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1. An Overview of Indonesia’s Energy Subsidies

The Government of Indonesia, like many countries around the world, has used subsidies for decades
to promote a range of social and economic objectives. Among the priorities vying for support are
poverty alleviation, infrastructure development, health and education. Given the competing
demands, deciding where to allocate public financial resources is one of the government’s most
important and difficult tasks.

(itizens have a vital stake in these decisions, but unfortunately there is often little public debate
about what should be subsidized, or information about the costs and who benefits. This is partly a
problem of transparency: in many cases subsidies are hidden and difficult to track. But it is also
because regular citizens are busy making livings and raising families, with little time to devote to
monitoring their government’s every activity.

Yet, if subsidies are to provide a genuine benefit, it is vital for the public to have effective oversight
of government expenditure—a task that falls in large part to civil society groups and journalists, the
intended audience of this guide.

The following pages gather the best available information on the costs and benefits of energy
subsidies. Why focus on energy subsidies? First, subsidies for fuels and electricity receive huge
amounts of public support in Indonesia. In fact, the government spends more on subsidies to fuel
than it does on capital expenditure for public services (see Box 1). Second, these subsidies have
major impacts on social equity, economic growth and environmental preservation: the three pillars
of sustainable development.

The first part of this guide provides an overview of how various types of energy are subsidized in
Indonesia. The second part looks at the implications of these subsidies for sustainable development.
The third part discusses the process of reforming energy subsidies, drawing on Indonesia’s earlier
efforts, and lessons learned from other countries.

Did you know that the government spends more on
energy subsidies than it does on defence, education,
health and social security combined?
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The revised budget for 2012 allocated IDR202 trillion (US$22 billion)' for fuel and electricity subsidies.
This is higher than expenditures for defence, education, health and social security combined. The
proposed budget for 2013 estimates the energy subsidy bill will soar to IDR275 trillion ($30 billion)—
that is 24 per cent of the central government’s total planned expenditure.

Table 1» Central Government expenditures and subsidies (2005-2012)
(in trillion Rupiahs [IDR])

2006 2007 2008 2009 2010 20 2012 2013

Total Expenditures 1,010 1)%9
All Subsidies 107 150 275 193 295 245 316
* Energy Subsidies % m 25 140 256 215
- Fuel Subsidies 64 84 82 165 137
— Electricity Subsidies 30 3 84 58 90 65 8l
(apital Spending
(Investment) 5% 64 73 80 118
Selected Central

Government Spending
Defense

Education
Health
Social Protection
Source: Ministry of Finance (n.d.a; n.d.b; n.d.c)
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1.1 What is an Energy Subsidy?

Commonly, energy subsidies are defined as “any government action that lowers the cost of energy
production, raises the revenues of energy producers or lowers the price paid by energy consumers”
(International Energy Agency [IEA], Organisation for Economic Co-operation and Development
[OECD], Organization of the Petroleum Exporting Companies [OPEC] & World Bank, 2010). Energy
subsidies come in two main categories: those designed to reduce the cost of consuming energy,
called consumer subsidies, and those aimed at supporting domestic production, called producer
subsidies (Burniaux et al., 2009, cited in Ellis, 2010).

In practice, energy subsidies come in different forms. The OECD/IEA & UNEP (2002) and UNEP (2008)
identify the following typical mechanisms by which governments support the production and
consumption of energy:

« Direct financial transfers: grants to consumers, grants to producers, low-interest or
preferential loans and government loan guarantees.

+ Preferential tax treatment: tax credits, tax rebates, exemptions on royalties, duties or
tariffs, reduced tax rates, deferred tax liabilities and accelerated depreciation on energy-
supply equipment.

+ Trade restrictions: tariffs, tariff-rate import quotas and non-tariff trade barriers.

« Energy-related services provided directly by government at less than full cost: government-
provided energy infrastructure, public research and development.

+ Regulation of the energy sector: demand guarantees, mandated deployment rates, price
controls, environmental regulations and market-access restrictions.

1.2 Why Subsidize Energy?

Policy-makers often justify energy subsidies with the argument that they contribute to economic
growth, poverty reduction and security of supply (IEA, OECD, OPEC & World Bank, 2010). It is true
that subsidies can be important in promoting social welfare and addressing market failures.
However, there are also risks associated with subsidizing energy. Artificially low prices potentially
discourage energy conservation, and fossil fuel subsidies are a disincentive to shifting to cleaner
sources of energy. Moreover, the benefits of energy subsidies typically accrue to wealthier classes of
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citizens, as they use more energy. These and other impacts of energy subsidies are discussed in
more detail in the second section of this guide.

1.3 Indonesia’s Energy Subsidies
1.3.1 Petroleum Products

Indonesia has heen subsidizing the retail price of fuels since 1967 (Dillon, Laan & Setyaka Dillon,
2008). During the 1980s, when Indonesia’s oil production was higher, fuel subsidies were more
affordable, although they were broadly criticized for their distorting effect on the economy. When
global oil prices soared in 2005, the government spent 24 per cent of total expenditure on subsidies
and of that, 90 per cent was for fuel products (World Bank, 2007). To reduce its expenditure, the
government raised the domestic prices of kerosene, gasoline and diesel twice in a six-month period
in 2005. The first increase, in March, raised fuel prices by 29 per cent, and the second increase, in
October, raised fuel prices by 114 per cent (World Bank, 2007).

Crude oil production in Indonesia has been in decline since 1998 due to the maturation of its largest
oil fields. In 2004 Indonesia became a net oil importer and subsequently suspended its membership
in OPEC. In 2011 the upstream oil and natural gas regulator, BP Migas, predicted that Indonesian
potential and proven oil reserves would only last for 12 years, and natural gas reserves for 46 years
(Buletin BP Migas, 2011).

Figure 1 Country comparison of oil reserves

Indonesia, USA, Canada, Egypt, Australia,
Ecuador, UK, Norway
China, Nigeria, Aljazair, Colombia, Oman, India,
Qatar, Angola, Romania, Yemen and Brunei
Saudi Arabia, Russia, Iran, Venezuela,
Mexico, Libya, Brazil, Azebaijan and Trinidad

10-15 Years 50 Years 100 Years
Source: Harun (2011)
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Meanwhile, Indonesia’s oil consumption has been steadily growing (see Figure 1). The switch from
heing a net oil exporter to a net oil importer, and the widening gap between production and
consumption levels, has meant that fuel subsidies have become much more of a burden on the
state budget in recent years.

Figure 2 » Indonesian oil production and consumption (1980-2010)
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Gasoline “Premium” and Diesel “Solar”

The Indonesian government subsidizes two of the four main transport fuels supplied in Indonesia.
The prices of Premium and Solar are set helow their actual market prices by the government and
are changed only on an ad hoc basis, at irregular intervals. Premium and Solar are predominantly
distributed by Pertamina (the national oil company), whereas the other high-performance fuels,
Pertamax and Pertamax Plus (or their equivalent products), are supplied by Pertamina and
multinational companies and the prices are updated regularly to reflect international oil prices
(e.g., Pertamina normally updates its prices twice per month). The government no longer
subsidizes petroleum for industrial consumption.

Table 2 » Prices for Indonesian fuel products

Pertamax Plus RON 95 IDR 9,550 March 12 (unpublished)

Pertamax RON92 IDR 9,200 March12 1.4 million kilolitres
Premium RON 83 IDR 4,500 2009 255million kilolitres
Solar (diesel) - IDR 4,500 2009 14.5million kilolitres

Sources: Media Indonesia (2012); KOMPAS (2012a)

Fuel prices in Indonesia are among the lowest in the world. Those countries that do have cheaper
fuel tend to be net oil exporting countries (see Figure 3). Among the member countries of the
Association of South East Asian Nations (ASEAN), Indonesia has the cheapest subsidized fuel.
Although Premium is a low-grade fuel (RON 88) it is, by far, the largest volume of gasoline
consumed in Indonesia (see Table 2).

A CITIZENS' GUIDE TO ENERGY SUBSIDIES IN INDONESIA




SECTION ONE | AN OVERVIEW OF INDONESIA'S ENERGY SUBSIDIES

Figure 3 » Fuel price comparison between countries

Norway
Netherland
Denmark
Italy
Japan
South Korea
Brazil
Australia
Singapore
India
South Africa
China
Thailand
Philippines
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Indonesia (Premium - RON 88)*
Saudi Arabia
Venezuela

* Addition by author.
Source: Bloomberg (2012)
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Kerosene

The Government of Indonesia regulates the price of kerosene, keeping the retail price below the
market price. Kerosene is mainly used for household cooking and lighting. In 2006 the government
allocated IDR31.5 trillion ($3.5 billion) for kerosene subsidies, IDR36.5 trillion ($4 billion) in 2007 and
IDR38 trillion ($3.8 billion) in 2008. In 2007 the government introduced a kerosene-to-liquefied
petroleum gas (LPG) conversion program (see section below), which has reduced kerosene subsidies.

Liquefied Petroleum Gas

Facing fiscal pressure from high kerosene subsidies, the Government of Indonesia introduced a
kerosene-to-LPG conversion program to reduce the kerosene subsidy in 2007. The program provides
a free start-up package consisting of a 3-kilogram LPG tank, a compact LPG stove and its accessories
(regulator and hose). Originally, the plan was to roll the program out to 42 million households and
small enterprises by 2012 in an effort to replace more than 6 million kilolitres of kerosene annually.
The target has since been increased to 48 million start-up packages.

The Ministry of Energy and Mineral Resources (MEMR) estimated that the total cost for distributing
46 million start-up packages of 3-kilogram LPG tanks from 2007 to 2011 would amount to IDR14.11
trillion (§1.56 billion). But it would save up to IDR35.34 trillion ($3.9 billion) by reducing the kerosene
subsicy (Evita Legowo, Director General of Oil and Gas, cited in Investor Daily Indonesia, 2011). The
cost of start-up and distribution are covered by the annual state budget. In late 2010 the Ministry of
Finance announced a Ministerial Decree that grants a value-added tax exemption for the provisioning
and distribution of subsidized 3-kilogram LPG product.

In addition to the free start-up package, the government also subsidizes the price of LPG for 3-
kilogram cylinders. In 2007 MEMR estimated that the production cost of one kilogram of LPG is IDR
6,700 ($0.67). The subsidized price (before tax) for a 3-kilogram cylinder tank is IDR3,500 per
kilogram ($0.35), meaning each kilogram of LPG is subsidized by IDR3,200 ($0.32) (MEMR, 2007).

A CITIZENS' GUIDE TO ENERGY SUBSIDIES IN INDONESIA




SECTION ONE | AN OVERVIEW OF INDONESIA'S ENERGY SUBSIDIES

Table 3 » Progress of subsidized kerosene-to-LPG conversion program
(in thousand kilolitres)

Kerosene 985180 846910 478420 235060 169480  1700.00
LPG = 5004 1770 26970 325600 360610

Source: Ministry of Finance (n.d.)

Since the implementation of the conversion program, the volume of subsidized kerosene
consumption has declined. Indonesia reduced the volume of subsidized kerosene to 1,695 thousand
kilolitres in 2011 from 9,852 thousand kilolitres in 2007. The government has claimed that the
accumulative conversion has saved a total of IDR45.3 trillion (§5.2 billion) from 2007 until April 30,
2011 (MEMR, 2012).

1.3.2 Electricity

The Indonesian government sets the electricity tariff for all consumer types (i.e., industry, business,
residential and public services). The amount of subsidy is determined annually by the government,
based on the difference between the average cost of electricity production proposed by Perusahaan
Listrik Negara (PLN), the state-owned electric company, and the average electricity tariff set by the
government. The average cost of electricity production is based on an estimate of the composition
of the energy inputs for generating electricity and the power plants, transmission, distribution and
supply costs, and a margin for PLN.

Table 4 » Electricity subsidies in Indonesia 2007-2012 (in trillion rupiah)

Electricity Subsidy 33.07 8391 4955 516 90.45 6497

Source: Ministry of Finance (n.d.)
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Subsidies for electricity jumped from IDRY trillion ($0.9 billion) in 2005 to IDR31 trillion ($3.4 billion)
in 2006 due to increasing international crude oil prices and high diesel oil consumption in electricity
generation. Electricity subsidies reached an all-time high of over IDR90 trillion ($9 billion) in 2011.

1.3.3 Coal

The Indonesian government subsidizes coal in two ways: through guaranteed supplies to the
state-owned electricity company and domestic industries, and through regulating the domestic
price of coal.

A coal subsidy is provided by way of a Domestic Market Obligation (DMO) policy, which sets a
guaranteed amount of coal sales to electricity generation and domestic industries. The formulation
of the DMO is primarily driven by the quantities of coal required by nominated domestic consumers
to satisfy their annual operating requirements.

The DMO is distributed proportionally to the coal companies through their work budget and
program approval. The quota is recalculated and set annually, reflecting the change in demand and
supply of coal. For instance, the coal DMO for 2010 was 70 million tons, and in 2011 it was 60.15
million tons (Kontan, 2012).

In addition to the DMO policy, the government also sets the Indonesian Coal Price Reference (ICPR).
The price setting aims to secure domestic coal supply, act as a reference price for producers and
domestic consumers, and maximize the state revenue from coal. ICPR makes coal prices relatively
uniform. The procedure to set ICPR is determined by the Minister of Energy and Mineral Resources
Decree No. 17/2010. The determination is based on a formula and several attributes that might
lower the domestic price below other international coal market indexes, such as Global Coal and
Barlow Jonker.?

The major consumer of coal in Indonesia is the state-owned electricity company, PLN. The company
consumes more than 80 per cent of domestic coal supply or about 34.2 million tons in 2010. The
remaining coal is consumed by domestic industries such as steel and cement.

A CITIZENS' GUIDE TO ENERGY SUBSIDIES IN INDONESIA
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1.3.4 Upstream Oil and Gas Subsidies

The government provides several subsidies for oil and gas exploration and production activities in
the form of tax incentives, an investment credit allowance and the oil domestic market obligation.
Braithwaite et al. (2010) calculated that, in 2008 alone, oil and gas producers received about $245
million (IDR2.37 trillion) in investment credit and tax incentives. In addition, Pertamina’s refineries
benefit from buying crude oil supplied to them through the oil domestic market obligation system
at heavily discounted prices. This subsidy to Pertamina was worth, $1.55 billion (IDRI5 trillion) in
2008, to make the total subsidy value to upstream oil and gas worth $1.8 billion (IDR17 trillion) in
2008. Moreover, the study identified several other potential subsidies; however, the information
required to clarify and estimate these subsidies is not readily available.
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2. Are Energy Subsidies Good for Indonesians?

The Indonesian government subsidizes fuel and electricity to help keep energy affordable, especially
for low-income groups (Ministry of Finance, 2010). Energy subsidies are intended to increase
household incomes in two ways. The direct effect is that, by paying less for fuel, households have
more disposable income to spend on other things. The indirect effect is that the goods and services
purchased by households might be cheaper as a result of subsidies that reduce energy input costs
for producers, distributors and service providers.

2.1Do Poor People Benefit?

Several studies show that most of the benefits of fuel subsidies are harnessed by high-income
groups. Because fuel subsidies are provided per litre, and do not vary depending on income, those
who consume the most fuel receive the largest share of the subsidy. The largest consumers of
energy are the wealthiest households and those in urban areas.

The World Bank (2011) used data from the 2009 Indonesian National Household Socioeconomic
Survey to show that households and private uses may account for around a third of subsidized fuel
consumption. The remainder appears to be used commercially for transport, such as by buses and
businesses (Figure 4). The study also found that the top half of households by wealth consumed 84
per cent of the subsidized gasoline, with the richest decile alone accounting for almost 40 per cent.
In contrast, the poorest decile accounted for less than 1per cent of subsidized gasoline use. Further
detailed examination of household survey data suggested that about two thirds of the poor and
near-poor households (defined as the bottom 5 deciles) do not consume gasoline whatsoever.

90 per cent of Indonesia’s fuel subsidies
benefit the richest 50 per cent of households.
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Figure 4 » Share of subsidized gasoline consumption attributed to commercial
and private consumers

Decile 10

Private
Consumption
(by households)
46%

Commercial
Users

Decile 9

54% Decile 8

Source: World Bank (2011, p. 27)

Similar results have been found by other researchers. Agustina, Arze del Granado, Bulman, Fengler
and Ikhsan (2008), for example, found that more than 90 per cent of Indonesia’s fuel subsidies
benefit the richest 50 per cent of households (Figure 5). The Indonesian government is aware of
these effects. The Coordinating Ministry of Economic Affairs advised in May 2008 that the wealthiest
40 per cent of families receive 70 per cent of the subsidies, while the bottom 40 per cent benefit
from only 15 per cent of the subsidies (Mourougane, 2010).
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Figure 5 » The distribution of fuel subsidies across Indonesian households
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In terms of regional distribution, in 2009 the Java-Bali region, the most developed part of Indonesia,
was allocated 20.83 million kiloliters or 5.6 per cent of the overall quota of subsidized fuel.} The
Sumatra region was allocated 26 per cent; the area of Kalimantan, Sulawesi, Maluku and Papua was
allocated 13.3 percent, and the East Nusa Tenggara (NTT) and West Nusa Tenggara (NTB) region was
allocated 0.02 per cent.
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Figure 6 » Regional allocation of subsidized fuels

Kalimantan, Sulawesi, Maluku, Papua
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Source: BPH Migas (2009)

2.2 Are Energy Subsidies Good for Economic Development?

Fuel subsidies affect the economy in several ways. A readily observable effect is the cost on the
government budget, but there are more subtle and equally important impacts on the economy.
By artificially lowering the price of certain types of energy, subsidies encourage overconsumption
and inefficient use of those resources. Lower prices also alter investment decisions by discouraging
energy diversification and reducing the incentive for energy suppliers to build new infrastructure.
The key economic impacts of fuel subsidies are discussed below.*

2.2.1 Increased Energy Imports

QOverconsumption of subsidized energy leads to an increased demand for imported fuel and a
reduction in the amount of domestically produced energy available for exports. Subsidies can thus
result in a deterioration of the balance of payments and increase the country’s dependence on
energy imports (Mourougane, 2010).
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A large disparity between subsidized and non-subsidized fuel encourages consumers to switch from
Pertamina’s non-subsidized “Pertamax” fuel (RON 92) to subsidized “Premium” fuel (RON 88). In
the first quarter of 2011, the government reported that sales of subsidized fuel (Premium) surpassed
the quota by an average of 7 per cent, while Pertamax sales dropped approximately 11 per cent
(Jakarta Post, 2011a; Jakarta Post, 2011¢; Kontan, 2011). The Indonesian Downstream il and Gas
Regulatory Agency predicts that the quota of 38.5 million kilolitres of Premium for 2011 will be
exceeded by up to 3.5 million kilolitres (Jakarta Post, 2011h). Pertamina’s refineries are only capable
of producing 10.58 million kilolitres of Premium brand fuel annually, and therefore the remaining
amount of fuel must be imported to meet domestic demand (Detik Finance, 2011).

2.2.2 Fuel Price Volatility and Government Financing

Figure 7 » Fuel subsidies and Indonesian crude price

165

1374

l Fuel Subsidy P Indonesian Crude Price
(IDR trillon) (USs/bl) s
’ 105.5
9%
8 194
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Source: Ministry of Finance (n.d.a; n.d.c)

Note: The blue line for LKPP refers to the actual payment/spending, while for APBN and APBN-P the
blue line refers to the subsidy budget.
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Large subsidies on imported oil make Indonesia’s fiscal position highly vulnerable to changes in
global energy prices. When international oil prices rise dramatically, like they did in 2008 and again
in 2012, the government is forced to either drastically increase prices—which can be politically
difficult and cause a sudden rise in inflation—or make corresponding increases to its subsidy budget,
which can be crippling for the economy.

If the government chooses to maintain subsidies at times of high oil prices, it must borrow the
additional funds or cut expenditures to other programs. The volatile oil market and uncertainty
about the government’s financing needs increase the cost of government borrowing, adding to
future debt repayments (World Bank, 2011). Cutting spending on infrastructure, health or education
will also have long-term negative impacts on development and economic competitiveness.

Managing the fiscal impacts of oil-price volatility is a major challenge for the government today.
In early 2012, crude prices stayed above $100/barrel. Yet the 2012 state budget assumed that crude
prices would be $90/barrel. The government now faces a higher subsidy bill than it budgeted for
in2012.

2.2.3 Investment

For energy providers such as petroleum refining facilities or electricity generators, regulated prices
reduce the incentive to invest in new capital, due to lower expected returns. This is true in Indonesia,
where subsidies have led to deterioration in the financial situation of state-owned energy companies
and under-investment in infrastructure (Mourougane, 2010). In 2009 the revenue from the sale of
electricity by the state-owned power company, PLN, was only around half of the cost of supply (on
average IDR650 per kWh and IDR1,300 per kWh, respectively). Compensation received from the
federal government was insufficient to fill this gap. As a result, PLN has been unable to fund new
investment, expand electrification in rural areas and sometimes even to conduct standard
maintenance (Mourougane, 2010). The result has been a lack of development of its generating
capacity and frequent blackouts.

Large subsidies on imported oil make Indonesia’s fiscal position
highly vulnerable to changes in global energy prices.
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2.2.4 Competition

Artificially low prices for fossil fuels make it harder for alternative energy sources to compete
commercially. These alternative sources could ultimately become more economically and
environmentally attractive, but are disadvantaged by the subsidies provided to their competitors.
Subsidies can thus “lock in” existing technologies to the exclusion of other, more promising ones.

2.2.5 Corruption and Smuggling

The price disparity created between subsidized and non-subsidized products can create a strong
incentive for illegal practices such as fuel smuggling and diversion to unintended recipients. The
production side of fossil fuels is a highly lucrative business and subject to government oversight
that can be vulnerable to bribery. Six areas of particular vulnerability have been identified:
underpayment of royalties, awarding licenses for oil and gas extraction, irregularities in state-
owned enterprises, distribution of profits in production-sharing arrangements and the exploitation
of loopholes in new subsidy schemes (Charles, 2010). In the case of LPG in Indonesia, the price
difference between a subsidized 3-kilogram LPG tank and a non-subsidized 12-kilogram LPG tank
encourages the illegal transfer of the content of 3-kilogram tanks into 12-kilogram tanks. Without
the proper refilling process, this is extremely dangerous and has caused explosions that have
injured and killed hundreds of people (KOMPAS, 2010; KOMPAS, 2011a).

Growing retail price disparity has increased fuel smuggling and illegal selling of subsidized fuel. The
Downstream Oil and Gas Implementing Agency (BPH Migas) reported that between 10 and 15 per
cent of the subsidized fuel distributed by the government was illegally sold to industries, particularly
at gas stations close to industrial and mining areas (Fadillah & Samboh, 2011). This increase in illegal
selling and smuggling of fuel has led to an increase in the demand of subsidized fuel.

Controlling illegal activities incurs large administrative costs to prevent, monitor and deal with
abuse. Such costs add to the subsidy budget that is shared by all taxpayers.
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2.3 What about the Environment?

Energy subsidies encourage excessive consumption and reduce incentives for energy efficiency. The
logical consequences of high fossil fuel consumption are greater greenhouse gas emissions, local air
pollution and resource depletion. Based on data from the IEA, phasing out consumption subsidies
for fossil fuels between 2011 and 2020 would cut global carbon dioxide (C0,) emissions by 5.8 per
cent, compared with a “business as usual” scenario (IEA, 2010). The OECD estimates that emissions
reductions could be as high as 10 per cent by 2050 if the same subsidies for fossil fuel consumption
are removed by 2020 (IEA, OECD, OPEC & World Bank 2010). Eliminating fossil fuel subsidies provides
away for countries like Indonesia to make a major contribution to greenhouse gas reduction without
introducing carbon taxes or an emissions trading system. Yusuf, Komarulzaman, Hermawan,
Hartono and Sjahrir (2010) found that removing fuel and electricity subsidies would reduce national
(0, emissions hy 6.66 per cent by 2020 (5.79 per cent from removal of fuel subsidies; 0.92 per cent
from removal of electricity subsidies).

Subsidies also undermine the incentive to invest in existing cleaner energy sources and technologies
by artificially reducing the consumer price for fossil fuel products. In the same way, fuel subsidies
discourage innovation in the production and deployment of cleaner types of energy, such as LPG
and renewables, even though Indonesia’s endowment in these energy resources is substantial.

The logical consequences of high fossil fuel
consumption are greater greenhouse gas emissions,
local air pollution and resource depletion.
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2.4 What Plans has the Indonesian Government Announced
to Reform Energy Subsidies?

The government has repeatedly publicized plans to reduce fuel subsidies but has delayed
implementation. Most recently the government considered raising the price of subsidized gasoline
by IDR1,500 per litre ($ 0.16) and prohibiting private four-wheel vehicles and government vehicles
from using subsidized gasoline (Braithwaite et al., 2012). But a strong public backlash in March 2012
led the government to abandon the plan to raise fuel prices. Government vehicles, however, have
been restricted from using subsidized gasoline. This came into effect in May 2012 for government
vehicles in Jakarta, and extended to the Java-Bali region in August 2012.

Itis likely that fuel subsidies will rise in 2013 along with increased consumption. On August 16, 2012,
the President of Indonesia, Susilo Bambang Yudhoyono, proposed to parliament that the state
allocate IDR274.75 trillion ($ 30 billion) in subsidies for fossil fuels and electricity in the 2013 fiscal
year—a IDR72 trillion ($ 7.8 billion) increase over the amount allocated for the 2012 fiscal year
(Sutianto, 2012).

The government of Indonesia has been trying to reduce subsidies for electricity by increasing tariffs.
In July 2010 the government increased the electricity tariff by 18 per cent on average for most PLN
consumers, excluding 33.6 million small residential consumers with a 450 and 900 Volt-Amper (VA)
connection. Despite the tariff increase, in 2010, electricity subsidies still exceeded the target by
IDR2.5 trillion, totalling IDRS7.6 trillion (US$6.4 billion).>

In May 2011 the government announced a plan to increase the base price of the electricity tariff by
between 10 to 15 per cent in 2012, with expected savings of IDRI5 trillion ($1.65 billion) for the state
budget (Samboh, 2011b).
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For the 2013 fiscal year, the government and the parliament have agreed to gradually increase the
electricity tariff by up to 15 per cent by the end of 2013. The increase will not apply to small
households and businesses that use hetween 450 and 900 VA. The introduction of higher tariffs is
expected to reduce electricity subsidies by IDR13.92 (Pramudatama, 2012).

The government has also announced a change to the distribution model for subsidized 3-kilogram
LPG canisters from the current open system to a closed system by 2014. The government intends to
introduce a control card, limiting subsidized 3-kilogram LPG cylinders for poor families and small
businesses. The distribution of the control card will be based on data provided by local governments
and the government’s pilot projects in several regions, which were trialled in 2009 and 2010
(Republika, 2010). The kerosene-to-LPG conversion program is due to end in 2012 and without
limiting the LPG subsidy, the government could face increasing costs on completion of the program.

2.5 Who Would be the Winners and Losers if Energy Subsidies
Were Removed?

As noted above, the benefits of fuel subsidies accrue mainly to high-income groups and their cost
falls on the whole taxpaying population. As a result, fuel subsidies are a regressive policy, with poor
households paying relatively more and receiving fewer henefits than wealthier ones. The removal
of subsidies would therefore have long-term economic henefits for the economy as a whole,
including the poor.

Nonetheless, removal of subsidies would have some short-term negative impacts on some groups.
Economic modelling by Clements, Jung and Gupta (2007) found that those most impacted by the
reduction of subsidies in Indonesia would be high-income groups in urban and rural environments,
as they consume the most petroleum products. These groups would most likely reduce their overall
consumption in the short term in order to manage higher fuel prices. Wikarya (2012) argues that
there will be an overall drop in purchasing power in Indonesia due to the inflationary impacts of the
price increase. The poor would be the most vulnerable, particularly those living with or below the
minimum regional salary. To reduce the social and economic impacts of the reform, Wikarya (2012)
suggests that the reform should be introduced gradually and supported by the development of
alternative energy technologies.

A CITIZENS' GUIDE TO ENERGY SUBSIDIES IN INDONESIA
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In general, rural and lower-income groups consume a larger portion of agricultural goods, whose
price is less sensitive to changes in fuel price. However, the urban poor were also found to be
vulnerable to fuel price increases (Clements, Jung & Gupta, 2007). This is probably because,
compared with the rural poor, they are more likely to rely on utilities (such as electricity) and their
employment is capital-intensive (i.e., it relies on energy-intensive machinery).

In the longer term, a higher petroleum price is unlikely to have harmful effects on the poor hecause
it would be compensated by the economy-wide benefits of subsidy reduction: improved fiscal
sustainability, increased social spending by the government, more efficient allocation of resources
and increased investment (Clements, Jung & Gupta, 2007).
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3. What Do We Know about the Reform of Energy Subsidies?

Asuite of policies have been used by countries around the world, including Indonesia, to ease the
transition away from fuel subsidies. The best chance for successful reform (which can be defined as
the long-term elimination of subsidies with minimal negative impacts on the poor and society at
large) requires a comprehensive strategy drawing on a range of transitional support policies (Laan,
Beaton & Presta, 2010). Research into the nature of the subsidy, how its costs and benefits are
distributed and identification of those most likely to be impacted by its removal will help design the
reform strategy.

3.1 Pricing Mechanisms and Tax Structures

A gradual phase-out of subsidies can give recipients time to adjust to an increase in energy prices.
The German Agency for International Cooperation (Gesellschaft fiir Internationale Zusammenarbeit
[GIZ]) recommends that governments avoid price jumps of over 10 per cent per adjustment when
instituting reform; instead, they should implement small increments on a regular (e.g., monthly)
basis, over a clear time frame (GIZ, 2011). However, there can be opportune moments to deregulate
quickly. Falling oil prices in the second half of 2008 provided an opportunity for several governments
to undertake price-subsidy reforms, including China, Ethiopia and Vietnam (Kojima, 2009).

It may also he a gradual process for governments to develop new pricing mechanisms and energy
taxation systems, as they transition from regulated prices with ad hoc adjustments to automatic
pricing mechanisms and finally full pass-through of world prices and adequate levels of national
taxation. This allows governments to extricate themselves from energy pricing in a controlled manner.

Tables 5 and 6 summarize recent international experiences with pricing mechanisms and how tax
adjustment has been used to partially manage price volatility in some countries.

A suite of policies have been used by countries
around the world, including Indonesia, to ease the
transition away from fuel subsidies.
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Table 5 » International experience with pricing mechanisms

(China  Jordan  SouthAfri@  Tukey

National Development
and Reform
Commission (NDRO),
the administrator,
consicers price
adjustments when
three benchmark
(rudes move more
than 4 per cent within
22 working days. NDRC
includes political, social
and economic
considerations.
International crude
prices rose 70 per cent
between January 2009
and October 2011, while
fuel rose 50 per cent.
Lesson(s)
(Governments often
retain political
influence over
automatic pricing
regulation.

Sources
Government of China
(2008); Aizhu (201)

Prices for petroleum
products rose hetween
33 per cent and 76 per
cent from 2005 to
February 2008 (when
most had reached
international parity).
Pricesare settoa
formula based on the
international (Brent)
crude. Administration is
by a committee with
representatives from
three ministries and
the state refinery
company.

Subsidies for transport
fuels were eliminated
progressively over a
three-year period.

Baig, Mati, Coady &
Ntamatungiro (2007); Arze
del Granado, Coady &
Gillingham (2010); Ragab
(2010)

Government sets prices
for all grades of petrol,
diesel and illuminating
paraffin using a pricing
mechanism that is
applied automatically
and independently,
free from government
intervention for
political, economic or
social reasons.

Automated mechanism
widely considered to
have functioned well
over the years.

Department of Energy
(n.d.); Baig et al. (2007)

An automated pricing
mechanism was
introduced in 1998 and
allowed refineries to
make a profit. In 2005
prices were fully
liberalized across the
sector and state
refining and oil
distribution companies
were privatized.
Distribution margins
rose 60 per cent in the
20 months after
liberalization.

Price liberalization is
the best option to
eliminate subsidies, but
it requires oversight to
be fully effective.

Oguz (2006); Baig et al.
(2007)
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Table 6 » International experience of using fuel taxation to manage price volatility

The government stabilizes prices
through influencing the federal
oil company (Petrobas) and
through regular adjustments to
taxes. The government reduced
taxes to offset an increased price
for Petrobas on November 1,
2011. Fuel taxes are generally set
at the state level and are
important to their revenue.
Lesson(s)

Government can adjust taxes as
part of pricing policy. Which
branches of government
revenues accrue to is important.
Sources

MercoPress (2011); Fick (2011); Rapoza

(201); de Sainte Croix (201); Villela &
Barreix (2003)

The government manages price
volatility of the deregulated
system to final consumers by a
variable tax (the SIPCO) paid by
consumers. This remains
revenue-neutral over the
medium term. The tax rate is
clculated by comparing the
two-week average to the five-
month average.

Variable taxation can be used to
smooth prices. Averaging prices
over a five-month period has

been a sustainable methodology.

0ECD (20M)

In 2008 China took the
opportunity to significantly
increase taxes at a time of falling
international crude prices,
simultaneously increasing the
consumption tax for oil products
and abolishing several fees and
charges for road use. In 2011
there was a move from volume-
based to value-hased taxation.

Declining world prices offeran
opportunity for reform. A review
of taxation more widely can be
incorporated at the same time.

Government of China (2008); Business
Monitor International (2009)

3.2 Mitigating Economic and Social Impacts

Reducing energy subsidies would free up government funds for other purposes. By allocating these
funds to programs that more efficiently target social welfare and businesses, the government can

use less money to more effectively help those who are most in need.

Internationally, many reform efforts have focused on how to compensate social groups and
businesses, as well as how to mitigate potential inflationary impacts of subsidy reform (see Tables 7
and 8).
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Table 7 » International experience with economic and social compensation measures

(Ghama  m Jordamn  Malysia

When fuel prices were
raised in Ghana in 2005,
the government provided
arange of compensation
schemes. These included
eliminating fees for
state-run primary and
secondary schools,
increasing the number of
public-transport buses,
putting a price ceiling on
public-transport fares,
channelling extra funds
into a health-care scheme
for poor areas, raising the
daily minimum wage,
starting rural electrification
programs and purchasing
essential equipment for
workers.

Lesson(s)

A comprehensive package
of policies based on
existing capacity can be
put together to mitigate
economic and social
impacts.

Sources

(oady et al. (2006), Ghana Web
(2005) and International Monetary

Fund (2006), all as quoted in
Laan, Beaton & Presta (2010)

(Government concerns
about the impacts of fuel
price increases on
businesses led to the
systematic analysis of
12,000 enterprises. The
government planned to
grant compensation
measures to selected
sectors including: direct
financial assistance and
reduced fuel prices fora
limited time; soft loans for
energy-saving technology
adoption; lines of credit;
reduced government fees
and taxes; and export
awards. However some of
these measures were not
implemented.

Potential impacts on
business and agriculture
are often significant
government concerns.
Specific mitigation
measures can be designed
and implemented.

Guillaume, Zytek, & Farzin
(2011); Hassanzadeh (2012)

A compensation package
worth 7 per cent of GDP
was introduced over
2005-2008. Measures
included: bonuses to low-
income government
employees; cash transfers
to non-government
employees and
pensioners; increased food
subsidies and the
retention of electricity
subsidies; projects to
combat unemployment
and poverty. Subsidy
removal was preceded by
an extensive media
ampaign.

State enterprises and
employment offer channels
for compensation. Media
and communications
@mpaigns increase the
chances of implementation
and sustainability of reform.

Arze del Granado, Coady, &
Gillingham (2010); World Bank
(2010)

The government increased
the fixed price of fuelin
2008 in response to record
world prices. Cash grants
were provided to fishers
and vessel owners to
compensate in part for the
fuel price increase. Rebates
were also given to private
vehicle owners and
favoured smaller vehicles.

Government can choose to
compensate those it
decides are important for
equity or political reasons.

Kojima (2011)
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Table 8 » International experience with policies to mitigate inflationary impacts

China’s 2008 price increases
were timed when oil prices were
falling. In 2010 government held
back prices of bus, rail and
airline services. It did not pass
through the full international
fuel price increases in 2010 and
2011. Major losses to
government-owned refineries
resulted, and some independent
refineries reduced production,
leading to scarcity and hoarding.
Lesson(s)

Governments can control
inflation by intervening on final
prices of goods and services, but
suppliers can face losses and/or
supply can be reduced.

Sources

Government of China (2008); China
Daily (2010); Invest in China (2010);
Reuters (201); Bloomberg (2011)

Iran increased its energy prices
several-fold at the end of 2010.
The government was very
concerned about inflation and
used a variety of economic and
market measures including:
appreciating the Rial; stockpiling
consumer goods and
distributing public staples; and
timing reform for the low
inflation period (November-
December).

Though it may not be enough to
contain inflationary impacts,
governments have a wide range
of measures available to
mitigate inflationary pressure.

Guillaume, Zytek & Farzin (2011);
Nasseri (2012); Bozorgmehr (2012)

The government introduced free
transport on non-air conditioned
buses and third class trains as
part of measures to help poor
households. These fare
decreases helped dampen
impacts.

Governments can make very
speific interventions to
minimize inflationary impacts.

Fernquest (2011)
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In 2005 and 2008 the Indonesian government used the Cash Transfer Assistance program (Bantuan
Langsung Tunai [BLT]) to reduce opposition to fuel price increases and help poor families cope with
higher energy costs. The program provided two payments of IDR300,000 ($30) directly to poor
families (Widjaja, 2009).

Ina 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).

However, there were problems. Some cash transfers were misappropriated and some deserving
recipients did not receive payments, which resulted in social unrest (Cameron & Shah, 2011). Those
missing out on payments vented their frustration on the local administrators of the scheme, leading
in'some cases to violence and the resignation of village officials. Any future implementation of the
BLT would need to take into account lessons learned from previous experience, such as the need for
better targeting, stronger oversight and gr