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So,  
what is a 
subsidy?

Good question.  
Often, governments want to help their people achieve a 

certain standard of living—a level that ensures access 

to food, sanitation, shelter, education and economic 

opportunities. In order to make these basic needs 

attainable, sometimes governments spend part of their 

budget to reduce the price that consumers pay for a 

good or service. Governments may also want to give 

certain businesses a “helping hand,” and subsidies—

such as through grants or special tax breaks—are one 

way to accomplish that objective.  
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What does that have to do  
with fossil fuels?
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Fossil fuels are inputs to many 
of the things we consume every 

day, such as kerosene for 
lighting, liquefied petroleum 
gas (LPG) for cooking and 
diesel for transportation.  

Since these inputs are vital to 
the population’s well-being, 

many governments have chosen 
to subsidize them to lower the 

price for consumers. 
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I see. I know the 
government sets the 
price for kerosene.  

Is that part of 
subsidizing fossil 

fuels?

Yes. And, in 
addition, India 

subsidizes 
diesel and LPG.

Downstream publicly-owned 
oil marketing companies 

(OMCs) would like the price to 
be set so as to recover their 
costs, i.e. at the ‘cost price’.

Government sets  
the realized price.

1
2

OMCs must sell  
fuel at the  

realized price.
3

to help make up the 
difference between 
the cost price and 
realized price, the 

government provides 
a fiscal subsidy  

per unit of kerosene 
and LPG (but not in 
the case of diesel).

4

Here generally is how the subsidies work.
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But the fiscal subsidy is not enough to 
cover the difference between the cost 
price and realized price. the part the 

fiscal subsidy doesn’t cover is called 
the net under-recovery.

5

To compensate 
for the  

under-recovery, 
the government 

provides further 
ad hoc cash 

assistance to  
the OMCs. This is 
also a subsidy. 
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The bulk of the remaining  
under-recovery is then 

transferred to the balance 
sheet of upstream and midstream 

publicly-owned oil companies.

7

if that still doesn’t 
cover it, the omcs 
must absorb the 

remaining difference.

8
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Wait… what exactly are  
OMCs and NOCs?

OMCs (or oil marketing 
companies) are the 
publicly-owned firms 
participating in the 
downstream part of the 
oil industry. In other 
words, these are the 
companies that refine 
crude oil (turn it into 
the products we use, 
like diesel and gasoline) 
and sell it to the final 
consumer.

NOCs (or national 
oil companies) are 

government-controlled 
companies that participate in 
the upstream, and in cases 

midstream, parts of the  
oil industry. For example,  

this includes exploring  
and extracting oil. 
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Honestly, these subsidies sound  
like a good thing. Don’t they make  

fuel cheaper for me?

Yes.  
Subsidies do tend to 

keep prices more stable, 
predictable and affordable 
for consumers, which may 

seem like a good deal. 

However, it is important to note that subsidies do not reduce 
the cost of fuels; they simply move the costs to different parts 
of the economy. Somebody still pays, such as through taxes or 
reduced public services. In fact there may be hidden costs to the 
government, economy, environment and citizens of the country. 
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For example, subsidizing fossil fuels—especially  
when market prices spike—strains the national budget, 

driving up the fiscal deficit. 

Budget
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BLACK MARKET

It also encourages corruption 

and misuse. For example, a 

lot of subsidized kerosene is 

diverted to adulterate diesel. 
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Subsidies also encourage the overuse of  
fossil fuels. Local and regional pollution is  

another major consequence: industry and consumers 
tend to use fossil fuels less efficiently  

when they are cheaper, increasing air pollution and 
exacerbating global warming.

Furthermore, cheap fossil fuels due to  
subsidies reduce the incentive to invest in energy-

efficient appliances and renewable energy.  
oil companies could also be investing in more  

energy-efficient technology, but under-recoveries  
discourage them from doing so.
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Um, can you explain 
under-recovery one 

more time?

Of course.  
Imagine that you’re an 
entrepreneur, selling 

drinking water at a 
marathon race…

…Since drinking water is an essential commodity for runners,  
the organisers insist that you sell the water at 10/- a bottle.  

Since the actual cost of each bottle is 12/-,  
you are going to lose money. 

But that’s not the 
whole story…
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Pretend, also, that the organizers let you run a T-shirt, 
mugs and souvenir shop, that is very profitable. You can 

afford to run the drinking water stall, simply based  
on the revenue you get from the souvenir shop.  

OMCs too are somewhat diversified—they receive 
income from dividends, pipelines, other freely-priced 
products and exports. In other words, while they may 
be experiencing an under-recovery in certain domestic 
product markets, the OMCs overall aren’t necessarily 

experiencing a financial loss1. 

1 While this simple example provides a general explanation, the pricing mechanisms used and the specifics as to how companies calculate their 
under-recoveries are a bit more complicated and go beyond the scope of this paper. A more in-depth summary of pricing, taxes, subsidies and under-
recoveries—especially for diesel—is available in M. Anand’s (2012, August) Diesel Pricing in India: Entangled in Policy Maze. New Delhi: National 
Institute of Public Finance and Policy, pp. 22–30. Available at http://www.nipfp.org.in/newweb/sites/default/files/Diesel%20Price%20Reform.pdf
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Okay, the subsidies don’t sound 
like a great deal for the oil 
industry... but I pay taxes on 

fuel. Doesn’t that offset the  
cost of the subsidy?

There are very good reasons why 
the fossil-fuel sector is taxed…

Second, the upstream 
companies are taxed 
because the natural 

resources they 
exploit are the public’s 

resources to begin 
with, and so the public 
should be collecting a 
portion of the profit. 

First, the taxes 
are collected with 
the primary intent 
of funding social 

services to the public.

third, Downstream 
activities are taxed for 
a different reason: to 
pay for roads, cover 
the costs associated 

with pollution and 
encourage consumers 

to choose cleaner 
forms of energy. 

Now, how you spend that 
revenue is an entirely 
different question, 

and should be decided 
based on the most 

effective and efficient 
ways to provide for the 

needs of citizens. 
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Hmm, I can see that there are some definite 
disadvantages to these subsidies. So what is the 

government doing to remove fossil-fuel subsidies? 

The government would like to keep total 
subsidies (including for fertilizer and food) 
to less than 2 per cent of economic output in 
2013-2014 and less than 1.75 per cent over the 
following three years. Toward that end, it has 

been gradually instituting a number of reforms.

In June 2010 the 
government liberalised 

gasoline prices, 
with plans to soon 

decontrol diesel prices 
as well, but—



Understanding Fossil-Fuel Subsidies in India: Questions and answers14

Hold on a minute. 
What do you mean 
by “liberalize” and 

“decontrol”?

When the government 
determines the price 
at which fuels must 

be sold, prices aren’t 
“free” to move with 

the market. 

As the government allows prices to fluctuate a bit 
on regular intervals, it is partially liberalizing (or 
“decontrolling”) the price. Prices are completely 

liberalized when forces of supply and demand  
in the economy determine price. 

In other words, companies set the 
price themselves, based on consumer 
demand and the cost at which they are 

able to supply the product. 
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I think I understand. So what were you 
saying about diesel and gasoline prices? 

Since June 2010—with the 
exception of the period 

from December 2011 to May 
2012, when the government 

temporarily froze gasoline 
prices—downstream OMCs 
have been able to change 
the price of gasoline at 

regular intervals (but must 
still seek approval from 

the government).
…And starting in January 2013 
(after a large, one-off price 
hike in September 2012), the 

government has been phasing 
in regular price increases 

for diesel. Moreover, diesel 
is already being sold to bulk 

buyers at market rates.
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What about LPG and kerosene?

The distribution of LPG cylinders is also 
being changed. The cylinders will be 

sold at prevailing market rates…

…while the subsidies will 
be directly transferred 
to the bank accounts of 

recipients.

Eligible consumers are allowed to 
purchase a maximum of nine subsidized 

cylinders (up from six in 2012); more can 
be purchased, but at the full price. Since 
the cash transfers a consumer receives 
will still be linked directly to how many 
cylinders she or he buys, the subsidy is 
effectively remaining in place, it is just 

taking on a new form. 
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So far, no moves have been made to deregulate the price of 
subsidized kerosene. However, the government has been reducing 

the overall allocation of subsidized kerosene.

Won’t the price increase in these fuels make 
prices go up throughout the economy?

The ultimate effects of fossil-fuel subsidy 
reform on inflation are hard to predict. One study 
estimates that an increase of 25 cents per litre of 
fuel would decrease household incomes by 5.9 per 
cent. Another estimate found that every 10 per cent 
increase in global crude prices, when fully passed 

through, could have a 1 per cent to 2 per cent 
increase in Wholesale Price Index inflation2. 

2 �For a brief overview of existing studies, see K. Lang & P. Wooders (2012, August). India’s Fuel Subsidies: Policy recommendations for reform. Geneva: Global Subsidies 
Initiative of the International Institute for Sustainable Development, p. 10. Available at http://www.iisd.org/gsi/supporting-country-reform-efforts/fuel-subsidies-india 
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While to overall effects of 
reducing fossil-fuel subsidies 
are positive, poor households 

may be vulnerable to even 
small increases in prices. 
Cash transfers, and other 

forms of compensation, can 
help compensate for these 

negative impacts. 
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It seems like a lot of trouble to go 
through to eliminate fossil-fuel subsidies. 

Remind me of the concrete benefits I’ll 
see when all is said and done.

When fossil fuels 
are priced according 

to the market, the 
country’s economy 
will become more 
efficient. That is:

the good consequences 
that follow on from these 

three benefits are too 
numerous to name.

◊ �Industry, agriculture and 
consumers will start upgrading 
to energy-efficient equipment 
and transport, eliminating 
unnecessary or excessive use of 
fuel and switching to competing 
(often cleaner) forms of energy

◊ �This will spur GDP growth, 
improve macro-economic 
stability and reduce air pollution 
(and thus public health)

◊ �And the government will have 
more funds to spend on priorities 
like health and education.  
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I’m almost convinced. Where can I learn more?

To dig a bit deeper into energy  
subsidies in India, check out:

A Citizen’s Guide to Energy Subsidies in India 

http://www.iisd.org/gsi/sites/default/files/ffs_india_czguide.pdf 

To learn how governments can best go 
about reforming fossil-fuel subsidies, 

check out:

A Guidebook to Fossil-Fuel Subsidy Reform  
for Policy-Makers in Southeast Asia

http://www.iisd.org/gsi/sites/default/files/ffs_guidebook.pdf 
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The International Institute for Sustainable Development (IISD) launched the Global Subsidies Initiative (GSI) 
in December 2005 to put a spotlight on subsidies – transfers of public money to private interests – and how 
they undermine efforts to put the world economy on a path toward sustainable development.
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otherwise remain beyond reach. But they can also be easily subverted. The interests of lobbyists and the 
electoral ambitions of officeholders can hijack public policy. Therefore, the GSI starts from the premise that 
full transparency and public accountability for the stated aims of public expenditure must be the cornerstones 
of any subsidy program.

But the case for scrutiny goes further. Even when subsidies are legitimate instruments of public policy, their 
efficacy – their fitness for purpose – must still be demonstrated. All too often, the unintended and unforeseen 
consequences of poorly designed subsidies overwhelm the benefits claimed for these programs. Meanwhile, 
the citizens who foot the bills remain in the dark.

When subsidies are the principal cause of the perpetuation of a fundamentally unfair trading system, and 
lie at the root of serious environmental degradation, the questions have to be asked: Is this how taxpayers 
want their money spent? And should they, through their taxes, support such counterproductive outcomes? 
Eliminating harmful subsidies would free up scarce funds to support more worthy causes. The GSI’s challenge 
to those who advocate creating or maintaining particular subsidies is that they should be able to demonstrate 
that the subsidies are environmentally, socially and economically sustainable – and that they do not 
undermine the development chances of some of the poorest producers in the world.

To encourage this, the GSI, in cooperation with a growing international network of research and media 
partners, seeks to lay bare just what good or harm public subsidies are doing; to encourage public debate and 
awareness of the options that are available; and to help provide policy-makers with the tools they need to 
secure sustainable outcomes for our societies and our planet.
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The GSI is an initiative of the International Institute for Sustainable Development (IISD). Established in 1990, 
the IISD is a Canadian-based not-for-profit organization with a diverse team of more than 150 people located 
in more than 30 countries. The GSI is headquartered in Geneva, Switzerland and works with partners located 
around the world. Its principal funders have included the governments of Denmark, the Netherlands, New 
Zealand, Norway, Sweden and the United Kingdom. The William and Flora Hewlett Foundation have also 
contributed to funding GSI research and communications activities.


