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Energy Subsidies: A deception?

Government expenditures in 2012 will again be led by energy subsidies. Spending on subsidies
will top Rp 168.6 trillion (US$19.16 billion), accounting for 17.6 per cent of every government
dollar spent.

The amount is 1.8 times higher than the funding allocated for education; six times higher than
funding for housing and community amenities, including water; 11.5 times higher than funding
for healthcare and 32 times more than social protection spending, covering the protection of
people with disabilities, seniors, children and women.

| cannot help but wonder whether this is the budget that the Indonesian people want? Are we
sure that we want to give up those basic services for cheap fuel?

The majority of Indonesia's 2012 energy subsidy, Rp 123.6 trillion, is earmarked for fuel,
including premium, diesel fuel, kerosene and 3-kilogram canister liquefied petroleum gas
(LPG). Through its funding of energy subsidies, the government has promised to support the
country’s economy with 40 million kiloliters of subsidized fuel throughout 2012.

Back in September 2009, G20 member states agreed to “rationalize and phase out over the
medium-term inefficient fossil-fuel subsidies that encourage wasteful consumption.”

As a member of the G20, the Indonesian government is claiming to have made some
moves to meet the country’s commitment to control fuel subsidies. It stated that it would
cut subsidized fuels by 3 to 4 million kiloliters in 2012. Other related programs, such as the
limitation of subsidized fuel for private cars and stricter distribution controls were also to be
put in place.

A quick glimpse at the figures indicates the seriousness of the government'’s efforts to control
fuel subsidies. The same figures hide the possibility of incidental budget revisions, as well as
other potential risks, than can emerge throughout the year.

Since the allocation of large parts of the state budget to fuel subsidies has been the norm
for many years, the government has committed to a gradual approach to fossil-fuel subsidy
reform.

Aside from setting a fuel subsidy quota of 40 million kiloliters, the government is also planning
to limit subsidized fuels for private cars, which represent about 60 per cent of subsidized fuel
consumption, to save 3.7 million kiloliters of subsidized fuel.
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Unfortunately, a gradual approach may not reflect the reality on the ground. For instance, the
Association of Indonesia Automotive Industries (GAIKINDO) recently stated that 745,000
S cars were made in Indonesia in the 12-month period ending in October.
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While 65 per cent of new cars sold in this period will be targets of the subsidized fuel limitation program, an additional
192,000 pick-ups and trucks are not covered under the scheme.

To make matters worse, the sales of motorcycles, which are still eligible for subsidized fuel, are expected to exceed car
sales by a factor of 10. Should this assumption hold true, motorcycles are likely to fill the subsidized fuel consumption
gap left by private cars, and, thus, perpetuate the existing energy subsidy problem facing the country.

Without taking this into account, it is likely that the government's current plan to promote fossil-fuel subsidy reform
is doomed to fail. The relative success of price controls and volume quota policies rests mainly on the ability of the
government to control the distribution and consumption of fossil-fuels.

Although the problem related to subsidized fuels distribution and consumption is not new, it remains a key challenge in
the implementation of the government's policies. Between January and August, for example, BPH Migas, the Indonesian
downstream oil and gas regulator, found more than 160 illegal activities related to the distribution and consumption of
subsidized fuels.

In a number of public events, representatives from BPH Migas have said that such illegal activities were possible due
to the disparity between the price of subsidized fuels and the market price.

While few studies have been conducted to assess the causal relationship between price disparity and illegal distribution
and consumption of subsidized fuels, the 2007 kerosene-to-LPG conversion policy, as well as the policy to remove the
subsidy for kerosene, helped reduce the traditional illegal fuel mixing business, widely known as ngoplos.

In the absence of other alternative measures, the government can only rely on the legal enforcement to help monitor
the distribution process of subsidized fuels, as well as voluntary obedience of distributors and private car owners to
respect the existing regulation on the distribution and consumption of subsidized fuels.

Although the government's existing strategy to reduce fuel subsidies through limiting the access of private car owners
to subsidized fuels and stricter distribution control could quickly fill the gap in addressing the fuel subsidies problem in
the country, it should also consider pursuing different approaches to fossil-fuel subsidy reform, such as letting the price
of fuels rise gradually for everyone, whilst targeting social assistance to the poor and people in rural areas who will be
hardest hit by high prices.

Republished with permission from the Jakarta Post.

Lucky A. Lontoh
Consultant for 1ISD's Global Subsidies Initiative (GSI)
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About IISD

The International Institute for Sustainable Development (11SD) contributes to sustainable development by advancing
policy recommendations on international trade and investment, economic policy, climate change and energy, and
management of natural and social capital, as well as the enabling role of communication technologies in these areas.
We report on international negotiations and disseminate knowledge gained through collaborative projects, resulting in
more rigorous research, capacity building in developing countries, better networks spanning the North and the South,
and better global connections among researchers, practitioners, citizens and policy-makers.

[ISD’s vision is better living for all—sustainably; its mission is to champion innovation, enabling societies to live
sustainably. IISD is registered as a charitable organization in Canada and has 501(c)(3) status in the United States.
[ISD receives core operating support from the Government of Canada, provided through the Canadian International
Development Agency (CIDA), the International Development Research Centre (IDRC), and from the Province of
Manitoba. The Institute receives project funding from numerous governments inside and outside Canada, United
Nations agencies, foundations and the private sector.
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