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LPG and kerosene

Few gains from notional decontrol

The current woes of the oil companies are the result of
the Government's mindset of wanting to have the cake
and eat it too. It cries itself hoarse about the increasing
subsidy outgo on LPG and kerosene but does not lower
the rates of taxes/duties. If only these are brought down,
the consumers will have access to the products at
affordable prices, even without subsidy, says Uttam Gupta.

URING 2002-03, the first year

after dismantling of the Ad-

ministered Price Mechanism

{APM) for petroleum products
with elfect from April 1, 2002, oil com-
panies in the public sector are reported
o have sufferod a loss of about Rs 5000
crors on the sale of LPG and kerosene.
This calls for a close look at the me-
chanics of thelr pricing.

Under the APM, the Governmaent
controlled the prices of all petroleum
products. While the prices of LPG, ker-
osene and diesel were fixed at lovels
balow the cost, in respect of petrol, dle-
sel, ATF and supplies of naphtha, fuel
oll/LSHS to non-fertiliser users, the lev-
els were set higher than the cost, The
surpluses generated from the sale of
the latter were used to meot the deficit
on the former.

The above inflows and outllows were
handled through the mechanism of the
Oil Pool Account (OPA). The OPA was
sell-sustaining and no explicit financial
support from the Government was
needed Lo provide subsidy cover on salo
of LPG, kerosena, etc.

The dismantling of the APM logically
meant that the Government would not
regulate the prices. In LPG and kero-
sene however, fearing a steep increase
In the price, It declded to Influence It —
albeit Indirectly — by giving subsidy at
a certaln pre-determined lavel. This
was In sharp contrast (o the earller dis-
pensation, wherein the subsidy was
open-oended.

Now, If, the subsidy amount Is fixed,
any Increase In the cost of supply —
résulting from Increase In the Intorna-
tlonal price of these products or crude
— has necessarlly to be absorbed by
corresponding Increase In the sollin
price. In case this is not allowed, the ol
companies will suffer o loss. This Is
precisely what happened In 2002-03.

For LPG, the budgetary allocation for
relmbursemont to oll companles was
made with reference to the Intorna-
tonal price of $185 per tonne as on
April 1, 2002, Desplie o sharp Increase
durlng the year (in the last quarter, It
scalod o peak of $350 por tonne), the
Governmont did not allow any Incroase
In the retall price. The case of karosono
was broadly similar.

The situation Is unlikely to change
during this year. Based on the Internn-
tonal price of $230 per tonne (April
2003), the cost of LPG oxcoeds tho ro-
tall price by Rs 80 per cylindor (14 kg).
But the Governmont capped the sub-
sidy nt Rs 45 per cylinder, Likewlse, on
kerosene, the payvments will be at Rs
1.6 per lre, against an estUmated
shortfall of Rs 2 per litre.

The current woes of the oll compa-
nles aroe the result of the Governmenl's
mindset of wanting to have the cake
and eat It too. The latter Is keon to limit

the subsidy oulgo on LPG and kero-
sone 1o the level dictated by its ovarall
budgetary compulsions and, at the
same time, maintain the prices of
these politically sensitive products at a
level of its choice.

This mindset I8 reminiscent of the
approach adopted by Government to-
wards the fortiliser sector under simi-
lar ecircumstances. It may be
worthwhile to recall soms important
milestones in this regard.

Before August 25, 1992 all phos-
phatie fertilisers were covered by the
retention price scheme (RPS). Undor
RPS, the Government controlled the
salling price of lertilisars at a low lovel
and compensated the producers for
the oxcess of the cost of production
and distributlon over this by way of
subsidy.

As In case of LPG and kerosens un-
dar the APM, the subsidy on fertilisers
was open-ended. Thus, even as thelr
selling prices woere, by and large, In-
flexible (these were changed only
when the Government took a con-
sclous doeclslon based on the overall
soclo-political scenario), the cost esca-
Intlons were absorbed by correspond-
ing Increases in the subsidy amount.

On August 25, 1992, all phosphatle
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fertllisers were decontrolled, and the
RPS abolished. From October 1, how-
ever, the Government re-introduced
subsidy under a new incarnation —
concession suppori.

This was a fixed amount, and the
manufacturers were expected to suit-
ably reflect this in the retail price. The
States which were initially authorised
to disburse subsidy, started regulating
the retail price as well.

From April 1, 1997 the Government
appropriated to itsell the role of regu-
lating the retall prices. And since it was
fixing the concession amount as well,
the manufacturers had virtually no
control over the realisation from sale.
Ironically, both the components were
being fixed in & manner such that tha
proceeds fell short of the cost of the
sales, thereby denting profit margins
and even leading to loss in some cases,

In a bid to deal with this situation, in
August 1998, the Cabinet Commiitee
on Economic Affairs (CCEA) took a da-
cislon that. henceforth, the Govern-
ment would fix only the concession
amount and allow the manufacturers
the flexibility to fix the retall price after
suftably factoring the concession
amount.

The relevant notification incorporat-
ing the CCEA decision also mentioned
that the concesslon amount as applica-
ble to rabl 1998-99 would remain un-
altered for a couple of seasons. This
was In sharp contrast to the subsisting
dispensation under which the rate was
changed evoery season.

If implemented, the above decisions
would not only have given manufactur-
ors the freedom to price the products
but also stabllity in regard (o the con-
cession amount.

But the Government reversed these
decisions within a month and restorod
the status guo ante by issuing another
notification in September 1998 that su-
perseded the August 1998 circular.
The position continues till to date.

Currently, the oll companies face a
more or less similar situation in regard
to sale of LPG and kerosene as expori-
anced by the manufacturers of fertilis-
ers for more than a decade now. The
Government can provide much necded
raliel to producers in both the seclors
by revisiting the Cabinet decision of Au-
gust 1998,

It should give ofl PSUs full freedom to
fix the prices of LPG and kerosens at a
level equal to the IMPP minus the pre-
determined / fixed subsidy amount.
This will not only be consistent with the
spirit of liberalisation but also enablo
the oil companies maintaln & roason-
able level of profitability.

Because of slgnificant under-recov-
ery of cost on sale of LPG and kerosene,
the oll companies are promptad to
charge high prices (more than war-
ranted by the underlying IMPP lavels)
for other products like naphtha, fuel
oil, petrol ete, If, the former are priced
at the right levels then, the motlvation
[or raising prices of the latter will also
cease, thereby bringing users enor-
mous roliel.

In view of the iImpending privatisa-
tion of two major oll PSUs — HPCL and
BPCL — It is all the more necessary that
the Government decides to unshackle
the pricing of LPG and kerosena at the
earliest. This Is because without the
freedom of frlclng (a preregquisite for
ensuring full coverage of the cost), the
strategle partner may simply refuse to
participate In the scheme for reaching

The Government should abollsh subsldles on LPG and give oll PSUs the freedom to fix LPG and kerosene pricos
ratienally to enable the oll companies maintain a reascnable level of profitabllity. — AFP
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subsidy to the consumers,

This brings us to a fundamental
question: Why should LPG and kero-
sene be subsidised at all? The subsidy
Is essentially an instrument to help the
poor.

But LPG is certainly not the poor
man’s fuel, This is used predominantly
by the middle-class and the upper mid-
dle-class.

The persons belonging to  these
classes buy all other essential commod-
ities at the market-based price. Under
the restructured public distribution
system (PDS) In vogue since 1997, the
so-called APL (above poverty line) fam-
ilies have to pay the full economic price
on their purchase of foodgrains.
Against this backdrop, there is no rea-
son why they should be treated differ-
ently when it comes to LPG.

In the LPG market, there exist two
parallel supply straams — to the house-
holds at a subsidised price and to the
commercial / business establishments
at a significantly higher price.

This leads to large-scale diversion of
subsidised supplies for profiteering
and can be prevented If subsidy on LPG
is abolished. This will also provide the
private marketers of LPG a level play-
ing field,

As regards kerosene, prima facie,
this may appear to be a fuel of the poor.
However, we must not be oblivious to
the ground realities. Instead of finding
[ts way to the kitchon of the poor housa-
wile, the bulk of tho subsidised supplies
of kerpsene are used for adulteratin
high priced diesel. Therefore, the re
beneflclaries of kerosene subsidy are a
handful of unscrupulous traders.

In view of the above, and consldering
that the beneflt Is not even reaching the
poor, the Government may consider
abolishing subsidlies on LPG and kero-
sana. Al the same time, it should en-
deavour to promote competition In the
marketing of oll and gas so as to bring
down the prices. This would require in-
ter alia oasing of the entry barriers.

The taxes and dutles account for a
slgniflcant portion of the cost of poet-
roloum products, LPG and kerosene
are no exceptlon.

While, on tho one hand, the Govern-
ment cries hoarse about the increasing
burden of subsidy, on the other, It does
not bother to lower the rates of taxes/
dutles. If only these are brought down,
the consumers will have access to the
products at affordable prices even
without subsldy,

Desplte the above moasures, o la
number of poor houscholds may &

W be-able to alord the markel-basod
prices for fuel. In order to protect them,
the Governmaont may consider provid-
ing direct cash assistance. This mode of
hﬂtrlnﬂ them would be cost-effective
and much less prone to misuse,

Unlike the route of giving subsidy by
way of relmbursement to the ofl com-
panles, which could be wrongly inter-
proted os subsidy to the producers, this
approach would also be free from any
hassles at the WTO.

(The author is Additional
Director, (Economics), Fertiliser
Assoclation of Indla, New Delhi.
His views are personal.)



