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Executive Summary
We propose reforms in the energy sector especially in energy subsidies. Our basic argument is to deregulate the energy prices and use the funds so raised in development activities, particularly education, health and infrastructure.

We begin with evaluating the role of the government which we already know is immense in this sector. We say that the proposed reforms require both giving freedom as well as curtailing freedom on part of the government to the various stake-holders.

Next, we identify the various potential challenges faced by this policy and the ways of countering them. Some of them are posed by private players, consumers, targeted and untargeted beneficiaries and at times the government machinery itself.

We then establish that the benefits accruing to such a policy are more than the cost that shall be incurred both economically as well as socially at least in the long run. This is also because the losers gain in the end and the gainers continue to gain from this suggested policy framework.

1. What would happen without any role for government
The government as we all know plays a vital role in energy generation, its distribution and use.  Like all other sectors, energy would also have been highly profit-driven and most likely, a neglected sector in the absence of the government. This is because; energy generation also poses problems of incentives in the free-market or among the private sector. To put it simply, the property rights are undefined in this sector i.e. it is not known, as to how to distribute and manage energy resources, its generation and use.
LIKELIHOOD OF EXPLOITATION

In the absence of the government, the private sector could have misused the energy resource base. Due to lack of accountability, they could have exploited the natural resources and the people directly benefiting from them. For instance, consider a coal site where mining would have been possible without any regulation (by virtue of the autonomy of free market access). The indigenous people living around that site would have been worse off. The people employed as mining workers would have had extremely underpaid wages due to cost minimizing actions of the private players.

ABSENCE OF ENERGY SUBSIDIES

Absence of the role of the government automatically implies the absence of subsidies that it provides to the energy sector. The poor people which is a given in the society, cannot afford electricity, oil and gas, coal etc in direct or indirect forms and they clearly become worse-off.  PDS kerosene, subsidized LPG, all would have been a myth.
2. Identify problem/s with the base case and explain why these are problems
As mentioned earlier, the base case is worse off. The evidence for such a claim is pretty clear. The example of the coal mining site gives the correct picture of such a scenario. Property rights for the mining site are not clearly elucidated. A set of free citizens, driven by market mechanism, would not be able to adequately decide among them and formulate policies of dividing the land use in collaboration with the indigenous people owning the land. This is simple to see since they are driven by the profit-motive, maximum surplus accumulation and cost minimization. They do not want to take into consideration welfare of the people and an optimal distribution is thus difficult to achieve, even if they decide to sell some of their property rights.
The intensity of the problems associated with this free-market scenario can be immense. It can lead to market distortions of various kinds. Labour market employed in the energy sector can be out of equilibrium due to wages below the minimum subsistence, prices would be very high due to inflation caused by unregulated prices of petroleum and allied products. There would also be direct/indirect forward and backward linkages such as adverse effect on the agricultural production process and hence livelihood and ofcourse the fuel driven manufacturing sector.

Thus in such cases, the government intervention becomes imperative. This is because citizens themselves cannot adopt corrective measures for this problem. They themselves cannot regulate the price levels or protect the mining workers and so on.
3. First principles test (of classical liberalism)
The above mentioned problem in the base case clearly calls in for proper laws and policies. Thus law and order comes into picture. The indigenous people in the example mentioned above are at a disadvantageous position under the face of free-market conditions thus they need proper justice for their land they had been living on for generations.
Thus a liberal government can stay out of complete regulation of the energy sector but it definitely needs some minimum government supervision to the extent of setting up adequate laws and policies which the private sector, if involved can follow and adhere to and most importantly be accountable for what they do.

Justice delivery and apt labour laws also assure better functioning of the system.

4. Options: What can government do about the problem/s?
The government has a plethora of roles to play within the energy sector. It has to selectively subsidize the provision of various form of energy subsidy since it’s a basic requirement from fuel to food to transport and power.
It has a major role to play in identifying energy rich zones, energy generations sites, regulation of quantity and prices, import and export, its distribution, minimizing leakages, its accessibility to everyone and its use and misuse.
It might not be the sole stake holder in all energy related activities and companies but its supervising role is unavoidable and truly desirable.
Thus, the government comes into picture while distributing the property rights but need not own all oil and gas companies completely. It can allow the private players to have stake in the energy sector, however full privatization would definitely be harmful to the larger group.

So clearly, the Objectives are:
· Protecting consumers from international price volatility
· providing energy access especially to poor.
Coming to Drawbacks, these include:
· Huge burden on government budgets
· It fails to reach the targeted beneficiaries
Under-recoveries from OMCs :
These are compensated by Additional Cash assistance from upstream NOCs
· Extend of Under-recoveries for the year 2010-11 was over INR 20,000 cr.
· Subsidy burden for petroleum products is over 160,000 cr. for  current fiscal year
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Let us see, in what ways are the fuel subsidies wasteful?

· Regulated diesel is benefitted by the rich to a large extend.
· PDS Kerosene- 40% of it subjected to diversion and misuse towards  non-PDS use
· Subsidized LPG- Accrues to urban and well-off sectors
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Going for ‘Intelligent Subsidies’ by reducing them in the fuel sector and diverting the resources raised in development sectors is what we propose.

· According to one study, 10% increase in diesel prices will only cause general price level to rise by 0.47% while others say inflation would be much greater (we look at these debates in the freedom test and the cost benefit analysis.)
· According to another, capping the number of domestic LPG cylinder refills at a level of about 4 can bring about a reduction in subsidy of roughly 18,000 cr.
These policy suggestions have started to be implemented and are widely contested. What we aim to do is to counter the inherent challenges that these pose.

We insist that the relative deregulation of the energy sector will enable the government to raise funds and reinvest these in the social sector particularly in Health, Education and Infrastructure. These can be given in the form of subsidies (again discussed in the cost-benefit analysis). To ensure that the government does not fail, we suggest an overseeing committee, which is independent and committed to this cause.
So here are our various policy recommendations, wherein the government has to play a simultaneous role, both of regulation and deregulation:
· Remove “subsidies” selectively from the fuel sector and allow all fuel producers in the country to compete with each other and have a near free pricing regime.

Evidence:

· Savings from removing kerosene subsidies when diverted to a poor family would average out to be INR 261 per month, according to a study. This amount can be reinvested or transferred to them directly.
· Selectively deregulating diesel prices. This means, deregulation of diesel as being practices, but selectively i.e. only for private automobile owners and not for government vehicles carrying food and fright.

· Govt should proactively reduce the total incidence on taxation on all fuels to the base “proposed” GST rate of 16%, and agree to split the revenue between Centre and States at 50% each.

Evidence:

· The finance minister last year had proposed lowering of taxes by both, the state and central government as well as passing on part of the burden to consumers by way of fuel price increases.
· In an article title ‘The great fuel subsidy hoax’ in Business Line, CP Chandrasekhar and Jayati Ghosh have pointed out that tax collection from the oil sector is higher than the subsidies enjoyed by it. Nearly half the current price of fuel is on account of taxes. India’s petrol prices are 42 per cent higher than those in US and 26 per cent higher than in China.
· Electricity subsidy reforms need to be carried out, since there is high incidence of overuse and resource depletion.
· Linking direct transfers of kerosene and LPG subsidies to the UID  is one of the most widely accepted recommendation obviously requiring proper documentation and connectivity.
· The way in which subsidies are eliminated can also ease the transition to market prices and build public support for reform. These can be enabled by establishing a more conducive environment by way of good practice including a clear communications campaign, stakeholder consultation, transparency about fuel prices, a gradual phase-out of subsidies and monitoring of the impacts of implementation with adjustments if necessary.

5. Freedom test
Freedom curtailed for private players

This role of government would definitely reduce the freedom of the private players. They cannot have discretion on the identification, generation, utilization and transportation of energy all by themselves. This is because; the wider chunk of the population is likely to suffer from this scenario resulting from non-defined property rights with very little and almost no room for the consideration for the poor.

Here we wish to bring a very important point of the trade-off between the equity and efficiency. Even if the private ownership of the energy resources lead to an efficient outcome (as we have discussed above, even this is unlikely), it definitely is far from an equitable distribution of resources and income thus generated.
Relative freedom given to private players

When we talk about subsidies in energy, this point clearly comes into picture. Subsidies on energy are the second largest sector accounting for government expenditure. Some are absolutely necessary while others can be done away with. Recent removal of subsidy on diesel long after petrol might have shown a major discontent among the masses as a result of this policy change, it is important to recognize it as progressive move.
However, our proposed policy differs with this move of the government, of complete deregulation of diesel prices. We recommend selective deregulation of diesel prices, with regulation maintained for public trucks and transport carrying food and fright while absolute deregulation for private transport owners.

This poses a major challenge in identification, differentiation and segregation of these two groups. However, we believe that it might require additional manpower and resources, it is definitely not impossible.

Freedom curtailed for the poor

When we talk about removing energy subsidies, we are essentially pointing out towards poor becoming worse off. We wish to correct this problem by reinvesting the funds raised by subsidy removal to their welfare areas particularly education, health and rural infrastructure.
Before going into that, let us see, how subsidy removal makes these majority of population worse off at least in the short run.

Removal ofsubsidies would lead to an increase in fuel prices which, in turn, will have an impact on the budgets of all households, at least in the short run. There is expected to be both a direct impact through higher fuel prices and an indirect impact through the effect on prices of other commodities. In a review of 20 countries from africa, asia, middle east and latin america, del granado et al., (2010) have estimate that an increase of 25 cents per litre in fuel prices would decrease household real incomes by about 5.9 per cent. However, owing to differences in economic status, changes in fuel prices are likely to affect the poor and the rich differently. any change in prices would have a greater impact on the household budget of the poor vis-à-vis the richer households. It is thus critical that any step towards reforming the subsidies be coupled with adequate measures to mitigate the impact on poor households. Due to the indirect impact on other goods and services, energy subsidy reform, especially in case of diesel and electricity will also affect the inflation rate. according to the rbI (2011c) “empirical estimates show that every 10 per cent increase in global crude prices, if fully passed through to domestic prices, could have a direct impact of 1 percentage point increase in overall Wholesale Price Index (WPI) inflation and the total impact could be about 2 percentage points over time as input cost increases translate to higher output prices across sectors.”

As far as the private sector is concerned, this policy framework by the government is open to disinvestment and public private partnerships. What we however adhere to is the unavoidable presence of the public sector in energy as well as some amount of subsidies to continue in this sector.

Thus, where freedom is curtailed, it is off-set by some autonomy elsewhere. This policy thus passes the freedom test and shows that wherever it is curtailed, it is not unnecessary and is for the greater good of the society.
6. Strategic gaming test
The proposed policy will be facing various challenges on part of the consumers, beneficiaries and of course the private players.
The private players when given stake, might meddle with funds, which we all know is also greatly associated with the public sector. They might manipulate the laws to evade taxes. This calls in for robust laws and their enforcement.

Existing taxes and subsidies also lead to varying market distortions as understood in pure economic sense.

When we say price differentiation or market differentiation between private and public transports availing diesel subsidies, identification becomes a major problem.

It can lead to inclusionary or exclusionary errors which again have to be countered by a safeguard mechanism to distinguish these need-based groups.

Other problems include imperfect information, institutional backlogs, lack of documentation and infrastructure among others.
Such forward and backward linkages have to be reworked simultaneously.
7. Government failure test
When we talk about energy in India, we know the hold the government has in this sector, be it ONGC, GAIL, OIL and TERI to name a few.
However, like all other sectors, the unpopularity of the government and the bureaucracy and its association with the corruption is something which we come across very often than not.
Let us consider a simple case CWG 2010 event, where we saw hell lot of corruption and misuse of public resources and misallocation of public money to the interest of few, who actually were the makers of the system. Accountability undoubtedly was there but somehow things didn’t solve as expected by the nation considering the system in mind. What better we could have done is to assign the task of organizing the event by a private individual and design a body that regulates it to the optimization of all.
On same lines we want a free market for subsidies, we mean to say that let there be a regulatory body to oversee the mater, and the task of providing subsidies should be taken from the government and should be assigned to an individual body that grants luxury to subsidies within a framework such that we have least errors and omission of execution and following that we achieve an optimum, which is socially desirable and acceptable. Also a regulatory body that act as watch dog for every decision the body makes and the consequences of the outcome. It should be made sure that we should verify our plan with outcomes we achieve.

Proper incentives to the government employees to work hard, proper rewardand punishing, will ensure better enforcement of the policies and more commitment, dedication and honesty on part of the govt. worker.
8. Real experience test
What we propose is lowering of taxes by both, the state and central government as well as passing on part of the burden to consumers by way of fuel price increases.

What seems to have prompted such a solution is the colossal under-recoveries which have risen to Rs 1,39,000 crore. Under-recoveries in diesel stand at Rs 14.50 per litre, in kerosene at Rs 31.85 per litre, while cooking gas is at Rs 412 per cylinder.

It is feared that if world economies improve, oil prices will shoot up to $150 per barrel at which point it will be very difficult to manage the subsidies as the country imports over 100 million tonne of crude oil. 

These fears may not be unfounded since crude oil has taken a strong support around the $100 per barrel mark, despite the fact that nearly half of Europe is under recession, China is showing signs of a slowdown and the US economy is barely growing.

These might seem to be temporary in nature as it takes into consideration only the current under-recoveries levels. While deficit can come down temporarily, it can rebound as the move will result in higher inflation and lower tax to GDP ratio. There is no solution for a rise in crude oil prices. Even after the proposed measures are implemented, deficits will rise sharply in line with oil prices and falling rupee. 

In an article title ‘The great fuel subsidy hoax’ in Business Line, CP Chandrasekhar and Jayati Ghosh have pointed out that tax collection from the oil sector is higher than the subsidies enjoyed by it. Nearly half the current price of fuel is on account of taxes. India’s petrol prices are 42 per cent higher than those in US and 26 per cent higher than in China.

These findings were based on data between 2006 and 2009. While tax collection was relatively stable at around Rs 1,45,000 crore, subsidy increased from Rs 52,000 crore to Rs 1,06,000 crore. Assuming that the tax collection is at the same level, excluding any growth, subsidies currently are at Rs 1,39,000 crore. 

In other words, the tax collected from the petroleum sector is given back as subsidy. So why collect taxes?

This is probably the best time to remove taxes on fuels and subsidies at the same time. The government of Goa has already shown the way by removing state taxes on petrol. Consumers too will benefit as the removal of taxes will bring down the price substantially. The government can then peg its prices to global prices. 

Lessons for  these approaches can be drawn from Indonesia’s experience. In 2005 and 2008,

the Indonesian government used the cash Transfer assistance program (bantuan langsung Tunai or

blT) to reduce opposition to fuel price increases and help poor families cope with higher energy

costs. The program provided two payments of Inr 300,000 (around us$30) directly to poor families

(Widjaja, 2009). The blT was accompanied by short-term measures referred to as the fuel subsidy

reduction compensation Program (Program Konpensasi Pengurangan subsidi bahan bakar minyak

or PKPs-bbm). These programs provided targeted support for affected groups by increasing social

spending in the areas of education, health and rural infrastructure (beaton & lontoh, 2010).

In a review of these policies, beaton and lontoh (2010) considered that they were reasonably

successful in assisting poor households and reducing opposition to fuel price increases. according to

various reviews of the 2005 blT program, mistargeting is thought to have been relatively low, and the majority of households did actually receive the funds they had been promised (hastuti, et al., 2006).
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9. Cost benefit test
For an economy like India, which is considered to be a developing economy, statistics confirm it to be second fastest developing economy, the role of an agency as a WELFARE STATE is vital. There is a need to generate positive externalities, not at a social cost. This externality can be generated by government by incurring developmental expenditures on social infrastructure, inturn internalizing the cost of positive externalities. Since we expect only government to do such kind of investment, its regulation is surely a concern as we have explained.

No private player or an individual would be willing to do so, because of simple logic of marginal analysis, the marginal cost incurred would be greater than marginal benefit realised out of expenditures.

Hence the role of state pops in for providing subsidies but in the framework that we have explained, also in the diagram, which corresponds to Q optimal level of output so that the positive spillovers are absorbed by the society.

The individual benefit curve lies below social benefit curve at all level of output for all prices, ceteris paribus, which strengthens our argument of government’s intervention into the subsidy elements is necessary for initial kick-start of the e[image: image5.jpg]Positive Externality (positive spill-over)
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Consider this model on human capital wherein we prove that subsidies are beneficial:

To keep things simple and flexible, lets use the following version of the human capital model
2 periods
Everyone buys subsidy in the first place
works in the second
Thus we can write the problem as
[image: image6.png]Max
u(Go)+0u(Cy)

subject to budget constraint

Co+ C‘,—q+ ,H‘h(q)
Solving for first order conditions we get
()

14r=

aq




Government Involvement
Think about this subsidy model.
People got a personal benefit from investing in subsidy
They choose to invest to maximize their present value of earnings
So why should the government get involved in subsidies?
In the simple model there is no real reason
People will make the “right choice” to maximize their own earnings.
If we want to argue that the state should intervene, then there must be something wrong about the model (or at least we are abstracting from other important components)
I am not going to argue that governments shouldn’t be involved

Quite the opposite-I want to go through reasons why they should
Clearly governments are very involved in subsidies but why?
I will go through a number of reasons. They are definitely not mutually exclusive.
To some extent the reason I want to take you through this thought exercise is because as a policy issue the way we deliver energy subsidies should depend on why we subsidize it.
Policy Options
Here are different policy options that are available:
Public Provision of subsidy
Public Funded (but not provided)
Truancy Laws
Non-optimal Choices
We have essentially assumed in the model that people choose the level of subsidy that best suit them.
There are a number of different reasons why people might not do what is best for themselves
Agency
We are assuming that an individual maximizes the present value of his/her earnings
However, it is often the Government that make the subsidy decision rather than the individual.
Government  doesn’t necessarily have their individual’s best interest in mind
In some ways this is a borrowing constraint-if government could borrow against their individual future income, they would and this would solve the problem.

However, it may be hard to get them to pay it back
This may be a relatively more important factor in developing agricultural subsidies than in the present day developed countries
Irrationality
Simply put we have assumed that people put their own best interests first, but that may not be the case
In this case we might think individuals do not think into the future as much as they should
This is obviously the case for individual
10. Transition path
Our policy which suggests selective deregulation can be phased-in and does not require a break in the existing system. We claim the government to be the key stake holder, while the private sector can have stakes too.

There is an obvious presence of political constraints, be it financial to institutional resources.

People at the losing end are the private sector as well as the poor but they gain as well in the long run. Opponents are largely the losers, who will be convinced, both through incentives/concessions/compensations as well  as persuasion.
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