider to be particularly
unusual is for Eurcopa to purchase products for its own
marketing not direct from Paneast, but from another
subsidiary of Gulf, which itself supplied the crude oil to
Pancast, If Paneast sold at least part of the products, c.ge

gasoline, direct to Europa and there w2s ne direct sales



10

20

30

- . algu
suprcuzse Court

Hoe 2

" [N e & o T Y
Comndanionorta avidonca
M YL e e

IS PR S VTS

croza-cranination

agreement between Gulf and Europa runi:ing péiellel with

the processing arrangements it could be accepted that,
howover notional the refining operation Puncast had a

genuine crude oil ;:urchase and processing arrangement with
Gulf, who would buy back some of the products which Paneast
could not dircctly dispose of to its principal customer,
Europa."  You say there that one main objection in your view
is the requirement tihat Gulf Iran buy beck gasoline? It is
ones I would not say the mailn, I say at least, You say
it could be accepted if it had not been for that etc.?

I go on in next paragraph -~ next sentence of same paragraph =
"The fact that there is no direct ccmmercial link between
Paneast and Europa, except the corporate link of Europa's
shareholding in Pancast, furiher proves to my mind that the
whole Gulf~Pancast processing arrangement is in fact a deal
between a number of Gulf subsidiary or affiliated companies
and constitutes nothing but a subterfuge to cover up a
discount by Gulf to Europa." Somewhcre else in your evidence
(page 29, boitom) you refer to this as a subterfuge: do you
still stick to that term "subterfuge"? Vhat I mean hy
subterfuge = I mean camouflage for a discount, ind you say
that what you call discount woula be a rebate betwe.n 25 and
30 per cent., off posted price in 19557 In the form in which
this has been done for the reason of the very special
circumstances in which Gulf found itself at the time I refer
to the profitability of crude oil producticn, its
2vallability of refining capagity, and the possibility to sell
the rest of the barrel other than the gasoline, /ind the
reluctance of Culf to grant a discount off posted price, as
you said yoursclf? I believe I said Gulf would have been
reluctant to invoice a direct discount into New Zezland,

This is something entirely different from covering up the
arrangement in ancther form,  Can'™ you see any connecticn

between reluctonce on the part of Gulf? I was referring to
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invsicing of direct discount into New Zealand, Ind you said
before the ~djournment that o direct discount would not
affect Shell/Gulf discount provided th-t Europa did not
lower the New Zealand selling price - now is not your firm
0il pricing consultant fer New Zealand Government?  Now but
not in 1955, Lre ysu not ~ware that it is the price ot which
gasoline is landed i.hichy through the Hotor Industry Spirits
Pool must affect landing cost of the other companies? I
have rot been involived or consulted in the matter relating
to the Pool. I wns under the impression that there was a
price cantrol in liew Zealand which set the price, both
minimum and maximun price, reteiling.e I have not been
involved in matter of Fool and do not kn.w details of
operations, I have not been confronted with this problem,
lr Tyler did not tell me about it,  Did he consult Doctor
Frankel? iy be,
2033

Bottom of 1o/ for vour evidence - this arrangement
would be 2o substitute for direct price discount?

Turning t- the 1964 -gre:ment (page 31) and turn
t5 page 2034 5>f your evidence statement - ond I
refer to paragraph (a) at. page 2038 - you say there
that the contract ought to contain provisions for crude
discgunts? Yes, .nd that crude discounts were
available at that time?  Yes, I believe it 1s gyenerally
accepted, But in ilr Todd's evidence on this he said that
Gulf undertock to grant whatever were the going discounts
but wanted to go to the OFEC cunference first and wanted
to engure that they did not upset the Japanese customs?
Yes, I heard him say that. .nd then you are aware that
after OPEC Conference Gulf granted discounts of 16 cents up
to May 1966, and 13 cents after that?  Yes. In your Table 3
of Exhibit 10 you refor to Japznese discounts of 14 and 15 -
14 and 16 cents?  In 1965 plus 3 loan with low interest

which is significant addition and ar2 generclly estimated by
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the industry to be werth roughly 6 to 8 or 9 cents per
barrel, But it depends on what the loans are ard their
terms?  Well, look at Toble #(d) you will see interest
ratess Interest rates arc not only terms - what about
longth of the loon?  Length of these loans - this was a tenw=
year one Table 3(b). Length are given in some cases, one
yeur right‘up to ten., /nd you can assume that the length

of the supply cuntract generally related to repayment period

of the loan,

10 TO BENCH: Take the first example - CEP to /4sia Oil = the

20

30

ropayment period is 5% years and contract is sale of 23
milli-n tons over 9 years? They are different peri.ds
there? Yes, but generally loon would not exceced the length

of the contract,

TO COUNSEL:  Your philosophy = if a biscuit manufacturer lends

to a biscuit retailer in some other city some money to help
him out in business and interest rate i1s under market rate,
then the differcrcc in interest rates is discount off the
price of biscults? I think the biscult exary:le perhaps is
not entirecly relevant, and not ccavarable, If I may gquote
another example of oil industry,  That relatzs to the system
of tying up service stations tc a particular brand of petrol
by lohg=term agreements which orc linked with loans to the
owner of the petrol stotion to improve his station, and

these loans are also given in England at low interest rates.

I think that this kind of thing =

TO BENCH: Jt is part consideration for the tied house?

Yes,

TO COUNSEL: Part consideration for long term deal?  VYes,

But I think the 0il compony in making such a loan would
consider it part of the terms of the supply price per gallon

for the petrol,

TO _BENCH: It is partly done to get the extra trade?

[ e e e i Y

Exzctly what I would sugoest Gulf did in the case of Europa,
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TO_COUNSEL: lMow you say then that Europa should have got
higher discounts than 16 to 13 cents? I think Europa - if
you compare = take Jopanese lecans = they got a betier deal
than Europa. If you take the Japancse discounts and the
loans into account, then the discounts granted te PFanecast
on crude oil of 15% cannct be consicered excessive,

You realise the difference in volume of crude oil
supply to Pancast on the one hand -2 Japanese on the
other? There are some differcnces =~ undoubtedly the
purchases of IDELITSU are lmmeasurably griater than Pancast
hecause crude oil purchase by Pancast is four times
gasoline purchase by Europa., Difference betwcon crude oil
supply to EBuropa is about 250 to 1? To whole Japanese
market? Gulf's supply to Japanese morket? It is hard
to say exactly what IDEMITSY contract is, but early 1960s
it was about 32,000,000 tons a ycar. I am told quantity
to IDEMITSU 1is 250,000 barrels a day?  Now but not then,
Europa 1,000 barrels a day? You say we should inve dcne
better than the discount we got? No, I have never suggested
thaty not in my brief either, I said discounts were
generally at the time were in line with or higher than those
granted under the Gulf/Pan-Eastern arrangement. By saying

2038
that (page / of my cvidence statement) I realise that
buyers like IDEMITSU would get a higher discount - that is
why I sey that discounts were about what Pan Eastern got or
higher, but I have nowhere in =y brief suggested that at
that time in 1964 the discouﬁf-which was granted to Pan
Eastern on crude 0il was elther too high or tos low,

2040 ,

Bottom of page / , last complete paragraph -

"On the other hand the Caltex offer wos more realistic
than the Gulf deal in certain other rospects, In
particular it relates to a specific refinéry ~ the Bahrein
raefinery, It alsn provides for a refinery profit varving

in line with zctual cihonges in prices of crude oil and
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products with a time limited guarantece of o profit margin

of not less than one quarter than that which would have

prev iled on 23 February 1953, If the profit was to reflect
a discount per gallon of gasoline it was therefore not a
fixed »ne." You say that a rrofit guarantec is rzalistic
whereas you said the Gulf profit guarantee is unrcealistic?

/. ceiling or a floor limit, to wrices which presumably in

a way reflect margins, are guite common in escalation cluuses,
under supply contracts to the oil industry,. I know many
contracts which give @ basic pilce and this basic [rice then
fluctuates with certain escalation clruses, but that within
these cscalation clauses en wper and a lowsr limit is set
for the prices In order not to make the contract too
onerous for either party. It is as something like that

thot I would understand the guarantee as to profit margin
offered by Caltex. Was that not just what the formula did
in the 1956 Gulf contract? Yes if the contract has been
allowed to operate in thelr original form but they were not,
Margin was brought back to a certain level by variation
letters, Brought back to 2 minimum?  Yes, But in your
view in the formula as drafted in 1956 contract would

be a realistic form of profit cssessment? I would not say
realisticy 1 would say more reclistic and it would have at
least involved Europa in some risk on the refining side which
subject to the other qualifications I have mentiloned would
have put some different light on the whole deal.

In Hartshorn's book there is some description of
the way internaticnal oil companies which is wholly integrated
will have different phases of aperations done by different
subsidiary companies?  Yes, ind 1t is correct to say that
the practice in all those companies is to keep those
subsidiary activitics in watertight compartments?  Yos,
find this may be for jurisdictional and taxaticn matters and

other re-sons? Could be, yvs, In certain circumstances,
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find are there not oil cuoapanies and otﬁérvi;£crnational
trading companies which as practice locate the apiropriate
subsidiaries in the Bah-ma Islands?  Yes.,  /nd in other
jurisdictions with similar tax advantages?  Yes, I should
like t» say here 1 am not a taxation cxpert, It is a
commonplace thing? It 1s dune = I think partly done for
all sorts of reasons, Exchange rcasons sometimes?  Yes,
One reason I think is that some of these cumpanies for
instance Californian Texas Corporaticn operates over a large
number of countries and they {ind it convenient to have a
holding company ing say, Bahamasy or Bermudo, but 5f course
individual subsidierices exist in all the countries where Caltex
is operating and they would have their own budget, own
accounting and would be liable to taxation in thp countries

in which they exist,.

REX-i: Notes of evidence (p.165) you had started to

answer = "Ferhaps I may be permitted to state what I would
consider taking the circumstances of Gulf and Europa to have
been the minimum conditicns which t» my mind would have made
= processing dezl acceptable in what I consider to be

general industry proctice,"? I would have thought that if
Europa wanted to genuinely get into refining business, the
de~l in roughly the fcllowing terms could in my opinion be
considered reasonable industry practice. Europn and Gulf
form a joint subsidi~ry « let it be called Paniost - which
enters into o refining contract, i.ee. 2 processing agreement =
with a spocific refinery eithéf of Gulf or for that matter
of znother oil comp-ny, The joint company purchases crude
01l from Gulf 2t let us scy the market price, posted in 19955,
a discounted price, todoy.  Whilst this oil is being
processed it remains the property of the joint compeny and
the resulting products also :elong to the joint combony,

The joint company then sells the gasoline to Europa and the

balance ~f the products to o Gulf subsidiary at clearly



f) 1]
reme Court ~ 0 8 6
to. 2
Jonwicsionerts evidence
. L, lewbon
Re-examinatlon

Sun

1aid downy prices which would vary with developgment in world
market conditisns,  This could be supplemented 1f so desired
by exchange deals between Duropa and Gulf or at least for

the provision of these, and possibly some kind of letter cof
guarantee, not 1c to price but as to holding Eurona covered
for supplizs by Gulf,

COURT /LDJCURIED 4,30 pom.



10

30

Supreme Court 2()8'7
Ne. 2
Commissioner's cvidence
W.A., Leeman
Case Rezumad 27/2/69 Examination

RICHARDSDN CrLlSs COVER CTVTRLED

wm a3 ensata s s w ewea e o

e I am Professor

of Economics of the University of idssouri. I have prepared
a statement of my evidence, which I now rcads

",.. I hold the following degrees: Bachelor of
Arts, Univerisy of Wissonsin, 1948; Doctor of Philocophy,
University, 1950, I teach at the Univexsity of .issouri -
Comparative Economic Sysiems, Advanced Analysls of Economic
Systems, I am autnor of the followiny Papers and Books:
Papers - "An Evrluation of Organized Speculation® Zouthern

e

Econonic Journal, Vol. XVI (October, 1949); "The Status of

Facts in Economic Thought" Journal of Philosophy, Vol.

XLVIII (June 21, 1951); "The Guarantecd /nnual Wage,

Employment and Economic Progress" Industrial and lakox

Relztions Review, Vol, 8 (July 1955); "The Limitetions of

Local Price-Cutting as a Barrier to Entry" Journa) of

Political Hoonory, Vol. LXIV (August, 1956); "Crude Oil

Prices in the United States at the Gulf Coast", Journal of

Industrial Economics, Vole V (July 1957); "The Recuction of

Quecues Through the Use of Frice", Operc-tions Rescarch, Vol,

XII (September-October, 1964); "“Property in Capitalism and
Socialism: The Right of Decision"y Mew Individuelist Review,

s g ane

forthcoming; "Syndicalism in Yugoslevia", "Econcmic
Dgvelopment_and Cultural Change",; forthcoming.

Books: The Pricc of liddle Enst Oil (Ithaca, Corncll

University Press, 1962); (Editor) Conitalismg Market

Sggialism, and Centrzl Planninag: Readings in Comparative

Economic Systems (Boston, Houghton iiifflin 1963).

From June 1957 to August 1958 I travelled in U,S.A.,
London and all the oil countries of the Middle East doing
research for my bouk "The Price of ifiddle East Oil"., I had
many interviews with Government officials and oil company
officials,  The book went into o second printing and

sales hove been 50-50 domostic and foreign. It is being
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translated into Japanese and has been translated into a
pirated Arabic edition.

In April, 1963 I gave a paper, "The Future Structure
of the ikarket for liiddle East Oil" during & conference at
Princeton University,

In late Harch of this year I will testify before the
U.S. Senate Subcommittee on Antitrust and ionopoly, on the
subject of U.S. coil import quotas. The paper I nresent to
the Subcommittec will be published in the proceedings of the
Senate hearings.

I have been approached on several occasions to act
as consultant, by the U.S. Government and othersy but as 1
wished to continue research in the field I preferred to
remain free of any tics. As my main interest has latterly
been focussed on another arca I was willing to advise New
Zealand Government,

The 1956 Agroements (3ofore .mondment by Lotter).

In my opinion the Pan~Eastern Refining Co, Ltd.
cannot properly be rcgarded as a refining venturo,

I shnll start out by listing the propoertics of a
normal or typical refining business and statc after each
whether Pan-Eastern posscssced this property,

(a) ‘A refining enterpriso usually owns a plant for converting
crudec oil into products. Conscquently it risks
physical loss of this plant (a risk which can be
coverad by insurance) and it risks a decline in valuc
of the plant, causcd by 2 risc in the price of inputs
or a decline in the price of outputs,

Pan-Eastern docs not own 2 refinery, hence faces
no risk of a physical loss and no noeod to insurce
against such loss, and faces no risk of z docline
in plant volue.

(b} A refining entorprisc usually owns inventorics of

crude oil and products, Conscouently it risks
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(insurable) physical loss of stocks and risks a decline
in their value,
Pan-£astern does not own inventories, hence faces
no risk of a physical loss of stocks and no risk
of a loss in their value,
A refining enterprise usually operates a refinery, runs
the risk that profits will be cut if costs of operation
are excessive, and makes gains when operating costs
are reduced,
Pan=Eastern does not operate a refinery, gets its
refining done by Gulf on a processing contract
at a fixed charge per harrel, runs no risk on
unexpectedly large costs of opcration, and makes
no gains from reductinns in operating costs,
A refining cnterprise usually enters into contracts
to purchase crude and sell products, When, as is
usually the case, these arc not fixed-price contracts
but contracts which tie purchase and sale prices to
posted prices the refining enterprisc runs a risk of
changes in posted prices,
Pan-Eastern does have such contracts and does run
risks that posted prices of crude oil and gasoline
¢ will change (but runs no risks with regard to the
prices of products other than gasoling).
The net earnings of a refining enterprisc usually aro
a function of (i) the price of crude oil or other
refinery fecedstocks, (ii) the unit costs of refining
the ecrude, (iii) the prices of the various products of
the refinery - such as gasoline, kerosene, distillate,
residual oil = ~nd (iv) the output of the different
products of the refinery.
The net carnings of Pan-Eastern arc not calculated

in this fashion, In order to show how Pane
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Eastern profits cre calculated 1 suiwlt iemorandum
L1, Looking at equation 2 we observe that when
Europa buys 79 octahe gasoline the net earnings
of Pan=Eastern are a function of only three
variables: notional output of gasoline (IN), the
price of gasoline (B), and the price of crude
0oil (A). The net earnings of Pan~Eastern are
not a function «f the prices cf products other
than gasoline, not a function of output of
products other than gasoline, and not a function
of the cost of rcfining.
The profits per barrcl of gasoline in a refining
enterprise usually change by 100% of a change in the
price of gasoline. A $1,00 per barrel reduction in
the price of gasoline would reduce profits by $1.00
per barrel of gasoline output,
looking at ecuation 1 we observe that Pan-~Eastern
profits per barrcl of gasoline change by 126%
~f a change in the price of gasoline (sce the
coefficient of B). A $1.00 per barrcl rcduction
in the price of gasoline would reduce profits by
$1.26 per barrel of gasoline output, Thus we
sec that whoen Europa buys 79 cctanc gasoline
neither the net carnings of Pan-Eastern nor
its profits per barrel of gasolinc are calculated
as they would be in an ordinary refinery,
When a refining enterprisc increaszs the actane »of the
gescoline it turns out, its profits per barroel of
gesoline incrdasc by 100% of the diffcrence between
the prices of the two octancs less the cost per barrel
of raising the nctanc rating. Locking at equation 3,
we observe that Pan~Eastern profits per barrcl of
gosoline increase by only about 26% of the difference

in pricos ketween the octanes (sec the coefficient of
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B=B') and that there is no refcre;éé to the costs of
increasing the ~ctanc rating, Thus wc sco that when
Europa buys higher than 79 octane gasoline, Pan=Eastern
profits per barrel of gasoline are not calculated as
they would be in an ordinary refinery.
Of the five properties of a refinery which we discussed,
Pan~Eastern has only one, the fourth, and that only
partially. (It runs the risk that the price of gascline
will change, but does not run such a risk with regard to
the prices of other products,)

Pan~Eastern buys refining services from Gulf and
has never been more than a shadow of a refinery.

What I have said about inventory risk is brought out
by a comparison of inventories carried at risk in ;efining,
on the one hand, and in shipping, on the otner, Yhile
Pan-Eastern is explicitly freed of all risk with regard to
inventories of crude oil supplied and processcd by Gulf
(Processing Contract, 1956, Exhibit A7, Third Schedulec,
Paragraphs III and V), Eurcpa explicitly assumes the risks
associated with products shipped by Gulf under the Contract
of Affreightment, Exhibit A4, Paragraphs I, VI(a), XIII(b),
Xiv(a)(b), XVI, XVIII(b)(c). In the matter of stocks owned
or carried at risk, Europa, under the 1956 contracts, is more
definitely in the shipping business than it is in the rofining
business,

The Pan~Eastern arrangements might be described as
an odd “processing deal" betwegﬁvGulf 0il and Europa. In an
ordinary processing deal 2 marketing firm buys crude oil from
a company, pays it a refining fee to process the crude, and
sells back to it unwanted products. But the Pan=Eastern deal
is odd becausc Europa does not buy crude oil, does not itself
pay a rufining fee to Gulf, and docs not scll unwanted
products to Gulf; In =ny casc, however, entry by Europa (?F.E.)

into a processing deal does not put it into the refining
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business. The processing deal does not have the properties
of a refinery discussed earlier,

I think that Pan-Eastern (before amendments by
letter) can best te described not as a refining enterprise but
as a somewhat peculiar trading venture, It is essentially a
venture in trade becausce it secks the profits of trade
(through the purchase of crude and the sale of products) and
it may take some risks of trade, It does not manufacture
nor take the risks of manufacturc, Pan-Eastern 1s a
peculiar trading venture for two rcasons:

(2)  Unlike an ordinary trading venturc when pro fits would
be relatod to all products sold, the formula in the
Processing Contract relates profits only to the
prices of gasolince and crude oil.  The prices of other
products arce adjusted arbitrarily in order to cnsurc
that actual Pan=Eastern profits equal formula profits.

(b) Pan~Eastern owns no inventorics and tckes no risks of
inventory loss, It is a trader in crude and products
but it never takes a position in the goods in which
it trades.

This trading company pays for some refining activity,

but that doos not put it in the menufacturing busincss.
The Pan~Eastorn processing controct with Gulf is exactly
onalogous to the contract a trader might have with a
transportation company. Supposc a trader buys cattle in

St. Louis and sclls them in Kansas City, paying a2 truck line

a fixed price per pound for transportation. One would not

say that the cattle trader was in the transportation busincess,

Nor would it scoem reesonable to say that Pan=Eastern is in

the rcfining business on grounds that it has 2 controct with

Gulf to roefine the crude oil it buys,

Europa Qescrib;s the Pen-Eastorn crrangements as

vertical integrationes  The usual reassn for vertical
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integration Luckward is to achieve security of supply.
Europa, however, achleved security of supply in the
Petroleum Products Sales Contract (Exhibit A)s: the creation
of Paneast did not enhance its security of supplv.

[INTERFOLATICN s Do you have a further comment
you wish to make? In this paragraph I described what
happened in Pan-Eastern set up. But actueclly a company which
wanted to go into the refining business as an independent
refinery would expect to be tied to a single refincry. It
would expect 1o take risks associated with ownership of a
single refinery.]

I believe that the Pan-Eastern trading business is

a substitute for a discount., Had Eurcopa not becn permitted

to buy into Pan=Eastern for £50,000, it is highly probable
that it would have gotten a fixed amount or fixed percentage
discount on products from Gulf, Now therc is no reeson to
doubt that somg sort of alternative inducement would have been
given to Europa. The bencfits to be obtained from the Pan-
Eastorn venture arc described in the fourth recital of the
Contract for Organisation of Pan-Eastern Refining Company
(Exhibit A.7 page 2) as "a major inducement to Europa to enter
into the Petroleum Products Sales Contract and the Contract

of Affr;ightmcnt". This suggests that if Gulf had not
offercd Europa those benefits, it would have had to offer her
other inducemcents in order to sell products, Morocover, given
the anticipated and actual profits of Pen~Eastern, the

£50,000 purchasc price of stock in Pan~Eastern poid by Europa
appcars to be excecdingly lowe  One looks for additional
valuc provided by Europa, The question we must ask is this:
Vhat reason do we have for believing that the alternative to
the trading venturc would have heen a concession in price?

The answer is very simples While cestablished oligopolists
avoid price competition, a new entront is likely to cmploy

this very sharp weapon.
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The Pan-Castern contracts appear to be a substitute
for a gasoline discount, The Petroleum rroducts Sales
Contract (Exhibit A, para. 2,01) provides for the sale by
Gulfiran to Europa of 21l Europa's requirements of gasoline and,
at the option of Europa, some gas oil, By paragreph 11,02
Gulfiran has the option of supplying Europa's requirements of
lubricating oils, crude oil and other products. The price
for gas oil is that fixed in Platt's Oilgram less 5 cents a
barrel., As for lubricating olls, crude oil and other
products Gulfiran must meet the best offer available to
Furopa. This might well involve some discount from Flatt's
Oilgram prices. I cany however, find no evidence of
possible discounts on gasoline in the Fetroleum Products
Sales Contract,  All T obsexve is that tho price for
gasoline 1s by paragraph 5.01 the lowest quotation in
Platt's Oilgram under the headings "Caribbean and Far Eost"
and "Persion Gulf",  For all nroducts other than gasoline
there 1s a possibility of discounts, This suggests to me that
the Pan-Eastern arrangement was intended to provide a
concession to Europa in respoct of gasoline,

To be sure, relatively few outright price discounts
on petrolcum products were obtainnble before 1960, That some
open discounts wore granted cen be seen in Exhibit 13
(roplacing Exhibit 2), Examples of &rms Length Sales and
Offers of Petroleum Products, 195559, During this period
however, firms secking new outlets or sccking to hold existing
outlets usually cut prices indirectly, through freight
concessions, loans at belowsmarket interest rates, and the
likes  An cxample of the latter is the Gulf Oil Corporation
loan to Union Oil Company of California,  Gulf arranged to
purchasc $120,000,000 of convertible debenturces maturing
in twenty~-five years and carrying on interest rate of 33%.

In describing thoe desl, the Mew York Times stated that "As

part of the transaction, Union Oil will got cecoss to Gulf's
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crude oil production at the market price." (i'ew York Times,
5 April 1956, pe4l). In commenting on the deal ilelvin G,
de Chazeau and Alfred E. Kahn,

in_the Petroleum Industry, 1959, p.366n, assert that "though

reported as an ‘'investment', the low terms suggest that Gulf
may be 'buying' an advantageous market outlet for its lidddle
East crude vsoees"

toreover, Gulf Oil Corporation had a nzrticularly
strong reason for offering concessions to Europa. It had
unlimited lifting rights in Kuwait (where it is in partnership
with “ritish Petroleum), And then Europa was a purchaser
of gasoline which was genzrally in surplus when the 1956
agreement was concluded.,  Since middle distillatcs and
heavy fuel oil could be recadily disposed of at the time, the
salc of gasoline to Europa meant that Gulf could increase its

1,

production of crude oil, Honce Gulf would heave beon cager

to obtain an outlet in lew Zealanda

Finally, Gulf had just zcquired a seven percent
intercst in the Abaden r.fincery at a time when it lacked
marketing outlets Exst of Suez,  Thus, Gulf would have becen
particularly enxious to sccurc an outlet for gesoline, and
is likely to have beon preparad to scll at a reduced price,

THE_REFINER'S MARGIN

Consider two propositionss

(%) If Gulf Oil could not scll light ends as gosoline and
at posted price, it could not get o $1,00 refiner's
margin,

(i) If, on the contrary, Gulf could sell its gosoline at
posted prices and realize the $1,00 refin.r's marging
then we must osk why Gulf cut Europ~ in on its -
refincr's margin (for -n insigificant investment of
£50,000).

It scims probable that under the circumstances Gulf found

itself in (a 7¥ sharc in the Abedan rofinery whils without
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a previously developed market for gessoline E:xst of Suez) Gulf
could not realize a $1,00 refiner's margin. I believe that
to dispose of its gasoline as gasoline (and not as fuel 0il)
Gulf gave Europa about $0.25 of the refiner's margin through
Pan-Eastern, so that Europa's share of Pan-Eastern profit
$s what Gulf otherwise would have had to give as a gasoline
discount,

[INTERFOLATION:  Would you explain how you arrive
at the figure of 25 cents in that paragraph? It has been
generally agrced that the refiner's margin at the time was
$1.00, If we take from that one dollar the rcfining fee of
474 cents, round the 47 off to 50 cents, so if we take from
the $1.00 50 cents, we have 50 cents left, Europa's share

of that 50 cents was 25 cents, That is the 25 cents I

pelieve is conceded to Europa. In order to sell the gasoline.

flo can arrive at the 25 cents by another route, A karrel
of gasolinc has 42 gallons. A quarter of that would be 10+
Round that off to 10 cents - to 10 barrcls,. 10 barrels
times 2% cents per barrel which is the discount I beliove

1

vizs involved, 10 barrels at 2+ cents a2 barrel is 25 conts.]

=)

THE_1956 _AGREE!ENTS AS_ANEMDED BY LETTEI

The letter amendm;nts (Exhibits AsQ =~ Asld, A16 =
A.17) afc extraordinary ond cannot be described as a normal
discount to a refinery.

The Exhibit B.14 matcrisls which resulted in these
letter amendments substantially change the nature of Zan=-
Eastern. From a somewhat peculiar troding venturc, Pan-
Eastern is made into a repository for an assured discount to
Europa, The communic-ticons (sce particularly thosc of
10 July 1958, 19, 20 and 21 August 1959, Exhibit B,.14)
clearly cstablish that Fan Eastern (Europa) is to reoceive a
minimum of 2,1/3% per gallon of grsolin. purchased by

Europa, for thc duration of the contract.,  They show thot

the statement in the letters .., "action in this rospect o,



Supreme Court

2097

Comnigs=ionerts avidence
WoA. Leenan
Branination

is made without prejudice to any of our rights to insist that
the price provisions be strictly adhercd to in the manner and
in accordance with the terms specified in the aforementioned
Third Schedule" does not represent the truc situation with
regard to the post-correspondence contracts,

That is the correspondence we can reoad "Europa'
whenever it says "Fan Eastern" can be sceen in il Bryan Todd's
letter to Gulf Oil of 10 July 1958, In a discussion of Pan
Eastern's return, Kr Todd speaks of the Formula raturn moving
from 2,50¢ per U.S. gallon up to 2.,87¢. But it wzs Europa's
(and Gulf's) rcturn which started at 2.5¢3 Pan Eastern's
return began at 5.0¢. It seeoms clear that Europa and Gulf
had gotten into the habit of speaking of an Eastern when thoey
meant Europa.  (Sce also Paton to Todd, 4 ilarch 1958),

Eurona's letter profit per gallon added to its
formula profit per gallon gives 1t » discount on gasoline
purchased by Europa from Gulf, This can be scen, first of
2ll, in the telegram of August 19, 1959, in which Todd statocs
his understanding of how the formula profit will be adjusted
gcach year, He says thaot "in cach yecar in which Fan-Eastern
(Europa) profits arc below 235 cents you will pay by way of
crude Qiscount to Pan-Eastern difference between processing
contract formula and 23 cents.” Then the gasoline discount
is revealed by a calculation of Europa's formula profit nocr
gallon of gasoline notionally refined by Pan~Eostern,
Europa's letter profit per gallon, and total Europa profit
per gallon. I submit iemnranda L la through L 1f in which
formula profit is calculated for the years 1960 through 1965,
I also submit flemorandum L2 which shows formula profit and
letter profit per gallon of gasoline imported by Europas -

We obscrve that from 1960 through 1955 ns Europa's sharc of
Pan-Eastern nrofits calculated in accordance with the formula
declines, Europa's shar: attributable t: the cmendments by

letter rises,  The result is to give Europa 24 cents pex
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gallon "profit"™ which without doubt is really a discount on
gasoline purchased. (.lemorandum L2a shows how Eurona's
gasoline discount is inserted in Pan-Eastern as a crude oil
discount., )

A conservative interpretation of the B.l4 materials
and the amendments by letter would be that they converted a
substitute for a discount into an outright discount, A less
conservative internretation would be that the B,14 materials
and the letters reveal that the original 1956 agreements were
gimply a facade for a discount. In either casc, the
existence of the letters, I believe, makes it possikle to
characterize Europa's sharc of Jan=Eastern profits as a
discount on gasoline purchased by Zuropa from Gulf,

THE BE _CONTRACTS

Br lettor to vacific Trading and Transport Co,

Limited (Exhibit A.25) asserts that a commission will be paid

to F.T.T. but in my opinion this alleged commission can be

regarded only as a discount of 10% off posted priccs on the
products concerned (gas oil, lighting kerosene and fuel oil)
plus a discount of TALFI rate minus S5=year time charter

rate for defined standard taenkship. ¥ reasons arc -

(a) The partics to the Contract (Exhibit A.24), BP (New
éealand) Ltd. and Europa had found cach othcr and
entered into the contract before P.T.T. had come into
existence, Thercfore P.T.T. cannot hav: performed a
brokerage service, (The date of the contract is
18 December 1961 and the detc of the incorporation
of F.T.T. was 22 iarch 1962),

(b) A normal brokerage fece would be about 1%, not 10%.

(¢) There is considerable cvidence that discounts were
availoble in the products covercd in the months
preceding the contragts Sco MNewton Bricef of

Evidence, Graphs B, C, and D,
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THE_1964 CONTRACTS (BEFORE ALENDIZNTS BY LETTER)

Under the Feed Stock Supply Contract (Exhibit B)
Gulfex agrees to sell feedstocks and finished products to
Europa. Under the Processing Contract (Exhibit B.5), Gulf
sells crude o0il to ian~Eastern and Gulf processes part of
this crude oil for Fan-Eastern; Gulf also buys the
unprocessed crude back from Pan-Eastern and it buys feedstocks
and finished products from Pan-Eastern.

The prices at which these various transactions take
place give Europa some outright discounts, These discounts
arise in crude oil and naphtha:

(i) _CRUDE OIL (Exiibit B.5 para. 4.01)

(a) Pan-Eastern pays Gulf posted price less 15% (assume
F B 2249

a posted price of $1,59, Then Pan-Eastern pays
$1059'0024 (15%) = $ln35c

(b)  Pan-Eastern received from Gulf posted price (say

$1.59),
(¢) Europa pays Gulf the same price for crude as Gulf

pays Fan-Eastern, namecly, posted price,

(d)  The differcnce (say $0.24) between (a) and (b) above
is doubled (para. 5.02) so that Europa's one-half
of Pan-Eastern profits gives it a discount equal to
the differcnce between (a) and (b) (that is, $0.24).
(¢) Thus Europa received a discount of 15%,  This
purchase and resale of crude oii is not the sort of

activity a refinery would ordinarily cengage in,

~{ii)  NAPHTHA (Exhibit B.5, para. 4.02(a))

(a)  Pan-Eastern pays Gulf for crude oil and for

processing it into naphtha a basc price of $1,46 per

el

barrel, this price escalating cent for cent with any

incrcasc or decrease in the posted price of Kuwait
crude above or below $1,59 per barrcl. (For an

example here, say 51,46),
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(b)  Fan-Ecstern reccives from Gulf for the naphtha t}

-

posted price for Kuwait crude (say $1,59) plus $0,72 for

gach deuree of aravity by which the gravity of the

naphtha is above 31.0° APl (say $0.70), (the final
price being, say, $1.59 + 0,70 = $2,29),

(c) Europa pays Gulf the same price for the naptha as Gulf
pays Pan-Eastern (see (b)),

(d)  The difference ($2.29 - 1,46 = $0.83) between (a) and
(b) above is doubled (para, 5.,02) so that Europa's
one-half of Pan-Eastern nrofits gives it a discount
equal to the difference.

(e) Since the price Pan-Eastern pays escalates with the
price it receives, the discount remains fixed (here
it is $0.83).

The prices at which transaction involving gas o0il and

wide cut distillate take place involve Pan-Eastern and Europa

in some risk.

(1) GAS OIL., (Exhibit B,5, para. 4.02(b))

(a) Pan-Eastern pays Gulf for crude and for processing it
into gas oil a basc price of $2,00 per barrel, this
price escalating cent for cent with any increase or
decrease in the posted price of Kuwait crude above or
gelow $1,59 per barrel (for an example here say
$2,00).

(b)  Pan-Eastern receives from Gulf for the gas oil

the postod price of 53/57 D.I. gas oil at Abadan

(say $2.94).

(¢c) Europa pays Gdlf the same price for the gas oil s
Gulf nays Pan-Eastern (sce (b)),

(d)  The difference ($2.94 = 2,00 = $0,94) between (a)
and (b) is doubled (pora. 5.02) so that Europa's
one«half of Pan-Eaostern profits gives it a roturn
cqual to the differonce,

(¢) The profits of Pan=Eastern might dzcline with a risc
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in the posted price of crude oil or a decline in the
posted price of gas oll, when these prices do not
move together,
(f) viith respect to gas oil, rFaneifastern and Europa take
some risk that profits will not be so great as
expected, though with so large a margin to start with
($0,94) the risks of actual losses are small.  They
do not take the risks (which an orxdinary refinery takes)
that the cost of refining will rise, since the refining
fee is in the base price and therc is no provision for
increasing this price if refining costs rise,
Incidentally, for Europa to pay the price of
finished gas oil (53/57 D.I.) whon they take delivery of a raw
gas oil for feedstock is most unusual (see Fcedstock Supply
Contract, 1964, para. 7.0l, Exhibit B, wherc gas oil is
listed amongst the feadstocks),

(ii)  WIDE CUT DISTILLATE (Exhibit B¢5 para. 4.02(c))

(a) Pan-Eastern pays Gulf for crude and for processing
it into wide cut distillate a composite price based
on the naphtha and gas oil content theroof,

(b) Pan~Eastern rcceives from Gulf for tho wide cut
distillatec a composite price based on the naphtha
a%d gas 0il content therc:f,

(c) Europa pays Culf the same price for wide cut
distillate as Gulf pays Fan-Eastern,

(d)  Pan-Eastern reccives a composito profit which has in
part the propertics of the income on nzphtha (i.c.

2 fixed discount) and in part the properties of the
income from gas 01l (iece, a profit),

The prices at which transacticns involving motoxr
gasolines, jet fuels, kerssenes and gas oils (Exhibit B.5,
para. 4,03) toke place appear at first glance to invulve
Pan-Eastern and Europc in some risks.  Prices and profits

in these praducts are determin.d as follows:
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(a) Pan-Eastern pays Gulf for crude oil and for processing
it into these products g base price negotiated each
vear and escalating during the year with a reference
price ecqual to the lowest price for any given nreduct
posted in the Coribbean or lersian Gulf.

(b)  Pan-Zastern receives from Gulf the lowest nrice for any
given product posted in the Caribbean or Persian Gulf.,

(¢) Europa pays Gulf the samc price as Gulf pays Pan-
Eastern for the products (see (b) above).

(d) The difference (if any) between (a) and (b) above is
doubled (paras 5.02) sc that Curopa, which receives
ong~half of Pan-Eastern profits, receives a roturn
equal to any difference between (a) and (b).

It appears thet Europa is taking the risks of
trade in conncction with motor gasolinzs, jeot fuels, and
kerosencs, since Pan=Lastern profits decline if the (posted)
price it receives for these products decline or if the
annually ncgetiated base price 1t pays for crude oil and
for prccessing rises,s  But Europa has the option of taking

or not taking mctor gasolines, ject fucls, and keroscnes from

Gulf, and if Europa does nct buy thesc products from Gulf,
then Fan=Eastern docs ntt process crude oil into thesc
product;. It scems probable thet if posted prices on
products scriously decline ~r if the partics cannot agree
on a sultable base price, Europa will order its m tor
gasolines, jeot fucls,y and kereoscnes from another supplicr
than Gulf so that its notional rofinery will not turn sut
these products.  Hence there is little risk {or Europa in
conneetion with the productian of motor gas~lines, jot
fucls and keroscenes,

Of the five propertics of a refinory listed carlier
(pe4=-6) Pan-Eastcrn in the 1964 contracts does nct have the

first thrics It has the fourth, but only with respect to
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gas 0il and wide cut distilleote, and it has some measure
the fifth,

The net e-rnings of Pon-Eastern are a function of
(i) the prices at which crude oil is purchased from and sold
to Gulf Oil, (ii) (=) the prices of crude oil and the costs
of processing it into feedstocks and finished products, crude
0il and processing for which payment is made to Gulf,
(11) (k) the sales prices for fecdstocks and finished products
sold to Gulf and (ii1) the quantities of crude oil purchased
from and sold to Gulf 0il, the quantities of crude oil
purchased from Gulf Cil and processed into Feedstocks and
finished products, ond the quantities of fecdstocks and
finished products sold to Gulf, The ecrnings of Pan=Eastern,
unlike an orxdinary refinery, are not a function of.the cost
of refining ncphtha, gas o0il znd wide cut distillatzs (the
profits of I~n-Ecstern do not change if these costs change),

The method of doubling the profits of ran<Eastern
descrves attention (1964 Irocessing Controct, paras 5.02,
Exhibit B.5). Gulf agrees to purchase additional petroleum
products so as to return to Pan-Eaxstern an amount of meney
equal to the profits Pane-castern makes on the purchase of
crude o;l and the sale of crude oil fecdstocks and finished
products in accordance with thoe carlier clauses of the
contract,  The prices at which these additional products
are nurchased may be for from prevailing market prices,
Supposc Europa, under the Feedstock Supply Contrcoct, were to
buy in products a large part of the composite barrel, then
large nrofits would have to be inserted into TFan-=Ezstern
under the Frocessing Contract and doubled,  To double these
large profits, high 2nd unrcalistic prices wyuld have t2 be
placed on the small remainder of the barrel not purchased by
Europa.

I conclude, thercfrro, that [~n~tastern under the

1964 contr-cts is nut in substantizl dogreo o rofincry,
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The unacended Pan-Zastern 1964 arrangements,

however, can be described in part as outright discounts (on

crude oil and naphthal and in nart as a substitute for a

discount (with respect to gas oil and wide cut distillate).

(i) The profit on gas oil and wide cut distillate can
be viewed as a substitute for a discount because
Europa had still made no contribution beyond the
initial insignificantly small £50,000,

(ii) Gulf, no doubt, had to offer discounts and
attractive profit opportunities (which I call
substitut:s for discounts) because discounts were
widely availeble prior to the signing of the 1964
contracts, For evidence of these discounts seg

Newton Brief of Evidence, Graph C and in Table 33

the following centires:

Datg Buyer
10,vi, '63 Petrobras

dexie 163 Petrobras
24,ii, '64 Petrobras
25.x1.'63 Govt of Tunisia
9.xii, '63 Govt of Tunisia

THE LETTERS OF AIEIDIENT (EXHIBITS Bl, B2, B3, B4) TO THE

(1964) FEED STOCK SUZILY CONTRACT (EXIIRIT B.)

The letters of amendment do not substantially alter
the contracts and do not lcad me to change my conclusion that
the 1964 arrangements can be described as a substitute for a
discount,

The 16 ilarch 1965 letters give Europa an outright
discount on its purchases from Gulf of crude oil, naphtha, and
gas oil effective 1 April 1964, Since Gulf pays to Pane
Eastern the same price it receives from Europa, the price
paid by Gulf to Fan-Eastcrn is correspondingly reduccd,

(See the 16 larch 1965 letter to Ian~Eastern, Exhibit B6),

In effoct, the 16 liarch 1965 letters convert part
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of what I have called a substitute for a discount into an
outright discount or into a simple price reduction, Before
the letters, Pan-Eastern paid Gulf for Kuwait crude posted
price less 15% (say 51459 = 0,24 = $1,35) and received from
Gulf posted price (say $1.59). Europa paid posted price for
crude ($1.59). After the 1965 letters, Pan-Eastern pays
the seme price for crude but receives posted price less $0.16
(say $1.59 = 0,16 = $1,43), Europa now pays posted price
less $0.16 (that is, $1.43)s In this example, Pan-Eastern
temporarily retains $0.,08 of the original $0.24 discount
while Europa gets $0.16 of it, After the letters, Zuropa
pays $0.29 less for naphtha, say 52.00 instead of $2.29,
This is an outright discount. The remainder of Europa's
share of Pan~-Zastern profit ($0,83 = 0,29 = 30.54-in our
carlier example) continucs to be what I have called a
substitute for a discount, The letter concerned with gas
0il reduces the price which Europa nays for this feedstock,
Under the Feedstock Supply Contract Europa paid for gas oil
irrespective of gravity the lowest price for 53/57 D.I.
Gas 0il f,o.b, Abadan, According to the letter Europa
is to pay for all gas oil the lowest posted price for 48/52
Gas 0Oil D,I., f.o.b, Abadan. The difference in price
betwee; these two gas oils throughout 1965 was J.2¢ per
gallon or $0.084 per (42 gallon) barrel. The letter,
therefore, lowers the price to Europa by $0,084 per barrel,
and, whilc the finzl profitability of Europa is unchanged,
the letter increases by $0.084 per bar-el of ges oil the
dircct profit of Europa and reduccs by the same omount the
profit Europa derives through its half sharc in Pan~Eastern,
A gquestion which must be asked is this: Why were
not tho discounts which were given by lettor to Europa given
to her a year earlier in 1964 when the Feed Stock Supsly
Contract was entered into, in view of tho fact that discounts

werc available at this time? (See discounts in ifowton
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Brief of Evidence referred to on pages 29~30 of this Brief, )

The fact that outright discounts viere not given to Europa in

1964 at a time when discounts were generally available

supports my contention that the Pan-Eastern arrangements were

a substitute for a discount.

The 30 June 1966 letter (Exhibit B4), like the
letters of 16 ilarch 1965, converts part of what I have called
a substitute for a discount into an outright discount., Only
crude oil is cavered in this 196G letter and the outright
discount on crude is somewhat larger than in the 1965 letter

concerned with crude oil,

THE 1642 COMTRACTS

The 1962 Contracts are like the 1964 contracts

with two interesting differences -

(i) Pan-Eastcrn purchases marine transportation from Gulf
0il Corporation and then sells it back to Gulf (or
companies designated by Gulf). The quantity of
transportation is that required to carry the quentities
of feed stocks, other refinery charge stocks and
finished stocks “urchased by Europa from Gulfex
under the Feed Stock Supply Contract. The purchase
?rices paid by Pan Eastcrn arc generally Intascale
minus 45% adjusted in a designated manncr for changes
in British marine labour costs and changes in the price
of bunker fucl oil at Ras Tanura, The sale prices
received by Pan EZastern arc gencrally the AFRA rate
for large vessels,  The difference between the prices
paid by Pan Eastorn for merine transportation and the
prices received for this transportation is doubled in
tho same curious way cs in the 1964 contracts,. In
cffect those arrangements give Europa a discount on
merine transport supplisd by Gulf and the discount
is put through Pan Eastern, It would not be surprising

to sce a refincry buy marine transportation but it is
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odd to seo @ "refincry" purchese transport from a
company and then scll it back to the cempuny, with the
amounts of tran§port involved in the transactions
relatod to the tronsport which is actually supplied by
the company to a third party.

(1ii) Examples of the bese amount per gzllon of gasoline
which might be agreed upon arc insertcd in the contract,
For both 93 and 83 octancs the example prices

suggested give Pan Eastern (Europa) a 2.5¢ discount,

93 83
octane octane
Lowecst posted price
Docember 1962 (in cents) 949 7.8
Example prices of
1962 contract (in coents) 704 5¢3
Differcnces (in cents) 2.5 2.5

Had no discount to Europa been contemplated it seems
probable that the actual posted price prevailing at the time
of the contract would have been uscd for the example of the
bose price, It is, of course, significant that the 2.5¢
of tho exomples is the same as the 2,5¢ which much other
evidence suggests is the discount on gasoline Gulf gave to
Europa,

There is evidence that gasoline discounts werce
available in the open market in the period preceding the
1962 contracts.  Sce iewton Bricf of Evidence, Table 2,
first page, deliverics to Uruguay end Paname, These are,
to be sure, purchases by governmental agencies,  Occasionally
governmont purchases are decided by political considerations,
but much, if not most, of thc time govermment purchasing
agencics, like business cnterprises, hove as their objective
the purchose of supplics at the lowest possible price,

Heneoes purchases by covernment ~gencics usually can be
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troated os ordinary commerclal transactions. Indeed it

seoms most probabile that vurchases by an agency like the

U.S. Panama Canal Compnny are purely commercinl,"
(conclusion of writtun evidence)

EX/IAIN/ATION=IN-CHIEF (ir Richordson)

Continuation of Evidence of WAYNE ALVIN LEENN

. question arising from yesterday's evidonces
you werc present during that?  Yes, My friend iir iahon
asked Mr Newton whether he was suggesting that in 1955 Gulf

10 would have been preparcd to involve Eurcpa for gasoline at a
discounted price of 25 to 30 per cent, bclow posted prices
under a ten-ycar contract?  If CGulf had wanted to give
Europa an outright price concession it could have done so
in many weys other than actual invoice., For cxample, it
might simply have deposited funds to an account in say
London, /s was done in the case of the P.T.T., Or it
might have given a freight concession or a promotional
allowance, and so forth, /4s for the question of whether
Gulf would have been prepared to grant an outright price

20 discount, it should be realised that Gulf is an /fmcrican
Company, that in /fmerica price competition is actively
encouraged, and that while Gulf would have been reluctant to
use th{s very sharp weapon it is entirely conceivable that
under the circumstances in which it found itself it would
have offered a direct price discount, Perhaps however it
would not have been the full 25-30% mentioned,

Yhen you refer to the /finerican envirsnment
encouraging price competition, are you referring to the
business policies of the /fmerican compnnies or to Covernment

30 policy as expressed in the fAnti~Trust law? I am referring
to both, I am referring to United States Government policy
of actively encouraging competition and I believe thot this

kind of environment induces business men more often to
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engage in price competition, In travelling in Europe when

doing my study of Hiddle East ¢il I was struck by the

difference in outlook both amongst Government officials

and amcngst oil company people.  Government officials

in Europa do not reclly want competition very much, They

are afraid of the unstabilising consequence of price

competition, I had the impression that many European

officials felt that the price structure could come tumbling

down 1f any substantial amount of competition were introduced ,

European o1l men also were very reluctant to think in terms

of competition, But as I have indicated the outlook of

both Government officials and oil men in the United States is

quite different,

MEMOR/AND/ L1l to L3 follow,
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The Cumputation of Pan~BEastuern Profits

SLnoRe U LA

Sinca the %hird Schedule, Frocessing Contract (Exhibit A7),
paragraph 6.04 ﬁells us that the prices paid by Gulf to
Fan-fastern for kerosene, distillate, and residual are tc be
adjusted upward or downward in order to ensure that the nct
‘esarnings of Pan-Eastern are determined in accordance with
paragraphs 7.01 and 7.02, I shall analyze these two parcgraphs.
1. Formula Applicable When Europa Buys 79 Octane Gasoline

(para.7.01)

Let P bé Pan-Eastern profits in U,S5. dollars per
barrcl of gasoline sold by Gulf to Euggpa.

Let B (éé in the contract)/be the posted price in
UsS. dollars per barrel of 79 Octane gasoline,.

Let A (as in the contract) be the posted price in

U.S. dollars per barrel of 34,0°-34,99 crude oil.

Then:
—

,ﬁ=2 [(2.1a5 A« 8) (0.256) + (B- 2.1a52A + 9) ’
2

H —

;= - (2,145 A + B) (0.2%56) + 2 B= (2.145 A + B)
. (0.256) (2.145 A)+ 0.256 B + 2 B=2.145 A = B
= 0.54912 A = 2,145 A + 0,256 8 + 2 8 - B

. -1.59588 A + 1.256 B

P= 1.256 B.- 1.,59588 A (Equation 1)
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2.
Let £ be net earnings of Pan-Eastern in U.S. dollars
Let N be the number of barrels of gasoline which
Gulf Iran is required to deliver to Europa under

the Petroleum Products Sales Contract

Then:

£ = NP

or

E =N (1.256 B - 1,59588 A) (Equation 2)

Formula Applicable When Europa Buys Gasoline of Octane

Higher than 79 (para., 7.02)

A3

Let B (as in the contract) now be the posted price in
U.S. dollars per barrel of the (higher théh 79 octans)
gasoline actually purchased.’ |

Let B' now be the posted price in U.S. dollars per
barrel of 79 octane gasolins,

Other symbols are defined as before. -

Then: |
2z{§?.1ag A + B )' (0.256) +(B 2.1452A + B) - ( B ; B'):{

= (2.145 A + B) (0.256) + 2 B -~ (2.145 A + B) - (B - B')
= (0.256) (2.145 A) + 0,256 B + 2 B - 2,145 A - B8 - (B - B

P

[}

= 0.54912 A - 2,145 A + 0,256 B + B - (B - B')
= - 1.59588 A + 1.256 8 ~-(B - B')
= 1.256 B - 1.59588 A - (B/ - B')
= 1.256 f3* + (B - 8')] - 1.59588 4 - (B - B')
= 1.256 B' + 1.256 (B - B') = (B - B') = 1.59588 A
P = 1.256 B' + 0.256 (B - B') -'1.59588 A  (Equation 3)
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E = N [3.256 B' + 0.256 (B - B') = 1.595884] Equation 4

Equation 4 Simplified for Computatiord Purposes

E = N [;.256 B' + 0,256 (B - B') - 1.59588 A] Fruation 4
v [1.256.8' + 0.256 B ~ 0.256 B' - 1.59588 A|
N [Bf + 0.256 B - 1.59588 A]

E = N [0.256 B - 1.59588 A + B'] Equation 5 :

It turns out that this formula which in the contract is
apnlicable when Europa buys higher than ZS'octane‘gasoline
glso can be used for computation when the gasoline is 79 octane.
Fﬁr in the case of 79 octane gasoline, B!' in equation 5 is the
;same as B (both being the price of 79 octane gasoline). Hence
%equation 5 becomes .

N (0.256 B ~ 1.59588 A + B)

E =
or
E = N (1.256 B -~ 1.59588 A)

which is equation 2, the squation applicable when Europa buys
79 octane gasoline, |

In the calculations which follow Equation 5 is used in
alllcases, both when 79 octane agd when higher than 79 octane

gasolfhe is involved,
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PAN-ELGTERN PROFIT CALCULATED 217! TORMULA

1760
7¢ Qctance -

Quarter ending 31 iii '60

© D =3.696 (8.8¢/gal. = $3.696/bbl.)
: A = 1.86
) B'= same as B
E = 206,731 [(0.256) (3.696) - (1.59588) (1.86) + 3.59@7

206,731 £0.94618 - 2.96834 + 3,695
205,731 “/1.67384f _—
346,035 ‘ o

i nn o

" Quartcr ending 30 vi '60 "o

B = 3.696
l’\=1‘86 .
B'= same as B o
A\
£ = 332,253 /Fo.zse) 3.696) = (1.59588)(1.86) + 3.6997
= 332,253 [1.67384 .
L = 556,138

A3 Octane

Quarter ending 30 ix '60 ;

3 = 3.570 (B.5¢/gal. = $3.570/bbl.)
A= 1,78
0'= 3,444 (B8.2¢/gal. = $3,444/bbl,)
E = 199,489 [(0.256)(3.570) - (1.59588)(1.78) + 3.444/
" =199,489 /Q.91392 - 2,84067 + 3.44 _
= 199,489 /1.51725 : o
£ = 302,675 .
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2. (Memarandum L 1a)

Suarter ending 31 xii '6O

3 = 3.496 (8.3¢/gal. = §3.486/bbl.)

Nz 7,78

' = 3,36 (B.0¢/g90l. = $3.36/bbl.)

c = 247,740/(0.256)(3.486) - (1.59588) (1.78) + 3. 357
= 247,740 0 8924? - 2.,84067 + 3.36
= 247,740 fi.4117Y

£ = 349,747

93 (Octane
Quarter ending 31 xii '60
B = 4.158 (9.9¢/gal. = $4.158/bbl.)

A= 1.7¢

B* = 3,36 :

E = 10,078 ZZQ 256)(4,158) - (1.595€88)(1. 78) + 3. 3@7
= 10,078 [/1.06445 - 2.84067 + 3. 36
= 10,078 A.5837Y

£ = 15,961

Pan-Eastern Formula Profit, 1960 (Sum of E's)

& 346,035
556,138
302,675
349,747

15,961

1,570,556

o

[UnN
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PROFITS CALCULATED WITH FORmULA

3.4C2 (B8.1¢/gal.

1.78

3.276 (7.8¢/gal. =

236,035
236,035
236,035
108,318

428,536
420,536
428,536
559,771

ending 30

[LI T B 1}

"W nn

2.402 .
1.78
3.276

174,511
174,511

227,953

ending 31

mnn

i n

w

3.36 (8,0¢/gal. =

1.78

1767

161
= $3.402/bbl.)
$3.,276/bbl.)
AB 256)(3.402) - (1.595885;1.78) + 3.27@7

,87021_= 2.B4067 + 3,276
1.30624/

vi '61

ﬂ' 256)(3.402) - (1, 59ce;7 (1.; 8) + 3.27@7

0 87091 - 2.84067 + 3,275

.3062%]

ix '61

[(0.226)

13.30522; .402) - (1. 5958?)(1 .78) -~ 3.27¢/

xii '61

$3.36/bbl.)

3.192 (7.6¢/qgal. = §3,192/bbl.)

205,618
205,618
285,618
346,023

J.86016_~- 2.,84067 + 3.13

0.256)(3.36) - (1. 59588%;1 .76) + 3.192/
.211437
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Zusrtsr encing 3° iii ‘el

8 = 4.074 (9.7¢/9al. = 54.,074/bbl.)

;\ = 1.78

BY = 3,276 ,

£ = 1e~,3C° [fh.zse)(a.c7a) - (1.59588)(1.78) + 3.27@7
. 187,201 C/1.04294 - 2.84067 + 3.278

'

187,301 [1.47827]
£ = 276,881 \ ‘o

“ysrter ending 30 ix '61

9 = 4.158 (9.9¢/gal. = 34.158/bbl.)
A = 1.7E .
By = 3.276
C - 26,292 ZED.ZSG)(&.1SB) - (1.59508)(1.78) + 3.:7@]
. 26,793 /1.06445_- 2.B4067 + 3,27¢
- 26,293 [1.49978]
£ = 39,434 .
\
Quarter ending 31 xii '61 , '
3 = 4.158
A= 1,70
oY = 3,192
C = 73,7€C [fo.:se)(a.tsa) - (1.59588)(1.78) + 3.1927 '
= 73,260 /1.06445 -~ 2.84067 + 3.192
= 73,260 [1.41573]
£ = 102,720

Pan~Castern Formula.Profit 1961 (Sum of E's)

300,310
550,771
277,953
145,023
276,081

39,434
103,720

1,862,100
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FaN-LASTERN FROFIT CALCULATED WITH FORMULA

83 Octane

1962

Quarter ending 31 iii '62

B

A

B
E

E

Wt

0o

3.36 (8¢/gal. = $3,36/bbl,)
1.78
3,192 (7.6/gal. = $3,192/bbl,)

178,328 L(0,256) (3.36) - (1,59588) (1.78) + 3,197]
176,328 [0,86016 - 2,84067 + 3,197]
178,328 [1.21149]

216,043

Guarter ending 30 vi '62

E

i

3.276 (7.8¢/gal, = $3,276/bbl.)
1,78
3.108 (7.4/gal, = $3,108/bbl,)

350,319 [(0,256) (3,276) - (1,59588) (1,78) + 3,108}
350,319 "C0,83866 - 2,84067 + 3,108
350,319. C1,10599]

387,449

Quarter ending 30 ix '62

-1 (el 2oz

f1n

E

3,276
1.738
3,108

239,070 [(0.256) (3,276) - (1.59588) (1,78) + 3,10€]
239,070 }1.10599] :

264,409

Quarter ending 31 xii '62

n wrew

nen

3.276
1,78
3.108

215,150 [£0,256) (3.276) - (1.59588) (1.78) + 3,108]

215,150 [1.10599

237,954
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03 Octane

Cuarter ending 31 i1} V62

B =4, 158 (9.9¢/gal. = $4,158/bbl.)

A=1,78

B'= 3,192

E = 79,507 L[(0.256) (4,158) - (1. 59588) (1,78) + 3,192]
= 79,507 L[1.06445 - 2,84067 + 3. 192] ‘
= 79,507 [1.41578)

E = 112,564

Quarter ending 30 vi '62

4,158
1,78
3.108

42,936 %éo 256) (4,158) - (1 59538) (1.78) + 3,108]

-
uoi

42,986 06445 - 2,84067 + 3,104
42,986 .33178)

tm
1

57,248

Quarter ending 30 ix '62

B = 4,158

A= 1,78

.B'= 3,108

E = 60,410 [ﬁo 256) (4,158) = (1,59588) (1,78) + 3, 108]
= 60,410 33178

E = 80,453

Quarter ending 31 xii '62

B = 4,158
A=1,78
B'= 3,108
E = 76,008 [(0,256) (4,158) = (1.59588) (1,78) - 3,108]
= 76,008 .33178)]
E = 101,226
Pan-Eastern Formula Profit 1962 (Sum'of Eis)
$216,043
387,449
264,409
237,954
112,564
57,248
80,453
101,226

—_—
1,457,346
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PAN-EASTERN PROFIT CALCULATED WITH FOAMULA
1963

83 Octane

Quarter ending 31 iii '63

B = 3,15 (7.5¢/gal. =$3.15/bbl.)

A = 1a78

B! = 2.982 (7.1¢/gal. = $2.982/bbl,)

E = 222,439 Z?b.zsa)(3.15) - (1.59588)(1.78) + 2.98;7
= 222,439 /0.80640 -~ 2.84067 + 2,9847 .
= 222,439 J0.,94773 ]

E = 210,812

Quarter ending 30 vi '63

B = 3.15

A = 1,78

B! = 2,982

E = 180,965 é§0.256253.15) - (1.59588)(1.78Y) + 2.9837
= 180,965 /0,94773 j :

E = 171,506

|
Quarter ending 31 ix 163

B = 2.94 (7.0¢/gal. = $2.94/bbl.)

A = 1,78

BY = 2,772 (6.6¢/gal. = $2,772/bbl,)

E = 177,128 /(0.256)(2.94) ~ (1.59588)(1.78) + 2.77;7
= 177,128 /0.75264 = 2,84067 + 2,772]
= 177,128 [0.68397]

E = 121,150

Quarter ending 31 xii 1'63

B = 2.94
A = 1078 ~
B_' = 2.772
“E = 273,148 go.zss) 2,94) - (1.59588)(1.78) «+ 2.7737
. = 273,148 [0.68397

186,825
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Quarter ending 31 iil '63

B = 4.074 (9.7¢/gal. = $4,074/bbl.)

A = 1.78

BY' = 2.982 .

£ = B5,186 [Tb 256){4,074) - (1.59588)(1.78) + 2. 93;7
= 65,186 .04294 - 2,84067 + 2,982
= 65,186 [1. 184227

E = 77,198

Quarter ending 30 vi 163

8 = 4.074

A = 1.78

By = 2,982

E = 108,374 [(0.256)(4.074) =~ (1.59588) (1.78) + 2.9837
= 108,374 [1.18427]

E = 128,344

Quarter ending 31. ix '63

"B = 3.864 (9.2¢/gal. = $3.864/bbl.)
A = 1.78
BY = 2,772
E = 115,424 [To 256)(3.864) - (1.59588)(1.78) «+ 2.77@7
: = 115,424 .98918 = 2,84067 + 2.772]
= 115,424 JO. gzoqy
E = 106,249

Quarter ending 31 xii '63

B = 3.864

A = 1078

BY = 2.772

E = 166,114 [(0.256)(3.864) - (1.59588)(1.78) + 2. 7747
= 166,114 [0.9205)]

E = 152,910

Pan~Castern Formula Profit, 1963 (Sum of E's)

$210,812
171,506
121,150
186,825
77,198
128,344
106',249
152,910

1,154,994
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PAN~ZASTERN PROFIT CALCULATED WITH FORMULA
1964

Quarter ending 31 iil '64

W > L

=t

nuu

E

2.94 (7¢/gal = $2,94/bbl,)

1.78
2.772 (6.6¢/gal = $2,772/bbl, )

272,026 1(0,256) (2.94) - (1,595885_(?078) +2,772]
272,026 [0,75264 - 2,84067 + 2,772

272,026 [0,63397]
186,058

Guarter ending 30 vi '64

B

>
Wi

flu

2,94
1,78
2.772

at,676 [€0,256) (2,94) - (1,59588) (1.78) + 2,772 |
44,674 [0,68397 -

= 30,556

Quarter ending 31 ix '64

B

')
v

o

O]

2,94
1,78
2,772

77,501 _[(0.256) (2,94) - (1.59588) (1,78) + 2,772 ]
77,501 [0.68397

53,008

' Quarter ending 31 xii '64

2,94
1.78
2,772

35,697 [(0,256) (2.94) - (1,59588) (1,78) + 2,772 ]
35,697 © [0.68397]

24,416
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Quarter ending 31 iii 164

3
A
B!

o nu

E

[
nu

E

i

3.864 (9,2¢/gal, = $3,864/bbl,)
1.78
2.772

"189,167 [(0,256) (3.866) - (1,59588) (1.78) + 2. 772]

189,167 [0,98918 - 2,84067 + 2,772]
139,167 L0,9205

174,130

Quarter ending 30 vi '64

w o
e u

| ] [eo

wnut

05 Octane

1.78 (9,0¢/gal, = $3.78/bbl.)

1.78 .

2.772

97,484 B( 256) (3.78) = (1.59588) (1.78) + 2,772 -
97,434 96768 - 2,84067 + 2, 772] -
97,424 [0.88901]

87,639

Guarter ending 31 ix 64

wun

t1 ot 2>

E

[t}

4.032 (9.6¢/gal = $4,032/bbl.)
1.78
2.772

51,515 _[(0.256) €4.032) - (1,59588) (1. 78) + 2, 7721
51,515 ]},03219_- 2.84067 + 2. 772]
51,515 [0,96352]

49,636

Quarter ending 31 xii 164

B
A
B?

o
A

nu

E

it

4,032
1,78
2.772 .

101,306 [(0.256)_ (4,032) - (1 59538) ( 1.78) + 2, 7711
101,306 [0.96352]

97 610

' Pan-Eastern Formula Profit, 1964 (Sum of E:s)

$186,058

- 30,556
53, ’003
24 A16
174 139
87 630
49,636
07,610

$703,053

SR
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\
*PAN-EASTENN PROFIT CALCULATED WITH FORMULA

\\\ , 1965

83 Octanse \

Quarter ending 31 iii '65

B = 2.94 C7ﬂ¢/bal. = $2.94/bbl.)

A = 1,78 -

B' = 2.772 (6.6¢/gal, = $2.772/bbl.)

E = 240,233 /(0.256)(2.94) -~ (1.59588) (1.78) + 2.77g}
= 240,233[0.75264 = 2,84067 + 2,772
=" 240,233 [0.68397

E = 164,312

95 Octanse

Quarter ending 31 iii '65

B = 4,032 (9.6¢/gal, = 4,032/bbl.)

A = 1.78

B! = 2.772 ‘

£ = 44,7742420.255)(4.032) - (1.59588)(1.78) + 2.7727 :
= 44,774 £1.03219_~ 2.84067 + 2,7727
= 44,774 [0.96352F

E = 43,141

Pan-Eastern Formula Profit, 1965 (Sum of E's)

$164,312
43,141

%207,453
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MEMORANDUM L2

EUROPA'S SHARE OF PAN-ZASTEZRN PROFIT

1960 1961 1962 1963 1964 1265
nmmamaw%w&wa (gals., of gasoline imported by .
furopa). I 41,844,222 59,285,268 52,154,676 54,968,676 36,513,540 11,970,294

i , :

mmu»MmmnmnSWDWOMwn calculated with formula .
in dollars ' 1,570,556 1,852,100 1,457,346 1,154,994 703,053 207,453
fan-Eastern ﬁnomwﬁ from letters, 'in ‘dollars- + 518,071 1,072,781 --1,192,107 { - 1,596,709 ‘1,112,794 299,010
Pan-Eastern formula vnomwn. in cents per ) “ =
gallon (b = a x 100) 3.753 3.141 2.79% 2.101 1,925 :.”..,w.wmu
Pan-Zastern letter profit, in cents per ) ..M
gallon (c = a x 100 1,238 1,810 2,286 2,905 3.048 3,333
Pan-lZastern total profit, in cents per B
gallon (d + e) ¢ 4,991 4,951 5.080 5.006 4,993 5.066
Zuropa's share of total profit, in cents
per gallon (f: 2) 2.496 2,476 v 2,540 2.503 2,486 2,533

4
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MIMORANDUM L2a

CALCULATION OF CRUDE OIL DISCOUNT IN AMENDMENTS BY LETTER

o 1960 1961 1962 1963 1954 1965
G2llors of motor gasoline irported by Zuropa 41,844,222 59,285,268 52,154,676 | 54,968,676 36,513,543 11,°70,2%
Hmmmmn profit, or discount, for Eurocpa, in
cents per gallon 2.50 2.50 2.50 2.50 2.50 2.50
Target profit for Fan-Castern, cents per
gallon wm x b) 5.00 5.00 - 5.00 5.00 5.00 5.00
Target 29grezate profit for Pan-Fastern, o
in dollars (a x <« = 100) 2,092,211 2,964,263 2,607,734 2,748,433 1,825,677 mom.mHu_
Pan-Lastern profit in dollars, calculated .
with formula (Memoranda Lla - L1f) 1,570,556 1,862,100 1,457,346 1,154,994 703,053 207,453
Additional profit in dollars to be introduced .
into Fan-Eastern with letter discounts on . :
crude (d - e) 521,655 1,102,163 H.Hmo.wmm 1,593,439 1,122,624 391,062
Crude cil in barrels used by Pan-Eastern,
given the deemed yield (a ¢ 42 x 4; crude '
oil figure used in letter)® 3,985,164 5,646,216 4,967,112 5,235,112 3,477,480 1,140,028
Additional profit, in cents per barrel ‘
of crude oil (f = ¢ x 100) 13,1 19,5 23,2 30,4 32.3 34,3
Actual discount, in cents petr barrel
of crude oil, in letters. 13,0 19.0 .- 24,0 30.5 32,0 35.G

!
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MCMCRANDUM L3 -Supreme Court
n " TOECANE e 7 A e 2 NO' 2
PRICL ADJUSTMIIT PACTOR, 17260 - 65 Commissioner's evider
W.A. Leeman
Examination

Factor Used to Adjust Posted Prices of Kerosene, Distillate,
and Residual in Order to Reach Formula Profit.

In percent until second quarter 1963 and a simple multinlier

thereafter, Number in parenthesis is the voucher number).
Year Quarter
1 2 3 4

1960 107,285710 107,285890 110,484805 106,946327
: (4 -3) (7 -2) o+ (4-1"'61) (4 -1 161)
1961 102.864449 104,411531 | 103, 301048 103,933748

(5 - 2) (7 -1 '62) (12 - 4 '62) (7 -1 '62)

\\

1962 103,348861 100, 800554 100,734 506 102,6126611
, (3 - 1) (7 -~ 1) . (10 - 1) (1 -2)
1963 99,9977 100, 223665 1.01458 1,016340

(6 - 7) (7 - 1) (10 - 1) . (12 - 5)
1964 1,0129011 " 1,0259735 1.052412 1,0072467

(4 « 2) (10 = 3) (10 - 2) (1 - 2)
1965 1,1008901

(3 - 5)

Source: Pan-Eastern Vouchers, 1960 - 65,
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You seem to hi~ve changed your viecws of the
reluctance of intornational companies to price cut? I don't
think so.

We produced as EXHIBIT T the journal containing
a paper ¢given by you at Fifteenth Annual Near East
Conference, April 25/26, 19637 Ycs. On page 37 you are
quoted as follows i=

"The oligopoly 1s made up of the seven
international oil companies which control most of the really
low=cost 0il in the world, Each of these companies is slow
to seek larger output Ly reducing prices because cach
expects price cuts to be matched by the others.".

The seven internationals referred to include Gulf?
Yes. Then cn page 39 -

"Probably the internctional oil companies feel that
thelr own control of world markets exercised through
implicit understandings with one another (through "conscious
parallel acti.n") provides all thc st-bility that is
desiratle or all that is attainable."

Do you still hold those views?  Yes, /fnd do
you say to His Honour that Gulf in 1956 would have
invoiced gasoline to this company at a heavy rrice cut
under other internati-nals?  If necessary to win the
business, So that are you aware what would happen in
New Zealand 1f the landed cost of these gasolinc imports was
reduced?  Price control provisions - I have not made a
complete study of these provisions but it is my understanding
that under them prices are not automatically reduced when
landed costs are reduced, It is my understanding that the

matter is taken under review but that the reduction of
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retail prices does not automatically follow, Yo are talking
about fractional differences arising from freight?

Fractional alterations of landed costs arising from freight
variations? Ly knowledge of these provisions is not so
complete that I can say whether they are confined only to
fractional reductions in freight rates.

(FR RICHARDSON OBJECTS TO QUESTICLKS).

But if the invoicing of gasoline to this country
at up to 30% of posted price was going to cause a serious
reaction against other internationals marketing in this
country, do you suppose Gulf would take that action for one
moment?  Yes the differcnce I believe is between an
established oligopolist in an established market.  Under
these circumstances of course the oligopolist would be
exceedingly reluctant to cut prices, But when it is an
oligopolist sceking to win an exceedingly attractive account
it is possible that he would use the sharp wcapon of price
reduction,  And the roaction in all countries ecast of
Suez to this departure from posted pricoc would be severe?
Might be. And arc you saying Gulf would risk zll those
repercussions?  Where a very large prize is to be won, 1
believe that Gulf would be prepared to take considerable risk,
Including the risk of knocking the props out from posted
price structure east of Sucz? That would be a risk., And
you think Gulf would take that risk to get Europa contract?
Yes, You approech this as alb¥actiCal problem or
theoretical? As a scholar my interests arc of course
primarily theorctical, but T believe that good theory should
be closely rclated to facts of the real worlds  In my many
months and years of intervicws with o0il men and Government
officials I have atteompted to achiove a knowledge of
practical rozlitics of the oil industry. You szid to Hr

Richardson that whilst Gulf might not give 25/30 per cent,
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discount they might have given a lesser direct discount?
Yes, 50" you now say that they would be prepared to lose
more money =~ that they were prepared to grant Europa a
greater benefit uncer processing deal than they would
have to grant on a direct invoice discount?  They might
have been,  That is a fact if what you say is right?  They
might have given open discount, might have becnh smaller,
But if that is so it goes to show thelr great reluctance to
give a direct discount? Yes; I am willing to concede that they
would be reluctant., You suggest that could have got away with
less by direct discount?  Yos,

Short Adjournment.

A substaniial part of your evidence wes devoted to
showing Pan=Eastern is not a refinery?  Correct,  Who
suggested that Pan-Eastern was o refinery? It was my
understanding that ir Todd felt he hod gone into the rafining
business when he participated in the establishment of Pan-
Eastern, In other words, Pan-Eastcrn was a company thot had
processing agreements which involved actual refineries, owned
by or procured by Gulf? That is the correct interpretation
of the arrangem:nt? Owned by Gulf or procured by Gulf =
insofar as owned by Gulf, Gulf took the risk. That is the
short statoment of what P%n—Eastorn processing agrecment 1s?
That ;ctual refining is porformed by Gulf, yess  So that no-one
could claim Pan-Ezstern is a r:finery? I wouldn't think so.
You know of the Austrelian Comneny, H.C. Sleigh Limited?

Yese That is an independent Australian marketer of Gasoline
and other products which buys crude oil and has it processcd
under agreoement at refinerics in Austrelia that it does not
own?  Would you call H.C. Slcigh Limited 2 rcfiner?  No,
You know the iwurco Crmpany in the United Kingdom? I have
heard the name. If that company buys crude cil and has it
processad by agreement in a refinery it does not own, would

you c¢zll ilurce a refinory?  No.o  You also referred to a
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notional refinery in your evidence ~ "It seems probable that
if posted prices on products seriously decline or if the parties
cannot agree on a suitable base price, Europa will order its
motor gasolines, jet fuels, and kerosenes from another
supplier than Gulf so that its notional refinery will not turn
out these products." Where did you get the expression
notional refinery from? I do not recall, Was not the torm
onc which the Inland Revenue pcople here used in their
instructions to you on this matter? The Inland Revenue people
instructed me to develop my own analysis of the matter,
They may have used this term in discussing thec matter with you?
Yes, they may have usced the term but not in connection with
instructions, Because the products rcefined for Pan~Eastern
are refined in an actual refinery, arc they not?_ Correct,
Now another topic = I take it you undecrstand
Europa's position in New Zcaland as an indepcndent marketer?
Yes, In competition with international marketers?  Yes,
You accept that Europa must hav: a long term supply contract
with security of supply? I would consider it most
advantageous that 1t have such a contract. Is it not
essential to have that contract? I would not think
cssentizl, but highly desirable, Why do you say not
essential?  Because the company might have survived without
absolute security of supply,  You mean by spot purchascs of
gasoline? I supposc they are thinking of situation when
Europa had contract with Russians = supplics were said to be

unrelizble,

TO _RENCH: It must have 2 reliable socurce or sources of supply?

I am hesitating only in regard to the word "necessity",

I take it you have not had to deal in the markot place

itself for 0il? Mo, I take it you also accept that i% is
most desirable for Europa to have a global'sourco of supply if

they can get it? I accept that.

IO _COUNSEL:s Coming to this discount question, do I take it from



10

20

30

. .
.y IR

C Vi P ey v |y i
el AL ooyl s oy

1y N .-
Jdeiie Lok

(NP 365 T e e em
CEOBF-eNaAninatl on

your evidence that the only evidence that you can point lo of
discounts of gasoline in 1955/%6 period is in EXHIBIT 13
dealing with lest of Suez? In aadition I pointed to the Gulf
loan to Union 0il which I believe to be an example of the sort
of concessions that werc being made during this period.

This was April 1956. A lecan of $120,000,000? Yos.,  You

know anything about the details of that?  No, I know only Time

reference and the reference in the book mentioned in my earlier

cvidence., Don't know if it was not first step in a takeover
bid by Gulf? Iy rccollection ~ Gulf denied allegation it was
an attempt to tcko over Unien Oil,  But was asserted thet this
was rcally a takcover? At lcast therc was that speculation,
Your cvidencc of discounts on products zt 55=56
comprises Government agency ourchascs west of Spez? Would
you agree ltost of Sucz market is and always has beon an
independent market from East of Suez? No, I would not agxec
with that statoment,  You say then that it is part of thc
samc market?  New zcaland is in the fortunate position of
being almost on a wat:r shed for supplies = from Persian
Gulf and the Caribbean. As a conscquenec it can usually drow
on supnlies from both sourccs and as a matter of fact in torms
of freight costs it has boeen slightly closcr to the Caribbean
thon to the Persinn Gulf, So I belicve that discounts in tho
Caribbean are significsnt,  In other words in 1955 Europa
ought to have been enquiring into contractual torms between
various o0il companices in the Panama Conal zone?  Yes, And
contractual torms betweon various oil compenics and United
States military authoritics?  Yes. I notice that these
West of Suez Government transactions do n5t scem to have
influcenced Australian Board of Review Shell Case 1963 or
the Damle Report in 19617 1 supposc so, I have not
nyself an intimate knowlodge of the twe reports, I think I
cen at least explain the Damle report, Indi~ I presume

has not cccess t2 the Carivtean so 1 would n~t have cxpected

Lo
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" them to take it into account., As for Australian authorities
I believe it must have been an omission on their part.

And these b5ales to Government agencies, am I right
in thinking the Canal Cuipany and the United States military
authorities will often have their own storage facilities?

Yes,  Their own pumping facilities? In all likelihood,
Canal Company would have them?  Yes, Is it not well known
that tenders will produce lower prices to ticse authorities
with special facilities for handling gasoline? Yes. But

10 I doubt that the storage and pumping facilitics could explain
a very largc part of the discount obtainced,  Are not
contracts betwecn oil companics and Government agencies often
influenced by political considerations? I would prefer to
say "sometimes".  So that you say thereforc thrat iir Todd in
1955/56 when he says he did not know of discounts at that
time should have looked into Wost of Suez market?  Yes.
Amcrican phrasc "Fonday morning quartcr back"™? I have heard
thats A man who can say on Mondzy how the game ouwght to have
been played on Saturday?  Yes, I suppose that is what I

20 was actually asked to do,

Looking at this Pan-Eastern deal - in 1955 the
con}ract contemplated posted prices of crude oil, and =t that
time crude oil prices werce hardening? I belicve at that
stage yes, And thon the agrecment provideu fur posted prices
of products, at a timc when there were no discounts on
products east of Sucz? As far 2s I know at that timc there
were no postings for prices Zest of Suez.  And without posted
prices I preosume there can be no discount,

TO_BENCH: You mean postod prices East of Suez came in after
30 that? In 1957.  And cvery contract prior to that would be
by special arrangement to price?  Yes or tied to United States
Gulf posted prices; priosr to 1957 Unitod States Gulf

were base prices in many cascs,
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TO COUNCEL: Fosted price in United States Gulf?  Yes, in

Persian Gulf up to 1957 listed prices? I would not call them
listed prices, A list price is a puklished price and
therefore posted prices ar2 list prices. Posted nrice being
mercly an oil industry term for what is usually called list
prices, Well, guoting again from Australian decision on
Shell Company prices in Australia, paragraph 89 of that
decision, it says: "On the evidence we find that the posted
prices of liladle East crude oil and the listed prices for
petroleum products for the calendar years 1954, 1955 and
1956 represented prevailing f.o.be prices in a market which
at that time had established itself as a market independent
of the other world oil markets at the U.S. Gulf and the
Caribbean."  You see where there is a reference to listed
price, 1654/56, are they not the equivalent of the posted
orices which began in 1957?  If the prices described there
as listed were in fact published and known to all buyers,
then they were the equivalent, But it is my understanding
that such prices were not available in the lilddle East
prior to 1957. HNot available to casual enquirer? Not
published. But a person in the industry could find out?
If a person in the industry asked for a schedule of prices
and was handed a list then we would have the equivalent of
posted prices. But it is my understanding that such
published prices were not available prior to 1957. So
that going back to Pan-Eastern contrzct, it involved posted
prices for crude and products? Crude and gasolinc. It
involved pavment of processing fee 47,5 cents? Yes, And
that would be around the conventional price? Yes, They
budgeted for axpected rofiner’s nmargin of one dollar U.S.
per barrel crude? Yes, So what thev -~ -~ted to derive
in hands of Pan-Eastern was the conventional refiner's :
margin that you would get at that time? Correct, So
that Gulf then were cutting Europa in on a conventional

refinery marcin?  VYes.  /nd isn't this th: way that you
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are putting it - that because Gulf would ke reluctant to
gilve a discount on invoice prices of gasollne, in order to get
the contract they really had nc alternative but to cut Europa
in on the refiner's margin?  They had an alternative but
it wos less preferred. They preferred alternative of
cutting Eurcopma in on refiner's margin?  Yes, I suppose I
don't really know what Gulf's preferences woere. I just
know what they did, But you could understand them adopting
the alternative they did under the existing conditions?  Yes,
So what Europa was goling to get out of Pan~Eastern
was equivalent to half a conventional refiner's margin?
Equivalent to a quartcr. If conventional refiner's margin
is $1.00, then Europa would expect to get about one quartcr.
But their earnings benring.in mind processing fee payakle
by Pan-Eastern had a direct relationship with a conventional
refiner's margin? I believe so. On the other hand the
Europa earnings ex Pan-Eastern had no relationship to any
known discount East of Suez? You mean exact relationship,
Noa
There is no evidence of any discounts of gasoline
1955/56 East of Suez? No, And if Europa's benefit with
Pan-Eastern was equivalent to between 25% and 30% off the
posted price of gasoline, then that benefit bears no
relationship in quantity to any discount East of Suez
right up to 1960's? Correct,
2097
Coming to something clse - page / of your
statement of evidence, four lines from the top: "It seems
clear that Eurcopa and Gulf had gotten into the habit of
speaking of Pan Eastern when they mcant Europa" and vou
refer to a letter, Then - "Europa's letter profit per
gallon added to its formula profit per gallon gives it a
discount on gasoline purchased by Europa from Gulf, This
can be seen, first of all, in the telegram of August 19, 1959,

in which Todd states his understanding of how the formula

profit will Lo ~diusted e~ch ez, Y2 savs that "in cach
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year in which Pan~Eastern (Europa) profits are below 2

cents you will pay bv way of crude discount to Pan-Eastern
difference between processing contiact formula and 2%
cents,"™  You are not quoting that telegram correctly, are
you? I think it is corrcct., (Exhikit B.l4 in Case Stated),
19th August 1959, In the fourth line below 2% cents =
obviously that means Pan-Eastern formula profits?  Could ba,
Once you accept that reading then your comment on page 18 is
not right? iy comment still is corrects I mean comment
at top of page 187 But the fact is that he was not talking
about as you suggest Europa profits below 2% - he was
referring to formula profits? Eurora's formula profits,
"The formula profits"? Iy interpretaoticon was Europa's
formula profits,
2098

And then turning to page / your statement of
evidence: vyou speak about B.P, contracts, Do you know or
have you heard !r Todd's explanation in evidence of that 1961
contract? I have heard it and believe I recall it, B.PF.
would not invoice into this country 10% off posted price when
its own subsidiary here was importing at posted prices? Yes.
And you do not see anything extraordinary in that attitude on
the part of B.P.? lo, but when I prepared this analysis
I hadrnot heard !Mr Todd's explanation. You were asked to
look at the contracts =g they stood?  Yes.

»2101

Look at page / "mow of your statement of evidence.
Under paragreph (f) of that page - "With respect to gas oil,
Pan~Eastern and Europa take some risk that profits will not
be so great as expected, though with so large a margin to
start with ($0.94) the risks of actual losses are small,
They do not take the risks (which an ordinary refinery takes)
that the cost of refining will rise, since the refiningnfee
is in the base price and there is no provésion for increasing
this price if refining costs rise.," HNow you are aware that

the gas oil comes from Kuwait topping plant? I understand
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that. And you suggest that costs rise in case of the
topping prant? I think they could, It is a pretty
problematical contingency? Mo, As a matter oi degree - I
can understand the refining costs of full scale refinery
increasing but in the case of a topping plant only is that
not a minor consideration in comparison? llo.  The
possibility exists that the Arab Government or the Kuwait
Government would demand a higher part of profits and
substantially increase costs., You say that even though it
is a topping plant only? It seems to me to be very like the
situation when the Gulf representative wanted to complets his
arrangements with OFEC before committing himself to a prica.

At the Lottiom paragraph of page?}o%-”lnoidentally
for Eurcpa to pay the price of finished gas oil (53/57 D.I.)
when they take delivery of a raw gas oil for feedstock is most
unusual (see Feedstock Supply Contract, 1964, para. 7.01,
Exhibit B, where gas oil is listed amongst the feedstocks),"
Are you aware that the Mobil Company in MNew Zealand adopts
the same practice exzctly? No,

Looking at what you szid to Fr Richardson when you
made an addition to your evidence - "In this paragreoh I
described what happened in Fan~Eastern set up.  But actually
a company which wanted to éo into the refining business as
an ind;pendent refinery would expect to be tled to a single
refinery. It would expect to take risks assoclated with
ownership of a single refinery."  You are talking there of
a company that is formed and then buys a refinery? Yes,
But what about a company like the Sleigh Company that has
refining done by processing arrangement?  Vhat sort of risk
does it take? It takes some risk - assuming arrangement
1s similer to that of Pan-Eastern - They are independent
marketer in Australiz and buy crude oil, and they pay
processing fees to have 1t refined for them at a refinery

they do not own - they tnike gasoline and some products - I
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don 't know who' happens to hewvies - whiat risk do they take
in that operation? They take some risks and leave other
risks to the firm owning the actuazl refinery, hs 1
understand it, they tuke risks that the wrice of crude may
change, that the prices of products mry change; 1 believe
those are the only risks. There are some risks they do not
vakee  And if Europa in 1955/56 had had the opportunities to
build refineries of its own in ilow Zealand, what would they
have had to do with heavy end products -~ they had no market
for? They would have had to sell them,  And then a long
haul back again to cart them away? Yes.  So that would you
accept that Europa if it got into an actual refinery would
have to have a partner that could deal with the heavy ends?
Not necessarily a partner, but certainly a marketing

arrangement., With some other oil company.

B

REXIi: How would vou compare 2 processing deal that
Y 8] X g

Sleigh had to which HMr ionon referred with Europa's position
in the Pan-Eastern arrangements under the 1956 contracts? /As
Mr Mahon described them to me the Sleigh processing deal sounds
like a conventional one.  Sleigh would have to have a long
term processing contract = it would want stabllity with
processing costs? Yes, /ind that would have to be

obtaineq by as long a contract as it could get? Yes. I
suppose that T wras looking at it mere as a processing deal
than as a long term supnly arrangement, How do prices,
profits and risks in the Sleigh deal compare with Europa's
position under the Pan-Eastern arrangement?  The risks in the
Sleigh deal arc related to the prices of all products,

VWhereas the risks in the Pan~Eastern arrangements are

related only to the price of gasoline, find what was the
position in that respect after the letter varisticns of 19567
Lfter letter variotions of 1959 the risk with respect to
gasoline had been eliminated. Do you regard the Sleigh

deal and the Pan-fastern arrangement ns truly comparable?

They are diffeorant,
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Did you ¢et your inctructions in this casc from the
Solicitor-General? Ls opposed to Inland Revenue?  Yes,
i'y instructions were entirely from the Solicitor-General

LULCHEON /DJOURNUVENT

I produce a copy of an extract from the Mew York
Times of 5 April 1656 headed "Gulf /dvancing $120,070,000 To
Union 0il on Convertibles"™ (EXHIBIT 14). I also produce the
full extract from the book by De Chazeau and Kahn referring
to the Union Oil debenturces to which I referred in my
statement of evidence (EXHIBIT 15).

In cross~exanination you were asked wre ther in 1955
when Burcpa was negotiating in respect of its supplies it
should have enquiried about contractual terms of sugplies to
Panama Canal company and Govermwent contracts: could Europa
have gained knowledge of such contracts by looking up
Platts? Yes, it could have.

T0 DENCH: I notice in this article in liew York Times that this
advance was made by Gulf to Ynion by way of convertible
debentures? Yes,  That means, does it not, that although
there was a merger denied, it in effect gave Gulf the option
at a later date of converting the debentures into stock of
Union and gave it in effect the right to a substantial
sharehvlding in Union?  Yes, that is correct. /nd this
advance was $120,000,000 -~ do you know what subscribed
capital of Union was prior to this issue of debentures? lo.

COURT ADJOURNED/2.55 Pele
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(CASE RESUIED 24/3/69)

#R WHITE CALLS:

BRIAL MENRY. D VALES TYLER: T am special inspector of
Inland Revenue Depart:ent; Wellinglon Head ffice. I am a
member of the Socliety of Accountants and em a registered
accountant,

I have been continuously employed by the Department
since 1949, apart from one shert break, The break was in 1961,
In addition, I have been away on a Harkness Fellowship for two
years. On that I left on this in August 1566. I spent one
academic year at the Harvard Law School taking part in the
International Programme in Taxation conducted by that School.
I spent a period at Stamford University; four months with the
International konetary Fund in Washington and from January to
July 1968 with the Internal Revenue Service of the United States
based in Washington, I then returned to licw Zealand in late
July last year. I began enguiries into tax affalrs of oil
companies in very early February 1963, when I was assigned to
do this work., I was working on that assignment until I left
for the United States in August 1964,  Although my work on the
assignment tailed off in the two months before I went awaye.
I began this investigation with Europa in February 1963,
This igvestigation was more generzl in its epplication ~ not
limited to Europa. It was an investigation of the tax
affairs of those oil companies operating in New Zealand,
That covered a wide field, various subjects within that field.
Some of those suk:jects were - Mr Smith produced a schedule of
some of the topics I discussed with him, The topics we
discussed would include such questions as bad debts, valuation
of trading stock, the doductikility of various items charged
to revenue, bases for depreciation of industry assets and
that type of thing. Amongst those matters was the cquestion
of pricing goods into iew Zoaland,

7

Coming to February 1953 and the subject of this case,
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whatl began your investigatlons into the matter? Looking at
the tax file of AP I noticed that that company had received
non-assessable dividends from a company called Pan Eastern
Refining Company Limited, Having done that, I took this matter
up with Europa, i Smith, He tcld me that Pan Eastern was a
company registered in the Bahamas, that is was 50% owned by Gulf
and 50% owned by Europz, At that stage Fir Smith sald he wxs
not particularly conversant with these details, I made
various notes. How did you record notes of this and othex
10 conversations with ir Smith and Todd and others? My general
practice was to make a file note of all relevant discussions I
had, I cannot recall at this stage what I did at any
particular interview but my generzl practice wrs to take very
short notes during the course of the interview ana to complete
a final note at first opportunity after the interview, How
cryptic those notes taken at the tiine of the interview would
be would depend on the subject matter under discussion, If a
matter with which I was conversant the notes would be more
cryptic than if a subjoct which was new to ne, Did you ever
20 compare those notes with those of v Smith? I remember one
occasion after a lengthy interview with lir Todd comparing
the noﬁes I had taken with those which Mr Smith had taken
to sec that we corresponded, >
I produce these notes, Actual cryptic notes taken
at the time - I have not in fact kept them, The handwritten
notes I will refer to will be notes made from cryptic notes
after the interview and put on the file,
TO =EiCH: How soon after the interviews did you make these
elaborated notes? If interview was in the morning I would
30 try to do that in the afterncon, One discussion with iir Todd
extended to about 5,30, Then I would have made the fuller
notes the next morning,
JO COUNSEL: I now procuce copy of note made after the initial

interview with Iir Smith (EXHIRIT 16)(in my own notes and a
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typed copy). "He mentioned that this was a company registered
in the Bah%mas in which the shareholding wass-

50% Europa

50% ‘ Gulf 0il

It appears that this company does not own a refinery but
that Gulf Oil capacity is made avallalle to 1t for the purpose
of processing its requirements,

It is also likely (this requires checking) that Fan
Eastern would dispose those products - from the refined crude -
that were not required for the New Zealand market.

It seems more than likely that this is a joint scheme
whereby both Gulf 0il and Europa syphon off part of their
income to Bahamas with the consequent tax saving.

The following New Zesland sections could be of assistance:

Sectisn 20
Section 108
" 111
" 169, "
The last paragraph regarding the New Zealand sections were a
reference to my own possibly tentative views, That would not
be mentioned to Mr Smith? I can't recollect that., Following
notes referring to particular sections would not have been
referred to hkr Smith, If I had expressed doubts about
arrangement they would have been very tentative, I may have
expressed some passing comment,

Later meeting with Mr Todd and Mr Lau, Before
coming to that, at some time between original discussion with
Mr Smith and the date of meeting with Mr Todd, did you see
various contracts relating to Europa's relationship with Gulf
0il and Pan Eastern? Yes., Were somc accounts produced to
you for inspection on the company's premises at that time?
Yes. I have heard Mr Smith's evidence as to accounts

shown to me. I do not agree with what he said about accounts
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shown to me., I cannot remember specifically what accounts
were shown to me, Do you remember if the information in those
accounts was detziled? iy recollection is that the information
in the accounts that I saw was not very helpful., Can you say
whether there was any reference to volume discount in the
accounts you saw? I am sure that if the accounts that I was
shown contained reference to volume discounts I would have
noticed it,

Coming now to February 2lst, the date you
discussed the question with Mr Todd and Dr. Lau. I produce
notes of this discussion (EXHIRIT 17, ) Those red marks would
have been made at some later time, (Reads the notes of
interview).

Page 2 (b) you are dealing there with_a matter
you raised? Yes. Under 2(a) you recorded the comment of
Mr Todd and Dr, Lau? Yes, But in respect of the other
matters you ralsed the company's arguments are referred to
later? VYes. F is in brackets ~ "(It is agrecd by all that
Europa made a particularly good deal with gulf), If this is
a normal commercial transaction, would Gulf be prepared to
enter into a similar agreement with third parties without the
supplying agreement? Obviously not.," That was a comment
made in’course of conversation but I am not clear whether

it would have been made in respect of that particular point,

BENCH : Whose comment is that 'Obviously not'? That is

mind,

TO _COUNSEL: Was any check of formula made at that time? I

30

asked Mr Todd on one or two occasions after this for an
explanation of the formula and he said it was designed to act
as a buffer against the refiner's squecze, It was not until
quite some time later that independently we analysed and
arrived at the effect of the formula,

Paragraph 3 = "The Comnany's Arguments" -
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"Of if it went back still further and jointly owned an oil
well with Gulf, could we treat/allocate part of the profit at
the well head as a discount on Europa's purchases of the
refined product?"  "Allocate" in my written note it looks as
though I have used one word, crossed it out and put the other
word above it, Did you in fact do any following up later?
Yes, enquiries were made in a number of other countries by
officers of the Department and by correspondence,

llext discussion is EXHIBIT 18, That took place
on l4th iarch. I spcke to Mr Todd on that occasion, Mr Smith
also beirg present. I produce the notes of that interview,
This time you have named people making comments as you went
along? This is one of the occasions when my notes taken at
the time of the interview were rather full. And -this
recorded the flow of conversation, Vould you go to an
interview such as this with notes prepared? Yes, I would
before going to an interview of this kind prepare subject
headings of the matters I would wont to discuss,

Page 3 of EXHIBIT 18 to bottom of page, these are
my subsequent thoughts, As to "I agre:d" at top of page 3,
Mr Newton in his evidence stated that the posted prices of
refined products did not reflect the discounts available on
crude. ~ In short, that was my view at the time; I was
accepting that position, The statement re Whangareli Refinery
on page 3 -~ "The position at Whangarei Refinery is quite
different, In this case apparently Europa will be buying
its supplies from the refinery - Its agreement is with the
refinery"., - is incorrect in the light of later knowledge.

"Also no doubt it will supply crude to the
refinery. Once again its agreement is with an independent
party - and that is important". "that is important™ - that
would be another misunderstanding in the sense that I was

under the impression that crude would be sold to the refinery.



10

20

30

0y {4
SUnreac Ceur
oy 2
NS aaTy [
Commlanionnast ovic

Beido Oy Ryldox
exarination
Page 4 is note of my interview continued.
(Mr Todd's comments), At the foot in brackets (See memo,
of 14~3-63) ~ refers to memorandum of mine signed by me on
same date.
EXHIBIT 19 is same date,. Paragraph 9 of page 2
is relevant -
"DOCUMENTS
Dr Lau asked whether the Commissioner may be prepared to
return any documents relating to Gulf which are made available
to him. (The company is reluctant to have these documents
anywhere other than under lock and key.) I said that I could
not (and would not) anticipate the Commissioner's attitude on
such a question. I thought however, that he would be quite
definite on his rights to the production (and taking copies
thereof) if he so wished.” This is a discussion I had with
Dr Lau.
EXHIBIT 20, iarch 19th - further discussion with
Mr Todd., Were all these discussions at your request? As
I recall; one of these two discussions on 14th and 19th March -
it was on the initiative of Mr Todd, I produce record of
interview of 19th Harch. Page 2 -~ 950 refineries; in
subsequent report of Mr Toad he showed that I think as 450.
| Page 6 -~ "Boral" at this stage I was either
told or knew that Boral owns refinery and buys crude ex Caltex.
"Is the crude price fair?" - that is my question. Mr Todd
did not reply directly to the question. It was more of a
rhetorical question.  ™h yes", what did you mean? It
indicates hesitancy., At the very end you spoke about
memorandum - did he in fact supply memorandum?  Yes, dated
20th March 1963 (EXHIBIT P), The effect of it: does it
deal with matters dealt with at discussion? By and large it
covers the points covered in our previous discussions,

At that stage were you aware of letter variations to 1956
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contract? No I was not, They were not produced to you at
that time? No., Were they referred to at any time during the
discussions with Mr Todd? No they were not referred to at

any stage.,

List of dates relevant to production of documents
(EXHIBIT 21)., Some refer to matters outside my filing system.
When were letter variations produced as far as Department was
concerned? In June 1966. Was that before you had gone away?
Very shortly before I went overseas. First date, 20 February
1963, is that from your own recollection or based on evidence
of Mr Smith? Based from my recollection that I saw the
documents before I spoke to iMr Todd but exact date is that
referred to by Mr Smith in evidence, When you were looking
at the documents, where did you look at them? I 'had been given
a room in the Europa bullding for examining the documents that
I was concerned withy I looked at contracts and accounts in
that room,

" 15.12,64, Europa produces upon request contracts
with BP and P.T,T." (A24 and A25),

26.,4,65 = Letter from Mr Rathgen to Mr B. Todd
asking for - "Copies of all agreements between the Gulf group
and your own companies. Coples of any agreements, together
with agy amendments thereto entered into or operating with your
other suppliers during the period 1 April 1959 to the present
time should also be supplied.” I am quoting from letters not
in the case.

During conversatiosns you had had with Mr Todd,
was the BP contract ever alluded to? Not at stage I am
speaking of - February/March 1963. Ever been any reference to
1962 contract? No, not at that stage.

After receipt by the Department of Mr Todd's
memerandum of 20th March 1963 I reported on the position to the

then Commissioner.
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EXHIBIT 22 is a copy of my report (Intcrim Report
Noe 1). This deals with a number of matters under
investigation., Decling with 1956 contracts at paragroph 5
on page 4: Your own report is on Supply Agrecment with Gulf Oil.
At page 8 you deal with availability of discounts? Yes,

Paragraph 6(e) on page 9 = "Conclusion. The
principal purpose of this memorandum is to decide whether or
not a protective assessment should be issued for 1958, It is
appreciated that further enquiries will be necessary before this
question can be finally determined but it is felt that the
points covered above give sufficient information to permit a
discussion with Mr B.J, Todd."

Another point (page 8, paragraph (d) = availability
of discount), I would like to point out that there is very
little information included in that paragraph concerning the
subject of the availability of discounts, as our research at
that stage had not commenced., Does that paragraph make that
clear? The paragraph makes it clear - last sentence

Internal file Minute (EXHIBIT 23), This is a
Minute prepared by the then Chief Inspector which he attached
to my interim report on the 25th Karch,  The minute is
addressed to the Commissioner. Another unsigned minute in
diffefént writing at bottom; that is the handwriging of the
then Chief Deputy Commissioner, Mr Curran.

After that report and before the 31st March, do
you recall a meeting between Mr Todd and the Commissioner?

Yesy, I was present, I made no record at all of that meeting,
My general recollection is that Mr Todd covered much of the
ground that he had included in his memorandum of 20th March,

EXHIBIT 24 ~ file minute by then Commissioner of

Inland Revenue = "(b)  Supply Aqreement with Gulf Oil.

Looking at page 4 of the Inspector's report it seems to me
abundantly clear that the aim of the contracts is to divert to

a Bahama company in which Gulf and Europa are interested
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profits derived in the United States. Provided the sale of
gasoline to Europa which is the final step is at posted prices
and comparable with the liase adopted by other companies I do
not see how we could invoke Section 108 or any other Section
to impute a New Zecaland origin to any of these profits, It
may be that we will have to inform the United States Tax
authorities but that is a different question, At any rate
there is not a sufficient base to justify a protective
assessment on this score for 1958,  Further investigation may
disclosc some basis of assessment but at the moment I fail to
see how it can." Can you tell us what information Mr
Miscken would have before him at the time of that minute? My
interim reporxrt of 25th larch, Mr Todd's memorandum of 20th
March and he would have Mr Russell's minute of the 25th March,
Passing to 29th March (EXHIBIT 25) that
represents information concerning Pan-Eastern. That I
obtained by 'phone from lir Smith, It shows for years 1957 to
1962 the sales, purchases and refining fee paid by Pan-Eastern
and also a summarised balance sheet of Pan-Eastern as at 3lst

December 1961,

IO _BENCH: That is the top assets? Yes. Last year is

not brought into balance sheet figures? No, I think it likely
that 1962 balance sheet was not held at that time although

interim figures from Pan-Eastern would have been,

TO_COUNSEL: Did those figures give you sufficient to calculate

Pan-Eastern's income? Yes,

On 5th April Mr Smith answered enquiries on a
number of topics, EXHIBIT 26 - looking at original, the ink
writing at top of pages 1, 2 and 3 represents my preparatory
notes. The ink writing on page 1, or the other ink writing
on page 1, other ink writing on page 2, represents the
information that Mr Smith said he would try and get for me

after I had asked my initial questions. Pencil notes were
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made at the time when information having been obtaired by il
Smith was relayed back to me,
SUORT ADJOURMLEIT

That was 5th April. The Commissioner had legal
advice about this dates did you prepare a condensed account of
Pan Eastern at that time? Yes.  (EXHIBIT 27). As far as
dates are concerned wias Crown Law Office cpinion received in
June 196372 Yes, On 20th June 1963 the Commissioner made a
file note? VYes., (EXHIBIT 28) I produce that and read it,
"I have read the papers, refreshed my memory on the facts and
studied the opinion given by the Crown Law Office., I agree
with it,

There is no useful purpose in withholding the information
from the Company.  They are entitled to be advised.

The substantial remaining question is the obligation of
the Commissioner under the double tax agreement with the U.S.A,
to disclose the information to the U.S. authorities. This
question however is not desperately urgent and can be considered
when the investigation is complete." (Signed by the then
Commissioner). On 27th June the Commissioner wrote letter
EXHIBIT F.

At the time you furnished interim report of 26th
March f963 to Commissioner, had you conducted any research
into validity of posted prices in ...? MNo, not at that stage.
Between that time and writing of his letter of 27th June, had
you conducted research, This had barely commenced,
Investigations continued after the Commissioner had written his
letter of 27th June.

Questions were asked regarding case against an
Internaticnal company in Australia; when were you first aware
of such a case? In early May, I think 10th May 1963, I was
talking to the MNow Zealand affiliate of the Australian company,

Did you report that information to the Commissioner at that
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time? Yes., lVere steps talen to obtain~;;;i§ial
information?  Yes, The Commissioner wrole to Australia saying
that he understood that action was being taken against an
Australian company and he asked if e decision had been handed
down and if so, whether the judgment was being made public,
Was there a reply to that? VYes, the sccond Comwiissioner in
Australia replied by letter dated 20th June. At that time
he said he was sending a copy of the judgment by surface maill,
After the 27th June I continuved with my
investigation, into both Europa and the other companies operating
in New Zealand . At that stage I was not concentrating on any
particular aspects, but my enquiry became more centred on the
pricing question as time went on., I did a good deal of
reading at this stage. I produce as EXHIBIT 29 pooks and
putlications considered by me in the course of the
investigation, Until the end of June how many of those in
this list had you read? I had read the first item on the list
(Price making and price behaviour in the Petroleum Industry :
R. Cassady, 1954) and had received and at least commenced
rending the second item (0il Companies and Governmert s 3
Hartshorn, 1962). That was as far as I had gone, Hartshorn's
book is the one referred to already. In the period that
followed in remalnder of 1963 into 1964 I made further
enquiries at Europa office from time to time. I was often
there,
On 17th February 1964 did you obtain information
from Lir Smith? Yes, note in ﬁ{§ handwriting (EXHIBIT 30).
That represents information I received from Mr Smith when I
asked him for the total purchases made by Europa from Gulf
from start of the contract with Gulf to 31 March 1963. The
note also shows under (b) information I had previously obtained

from Mr Smith. Figures shown in EXHIBIT 27. (c) represents

my calculation using my terminology relating to the figures
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shown under (a) and (b).

In March 1$564 did you report to the Commissioner
on this subject? Yes, it wos a report entilled "Report on
Pricing of Petroleum Froducts Imported into MNew Zealand"
(EXHIBIT 31),

That is llarch 1964. Later that year I made
enquiries regarding Pacific Trading & Transport Co. Limited,

I had realised that I did not have a complete list of the
companies in which Europa had an interest, I wrote to the
company asking for details of all the companiecs in which
Europa had a 20% interest or more, I received that, In
that list I found mentien of P.T,T. When I say "I wrote",
either I wrote or it was on my instructions, On 2nd November
I discussed P,T.T. with Mr Smith, EXHIBIT 32 is a photostat
of typed report of my discussions, 2nd November 1964, is
that date made at the time? Yes, (Reads Notes) -

"Hr Smith produced accounts for Pacific Transport for year
ended 12 April 1963 and draft accounts for the year ended 12
April 1964,  (The 1963 accounts were the company's first),

The 1963 accounts showed a profit (pre tax) of
approximately £51,000,

The 1964 accounts showed a profit (pre tax) of
approximately £71,000,

In each case, tax was provided for, at something in excess
of 10/= in the &£,

The only credit item in the_gccounts was "commissions"
and the only debit ones a few insignificant items such as
audit fees etc,

Mr Smith stated that whereas Europa previously concentrated
almost exclusively on its service staticn outlets it had to
prepare a much wider market in anticipation of the Whangarei
refinery coming onstream - when they would have to take their

share of a full range of products,
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Thelr agre.ment with Gulf Oil only covered gasoline and
gas oil (diesel).

They therefore entered into an acrecment with B.P. Londen
to sup . ly thelr requirenents of certain other products until
Whangarel came on stream., As Gulf's gas oil was not meeting
specifications they also included this product in the B.P,
Agrecient,

Eurona wus paid a commission (discount) for its
purchases. Mr Smith thinks that B.P. London asked that this

10 ke kept in London (to avoid embarrassment i1f it was discovered
that they were charging an independent less than their own
subsidiary?).

Europa pays B.P. New Zecaland the full posted price plus
company freight, The "commission" is fed back in London,

Questions  "Is this profit properly assessable in

New Zealand?" -
(Despite fact that it is allocated to a
seperate overseas subsidiary and that
tax has been paid thereon in U.K.)
20 Comments  This is further evidence of the discounts
availeile on refined products?

To be discussed with Mr B.J, Todd 5 November 1964,

Mr; Smith will havé available schedule showing quantities
and values of products purchesed under the B.P. Agrecement,

B.H.C, Tyler
Special Inspector
2.,11,64, "

5th November 1964 (EXHIBIT 33). I interviewed

Fr Todd in connection with two matters - (1) Crude agreement
30 with Gulf; and (2) P,T.T. Limited.

ir Fhillips and I travelled overseas in connéétion

with the investication in early 1965. In rarch 1965 1

reported following that visit, I dealt with subjcect of
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availability of discounts on refined products E.st of Sucz
on long-term armslength sales to indepondent purchoserse  The
report included information obtained from Governinntal
authorities, I have been instructed by the Comiissioner that
unless this Court orders me so to do, I am not to give further
details on this subject or to produce that rerort,

An assessment was issued on 30th March 1965 -
Amended Assessment for incoms year ended 3lst kMarch 1960 in
respect of Europa, (EXHIBIT ¥}, Assessment also included
in respect of A..l, for that year. That income was included
in assessment in terms of section 135,

12th April 1965, an interview took placc between
the Commicsioner and Dr, Lau at which I was present (EXHIBIT 34),
(Reads notcs of this interview).  Page 2, paragroph (iv)
relates to disallowing part of the cost of purchase,
(Mr Rathgen was the Commissioner at this time),

EXHIBIT 35 - May 3lst 1965 - I discussed with ir
Todd and iir Smith the question of rofinery; this was when iir
Rathgen was Commissioner,

Later assessment made were in December 1965,
(EXHIBIT 36) (separate file). This has been prepared and
headed "Income Analysis Statements". On top of the file, first
bundle,:aCCOunts of Pan Eastern for years from 1959 to 1966
made avallable by Europa and A.h.P, Second bundlc that
contains blue paper represents a reconciliation of profits
earned by Pan Eastern with profits which were expected by Pan
Eastern for years 1960/1965 inclusive - all ending 3lst
Decormlier, Thirdly, single sheet at bottom of the file, showing
a reconciliation of the profits shown in accounts of Pan
Eastern with those incomes which have been assessed,

Dealing with Income Analysis statements which
cover both c:ntracts; what infirmation has been used to prepare

these? Information used in preparing these statements has
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all come from Pan Eastern apart from tws items, both of whicdh
recuncile however with P'an Eastern figures, These are both
shown on page 1 of c¢ach statement and are the figures on the
top righthand corner of paye 1 opposite Step 1, and an item
shown against step 4 as being a rouncing off celculation,
These will be explained later, You said information came
from company's own records; wnich records have yvou uscd for
that purpese?  The rccords included in EXHIEIT X -~ large
brovin LoX.

10 Dealing with year in 1956 contract -~ taking year
1962, In making this rcconciliation, the reconciliation wes
broken down into feour stups. Shown on page 1. Step 1 on
page l. Shows profit expected to ke derived by Pan Eastern
on ‘the basis of a benefit to Europa equal to 2.5 cents per
gallon for cach gallon of gasoline purchesed by Eﬁropa under
the Supply Contract.,  This figure which is shown on right
hand side of the page amounted to $2,607,000,  The explanation
of this figure 1s containud on page 2 of the document,  This
shows first the total gallons of motor gasoline imported by

20 Europa and this totalled 52,000,000 g~llons, Return expected
by Eurona is shown 1n the second section of page 2 and
reprosents 2,5 cents per gallon on the 52,000,000 gallons,
This a@ounts to $1,303,000., This amount has to be doubled to
maintain Europa's 50% share at 2.5 cents a gallon, and that
amount is $2,607,000,

TO BENCH: ¥Why do you double?  This is return expected by
Pan Eastern, We arrived at return expected by Europa as
$1,303,000 and that was th: figurc that we doubled to arrive

at profit expected by Pan Eastern for purpose of showing

30 reconciliation,
TO _COUNSELs That amount is carried forward to page 1 and is

the amount I have alruady referred to in Step 1., Step 2, also

page 1, shows profit that would be derived if the products
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obtained by Fan fostern from quantity »f orils supplicd to it
had beon sold at posted prices. This wwvuld have amounted to
$1,316,000 wihich is shown ageinst Step 2,  For the
calculation of this figurce I go to page 3, at the top of which
I see Step 2 profit if products sold at posted pricas.
The top left hand corner of Step 2 shows purchase of crude,
and shows that ...

Figures on page 5, are they all from Pan Eastern
records?  Yes, that is amount shown on page 3 on top left
hand corner,

Page 5, this applics to kerosene distillate and
residuzl ~ vouchers are Pan Eastern voucher numbers showing
quantities but such vouchers do not show total price. On
pages 3 and 5 the total price for products other than gasoline
is calculated at posted prices. Quantity of each product
is shown on Pan Eastern voucher, as is posted price., But
calculation is not made converting or multiplying posted price
by quantity.

Bottom left hand side of Step 2 is showing fineal
profit that would have been derived if products had been sold
at posted prices. Is that entirely correct =~ motor gasoline
is shown at invoiced prices? Yes, which were equivalent to

posted price.

r

T0 BENQ@:' Step 3 ~ your calculation from Step 1 which is

based on the formula? No. Step 1 also includes volume
discount, A total amount of $141,000 had to be added to the
profit that would have been derived if sales had been made at
posted prices., To arrive at what I will call the formula
profits  The formula profit therofore amounted to $1,457,0090,
The calculation of the $141,000 is shown in pages 6, 7 and 8

of the statement,

TO_COUNSEL:s Looking at 1t, is the situation referred to on

page 9 varied in other years? Yes in somc years rounding off
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varies upwards or douniartds, Rate of rounding off varivs in
different ycars?  Yus, cometimes they have taken next cent
down; or mizght be above, If the exact figure had Leen

23,5 - sume years they weuld be allowed 24, other yeors 23,
In year 1962 rounding off figure wzs 23,16 and they allowed
24, in sccordance with the letter, Face 1y bencfit of this
rovnding off calculation has been taiian into account to show
exact reconciliation with Siep 1 and has been introduced to

explain exact profit shewn by Pen Eastern for that year,

CHs Loes this final figure of $2,600,000 - does

-

that exactly agree with Pan Eastern's balance shect?  No,
exact figure in Pan Eastern accounts is shown on page 3 as
$2,649,000 - $41,718 of that has keen preoduced by rounding off,

If rounding off had not been allowed they would have produced a

profit of $2,607,000,

TO CO'Tv R L Page 10 reconciles the amount actually realisoed by

Pan Eastern from sale of products other than gasoling - that
is the dollar column on page 10 {left) with the amount that
would have been realised if the sales had been made at posted
pricos, The differcnce is the amount shown in Step 3, being
amount necessary to incriase the profit to the formula profit,
The fractions shown on page 10 are those shown in the Pan
Eastern vouchers and the voucher numbers shown on page 10 are
the vougher numpers as included in EXHIBIT S, I follow the
difference in Step 3 - it was only the differcnce with which
Pan Eastern was ¢oncerned?  That was the amount which they
would not have received if they had sold at posted prices.

Bul it zemained - the lowsr products remained Gulf 0il's all
the time? Yes, So Tun Eastern was only concerned with o
difference? They rcceived a grossed up return for those lower
products; Pan Eastern did, The total zmount received by Pan
Eastern for those products was $8,324,000 and that amsunt was

sufficient to give-thenm the formula profit,

LUNCEEON ~DJOURMNIZET,
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I summnrisce position under tho contraclts -
Rec.rnciliaticon of rrefits - this receonciles profits shown Ly
Pan Eastcrn wiih income actually assessed, Referring to
that - thet reconciles proflt as shown in Pan Lastern accounts
with amsunts actually assessed to AlJdiJP. ciwd to Europas  This
extends over a period to 195667  Figures for 1965 year are not
relevant to this case,.

I produce colour chart (EXHIBIT 37) =~ "Europa's
share Pan Lastern's yrolit expresscd as a gain per gallon of
motor gasaline imported by Europa. That covers period from
30th June 1955 which predates start of contract to 3lst
September 1565, Relating to 1956 contract,  For pxiod to
3lst Decamber 1958 sources of information - we used greph
preparcd by I Todd when writing to Gulf (EXHIBIT Bl4 of
Case Stated), Subsequunt to that, from Pan Eastern records,
supplied by Europa in rccent times. This relates to 1956
income analysils statements discussed before lunch.,  Area in
blue represents rrofit per gallong or benefit per gallon that
would heve been obtained by Europa, would have becn obtained by
Europa 1f the sales of Pan Erstern had beezn at posted prices.
This is Step 2 in Income Analysis Statement, Crey arca
represents the additional benefit obtained by Eurcpa as a
result of application of the formula, includzd in Processing
Contract., That is Step 3 of Inc.me Analysis Statement, Pink
area represents benefit obtained by Eurcpa as a result of the
volume discounts or letter varietions, This is Step 4 in
Income Analysis Statements, The dotted area represents
amount by which the vrofit of Pan Eastern or Europa's share of it
was reduced below the benefit that would have been obtained
if sales had becn made at posted nrices, The base of the
dotted areca represents formula profit for that period. Tgat
situation wos coused by operation of the formula.  The hump in

the 1958 year is the period in which the volume discount was
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first allowved. My reoding of EXHIBIT Bl4 sujgcsts thot the
hunp was intended to 73111 the hele in tho 1957 yeor,

Lo king ot 1962/63 poriod - in the 1962 year the
volume discount was producing apnroxinolely 449% of the totnl

1

benefit being recelved L Eurona through Pan Eastern, That

increased cvery year after that, as indicated by bottom of

DIT 23 vrodute suppurting Table of
figures showing in figurcs what is portrayed for the four v.ars

1960/1965.

TO _BENCH: One maitcr of significance is wlmost excet profit

per gallon through arrived at by addition of different figures
you suggest?  Yes. Referring
TO_COUNSEL: Referzing to information as to discount obtained

from overseas authorities =~ has the Inland Revenue Department
attempted to obtain thot imformation on an uncenfidential basis?
Yes, but with no success at 211,

BXHIBIT 39 ~ Letter dated 15th June 1965 sent
by kinister of Finance regarding assessments and recommendation
that would be made authorising cancellation of such amuunt as
would be fitting. Second to last paragraph of this -
sufficient to refer to that. "llevertheless, I am sure you
will recollect that both the Commissioner and I made it clear
that there wss no deslre to collect more tax than was properly
payable, The Commissioner also stated that if the Courts
decided that both ments issued were valid, he would
recomiacnd that Government authorise the cancellation of such
amount as was fitting. I would support this recommendatizne”

EXHIBIT 40 - file of correspondence from Gulf,
obtained at Pittsburgh through United States Government.
Correspondence from Gulf and Eurapa,

EXJIBIT 41 = copy of Articles of Fan Eastern made

available 1t~ Department on 14th June 19654, by Eulopa.
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I next produce extract from Platt's Oilgram
(EXHIBIT 42) dated 20th April 1955,
EXHIBIT 43 =~ reference to Union Oil - I understand
evidence given by Professor Leeman regarding actual situation
of Union 0il Co.~ Extract from Oil and Petroloum Year Book
1958, relevant paragraphs being under CAPITAL, showing issued
capital of Union was 7,871,000 common sharess Also line 2
shows that these shares were $25 shares., Total issued capital
of Union was of order of $200,000,000 at that time, Market
10 capitalisation =
TO BENCH: Included in 375,000,000 capital was a large amount
unissued, Market capitalisation « last paragraph before
heading United Canso Oil & Gas Ltd. is reference to price on
New York Stock Exchange of Union Stock. In year 1956 this
Stock varied between $52 and $65 a share, thereby éiving market
capitalisation for Union of something between 400 and 500
million dollars. Price range between $52 a share - variation

in stock market price of whole of their sares. As a result

of your research into that, can you say whether Gulf took up

20 shares in Union under their convertible rights? No, I cen't,
TO _COUNSEL: EXHIBIT 44 - letter of 5th February 1959 to Mr

C. Rees Jenkins from Mr Hucks. This is a copy of a letter
obtaineg from BP's records and is a letter written by I think
the Managing Director of BP (N.Z.) at that time to kr Recs
Jenkins in London - B.P, London, It refers to the fact that
Mr Todd had made enquiries of B.P, for the supply of his gas
0il requirements,
From accounting point of view, would it be

possible to calculate Pan Eastern's profits each quarter

30 only variables being administration and interest which would
nead to be apportioned? That could be done.  You have had
referred to you evidence of kir Smith (page2£7£aof the Notes),

referring te Propet share of Pan Eastern profits? Yes, And
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looking at income analysis statument (BMITIuIT 36) for yoear
1962 -~ the year you were looking at?  Yes. VWhalt is Pan
Eastern profit for thuat guarter in respect of 83 and 93
octane? Last cuarizr of 1902 - profit from 23 octane
$237,953; 93 octene 3101,226, shown on pages 7 and 8.
Propet's share would ke one hali,  That comes to

$169,000, Is ther~ any record in Pan Eastern documentation
as to how Propet dealt with the matter when the volume

INS

discount was received by Pan Eazsiern?  UNot thst I have seen.

9]

i

/nother passage on page 186, line 10 et seq. -

"My information is thct instead of the dislillate quality in 6.03
Pan Eastern used Mo, 2 fuel? Instead of distillate 43/47 D.I,
gas 0il? I cannct comment on that.e My informatlon too is
that the wrice base adopted by Pan Eastern was /badan not the
Caribbean? I comment - Do you know if that is right? I
do not know, The price in accordance with clause 6,04 to be
paid by Gulf is subject to adjustment upwards or dovnwards
so the price recorded in the accounts I would think would not be
either Caribbean or /Abadan or in fact any quoted source
reference, Is your answer that whatever the nrice they
adopted it did not affect the position because the returns were
then adjusted by thoe formuia? Yeso." ~ agreed that position as
put to'Mr Smith in cross=~exemination is now accepted,

(fccepted by Objector as correct),

Referring to EXHIBIT I (Caltex tender file). We
know that tenders are divided into two parts =~ originals
contained in cables and later detalled proposals advanced by
Caltex at later date, I have prepared a calculaticon of what
the return to Europa would be under original Caltex proposal

in 1955, That is now produced as EXHIBIT 45,

TO BENCH: Is this based on the proposed contract which is

dated 27th loy 19557 1o, this was the proposal thot was made

to Mr Todd, accepted Ly hims but then not accepted Ly Caltexe
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Let us have the result broaaly?  This compares the price

Europa would pay for its purchaces 1f it paid pousted prices and
the price thet it would obtain its supplies for in terms of
Caltex's original offer. It shows that in torms of Caltex's
offer Europe would be oiltaining its supnlies for $1,009,000 less
than posted prices, This is equivalent to 3.2 cents per gallon,
I have also'calculated result under later proposals

(EYHMIBIT 4¢), Result of that calculation ~ it shows that

under Caltex's second proposal Eurcpa would have been obtaining
its supplies ot cither 1,66 cents or 1.8 cents below posted
price per gallone There 1s a reference on page ¢ of Caltex's
offer at paragrash 26, a reference to $623,000. Elsewhere

it is suggested that the profit would have amounted to $673,000,
It is not clear to me whother the lower of those two figures

is a typing error and the calculation in EXYIBIT 45 has heen
made on both bases.

IO _COUIISEL:s Referring to the earlier contracts before 1956, I
produce Table (EXHIBIT 47) showing freight saving at lst
January 1956 under that /greement.  That shows bencfit to
Europa « saving per gallon to be equal to .894 cents ner
gallon, «894 cents per gallon, I have considered small
discount from gasoline purchases = Lir Todd in evidence said
that Eu&opa was receiving two small concessions from Caltex.
The first was 1/8 cent per gallon and the second, either 1/8th
or 1/4; the contract showed something like .14 cents per
gallon, just over an eighth, Total of those benefits, do you
know that? No, ¥hat was posted price of gasoline on 1lst
January 1956? I understand that the posted price of 79
octane gasoline at that time was 9,75 cents per gallon.
(EXHIBIT 45). I have not calculated total benefits to Europa
put T could easily do so,

I also produce by consent EXHIBIT 58 - two

files - correspondence regar-ing 1961 accounts, Europa files,
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Red file referred to by it Smith in evidence.

EXHIBIT 49 - in red bock - end of Exhibits in
that folder. Letter from /.:.P, (dated 13 July 1965) with
attached schedule of dividends recelved from Pan Eastern.

EXHIBIT 50 =~ copy of balance sheet of Fl.T.T. as
at 31 May 1967 supplied to Commissicrier by Europa.

/ccounts for 1961 (EXHIBIT AA) - you were shown
those? I have seen this since the hearing, When you looked
at it had you any recollection of seeing those accounts before?
Not prior to this hearing. I have no recollection of having
seen or hecard of volume discounts until 1965 when letters
producad, I have thought over the matter carefully since
Mr Smith's evidence, I have considered if I could have been
given accounts and failed to examinc trading accounts or take
notice of references; thought of this quite deeply, I feel
that when I saw the accounts (EXHIBIT /A) during the hearing
that this was the first occasion that I had seen such
accounts,

You said you did recall having contracts in your
hand to examine in that rooms and some accounts? Yes,

/nd you made notes following that in order to have the
discussicn? Yes, Did you have time to examine contracts
and acébunts? I had all the time that I required, Can
you state what information you obt.ined ~ what the accounts
disclosed to you? In the discussion with Mr Todd on 21st
February I referred to undistributed profits of Pan Eastern
amounting to approximately $10,000,000. This infomation
would have been obtained from a balance sheet. Mr Smith
referred to comment he had made about Price Waterhouse
according to his recollection; do you recall any such
reference? Noy I do not recall that reference,

Having look:' at EXHIBIT /A and having read what

was there, what do you say about it having escaped your notice?
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1 would think that it is inconceivable that I could have looked
at these aECQunts without noticing the references to volume
discounts, I mean that is vhat T was looking for all the tine,
The next day in discuésiwns with kv Todd I was actively
pursuing what I mey call the discount argument. And as Mr
Smith mentioncd in evidence on a cursory examination of these
accounts one must have noliced the reference to volume
discounts with even a cursory examinaztlon of these accounts,
Have you looked again at various types of accounts
of Pan LFastern produced? Yes in EXHIBIT 36, I have a balance
sheet for 1961 produced under cover of letter dated 2nd harch
1967, That is set of accounts it Snith referred to also in
his evidence. There is also a balance sheet and set of accounts
for year ended 3lst December 1960 wihich was forwarded to the
Department under cover of letter of 29th Karch 1967,  These
make no reference to volume discounts, Under cover of the same
letter a balance sheet as at 3lst December 1959 was also
enclosed, There was nc trading account attached to those
accounts and there was no reference to volume discounts,
EXHIBIT AA is for year 1961, That group do not include 1961,
Further set of accounts this for the 1963 year which vas
included in EXHIPIT X, This represented a balance sheet and
profit and loss account which did not refer to volume discounts,

Only one that refers to volume discounts 1s 1961 year,

TO BENCH: You say you did not see that till forwarded with

A cires.

letter of 2nd karch 19672 I was overseas at the time, Not
till after it was forwarded with that letter,

TLs What type of accounts did you see? Yes, I have
come to a conclusion on thzt.  From the information that I

had for the purpuse of ny ciccussion with iMr Tedd on 21st
February 1963, I must have had some information concerning 1961,
I feel that I saw a balance sheet only or a set of accounts in

some form other than that in EXHIZIT AA. At that time you
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were making those enquiries would you have heen akle to
distinguish between discounts on crude and discounts on

PREA
products? 1 would have be:n able lo distinguish significance

of one as cpposed to the other. At the intervicws you had
there was no mention of voluse ciscounts? hat is correct,

In your own zeport have you ever made any
reference to crude being suosplied to Pen Eastern at other than
pocted prices?  No my interim repoxrt of the 25th iarch and the
summarised trading account which I prepared in respect of Pan
Eastern shortly after makes reference to sales by and purchases
by Pan Eastern at posted prices.

When you received the details you obtained on 29th
March 1963 from Mr Smith those were sales, purchases and
refining fees; did iMr Smith make any reference to volume
discounts? Noc,

COURT ADJOURNED 3,50 peiie
COURT RESUIZD 25/3/69.
BTMETTION T CHIEE (B.H.Ce Tyler) (continued)

EXHIBIT 35 «~ would you look at that Exhibit «
accounts for 1962 in particular.  (Evidence of Mr Smith,
page 136, last paragraph) = "In cach quarterly statement
by Pan Eastern is there a factor adjustment? In respect
of prices? Yes, For example in voucher 1/2 for January
1964 relating to last quarter of 1963, is there at page 4 a
column headed "Adjusted price"and then in brackets 1,0163407
Yes, How was this adjusting factor in Pan Ezstern vouchers
arrived at each quarter? I think the matter is explained
in the paper which was produced yesterday covering the

December 1963 accounts but briefly on a month by month basis

the Pan Eastern accounts record purchases of crude and processing

fece and sales of products, Those transacticns from the three
months of any one quarter will show a profit to Pan Eastern,

That profit is then compared with the formula profit.  And
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profit in Pan Eastcrn accounts is equal to the fomawla profit,
This 1s provided in *the contzact, And was the rotio of first
set of selling prices %o prices nceded to get the formula
profit, the adjusting factor in the voucher? Yes in this case
10150 « an addition of 1% in other words. his adjusting factox
that appears quarterly was simply to produce a designed result
and had no business reality? It produces ihe formula result,”
Looiiny at 1962, would you explain the adjusted
selling price? The adjusted selling price is the actual amount
realised by Fan Eastern from the sale of the kerosene distillate
and residual fuel, onvteined by Pun Eastern from processing of
the crude purchesed by it,  This figurc is obtaiqed by the
following procass =~ the quantity of eacii fuel 1s known, the
postced price of each fuel is known, and the adjusted selling
price is obtained Ly orocsing ug the amount that would be
realised if the sales had been at posted price and the
calculation is by means of the factor shown in the middle of
the rage. This factor is shown on the Pan East.orn voucher,
In eoch case on voucher as referred to here,

10

How 1is factor arrived at? Pan Eastern knows

how much they would have got if they had sold at posted prices.
They know how much they must realise in order to produce

the formula result and ratio of one to the other is the same as
the factor shown in the centre of the nmage. To put it

snolhen way = the compary knew that in the first quarter a sale
at posted prices would have praduced one million six hundred
and sixty eight thousand dollars, They have calculated that
if they multiply that figure mentioned, by the fraction 103
over 100, they will obtain the amount that must be realised if
the formula result is to be obtained such =zmount being

$1,724,000.  $1,724,000 charged is the formula price? Yes.
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That is at stage of the fomula?  Yos,
MAMON 5
When you fivst wont o Europa office on 13th

February 1943 Lad vou made up your Lind to attack the Pan
Eastern earnings as beiny a discount?  then 1 went to the
Europa office ~  Answor Yos o2lo?  To,  When T went to the
Europa office I had no idea as t~ whom Pan Eastern Refining
Company was,  You knew that AP, got dividends from Pan
Eastern? VYese And on 15th February i Smith told vou about
P-n Eastern, did he not?  He told me something of Pan Eastern,
I refer you to EXHIBIT 16 wiierce you consider in a note maeda
on 13th Febauvary the different sectlons that might opply?
Yes,  And on page 2 of EXIIBIT 14 you refer te secticn 1087
Yes., You suy - "This apocars to be our best Let"?  Yesy 1 do.
At the time you made that observation you had nCVer‘seen the
controcts? Mo I had not se n them at that stage, HMor had
you seen the Pan Eastern accounts, hod you?  lNoy I had not,

You accept kxr Suith's evidence that he showed you
the contracts on 20th February 1963? Yes I have no reason not
to believe theat was the date, Do you accept that he showed
you Pan Eastern accounts on-the same day, 20th Februaxry?  Yes
Do you accept that those accounts included accounts for year
ended 31st Deocember 19617  Some accounts for 1961,

Look at EXHIBIT 17 « this is your note of meeting
of 21st February 1963? VYes it is, This is the day after
you saw the cuntracts and snw some Pan Eastern accounts vx Smith
showed you?  Yes, And on the first page of EXHILIT 17 you
note the return of capital earned by Pan Eastern? Yes. You
put in a rote of undistributed profits for perica of five
years, from lst Januory 19577 Yes I doe  Where it says

lst January 1957 = 3lst Decenier 1962, that should read 1961,

should it nat?  Yes, How did you fing out what tle

undistributed profits were to 3lst Deccmber 1961 if you had not
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seon 1061 Pan Eastern pccrunts? T agree thot I saw some
sccounts for the voear ended 3lst Deocomber 1963, The
information shown in my note of Jdnterview of the 2lst February
(EXHIBIT 17) would have been obiained frem a kalsnce shout,
Are you now sugocsting vou saw baelance sheet and no trading
accounts I cannot recall siothior I only saw a balance sheet
but as I mentioned vosterday I find it inconceivoble that I
would heve been shown the accounts included in I think
SHHIRIT AA. You psked, did you not, for accounts from Pan
FEastern? I can't rccall whether I simmly asiicd for accounts
from Fon Eastern but it would e a logical recucsts.  Wnen you
asked for the accounts of the cempany you expect to see not
only balance sheet but trading accounts for the year?  “hen
we were supplied with the accounts of Pan LEostcrn®for the year
ended 3lst Decenber 1939 which were frrinrded under cover of
AJiP.'S letter of 29th iiarch, we were forwarded a balance shzet
only, You expect to see trading acceunts, don't you?  We
would like to see one, but if that is not availlaile we have to
take what we cre given. If vou look at this EXHIBIT AA - lock
at the orlance shecty that 1s hooded Exhibit 1 on richt top
corner? Yes. And under heading of Net Inc.me for Year you
will see a bracket reading Exhibit 27  Yes. So even to the
unin5t£ﬁcted eye, that is telling you the inc.m2 is shovmn on
another document?  Bhich could be one reason = yes I agree =
which could he one roason why I askod lir Smith whetler there
were any supporting statements,  hen did you ask him that?
I understeood he said in cviddnce that when I returned the
contracts and accounts to him I asked whether there were any
supporting statements, He said any processing statements?
Didn't he tCll you there would ke processing statemats?
(Page 161 of . Smith's evidence, line 6). (i'r ¥hite
refers to lines ldard 15, page 161). "He asked me in

connection with tho acceounts were there any supporting papers.
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I told him thex: were processing stoterorts,”  Lut

processing statoments are the ceolculations how income is made
up, are they nct?  ¥hich could be a form of +.. 4Are they not?

Processing statanentss want do you understond by that texm?

I think this would ke closely related to term "susoorting

statemenis" or "supportine papercs",  Did bir Smith use to you

W

exvression “processing statements"? I don't recollect what he
s2id, I do recall what he szid in evidence. Wlell if he said
there moy be processing statements, you would ask him what they
were, wouldn't you? ot necessarlly. You are saying now

are you that vou must have scen balance sheet for 1961?  Yes

I agreoc that T musl have seen a balance shect for 1961, Did

you suggust yester-ay it might have been some other sort of

balance shoet? I susuosted yesterday 1t moy have boon some
other set of accounts incorrorated in which however could be the
balance shect c¢ontaining exactly the same informatisn as the

one we have in EXHIBIT Ah.  You disacrc. with iir Smith's
evidence that you were given Pan Eastern accounts for 1961
statument of income? I disagree -~ I find it incenceivable

thot T could have be.n given a stotement of income showing

volume discounts as o separate clcarly identifi-ile item in the
statcment, You won't admit vou could have not made a

mistake -~ not picked it up? Zearing in mind the argument

that I was developing, and which I actively pursued the following
day, knowing I had ample time to c¢xamine these accounts, and I

clearly recall making such examination, I find it inconceivable

that such an item would have escoped my attention,

TO BENCH: You have a bricef reccrd of interviow of 13th

e et e rene

Febraury? Yes, /Zir! o record of interview of 21st February?
Yes, Have you any notes of whatl you oxtracted from papers
shown to you on 20th February? MNo. I would imagine that vhen
examining the contracts and other ppers on the 20th February

I would have made notes which formed the basis of my discussion
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on the 2ls. Februnry and which wore in turn incorporatoed in my

notus of intorview of that dat.. Those 20th Fobruaxy
notes hove not been proescived?  No,
TO _COUNSEL: You nmust have written down for file purpescs the

particulars of the documents you sow on 21st? T have looked
in my records to sze if I made any such notes, Tf T did
perheps under the circumstonces just cxplained it has not been
retalined, You must have noted the figures of retained
earnings ~ you quoted them on 21st February?  Yes I would have
noted that figure, And that would have been a sulzject heading
for our discussioé nrn the 21st February.

You know the accounts for 1961 onwards all refer
to crude discounts obtain:d by Pan Eastern?  Yes, I belicve
they do,  That is to say, those accounts which wore forwarded
to the Departient in 1957 refer to such discounts, From 1961
onvizrds? T believe so, You don't remomier Fr Smith making
a roference to Frice "blerhouse when he handed you this file?
Ne, I do not recell that,

loving on Lo page 2 of EXHIBIT 17 -~ you sce
under paragraph (b) "This at lcast suggests tiiat all documents
should be regerded as part of the one overall agrceement entered
into by Europa for the supbly of its recuirem:ants in New
Zealandh? Yos, You retained that view right throughout your
denlings with Europa?  That was one of the points that I
referrcd toe  You maintnined thet view throuchout - th-t one
could disregeord the constitution of Pan Eastern ~nd the
different contracts and tront them as reproscnting one contract
for supply »f products at n discount; that wns your view?

That was the argument I put throughout our discussions,  And
you still talie that view? Yes I d»,  Disregnrd all the
contractual arrangements except the supply contract - and then
altor the price to another figure? VYes I felt thcot the bencfit

obtained by wiy of Pan Eastern wos in effect 2 reduction of
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price Europa was naying in lerms of the Sunply Agreasnent,
And you stuck to your view rinht throughouts; thal this was
only one cuntract of supply? A bundle of contracts making one
overall agreement,

You were told weren't you at those February
discussions by Mr Todd thal one could not get discounts at that
time 19557  Discounts on vroducts? iy recollection of our
‘discussions was that the question as to the availapility of
discounts referred to the period of discussion namely 1963, and
not to 1955, Can you quote any statement of IMr Todd's in the
discussions that related to 19637 I could cquote a number,

In which it is explained no discounts on products in 19637

I can quote I think a number of comments which make it clear
that the discussion was relating to the period then current,
What were you enquiring eb ut in February 19637 I was exploring
the Pan Eastern set of arrangements, And was not the
discussion centred on the point of what Lir Todd could have
negotiated in 19557 Ly recollection is that from the very start
of our discussions ir Toad claimed that discounts just were not
available and we did not move from 1963 at all, If discounts
had not been available in 1963 that wruld have disposed of the
issue in my mind at that time. Look at page 4 of EXHIBIT 17:
you set’out there the company's Arguments - "Oll companies
jealously guard the posted price system and no comcany would be
prepared to offer a discount to the extent suggested by me,"
Isn't that a reference to the making of the contract in 19557
Not at all, Our discussinns were sclely related to 1963 and
some confirmation of this point is contained in my iemorandum
of lioveuber 5thy 1964 to which I will refer, EXIIBIT 33,

page 2, paragraph 4, when I asked him whether he did nct think
that obtaining the discount from B.P, was inconsistent wiég his
argument in 1963 that discounts were net aveilable on refined

productse  Also as I read kr Todd's mem>randum of the 20th
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March 1963 (EXHIBIT P). I do not recollect that there is any
reference to the 1955, 1956 period. I understood that when you
went to see these peonle in Februsry 1963 the questiscn was under
what circumstances did ysu negotiate the contricts in 1955 - was
not that the question? i It wasn't. You said "I'll put my cards
on the table. I think this is a discount arrangement" when

you read the contracts? Yes and from that stage the discussion
developed into a discussion on the availability of discounts
with reference to the current perivdse As I said before, I
think this is indicated by my notes of interview, Fr Todd's
memorandum, my interim report showing my understanding of the
positizn and my memorandum of November 1964, Was not the
question at issue could they have got the discounts in 19557
Because of the way in which this discussion on availability

of discounls developed, I must confess that it was not until
some time in 1965 that the full relevance of the 1955/56

period became obvious to me,

Let me quote to you from EXHIBIT BB - Mr Smith's
notes of the interviews, dated 25th February. t page 2 of
that exhibit he sets out the points you were making at that tine,
Under Number 9 he said ~ "Because Gulf unable or opposed to
granting a discount = this concession (refining) granted instead
or in pla%e of a discount, Gulf would not make the P.E.
contract unless they had the Sales Contract." Now does that
correctly put forward the substance of the point you were
making?  That particular point, I agree that is so.

Weren't you saying to him that Gulf either would not or could
not grant you a discount in 1955 and gave vyou this concession
instead? Yes. I would like to make one point clear. We

did not get past 1963 when discussing availability ¢f discounts
although I made the puint one of a nusber that you mentioned

a second ago. I understood that at these interviews there were

two competing viewpoints ~ you sald "You got a discount in
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in 1955", They said "We agreed on a refinery deal in 1955",
Wasn't that the point? lio, I think the c-'ntest was something
like this: VYou are getting a discount to which the reply was
"That 1s just not possible”. "o can't get such discounts".

But the discount you were speaking of, if you are right, wos
settled by the contract in April 19567 Yes,  And subsequent
arrangements in 1958,  You didn't kn-w about them then, did y-~u?
Moo I again put - the discount cuestion wes related to 1955/56,
and there vas not one reference in these notes to any person in
Europa saying "You cannst get rroduct discounts in 1963" - was
that ever saic in those words? 1 would have difficulty in
reading the papers I have referred to without coming to the
conclusion that the peri.d under discussion was 1963, and this

was my clear understanding at that time.

TO BEICH: Wouldn't tho metter under discussion be 1963
and the earlier yecars? i Todd was taking a stand that they

were not available now and my knowledge of the situaticn
was not sufficient to realise that conditions may hove changad.
But wouldn't you be commencing an investlgation over a period
of years up to 1963? Yes, So wouldn't it be likely that
the discussion would cover the period of years you were
comnencing to investigate?  Perhaps the tone is set by opening
words oé 14th March 1963 (EXHIBIT 18) where Mr Todd said that
he found it difficult to sce why I thnught they were receiving
a discount from Gulf, We were talking about 14th lLiarch 16€3,
TO_COUNSEL: But they were getting the discount under the 1956
| contracty that was your whole point? It was not until I
spoke to counsel after or some time after taxch 1965 that I
realised the significance of 1056,
Your cxplanation is tiint although you were
investigatling discounts under 1956 cuntract the question of
discounts in 1956 did not arise? Yes I am saying that.  You

have been a Tax Inspcctor for some ycars pri»r to 1963?  Yes,

{ oy
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‘hemember in Fobruary discussions them telling you
that the 47.5 cunts processing fee wos realistic?  Yes, They
were explaining t2 you that this was a valid redinery
agreement they had made with ©ulf?  That was the proint, They
gave y2u varisus reascns to try and persuade you 1t was a
refining cyreemznt? Yes,

Coming to the question of production of 1956
contract by Eurcpa; it is clear from the memoranda that they
did not mind the Department secing thoem but were concerned
about whot Gulfi might say?  Yes 1 think that 1is ss, Apcext
from one reservati:n expressed by Dr. Lau as to the scecurity
aspect,

tow referring to your last meeting in this
period (EXHIBIT 20) 19th llarch, and if T turn to poge 3 of that,
You suy sne-third of thc why down - "If other cquotations are
subject to discount = why nct the cxport posting?" Todd:s "Are
they?"  Tylers "CGovernment agencics and other large buyers get
discounts", there did that informati n come from? I wes
refer ing to the American scene and the informati-n came from a
book by a person called Cassady. The earlier secti:ns of page
3 also refer to the American scene. You had at that time
information y o produced in EXHIBIT 2 - table of sales that
were referred to by ir Hewteon and Professor Leciian?  No,

When did you get that?  When did you get that? I would have
to lo 'k at that specificeollys; but much of that information was
what T collected probably, I did not prepare that statement,
However much of it I did c>llect and this would have been
prokbably October 1963 - liarch 1964 and some of it after

that date too, Fow turn to page 4 of EXHIBIT 20, down here

is a note of a colloquy =~ Youu soy that "The test is - are you
in the refining business?" "Yas", "Thats where the doubt
arises, Europ~ entitled t> have overseas intercests (instonced
N.Z. Insurance) provided y . are refiners.”  "If had own

refinery = there would be n argument,® "Depends on
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circumstances - entitlad to look at position osverall and see
where profits lie,"  Vhat was meant by that statement? It
is possible that when company operates internationally to

have inter-company pricing arraongements which in offect shift
profits from where they would be derived if the tronsacticons
were on an armslength basis to some other point.  And the big
integrated oil companies have numbers of subsidiaries dealing
with dilferent phases of their overall activities? Yes, I
believe so, I thought you would be guite sure of that by now?
I believe so. And the point you are making here is that a
big international company can raise the profits in any
particular operation in more than one country?  As you say by
having inter compony transactions in which sales take place?
Yes, That is what you mrant by locking to see where the
profits 1lie? Yes, f you brush all contracts aside it does
not matter where they lie does it? I am not quite certain
about that at the moment. If you are saying brush all
contracts aside, in this case, one would see them for what they
are, as being a benefit derived by Europa from its supply
contract, Further down on page 4 Mr Todd is reported as
saying "You can get discounts but only on spot, short term sales
from sellers in distreés. Gulf not in distress." Gulf not
a distressed seller? Yes, Your researches show according
to EXHIBIT 2 that this is correct? EXHIBIT 2 is limited to
spot transactions, short term sales and some distressed sales?
Yes I think these are all short term sales. It depends on
definition of spot sale, One offering here equal b 55
million gallons which was very much in excess of Europa's
requirements at that time., The German sales referred to are
in distressed market?  Mr lcowton in evidence said that most
sales on German market at that tim.: were based on Caribbe;h
parity. I thcught he struck these sales dut of EXJIBIT 272

Yes that is what I am sayihg. And on page 5 you say -
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"If you are to get a discount of a certain value this can be
effected by a given (culculated) & interest in a refinery".

You put thal as a proposal?  Yes, Vleren't you there referring
to a dicscount negotiated in 19327 Yes, Towards the bottom =~
"Gulf is not prepared to sive you a discount = but they are
prepared to give you a refinery profit, But ihis does nut put
you into the refinery business."  Thot was your contention?
Yes, And I take it that is still your contention?

You got Mr Todd's memorandum wiich you asked for,
and then the guestion had to be decided whether a protective
assessment would lssue for 19353 Yes, That was decided
against was it not? Yes. And then in April 1963 Europa sent
to you the Sands letter - the letter where permission was
asked from the British Exchange Authorities (EXHIBIT K).

That letter went over to your Department on 5th April 19637
Yes, Did you study that EXHIBIT K wnen it arrived? I

cannot recall studying it but it is familiar to me, I am sure
I would have, And that letter set out the proposed course

of dealings between the companies?  Yes.,  HMow that sets out
proposed transactions? Yes, It also sets out the expected
level of profit to be earned by Pan Eastern? Yes. wis thot
50 U.S. cents per barrel of crude? Yes. And ailowing for
minor fluctuations that was the lovel of profit Fan Eastern did
in fact earn at the time? Yes, So that the dealinys between
the companies did follow the terms of EXHIBIT K and th: level
of profit followed in general terms of EXHAIBIT K?  Of

EXHIRIT K but not of the contracts, EXHIBIT K certainly

shows expectations at liarch 1956,  /fnd thosc expectations -
the scheme laid beforce the Zritish authorities there was the
scheme that was carried out? I would not be able to state
whether it was withoul lookinc at it further, To see whether
this letier makes any reference to cost price of crude and to

various other factors which go to make the final I'sn Eastern
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profit., Does not correspondence recite the way Fan Eastern
will be earning its profit? Yes, Also indicates the rate of
profit that 1t expects to earn? Yes, at 195, And you had
EXHIBIT K in your possession in April 19637 Yes, If T may
refer to the letter at page 5 it makes reference to sale of
crude to Pan Eastern at posted prices.  That was the contract,
wasn't it? Yes. What your complaint is that the letter did
not forecast the alteration of the contract that was made in
1959? I was commenting on the fact that the contract did not
develop quite as anticipated in this letter. But the profit
level did eventuate as contem-lated? Yes I agree, following
the allowance of the volume discounts, The profits were in
accordance with expectations until about 19587  Yes, Then
the Pan Eastern profits took a sudden dive? Yes. And they
expected to carn at rate of 2,5 cents a gallon for gasoline?
That had been their expectation,  Your chart shows tiat for a

while that moved up to about 2,7 cents?

TO BENCH: Went up to over 2,8 didn't it?
TO_COUNSEL: The formula profit got to 2,7? Yes. And then

it moved down to about 2,1?  And then moved down to 1.7 in first
half of 19587 Yes, At that point it was then earning one-
third less than anticipated profit? Yes.,

¢ SHORT ADJOURNIENT o

Looking again at the coloured chart - an area

marked there "Decrease to arrive at Formula Profit? Yes,
That covers period when profits from posted price were reduced
by application of the formula? Yes. That is an example of
how the formula operated as a buffer against high returns on
posted price? Yes. And then a little further along -
the arca when formuls operated to 1lift the profit higher than
the posted price level of profit? Yes, One point in
connection with previous statement = it was that fall which

gave rise to I Todd's représentations to Culf to ensure that in
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fact Pan Eastern's profits were not reduced as indicated by
the chart. On the chart are examples of how formula operated
as a buffer against the two extremes? Yes., And then you get
to a point on the chart where the forluma profit ccommences to
steadily decline? Yes. And iir Todd as you say approached
Gulf did he not to try to negotiate an adjustment against this
adverse tendency? Yes., That was in 1958, Correspondence
went on to 1959 (Bl4)? Yes., If he had not succeeded in
getting Gulf to vary their strict contractual rights, the
formula profit would have gone way down to a point over on the
right side of your chart? Yes. 4nd the anticipated profit
in Sands' letter (EXHIBIT K) would have be:n entirely
nullified? Result would not have been obtained., Down to
about ,85 cents, Top of the grey area. And the .reason for
that heavy decline on the chart is the static price of crude
01l and the declining price of products? Yes I would thin!: so,
Of gasoline., And your witnesses say that the market price of
crude is falling from about 1958? VYes. Posted price whereas
remained the same? Yes, So that Gulf in agrecing to these
crude volume discounts were really complying with the market
tendency? Not necessarily. llith the market tendency which
was drop in crude prices at that period? Yes, Whatever their
reasons‘§ou read Bl4 correspondence, I would make a point
here that freezing of crude prices took place in August 1960
whereas Mr Todd's representations took place in early 1958,
If he had not got Gulf to waive their strict rights under the
contract and to adjust the calculation of profit provisions,
then the formula profit would have declined in accordance with
your chart? Yes. I don't know 1f the occurrence in Auguét
1960 which produced that falling away of formula profits could
have been reasonably foreseen in carly 1958,  Certainly would
not be foreseen in 1955? No,

Now you produced as EXHIBIT 24 IMr Macken's minute =
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do we have the date of thot?  No but it would be some time
before 315£ llarch 1963 - some time after 25th March 1963.
Between those dates.  And it is apcarent that there seens a
difference in principl; Letween you and him as to wht the Fan
Bastern arrangements really is?  Yes, Briefly Gulf had moved
to Bahamas one sector of its profit earning operations and
brought Europa in as a partner in that sector? Yes I think
that is fair enough,
Turning to EXHIBIT 28 (lr Macken's minute of 20th
June 1963). It roads ¢ "I have read the papers, refreshed iy
memory on the facts and studied the opinion given by the Crown
Law Office. I agree with it,

There is no useful purpose in withholding the information
from the Company. They are entitled to be advised."  MNow that
referred to the decision that Pan Eastern arrangements
would not be upset by the Commissioner?  Yes, letter of 27th
June 1963,  (EXHIRIT F of Case Stated). It goes on to say =
"The substantial remaining questicn is the obligation of the
Commissioner under the double tax agreement with the U.S.A,
to disclose the information to the U.S. authorities, This
guestion is not desperately urgent and can be considered when
the investigation is complete."  Now didn't that word
"investigation" refer to these other points such as service
station expenditure, similar matters, which you were enquiring
into with Europa? I can't say what iir Macken intended when he
wrote this, My expectation was that my enquiries into all
ospects of the investigation would ke continuing.,  Even though
a detcrmination had ben reached as to the validity of Pan
Eastern contracts; did you still continue ycur investigations
into that matter? Mr Macken's memorandum of ilarch 1963 scems
to indicate that his decision was based on the validity of
posted prices. That was a very material aspect of the

investigation and directly releted to Europa. To be precise
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about it, you were investigating International marketing
companies in MNew Zeal-nd under section 20 of the Statute? That
was one of the sections which was relevant, That was the
section under which there was power to assess o subsidiary of
an overseas company? In certain clrcumstances. And you

were engaged for a long time in looking at posted price as it
affected international marketing companies in New Zealand?

Yes, I suggest that as at June 1963 the question of the Pan
Eastern profits had been decided on by the Commissioner in
favour of Europa, and that there still remained to be cleaned up
these other points concerning Europa which you were enquiring
into?  If that is what iir Macken intended that is not what I
understood,  You didn't agree with it, did you? No, I might
have come to a different conclusion, But I don’t know I would
have disagreed with the legal advice we received. But did you
see the letter (EXIIBIT Q) Europa sent back to Commissi.ner
after receiving his letter of 27th June (EXHIDIT E),

Did you see EXHIBIT Q - did you sec that letter? I can't
remember, but it is most likely that I did, You know that was
not replied to? Yes., And when you saw Europa on different
occasions after June 1963 you did not raise with them agzin

the question of their own liability under the Pan Eastern
contracés? No, Vhat you were really doing was trying to

get information from them to use against the other marketing
companies?  Some of my visits to Europa concerned Europa, some
concerned other companies and some of my visits to other
companies concerned Europa.  Taking care not to tell any of
them what the purpose of the visits was? I think as time
developed the development of my thinking would probably have been
obvious from the very quostions that I asked. Mr Smith says
your method over the whole enquiry after the initial interview
was to ask a questiecn, never get into any discussions, why?

I can only think of thrce occasions when I wont baclk to
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Europa; I den't know that that is altogether corract.

Could you be specific, ¥as that your method of approach - turn
up, make enquirics and decline to discuss the rezsons; was

that your method of handling the enquiry?  Insofar as my

enquiry related to another company i1f I was enquiring of Europa

I would not disclose to them the company I was enquiring about

or give any information that would lead to the conclusion who I
was dealing with. On EXHIBIT 26 you have a note of discussion
with Mr Smith?  Yes, On Sth April 1963 he told you that the
Caltex 1956 negotiations were verbal? Yes.  You know that he
was not the negotiator? Yes, but I would also point out that he
did not answer those questions off the cuff, Did he have a

look at the files? Either that or asked or obtained information
from other pcople within the organisation. I don*t know how

he made his cnquiries,

Now Pacifiec Trading - you have in EXHIBIT 32 set
out the discussion on 2nd November 1964 with regard to Pacific
Trading?  Yes, I see that it is here reported, two-thirds
of the way down -"Europa vas paid a corr.ission (discount) for
its purchases. Mr Smith thinks that B.P, London asked that
this be kept in London (to avoid embarrassment if it was
discovered that they were charging an independent less
than theﬁr own subsidiary?)" VWoxrds in brackets are your own
query? Yes. And in EXHIBIT 33 you discussed the same
matter with lir Todd on 5th November 1964, Boitom of page 2
he says - "B.P, wanted commission pald in London, Not sure
as to reason but assumes that London thought that the least
known about thouse discounts the better." - and so far as
Europa was concerned, it did not matter to them did it whether
they paid New Zcaland tex or U.K, tax on comu:ission? lio U.K,

and N.Z. tax were at about the same rates.

TO_BENCH: jas U.K. tax then 10/- in the £2 I have a note

that the tax provided for in the U.K. was at something in
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excess of 10/-, I don't kncw the rate applicaile to this
income in U.K, I presume amount nrovided for was their
anticipated liability.  Thatl would be more than W.Z, tax?
Just a shade more, 10/= here and 10/7 in England? I don't

knovl,

TO_COUNSEL: It cost Europa more to have it taxed in London?

Sty

Slightly more.

You suggested did you not that Pacific Trading was
a company that had its seat of management in New Zealand? Yes.
And consequently it ought to pay New Zealand tax? Yes. And
Europa agreed did it not to take up with U.K, authorities the
question vhether they would accept that this was technically a
New Zealand taxpayer? Yes that is so, In New Zcaland we
had formed the view that this company was a New Zealand taxpayer.
Because it was 100% owned by Europa? Yes, and its seat of
management was here., The United Kingdom authorities in the
end agreod to accept that view? I understand so, A&nd we
then got the UK, credit to pay the tax here? I understand so.
I am not aware of when Europa paild the tax in New Zealand. It
would be for over whole period of Pacific Trading's trading?
Yes, And now in these proceedings the Commissioner claims
that Pacific Trading Company and the contract with B.P. were
all congtituted to avoid dew Zealand tax? I don't know
whether he is claiming that or not, I think he is claiming
the B.F, contract is evidence of discounts, With regard to
that B.P. contract made December 1961 - Europa could not get
right qualities of gas oil from Gulf? 1 understand so, yes.

S50 made contr.ct with B.Pe? Yes,

Looking at EXHIBIT 36 - analysis of accounts =
year ended 31lst December 1662 - 1956 contracts - the
reconciliation of profiis earned with expected profits - 1
agree with your figures but not the way you set them out ~ go

down to Step 4, front page, and you get profit as shown in
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company 's accounts of $2,649,452, That is the profit in the
accounts a; against the profit expected at 2,5 cents a gallon?
Yes. One 1is actual, bottom one, and top expected. And
difference of $41,718 is because they have allowed a higher crude
discount than what would be required to bring the profit to
2.5? Yes in some years they alldwed less - some more, This
year they allowed more. An even 24 cents. On your EXHIBIT 38
you show the cents per gallon from 1960 to 1965 and they never
actually strike 2,5, go under it and over it, depending on
extent of crude discount? And this EXHIBIT 38 shows first

the effect of applying formula under the agreement to profits
earned? Yes, And secondly it shows the effect of applying
the crude discount ~ crude volume discount, agreed under the
1959 variation? VYes, So your EXHIERIT 38 then shows as a
final figure cents per gallon calculated exactly andthey are
always around that level minimum guarantee of 2,5 cents per
gallon? Yes,

Still keeping to that same 1962 sheet on EXHIBIT 36 -
turn to page 3 of that - you set out there particulars of how
different steps are taken to arrive at the company's profit?
Yese I notice that there are over 4 million dollar's worth of
sales of gasocline? Yes., . Made to Gulf Iran by Pan Eastern?
Yes, And then there are cver 8,000,000 dollars of sales of
kerosene, gas oil, residual oil, made to Propet? Yes, And
then sold by Propet to Gulf Iran? We saw one voucher only
where that was the case. A1l others were =~ the point is
there is one voucher showing sale by Propet to Gulf Iran. I
have no knowledge as to how Propet handled all other purchases
by it.  That voucher is not a Pan Eastern voucher, And
just deals with one sale {from Propet to Gulf Iran? Just
gives one quarter, Bul whatever method Gulf used they disposed
of in this case the $8,000,000 worth of products out to their

other customers in some part of the world? At some price -
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not necessarily related -

Gulf has a big fuel oil merket? I understand so.
So you show then the tot-l sales ovir 2% million U.S. dollars
Pan Eastern to Gulf Ir-n and Propet? Yes. And these
formula calculaticns worked out here (EXHIBIT 38) are they
the sane as the calculations that Professor Leeman produced?
I think so. U/ho prepared them on EXI!IBIT 36? 1 believe
Professor Leeman wroduced a formula such as this and our
statistical officer arrived at the same or a very closely
related simplification independently.  They are independent
calculations coming to apbroximately the same result, I
believe either Professor Leeman cr our statistical officer
stonped at a slightly different point, If you refer to
page 6 of the statement - this is a progressive simplificaticn =~
Professor Leeman stopped at one point and our slatistical officer
at the other,

In EXHIRIT 40 you produce the correspondence from
Gulf? Yes. You have read these before?  Yes. And the first
letter is a Gulf internal note dated /ugust 17th, 19557 Yes,
That relat s to currency problems dollar earnings as opposed
to sterling earnings? Yes, Then another oney Gulf internal
liemorandum of 22nd /wugust 1955? Yes, This deals with warine
aspects of the freight contract? Yes, Then file note dated
26th jfugust 1955 when Mr Todd suggests a Gulf team come out to
negotiate ~ a Gulf memorandum? Yes, find thon 7th Octoker 1955
Mr Todd's letter to iir Paton? Yes, /nd he there encloses
drafts and is going to be in Pittsburgh arca later in the year
to consider the matter again? Yes. Then a memorandum of
13th October 1955 - internal memorcndum - saying drafis have
been received and goes on talking about currency aspects of the
proposed trunsactions? Yes, 4And then a further Gulf
internal memorandum of 17th October 19955, dealing again with

currency problems?  Really the contract is it not, On the
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second poge no fimm agroement roached, ete, - "If the signing
is to be conditioned upon our obtaining clearance from the
Bank of England and the British Treasury, we should, of course,
make every effort to obtein such clearances prior to Hir Todd's
arrival,

I sincercly trust that this information will emble you
to review the currency problems which mpy be involved, and to
advise lr Paton accordingly." ? Yes,
Letter of 17th October, iir Paton to Mr Todd? Yes. Letter
from Mr Todd to lr Paton of 20th October? Yes, /ind then
we come to January 20th, internnl memorandum Paton to Mr Cray,
20th January 1956, So that is that - you still suggest in
the light of this memorandum do you that there is some sort
of acting in ¢ ncert between Gulf and Europa to avoid New
Zealand tax?  (kr White objects).

You applied to the U.S. Internal Revenue to ask

Gulf to produce any relovant letters or memoranda in relation
to Europa contracts? Yes, /nd Gulf declined? I think they
declined to make available information without first consulting
Mr Todd, First of all they took the point of what was the
jurisdiction to require production? I don't recall this,
And in the end you asked us if we would give our clearance for
Gulf to produce anything they had?  Let me make it clear, I
am speaking from memory, !y recollection is that Revenue
service went to Gulf and Gulf declined to give this information
without first getting Todd's approvale The time required to
enforce production provisions in the United States which
requires Court action and z considerable amount of time precluded
this information being available, I believe ilr Todd then gave
authority. We gave authority for Gulf to produce whatever
they had in regard to the contrscts? VYes. EXHIBIT 4C is
the result, dated 19th February 1969, Re-assessment ‘arch 30th,

1965, .
COURT ADJOURNED 1 pam.
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Coming now to EXHIBIT 44 - this wes tho B.F,
letter of 5th February 1959? Yes, Now do you know what the
result of that was? lios contract taken up? T understand
from what I was told yesterday that London replied and said that
they were not interested at that time, Mr Todd was suggesting
they could supply gas oil =t a discount or rebete?  He was
making enguiries of 2.P. for a contract to supply him with his
gas oil roquirements, Lind on your information London said
they were not intercsted? Yes, that is so, I understand,

EXHIBIT 45 ~ thils is your analysis. This return
per gallon of 3.2 cents would that have becn Europa's share of
refining profits Caltex contemplated? Benefit Europa would
have.received from the contract on those terms. You are
disregarding the fact that Céltex made a rufinery proposal and
are gimply caleulating the return to Europa which would have
been achicved had the whole proposal been accented? I am
not sure whether a refinery priyosal had been mode at that time.
One was made subsequently,

EYHIRIT 46 - sccond proposzl?  Second proposzl is
the one Callex later said wos what they really had in mind,
That was the Caltex proposal 1955; that was a reofinexry
proposal was it not - docun:nts show that? It developed into
a refinery proposal kut I am unable to say that at the lime lia
Todd wrote to Caltex in /pril 1955 this was a rofinery proposal,
I feel in fact that thu indiccotions maoy be ...

EXHIBIT I cable ther. - there is a telegram 26th
February 1955 from Singleton to IKr Todd and it refers on
first page to 40 cents per barrel of crude? Yes, Tsn't
that a reference to a refinery proposal?  Yes, Lind the
second proposal wzs the one they outlined in a form of draft

agreement? Yes. 27th llay, They saild that was the same

as first one in outline but they had made an error in a

calculation? Yes., But what you have donhe is to say Well
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irrespective of what type of proposal the first proposal would
produce to Europa 3.2 cents per gallon and the second would
produce 1,6 cents or 1,8 cents? Yes,

This report RXIT 31 - you prepared that for
Department in March 1964, This report sets out your
information as at »arch 1964 which you vere conveyilng to the
Commissioner? Yes. It covered the oil industry generally?
Yes, And then made particular refevence to Europa?  Yes.,
Europa could not be assesscd under section 20?  No, Under
that Commissioner can merely make an educated guess on correct
margin of profit ard then as:ess the company? That is the
effect of the section. Using the best information he has
available, But you dealt in this report with Europa in some
detail because different problems arose with regard to Europa?
Yes, I notice on page 2 of Part I, paragraph 1.08 =~
"1,07. Joint ventures in the post production stages are also
encountered, 1,08, For example Gulf has contracted to sell
a considerable part of its Kuwait production to Shell (in 1958
58% of its Kuwait output equal to 9.7% of the entire iiiddle
East output). Rather than sell the oil outright to Shell,
the two companies have agreed to share equally in the total
profits derived from the production, refining, transportation
and marketing of this crude.," That is Gulf/Shell agreement
your expert witness spoke about? Yes, And then paragraph
1,10 =~ you are pointing out there the disinclination of Gulf
to compete with Shell, alsohad an effecch on B.P.? Yes. Then
at page 3, Part I, end of parag;éph 1,17 ~ that was a factor
you say which leads to conclusion that in case of big
companies it is not necessarily a cartel arrangement to have a
joint venture? That is the suggestion made by numerous
writers.

Then you refer on page 1 of Part IV to lir Todd -

paragraphs 4.06, 4.07, There again you state that your
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discussion with Mr Todd the previcus ycar were restricted to
the current discount situation as at 196372 Yes. And then
you say - "The reason why Mr Todd takes this stand is clear,
ie.es to retain free of tax the discount at present being
obtained by his company (under the guise of a share of the
refining profit) which is siphoned off to the Bahamas free of
tax."™ This means that in 1956 Mr Todd would have obtained
long term discounts ranging from 23% to 30%? I think I am
pointing out the effects of what actually happened, I refer
to the discount at present being obtained which is looking at
the particular form in which it was obtained. I am not
applying my mind to whether the same quantum of discount could
have been obtained in another form, I had the impression you
were doing that in the previous paragraph? In your question
you mentioned a discount of a specific percentage. In the
previous paragraph I am not looking at a specific percentage,
but rather to the general availability of discounts, As at
1964?  Yes, 1964, Well, shouldn't you have pointed out that
Mr Todd's contract is a ten=year contract negotiated in 1955
and signed in 1956? VYes, I think it is a shame we did not
discuss this point in 1963, But you had seen the contract
in 1963? Yes. And you discussed them with Mr Todd after
seeing them? Yes., Weren't you aware he had a ten-year
contract? Yes, but as I mentioned this morning with the
conversatlon with Mr Todd centering on current period, it was
not until some time later that we fully appreciated the
significance of the 1956 period,

Page 4 of Part V, last paragraph No, 5.20 -
"The fact that Gulf may allocate suppliss to N.Z, from such
sources as would best fit in with its refinery runs and the world
wide markets for its refined products, that shipments to N.Z.
would be infrequent, would possibly originate from another

company's refinery (i.e. Shell under the exchange agreement
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referred to) and would account for only a small proportion ox
its throughput (Ab~dan = admittedly the world's largest
refinery = has a capacity of 400,000 berrels a day; Euzopea's
requirements are something less than 3000) together with the
probability that the transactions between Pan Eastern and Gulf
are only calculated znnually all place a grave doubt on the
genuineness of the Pan Eastern agreement,"

"Annually” 1is incorrect? Yes, It should read
monthly? I think 1t should read quarterly although I must
point out that volume discounts which make up a very important
element in total profit arc allowed annu-lly though I was not
aware of them in 1964, You did not see any accounts with that
reference on in 1963? No, It should read cuarterly, not
annually.  And then at page 5 you refer to high earnings on
capital (5.21). Do you know the position that H.C, Sleigh
Limited in Australia - having crude oil refined for them under
processing contracts?  This has been referred to in previous
evidence, If a company like Sleigh had the credit terms for
payment of invoices, that we had, nemely 120 days, would not
they be able to meke their processing pryments without having to
utilise the working capital of Sleigh? Yes. So that if you
have a processing deal and have got extended credit for payment,
you can operate on a minimai capital, can you not? Yes, But
I shoula point out that I am not able to say that Sleigh would
have be:n deriving a similar profit from its processing
contract as Pan Eastern did from its. But Pan Eastern
profit is based on commercial refiner's margin of today?
Whether Sleigh would derive a profit in any way related to the
profit derived by Pan Eastcrn would depend upon the processing
feo pald by it and the price at which it was paid for the
products not uplifted by it., But you agree that Pan Eastern's
estimated profit was the $1 U,S. crude refiner's margin less

the 473 cents processing fec? Yes., And both the $1 and the
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AT+ cents ore realistic comcrcial figures? I accept the

$1; 1 have'some roservations about the 47.5 cents. I would
hasten to add that I do not wish to hold myself out as an expert
in this field, Your experts did not challenge the 47.5? I
don't believe so, I don't know,

Pan Eastern was incorporated to earn nothing more
than the ordinary commercial refiner's margin and that in fact
is what it ecarned? If you have extended credit you can
operate on small capital and make large returns?  In this
connection Whangarei has been referred to as an analagous
situation, My thought is that Whangarei receives o fee of
approximately $1 per barrel for the service which it provides,
This service is similar to that performed by Gulf,  Gulf
however has acceptod a much greatsr risk than has Whangarei.
But it does occur to me that whereas Whangarei is baid a fee
of approximately $1 a barrel Gulf was paid 47.5 cents. If
Gulf had received the same fee that is received by hangareil
which provides less by way of guarantees and so ony Pan
Eastern would not have derived any profit at all.

You put in a list of dates as to when you received
documents? Yes, EXHIBIT 21, You have any personal knowledge
of requests for production of documents in 1966/67? At no
time subsequent to fugust 1966 when I left for the United States,

With regard to these letter variations, you were
enquiring in 1963 according to you as to current discounts?
Yes, /nd did you ask Europa to produce to you details of how
Pan Eastern details were colculated? I said on a couple of
occasions that I would like the effect of the formula explained
to me. But didn't Lir Smith mention to you there would be
processing statements that would show the calculations? I
don't recall it, but I accept it, You didn't press, did you,
for any calculations of how this alleged discount wns made up?

On 29th March 1963 EXHIBIT 25 I obtained from fir Smith by
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'phone details of Pan Eastern's sales, purcheses and refining
fee pald which I thought gave m~ sufficient information to
calculate or substantially cnlculate the profit of Pan Eastern,
They had retained earnings in Fan Eastern and noted the point
at interview of 2lst February? Yes. I suggest that what you
were interested in was the amount of Pan Eastern profits, not
how it was obtained, not how it was ¢nlculated? Was that not
your prime interest? Yes, I think that would be my prime
interest. However the formula did concern me, It was quite
meaningless to me and I did express a wish on a counle of
occasions to have it explained to me,

I incline to agree with you that they should have
given you the letter variations, but you realise that Mr Smith
thought you had seen crude discount refercnces on the 1961
accounts? He says that?  Yes,. However the conversations
in February and iarch 1963 were I think inconsistent with the
prescnce of volume discounts, There was reference to purchases
and sales at posted prices, there was reference to the formula
only being a buffer, and there was reference to the possibility
of loss in Pan Eastern which possibility is not present or was
not present after the allowance of the volume discounts,  Your
object of enquiry was the 1963 discounts, that is what you were
enquir%ng about you say. 'But they say you were enquiring as
to the‘validity of the contract they made in 19567 I don't
know that I follow you, You rclate everything they said
in February/March 1963 on product discounts as relating to that
period?  Question of discounts which was a very substantial
part of the whole consideration were in respect of 1963 but
as you point out we were also considering the contracts

themselves,

BENCH s You would also be considering results of contracts

up to 19637  Yes.

TO COUNSEL: But should you not have sald to them "I want a
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calculation worked out for me showing hovi-uie- voTius ave
calculated so 1 can see the method by which Pan Eastern made
its money? In retrospect it is a shame I didn't., But the
information I got on 2%th IMarch I thought was sufficient for
my purposes, This was information on the telephone?
Information recelved by me on the telephone. The request may
or may not have been by phone, find when you made later
enquiries about Pan E~stern profits at a later time you again
made them by phone? On that occasion I think it is very
likely that the request would have been made by phone. Once
again I con' be certaine  You would ring up and say "Give me
the 1962 profit" because vou wanted it for your files? I
could have either done that or remembering that the Europa
office was only 150 yards up the road, I could have called on
Mr Smith and made a request, I am sure both methods were used,
Mr Smith said you got it by phone?  Your prime concern was
what they made?  Yes I think that is fair, And the method
adopted of crude discounts would not have affected your
calculations one iota if you had known about it? It may well
have affected my conclusions in respect of the agreements, You
mean if you had read the correspondence (Bl4) and read that
long negotiation with Gulf you would have scen that Gulf had now
contracted themsclves with a minimum guarantee of 2.5 cents?
I would‘have seen that from Bl4, /ind you would have said
that that was different from a return which could go over or
below 2,5 as provided for in the original contract? Yes and
I would also have considered it relevant the very large
proportion of Fan Eastern profit which was represented by this
allowance,

Now these Pan Eastern accounts (EXHIBIT X) you
tried to get those from Gulf? Yess In 196772 I don't
recollect, I did not return to New Zealand until August 1968,

Would you look at EXHIRIT 2 - Shedule of Platt's
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Was such a price quoted at Puerta Le Cruz on 27th October 19557
There are no quotations here from Puerta Le Cruz, which however
is I understand in the Caxibican and geographically very close
to the export centres here named, Aruba, Curucac. I also
imeagine Amuny and Carapito.,  But my knowledge is not very
extensive in that area, These are really notional calculations -
prices, aren't they? I think the second one we looked at is
by no means notional in that the f.o.be or the successful tender
even on a most conservative calculation is & good way below
the posted price. Vhen wos that prepared do you know?  Some
time early this year, And the effect is only two sales in 1955
of gasoline referrcd to? I think there may be three,  Thizd
is gas oil? Yes. And Mr Newton struck out the German sales?
Yes he did,

Now about the Pool Account: would you agree that
the Pool Account was operated by Government to establish the
landed cost of gasoline? Yes, And does it work in this
fashion - you enquired into the Pool Account when investigating
Europa and other companies? Yes, And there was some very
deep fiscal questions raised as to the balance held in the
account from time to time? Yes. Anyhow you became familiar
with the way 1t is run? Yes. And the Shell Company collects
from all %he other o1l companies the c,isf, landed cost of
gasoline, tanker by tanker? I think a firm of public
accountants who are advisers to Shell. And then thesec costs
tanker by tanker are circulated among other companies by Shell?
These mechanics I am not conversant with, You know that Shell
surmits returns to the Department of Industries and Comnerce
which show landed cost of each tanker load? I believe that is
true, I was under the impression at one time that the firm of
public accountants amalgamated the figures and furnished an
industry average to the Industries and Commerce Departiient but

I would not dispute if you said that shipment by shipment figurc
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Oilgrams. First item is s=le at 27th October 1955 in United
States. Military authorities are the buyer at 83-91 octane,

You put in there a selling price of 9,875 cents,

TO _BENCH:s Was this a document prepared by you? It was not

prepared by me but in the Department. Not by Iir Newton.

TO_COUNSEL: You are familiar with the wuy this would be

constructed? In general = whether I can answer any specific
question I canrot say,. I am told that ©:-91 oclane -
compiler of EXHIBIT 2 has averased those two figures and has
treated it as a sale of 57 octane? I understand tiw i1f that
is so, that that was the sugogested approzch by kr Fewton when
this was discussed with him, but it was not discussed by me,
But calculation assumes eauzl quantities of 83 and 91 octane
for sale? If vhat you scy 1s correct, if that average wes
made, that is the result, That is an assumption as to whut
quantities of cecn?  Yes. But I am told thet in Hew Zealand
for ex:iple our Sovernment sales to the [ilitary were 653
83 octane? I would have no information on that at all,.
Also no informatlon as to whelher MNew Zealand kilitory
authorities buy gasoline at sane grade ss Aucricon authoritics,
Would you accept our company's secretary's certificate?  Yes.
(EXHIEIT II.)

But if in Ex-owle Mo, 1 on EXHILIT 2 the great bulk
of\sales was 83 octane then the posted price would be 9,875
the same as the selling price? That is true, I would have
e¢xpected however that if this estinated posted jrice was fixed
on the suggestion of iir Mewton that he would have had some
acquaintance with transactiens of this kind,

Would you look at the seccond item on EXNIBIT 2 -
second one is = I would point out that what you say is quite
correclt ~ but 79 octane I notice, which i1s less than lowest of

that range, had a posted price at that time of 9,75 which is

still well in excess of 9,19 which was the successful tender,
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was supclied, Is 1t not the cuse that the-companies know
about variations in landed cost as among themsclves when they
occur?  This would be obvious under either of the two
approaches I mentioned. Because as a result of variations
debits and credits would arise in the pool? Yes, Do you
know how the Industries and Commerce used to run it in past
years? by impression was that the firm of public accountants
prepared industry averages but I am by no means certain on
that point, But on either of the two methods it is obvious
the company at any given time would know each other's landed
costs? On the basis you suggested the answer would be Yes;
on my understanding a company would certainly be able to see
whether he was in line with the industry average but would not
be able to identify the company which threw him outside the
average., The company could always make enquiries to find out?
And it was suggested by the Solicitor-General in
opening that you had been misled with regard to posted prices
when you were discussing various matters with Mr Smith in 19637
Wittingly or otherwise - the impression Fr Todd conveyed to me
vas not the position I subsequently arrived at,  You mean
that you took it he was claiming no product discounts in 1963
whereas you ascertain product discounts were available in
different parts of the world in 196372 That was the conclusion
I came ko. And I think you agree that there may have been
between you a misunderstanding as to what actual period was
being discussed?  There is no doubt in my mind that we were
talking about 1963, What relevance would the level of the
1963 discount have to a contract negotiated in 1955, eight
years before? What possible connection could there be?
Mr Todd was not alone in the industry in maintaining that this
was the positions I walked into his office on 21lst February
and suggested in effect that he was receiving a discount, His

reaction or response was to persuade me that discounts were
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not available,  That tho posted price system was sacroscant
jealously guarded and that discounts were just not on,. We
were talking priarily about products although in the initial
interview I understood him to be referring to crude also,
There was at one time a general discussion about oil and
products? I think there may have been, But when you said
"I have seen the contracts, This is a discount rate", Mr
Smith says that on 20th February 1963 when you returned the
contracts and accounts to him you said to him "I will lay my
cards on the table, I think this is a discount" - did you
say that to him? I accept I did, He took a note of what
you said? Yes, DMNow were you not saying that the arrangements
reached under the contracts was an arrcngement covering a
discount? Giving a discount to Europa? Yes. And were you
not also saying that these discounts commenced unéer the
contracts at the beginning of 19567 I don't know that I said
that but that would be a reasonable inference, that I was
suggesting that this discount was reccived from the commencement
of the contract, And when you then approached Mr Todd,
Mr Todd's reaction was that here was a man alleging that in
1956 they contracted for a huge discount? Yes, And he would
not consider such a suggestion would he?  If kr Todd had been
referring to 1956 I would not have expected his memorandum of
20th HMarch to be couched in the terms a reading of which
suggests that he is referring to the current time and I would
also have expected some historical narrative explaining why
if discounts were available in 1963 and not in 1955 what
historical factors had produced this change, But there is no
such reference either in our discussions or in his memorandum,
In fact I think - and I must check this - a reading of M
Smith's record of interviews alsoc suggests that it was the
current period we were speaking ahout,

COURT ADJOURNED 4 pem,
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X¥iis B.1.Co TYLER (continued)

(Three letters put in added to EXHIBIT 48),

We were discussing last night the manner in which
the pool account adjustments were made by the Department of
Industries and Commerces will you loock at a document
referring to week ended 5th November 1955 which seis out
particulars of imports of gasoline and which is headed up "All
Companies"? I saw this for a few minutes before the hearing,
That ascertains the landed cost of each shipment of gasoline
that arrives? Yes, And then were you shown this second
documnent referring to December 1968 which contains the same
type of material? Yes. (Crown accepts the situation),
EXHIBITS JJ and KK,

Adverting to one or two remaining poidts ~ in the
case of Europa there was a long term supply contract?  Yes.,
The other supply companies in Hew Zealand merely import from
their parent companies? Yes., Question of long term contract
does not apply in their case? I am not aware of what their
contractual relationships are with their parent and associated
companies but different factors would apply. I know at least
some of the New Zecaland International companies are very
concerned to maximise their profitability,

Coming to another point - you made your general
enquiries into the industry in 1963 and 1964 and you became aware
that a buyer of petroleum products could get certain benefits
arising out of the freight contracts and out of extended credit
terms and matters of that kind? Yes, I became aware of this
and also aware of the fact that very often this type of measure
was allow-d either as a means of concealing or certainly in
lieu of direct discounts, That was the point you made =
methods other than direct discounts? Yes. In the Gulf

contracts Europr got a freight concession?  Yes, got the
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alternate freight rate. And lir Todd has said in evidence
that 1f tanker freight rotes had not become depressed part of
the way through the contract Europa woulc have obtained a total
benefit under that contract of l1g million pounds? He
mentioned a substantial sum, Remember he sald how there was a
slump in the tanker market and in the end over the whole period
Europa's total profit on the freight was only £65,0007
Something like that, That freight benefit was one derived
direct by Europa? Yes. And taxable in New Zealand in the

10 hands of Europa? Yes. On completion of contracts., So that
there was the freight concession which Europa got by contract
and on which as at 1956 Europa was paying tax in New Zealand?
Yes,

TO _BEWNCH: Is that quite correct, They paid tax at the end
of the contract? Yes the contract extended from 1956 to 1966
or was stated to extend that time and the benefit under the
freight element was set to one side in Europa's books to be
assessed, And it came into profit and loss account when that
contract was replaced? Yes,

20 IO _COUNSELs Whatever they made out of it they had to pay on
in Mew Zealand? Yes but while that is quite so, while similar
provision was included in the 1964 contract, in the 1962
contracdt this advantage was also diverted to the Bahamas but
the 1962 contract was amended for the reasons given by kr Todd,
They thought they had better have a 1964 contrsct to conform,
And I don't know whether the anticipated value of the freight
contract as at 1956, if you relate it to f,o.b. prices for
gasoliney would be between 7% and 8% of the f.oub. prices? I
have not worked that out, I did celculate at one time that

30 freight amounted to approximately 30% of the landed cost of
gasoline in lew Zcaland, This calculation I just mentioned can
of course be made by simply rolating expected values of freight
on one hand and then the actual prices paid for gasoline over

the period on the other? Yes, Then you raised as another
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type of benefit interest rates and thehdéd credlt terms?

Yes. Europa got did they not extended credit terms for payment
of their import invoices?  Yes.  And of course the results of
that was also taxable in the hands of Europa? I think that
could be lovked at in another way. It would be a saving of
bank intercst =~ one could ask whether this wes extended credit
in that Gulf in effect acted as the Pan Eastern banker and was
holding very large amounts of undistributed profits, Gulf was
obtaining the benefit of Pan Eastern's credits, including
Europa's share thercof, and it would be reasonable for them to
extend this as a set~off. With the result that Europa was
obtaining the use of this money, or rather had in effect brought

these profits home without any New Zealand tax liability,

TO BENCH: It would have lew Zealand liability by the fact

that intercvst on - less interest on borrowed money?  Certainly,
but each dollar brought home would raise no New Zealand tax

liability.

TO_COUNSEL: The reasons for the credit have already been

20

30

canvassed in evidence, but as His Honour has pointed out the
savings that Europa makes on 120 days' credit is income in the
hands of Europa 0il? Yes, So that there are two benefits you
mentioned - freight concession and extended credit, credit
concessions; you agree Eurcpa got both those? Mot necessarily,
To the extent that Europa was in effect only getting its own
back and to the extent that Pan Eastern's Articles I understand
gave elther party the right to demand distribution one can at
least ask whether this was trulf extended credit, You are
commenting now - can I have you recorded as saying Europa did
not get freight concession and extended credit? No, you can
record me as saying Eruopa got a frelght concession and also did
not have to pay immediately for its purchases from Gulf but I
suggest there are o number of interpretations as to how that

extension could be looked at,
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Corzing bock to EXHIBIT 40 - Gulf correspondence,

Yesterday I asked you to look at correspondence up to January
1956 and I ask you to lo 'k at a letter from MMr Langworthy

to Mr Beckett dated 8th February 1956, VMr Langworthy is a Gulf
man. Now it reports termination of that currency problem?

Yes. That last paragraph I think is a general comment is it
not - not directly related to Europa, They must in course of
dealings with British authorities - involving other deals and
other contracts? Yes, Now the balance of the correspondence
in EXHIBIT 40 deals with years 1959 and 1960?  Yes. And

this refers to the probable building of a refinery in New
Zealand and the attempts by Gulf to gain the feed stock contrzct
with Europa?  Yes. It did, That is the bkasis of the rest

of the correspondence?  Yes.

CFB? A French Company,

With regard to EXHIBIT 48 -~ correspondence over
the 1961 accounts, Price Wat.rhouse: have you seen these other
two or three letters put in this morning to complete that
correspondence? No, And you gave evidence yesterday that in
effect you were misled with regard to product discounts as a
result of these February/March 1963 conversotions?  Yes., I
did say wittingly or unwittingly. Do you accept the position
that your Department never made that suggestion in any letter
to Europa? No I don't think I would, I think did we not
in a letter which was from lir Twhigg - it is said something
like this = "It is my understanding that in the conversations
with Mr Tyler Mr Todd maintained that discounts are just
rnot availaltlev, I think the whole development of these
assessments indicates that the Department's view and that of
Mr Todd on this question did not coincide, But my point is
that the assertion that you had been misled, wittingly or

unwittingly, is not nctually stated in any letter from the
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Corinissioner or his adviscrs in wihich w2 asked fox resson for
the amended assessments? I think that while it is not spelt out
in so meny words the tenor of the conversations in 1963 and

our subsequent action in 1965 indicates a fundamental
disagreement, But you confirm I take it that Europa wrote on
various occasions asking the reasons for the amended
assessments?  Yes, And the reply was always in the general
form stated in Mr Twi:igg's letter?  There were at least two
such letters, No-one said in these letters "You either
wittingly or unwittingly misled us" ~ no-one szid that in a
letter did they? It was not spelt out in so many words. But
once again our subsequent actions must have shown that we did
not accept what ir Todd stated in 19463,

I now put to you to have in the record two letters,
one from myself to Solicitor-General of 24th June 1965 asking
what new information was, and his reply of 23rd July 1965
saying I was asking for his evidence (EXHIBITS LL and i%i),

This correspondence (Bl4 of Case Stated) which
deals with agreed variation of the 1956 contract, did you
receive that on 14th June 19667 I am not certain that that is
corrcct, Bl4 w letter variations were received in 1966 -
14th June 1966, So letter variations were received then but
the file of correspondence relating to them (Bl4) that was in
19677  low you therefore amended the assessments in 1965
before you knew about the letter variations? Yes,.

You said on Monday when glving evidence in chief
that you thought the 1961 Pan Eastern accounts were the only
ones that had the crude discounts referred to? In fact the
latest balance sheet that I would have seen in February 1963
was the balance sheet @s at 31st December 1961, So what I
think I would have been saying was that 1960 and earlier
would not have shown them,  But subsequent ones from 1962

onwards that were not on the file? They did in all cases show
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crude discounts?  Yes I think they does  1hey-were received in

March 1967 I think,
Over tht period of tim: you have been concerned
in oil company taxation you hmve studied many Platt's Ollgraowms
I suppose? 1 read quite a number,  And you would have
consulted those covering = fairly long period of years back
from 1967? Back from 1960 probably.  And you would agree
that over the ycars you would see from Platt's Ollgrams some
hundreds of changes in posted prices of products?  Yes,
although the nosted price for any onc product tended to stay
constant for some time, which time varicd however.  You don't
mean posted price of a product would cheange every week?  No,
Over a period from 1956, say to 1966, according to Platt's
Oilgram there would be some hundreds of changes in gasoline
and other product prices over that period? That is concelvable,
When you had these discussions with iMr Todd in early
part of 1953, you were vutting to him were you not your views
as to whether the Pan Eastern agrecments rcally constituted a
discount off the supply contract? Yes, You put to him your
reasons for holding that view? Yes. You said that you might
think up other reasons but these were your present reasons?
Yes, the matter was discussed at some length., And then tir Todd
put his reasons to you which werc that he supported his view?
Yes. And he mentioned among others the following points -
Gulf having large crude productions and a large fuel oil market,
and limited gasoline market?  Yes, he made that point, And
he referred to the reluctance of the big companics to price cut
marketing fields?  ithre than that. tle saild that the Pan
Eastern company was to eaxrn a commercial refinery margin and
that the 47,5 cents processing fee wrs realistic?  Yes,
He pointed out that a company like H.C. Sleigh Limited had crude
0il refined by processing agrement? He mentioned Borol, And

he raised these matters which you have also heard him raise in
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evidence in this case? Yes. And tho reasons he iins given in
evidence here are in substance the sauiw as what he told you when

you sxw him in 19627  Yes, I think soe.

2166
You werc shown EXHIBIT AA yesterday (page / of

Notes of Evidence). On Ziclance Sheet EXHIBIT 1, it was pointed
out to you, Looking at EXHIBIT 10 (also in EXIIBIT 36, letter
of 2nd March 1967) enclosing accounts for year ended 3lst
December 1961 =~ balance sheet produced at that time, It does
not have the Price Waterhouse note at foot? No., And does not
have the exhikbit note at the tup?  Noo.  Nor docs the statement
of income have either note or exiibit note on it? HNo, it
doesn't,

You were asked a number of gquestions regarding
discussions as to discounts and availability of them when
discussing matter with lir Todd in 1963% Yes, And if you lock
at your report of 3lst Harch 1964 (EXHIBIT 31) Part IV, paragr-ph
4,06, at the beginning cf that paragraph you say = "This
point has been dealt with in some detail because of the gencral
attitude adopted by the industry that product discounts are
not available.™ Can you say mere about that, as to general
attitude of oil industry and people you would be talkkng to in
the industry at that time? Yes, attitude throughout the
industry; New Zealand industry, those in the industry with whom
I spoke were adamant that discounts off posted prices were
not available. That is the reasons for the words in that
paragraph?  Yes.

After the Commissioner wrote his letter in June
1963 you have in the Exhibitls produced recorded intervicws you
had with Mr Todd and oth:r members of Europa organisation during
1964? Yes, During that period 1963/64 in addition to those
recorded interviews were you also in communication with Europa

over varlous matters? Yes. EXHIBIT 45 - that is calculation
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of return to Buropa in Caltex first proposal?  (page 219),
In that evidence lir Tyler, one-third of way down =~ "EXHIBIT
45 ~ this is your analysis ~ this return per gallon of 3.2
cents would that have been Europa's share of refining profits
Caltex contemplated? Benefit Europa would have received from
the contract on those terms," And later on « reference to
telegram from Singleton to kir Todd dated 26th February 1955 w
"and it refers on first page to 40 cents per barrel of crude?
Yese  Isn't that a reference to a refinery proposal? Yes,"
Would you explain the proposal and the benefit to which you
refer?

SHORT ADJOURNMENT
I have EXHIBIT I here also = {wo matters, telegram

of 26th February 19557 This Exhibit is designed to show the
benefit Europa would have obtained from the first broposal made
by Caltex and as understood by Mr Todds The top line - "Cost
at Posted Prices" represents the price that would have been
paid by Europa for its estimated requirements of 79 octane
gasoline if it paid the posted price of 9,75 cents a gallon,
That cost would have been $3,067,000, The next calculation
shows the cost under the proposal. From the first section will
be seen Europa's total requirements of 749,000 barrels. In
temms of Mr Bramstedt's cable of 1st March 1955, it will be seen
in the bottom half of the cable that it is asgumed that 1.2
barrels of crude oil will be required for each barrel of
gasoline purchased. Applying this ratio to Europa's actual
requirements would mean a total crude requirement of 898,000
barrels.  The posted price of this crude was $1.,89 per barrel
which would produce a total raw material cost of $1,699,000,
The processing fee provided for was 40 cents a barrel or a total
processing cost of $359,000, The total cost therefore of

Europa's gasoline requirements would have been $2,058,000

or an amount which was $1,009,000 less than the posted price of
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79 octane gasoline., Therefore the return per.larrel of gasoline
to Europa is the advantage in dollars divided by its
requirements in barrels, This would have given a benefit of
$1434.7 per barrel or 3,2 cents per gallon, Billing pricee.
In Mr Todd's letter to Mr Ernst dated 2&8th /fpril 1955, he refers
on page 2 when explaining column 5 to the billing price of the
finished products This amount which is shown on his attached
statement and which correspondes with the figure I have just
explained = and the term 'oilling price' of the finished
products is referred to, My Todd says that the first three
lines of the statement represent the determined total billing
to them, "Them" I take it as - "Billing to us" =~ which I
take to be Europa because he then refers to the other products
which "you" would buy. "You'" I take it being Caltex. That
relates back to the telegram to which you have referred? Yes.
Then when talking of quantities lifted by us are
those finished products? Yes, So the billing price is price
for finished products both to Europa and Caltex? Yes., What
is the effect of that on the posted price? That would mean
that the amount for which Europa would be billed would be
3.2 cents a gallon below the posting, You were asked if ycu
had received some papers this morning, and you sald you had not
seen thgm? Yess; I saw them in the adjournment, Loetter of

A

9?@@5953£f1962 from A4 P - from Smith to Gulf 0il
Corporation?  Yes, Have vou seen that letter before? No,
Page 24 paragraph 2? That deals with the 1961 year.

EXHIBIT 36 and analysis preparcd by the Department for that
year? Yes, for 1961, Page 1 of that Exhibit? Then
looking at that paragraph, relate those and compare them?
That paragraph in the A.}.P, letter you referred to (Part
EXHIBIT 48) letter of 9th April 1962 top of page 2, it states

that a processing profit of 2.5 cents per U.S. gallon on twice

the gallons of gasoline sold to Europa during 1961 equals
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$2,964,000. That is the same as Step 1 on my reconciliation.
It shows the amcunt of profit that was earncd before the crude
price adjustment, the amount required by way of crude price
adjustment, and that zctually made so producing what is called
a shortace of crude price adjustment, of $12,890 vhich amount
is also shown on page 1 of our 1961 statement (EXHIBIT 36).
Earlier figures Step 3 total are the same in the letter?

Yes,

Reference to cumulative shortage -~ what is that?
hs I read this it suggests that the amount under-allowed in
any year is carried forward for the purpose of making an over=~
allowance in a subsequent year or vice versa, so as to provide
over the term of the contract an cxact 2,5 cents per gallon.

One document yesterday (EXHIBIT BB) you were asked
to check? Yes, availability of discounts, what by Smith
had recordeds Referring to page 4, and subscquently page 5.
On page 4, last paragraph before Paragraph 6, lir Smith states
that "you have absolutely no show of getting a discount from
International Companys  They would never depart from Posted
Prices". And again on page 5, referring to point summarised
by Mr Smith on page 2, it says at Paragraph 9 -~ "No, definitely
not « this is a joint refining venture which is a totally
different thing altogether. No international Compeny would
grant discounts = there is absolutely no show of getting them,
To Mr Tyler's suggestion that there are discounts howeover, Dr,
Lau stated only for spot purchases." And five lines further
down, "You just cannot get discounts on a contract basis., Any
international Company offering a discount would destroy their
market and eommit suicide, They protect the posted prices
system most jealously". I understood those matters being
referred to as at that time =~ the time at which they were
spoken,

CONCLUSION OF EVIDENCE FOR RESPONDENT,



