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Removal of Energy Subsidies
in Iran

#Dr. Narsi Ghorban*

Iran has the highest consumption of petroleum products and natural
gas in the Persian Gulf and Caspian region. For twenty years the
Iranian motorist paid a fraction of the cost of production, refining,
transportation and distribution of oil and petroleum products. Wrong
policies with respect to energy prices have resulted in high rate of
growth in demand for petroleum products, natural gas and
electricity. It was not until early 2010 that a bill was passed through
Parliament to address the energy subsidies in the economy. The
implementation of the bill has been delayed but it is expected that it
will start soon. What are the objectives of this legislation, how the
huge revenues are distributed and will this legislation help to solve
the problems facing the Iranian economy.

One of the most important objectives of the bill is to remove energy
subsidies from the Iranian economy and to utilize hydrocarbon
resources more prudently. The price of Gasoline, Gasoil, Natural
Gas and Electricity in Iran in the past four decades has been much
lower than the prices in other countries and even below their
delivered costs. This has led to rapid increase in demand for
gasoline, gasoil, natural gas, and electricity in a pace that alternative
governments had difficulty to keep up with the demand. In the past
ten years (1999-2009) oil utilization has increased by 42 percent
from 1.22 million barrels per day (mb/d) to 1.74 mb/d. During the
same period oil consumption in the US, UK, Germany and Japan
declined by 4, 6, 14 and 21 percent respectively. The Energy
intensity, which is defined as the amount of primary energy
consumption per Dollar of Gross Domestic Product using Market
Exchange Rates, in Iran is four times the world average and 12 times
that of Japan according to the recent figures by the International
Energy Agency (IEA). In the past 30 years Iran’s per capita energy
consumption has increased five times while the population has only
doubled.

Continuation with the energy subsidies would have diverted nearly
one million barrels per day of oil from Iran’s oil export to domestic

English Attachment « No.1

What Our Commissions Do?

News in ICC-lran

NEWS
Narvan Arra
joined
the ICC-Iran Members

INARVAN AIRA

Committed to Environmental Issues

Narvan Arra Company has recently joined
the ICC-Iran members.

Established in 1997, Narvan Arra's
committed to offering systems and solutions
from the most reliable and reputable sources
for a vast coverage of industry sectors; e.g.
Hydro power & Water, Oil & Gas,
Petrochemical, Automotive, Steel, Marine &
Offshore, to assist the clients achieve quality
and long term profitability in their overall
pursuits. It was the first company in Iran to
align with international standards, and the
first Iranian service company to be granted
I1SO9001 quality management and assurance
system, acknowledged by SGS. Narvan
Arra's three business units focus on a core of
expertise in specific industry sectors:
1. Energy and Environment, 2.0il and Gas,
3.Drive and Control. More over, It has
strategic association with companies located
in the region, as well as Europe, to facilitate
the ever-expanding range of services and
business sector demands by the market in
Iran.

Page 1m ICC-Iran Weekly Bulletin m 2 October 2010



I Iran

International Chamber of Commerce

consumption to satisfy high demand for petroleum products in the coming ten years. Iran’s position in the
Organization of Petroleum Exporting Countries (OPEC) would have been weakened and less oil was
available for sale to international markets. Furthermore the domestic consumption of gas would have
increased rapidly preventing gas injection into the oil fields and utilization of gas in the gas based industry
which creates jobs and value added in Iran’s economy. In addition to that, high consumption of energy per
head would have created further environmental pollutions in a country that all its major cities are already
faced pollution problems. Iran’s CO2 emission, which already is the highest in the region, would have
increased even more if the energy subsidies were to continue.

The January 2010 bill was to deal with all subsidies in the Iranian economy including energy, water, wheat,
rice, cooking oil, milk, sugar, postal services airline tickets etc. According to this bill the price of petroleum
products (gasoline, gasoil, naphtha and fuel oil) considering all associated costs (transport, distribution etc)
must not be less than 90 percent of the FOB (Free on Board) prices of these products in the Persian Gulf. It
is envisaged that this increase would be gradually implemented during the fifth development plan ending in
2015. The price of crude oil and condensate to the Iranian refineries would be 95 percent of their Persian
Gulf FOB prices of the said products.

With reference to the price of natural gas, the bill indicates that the average price of natural gas in the
domestic market must be set in such a way that by 2015 it would be at least 75 percent of average price of
gas exported from Iran minus the cost of transportation. To encourage investment in natural gas based
industries such as petrochemicals and oil and gas refineries, which use the gas as their feedstock, the bill
allows the prices to be set for at least ten years at less than 65 percent of Iran’s gas export basket at the
Persian Gulf origin minus the transportation costs.

The law says that the average sale price of electricity in the country by 2015 must reflect the true cost of
production and distribution of electricity. The price is based on costs of production of electricity from the
power stations with efficiency of at least 38 percent, considering all standards applied in this industry. This
efficiency in generation of electricity must be increased to 45 percent by the end of the fifth development
plan. In the same period the losses in the network must be reduced to 14 percent.

According to a survey by the International Energy agency (IEA), which was prepared for the G20 meeting
in Toronto in June 2010, Iran topped the 37 countries studied with $101 billion in subsidies. This is much
more than what Iran currently receives for exporting 2.4 million barrels of oil per day. Energy subsidies are
the lion share of this amount. Based on current Iranian consumption the revenues out of adjusting prices to
FOB Persian Gulf, would eventually generate around $9 billion from gasoline, $16 billion from gasoil and
$25 billion from natural gas sales each year (based on 26 cent per cubic meters sale to Turkey). This would
be a windfall for the government and a huge burden for the people who have to adjust their standard of
living to the new prices of energy and other commodities. The recent legislation has very specific
provisions on how the money generated out of removing subsidies is to be utilized by the government.

Fifty percent of money generated out of removing subsidies is allocated to help the people directly or
indirectly. Directly in cash payments to families based on their income and indirectly through providing
funds for social security, health insurance, housing, job creation and other social services.

Thirty percent of the funds must be utilized for efficiency in the use of energy and savings in housing and
industry, improving the public transport, efficiency of power stations, water resources and developing
renewable energy resources.

Twenty percent of the revenues would go to treasury and could be used by the government within its
budget to overcome the effect of removing subsidies.
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Will this legislation help the basic problems facing the Iranian
Economy? The answer is Yes and No.

It all depends on how the implementation of this bill is carried out by
the government. The objective of the bill is to remove subsidies from
the Iranian economy in order to rationalize utilization of hydrocarbon
resources, to increase economic productivity and to improve Islamic

Social Justice. These are all very difficult objectives that would be a |,

challenge to any government even at the best circumstances when it
has full cooperation from world community in trade and investment.
The increase in the prices of petroleum products, natural gas and

EVENTS

ICC-Iran to hold
Workshop on
"UCP 600"

electricity will no doubt results in less waste and more prudent use of ==

energy by the Iranian consumers. But there is a limit to eliminating
waste and reducing energy needs. There must be massive investment
on behalf of the government to ensure better public transport and
encourage the domestic car manufacturers to design and produce
affordable vehicles, which consume less gasoline and gasoil.

To increase economic productivity is also another major challenge.
The increase in the price of energy is likely to reduce the revenues of
most industrial complexes and manufacturing units in the country and
reduce economic activity. The first aim would be to stop this decline,
which would lead to job losses and lack of investment to increase the
production capacity of the firms. It must be realized that the industry
must invest heavily for changing its machinery and equipments to be
able to cope with high energy prices at a time when its revenues have
shrunk considerably. To overcome this problem, the government must
come up with adequate long term soft loans to help change the
industry to a more energy efficient outlets. Tax incentives could also
be used for those who invest to change their industry to become more
efficient in their energy use.

Finally the bill is aiming to adhere to the Islamic social justice. The
situation in the past allowed the affluent sector of the population who
had more cars, bigger houses and more facilities to enjoy the
subsidies more than the people in need. Fifty percent of the revenues
to the government out of this bill are allocated to alleviate the
pressure on the less to do section of the population whose expenses
would be considerably higher after the introduction of this bill. Cash
handouts are the most important segment of the government policy,
which currently debating how much must be given to those in needs
and on what criteria. The success of the Bill depends on how
efficiently and wisely the implementations of its various sections are
carried out over the coming five years. The current economic and
political pressures on Iran make the task of the government even
more difficult.

* The Secretary of ICC-lran Environment & Energy Commission

The challenges facing bankers and other
users of Documentary Credits during the
current conditions will be the theme of a
workshop hosted by ICC-Iran on 10
October.

The workshop entitled “Uniform
Customs and Practice for
Documentary Credit (UCP 600)” will
bring together approximately 80
professionals from Iranian banking
community who will learn, through a
series of study-led sessions, how
following the UCP rules when
structuring their trade transactions can
help facilitating the Documentary Credit
process and avoid pitfalls.

This session will be led by "Farideh
Tazhibi", Secretary of ICC-Iran
Banking Commission and a member of
URDG Drafting Group, and continued
with a lecture by "Fereidun Shirazi", a
long standing member of the ICC-Iran
Banking Commission.

The  workshop  will offer the
international audience of bankers,
exporters, lawyers, and academics a
valuable opportunity to bring their
experiences and concerns to the debates.




