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THE recent oil price increase had to be reversed by the government under tremendous public and political pressure. The reversal has been welcomed domestically and opposed by international quarters erroneously calling it a subsidy.
People were quite used to the existing oil pricing arrangement linking domestic prices with the international market. But this time the oil-price increase came amidst back-breaking inflation and rising electricity prices. Is this a permanent price freeze irrespective of where international prices go? What are the options the government has in this respect?
Pakistan is among third-tier countries in a global four-tier oil-pricing regime. In the first tier come the oil exporting developing countries of the Middle East and South America, which grossly subsidise domestic petroleum products, selling much below the crude prices and probably recouping the distribution cost only. The petrol price in Saudi Arabia is around Rs10 per litre. It is similar in other countries in this category.

The second tier is of the US and others which marginally tax petroleum. At the time of writing the oil price in the US is Rs66.57 per litre as opposed to Rs72.95 in Pakistan. Petroleum taxation in the US does not exceed 15 per cent. Third-tier countries are Pakistan, India and Bangladesh, etc which significantly tax petrol. In India, petrol prices are allowed to remain stable for six months or so and the international prices are not passed on to the consumer immediately, as it is currently done in Pakistan. We had the same system earlier, which was replaced by the current system following criticism.

The current reversal is a step towards the earlier system of variable taxation. Simply speaking, the government reduced the Oil Development Levy. In the fourth-tier countries comes most of Europe, which heavily tax petroleum. The current petrol price in the UK, France, Germany and the Netherlands is Rs167 per litre, a taxation rate of more than 100 per cent.

European taxation of petroleum is partly a hangover from the socialist past, wherein cars were traditionally considered items for the rich. Today petroleum finances public welfare expenditure in these countries. The impact is, however, only partially compensated by energy efficiency and conservation. Petroleum taxation has also been considered as a user charge of roads and the transportation network. A charge of five per cent on current prices has been considered adequate for this purpose, as a recent GTZ study suggests.

Fortunately, European incomes can support high petrol prices and taxation. But the European model does not apply to countries like ours. Secondly, diesel — a fuel used mostly in public transport and commercial vehicles — used to be taxed quite low or not at all in many countries. Under environmental pressure diesel is being discouraged and the price differential has been reduced significantly. In our specific situation and particularly under the present conditions, this price differentiation may have to be brought back for at least the next five years.

As for the electricity tariff, it remained somewhat affordable till 2008-09 for a variety of reasons, such as a reasonable exchange rate, lower oil prices and lesser share of oil in electricity generation combined with subsidy. For several years during the Musharraf period, the electricity tariff was not raised despite a rise in the cost of electricity generation and increasing theft.

At the time of Musharraf`s exit, electrical subsidies amounted to around one rupee per unit. Falling exchange rate and rising oil prices gave rise to unfunded subsidies, which gave rise to what we call circular debt starting from a Musharraf-period level of more than Rs100bn.

Rising circular debt has substantially reduced the working capital of utilities and the energy industry, resulting in a shortage of electricity production, which also results in higher costs due to interest charges and higher unit fixed costs due to spread of fixed costs on a decreasing number of units produced and sold.

Thus electricity used to be cheaper in Pakistan earlier, almost comparable to the low rates of the US of an average of 10 cents a unit for the residential sector. For small consumers, the rates are still very low, much below the cost of production. Again in Europe the electricity tariff is very high. In several countries such as Sweden, Denmark and the Netherlands, it is Rs21 per unit. A significant portion of these high prices is due to the high cost of renewable energy being promoted in these countries under high feed-in tariff schemes.

It is suggested that we revert to the zero-energy taxation regime. Simply put, this means integrating the energy sector and its taxation, pooling the taxes and subsidies to balance and cancel each other. This would allow withdrawal of electricity subsidies and reduction in petroleum taxation resulting in falling petroleum prices with the rise in electricity tariff.

This may be acceptable and affordable to all parties: lower prices to the consumer with no budgetary loss. Above all, it would be sellable to lenders and donors, who pose a major constraint in independent economic policymaking.

Petroleum taxation is a major cause of inflation in Pakistan, especially in sensitive price indexes. All daily consumption items have to be transported from long distances to retail outlets while workers have to travel long distances to get to their workplaces, requiring major transportation expenditure. Petroleum taxation and in general all indirect taxation has been guided more by practical reasons of collectability at source or purchase rather than any economic rationale.

A marginal petroleum tax may still be maintained to cover the user charge and financing needs of the transportation sector.
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