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THE ECONOMICS OF ENERGY PRICE REFORM IN THE ISLAMIC REPUBLIC OF IRAN 

A.   Background 

1.      The production of oil, gas and electricity plays a major role in the Iranian 
economy (World Bank, 2006a; Karbassi, et. al., 2007; Zamani, 2007). Iran has some of the 
largest proven reserves of crude oil and gas in the world. In 2008/09 crude oil and gas 
exports earned Iran an estimated 74 percent of foreign exchange receipts (24 percent of GDP) 
and financed rapid growth of imports. At the same time, oil revenues provided 65 percent of 
all fiscal revenues (16 percent of GDP). Value added in oil, gas and electricity generation 
accounted for almost 25 percent of GDP in 2008/09. Gas production is rising and gas exports 
have potential to surge multiple times in the next decade provided investments are made in 
the sector.  

2.      Economic policies in Iran have traditionally relied on the abundant availability 
of energy at very low price to finance the country’s economic development (Farzanegan 
and Markwardt, 2009). Over the past decades, domestic fuel prices were among the lowest in 
the MENA region, at only a small fraction of their opportunity cost (Bhattacharyya and 
Blake, 2009) (Figure 1). In addition, prices were set differentiating by type of energy users 
(World Bank, 2007; IMF, 2008): households and production sectors in need of financial 
support such as agriculture or selected industries benefited from very low prices, while prices 
charged to other sectors have been set at higher levels, though well below opportunity costs.  

Sources: Country authorities; and Fund staff estimates.
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Figure 1.  Retail Gasoline Price in Selected Middle East Countries
(In Rials per liter, Q1 2008)

 

3.      Low domestic energy prices have resulted in excessive use of energy (Figure 2). 
Iran’s domestic energy use has been very high by international standards, and energy demand 
growth has exceeded the rate of growth of per capita income, in contrast to the experience of 
the majority of low and high income countries. Specifically, demand for gasoline in Iran 
grew by 9 percent per year in 1997-2006, over twice faster than per capita income. Energy 
use in per capita terms grew by about 4 percent per year in 1971-2002, four times faster than 
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in low and high income countries. At 1.5 million barrels per day in 2002/03, Iran’s oil 
consumption was similar to Spain’s, which had a GDP six times higher than Iran’s (Mehrara, 
2007; Jafari and Baratimalayeri, 2008; Sobhiyah and Kashtiban, 2008; Bhattacharyya and 
Blake, 2009).  
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Sources: Eurostat; and Fund staff estimates.

Figure 2. Growth in Electricity Consumption by Households in Selected Countries; 1995--2006
(In percent; average annual rate)

 

4.      Low energy prices have encouraged the development of energy intensive 
industries, and inefficient energy use (Maruyama and Eckelman, 2009) (Figure 3). Iran’s 
primary energy intensity in electricity production is 30 percent higher than the OECD 
average. Low costs of transport fuels encourage excessive driving and contribute to excessive 
capital investment in road and highway construction and to time lost in traffic congestion, 
causing pollution, environmental, and health related costs (World Bank, 2004, 2005a, 2006b; 
Shafie-Pour and Ardestani, 2007). 

5.      Low energy prices disproportionately benefit the rich and have a detrimental 
impact on the environment. Richer households who could afford larger housing, energy 
intensive appliances, and larger cars have benefited disproportionately from Iran’s 
hydrocarbon wealth.  

6.      Low prices of hydrocarbon-based electricity generation have slowed down the 
development of alternative energies (Alnatheer, 2005).  Iran has one of the greatest 
potential for solar energy, but the low prices of gas and oil have discouraged the development 
and deployment of energy saving technologies.  
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International Comparison of Primary Energy Intensities in 1980
(Energy consumption, Btu per 2000 U.S. dollars at purchasing 

pow er parity GDP) 

0 4,000 8,000 12,000 16,000

Iran

UAE

Mexico

Sw itzerland

Pakistan

Venezuela

United States

International Comparison of Primary Energy Intensities in 2006
(Energy consumption, Btu per 2000 U.S. dollars at purchasing 

pow er parity GDP)

0 5,000 10,000 15,000 20,000

Sw itzerland

Mexico

Pakistan

United States

Venezuela

Iran

UAE

35

39

43

47

51

55

1990 1993 1996 1999 2002 2005

Iran

OECD Europe

25

29

33

37

41

45

1990 1993 1996 1999 2002 2005

OECD

Iran

Figure 3.  Islamic Republic of Iran: Comparison of Primary Energy Intensity and Electricity 
Conversion Efficiencies

Sources:EIA; Eurostat; International Energy Annual 2006; U.S. Department of Energy; and Maruyama and Eckelman (2009).
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7.      The sustainability of Iran’s energy production and use has become 
increasingly more fragile in recent years (Karbassi, et. al., 2007). Low prices have 
discouraged energy saving, leaving an insufficient surplus for investing in the production 
necessary to meet the rapidly growing demand for energy, in particular for electricity, 
gasoline and other refined products. As a consequence, in recent years Iran has become a net 
importer of gasoline.  

B.   Benefits from Reforming the Energy Sector  

8.      Iran’s economy would reap significant medium-to long-term benefits from 
liberalizing energy prices. In the short-term, bringing energy prices to opportunity cost 
levels could strengthen Iran’s current account and external reserve position and reduce the 
volatility in government capital spending. In the medium-term, energy allocation efficiency 
would improve significantly and energy intensity would decline, improving the overall 
competitiveness of the Iranian economy.  
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9.      Higher revenues resulting from the liberalization of energy prices would help 
generate the resources needed to maintain and expand energy production and support 
economic development and employment growth (Sari and Soytas, 2007; Belloumi, 2009). 
Gains in energy efficiency from the liberalization of oil prices would increase the amount of 
oil available for exports, thereby raising export revenues. At the same time, an increase in the 
domestic energy prices would sharply increase the profitability of the energy sector and 
provide the much needed revenues and incentives to finance research and development and 
investment in the sector, and in energy saving activities (Jannuzzi, 2005).  

10.      Higher energy prices would support Iran’s diversification of energy sources 
(Awerbuch and Berger, 2003; Awerbuch and Sauter, 2005; Mehrara, 2007, 2008). Higher 
energy prices and a diversification of Iran’s energy mix would help reduce the historically 
high volatility in domestic capital spending, GDP and inflation. Higher prices would also 
encourage energy saving among Iranian companies and households, enhancing 
competitiveness and benefiting the environment (World Bank, 2005a, 2006b; Mostafaeipour 
and Mostafaeipour, 2009). 

11.      Increased earnings from energy sales could allow the government to make the 
distribution of benefits from Iran’s hydrocarbon resources more equitable, as more 
benefits could accrue to low income households that typically consume a relatively low share 
of heavily subsidized energy (Dodonov et. al., 2004; Freund and Wallich, 1996; Olivia and 
Gibson, 2008).  

C.   International Experience on the Impact of Energy Price Reform on Long-Term 
Energy Efficiency  

12.      Theoretical research shows that an increase in energy prices influences 
technological change both directly by inducing energy-saving innovations, and indirectly by 
inducing the development of new, less energy intensive equipment (Kratena, 2007). 
Okushima and Tamura (2009) decompose aggregate developments in energy intensity into a 
technological change component and a structural change component that reflects change in 
the output structure following a price shock.  

13.      The main lessons from empirical studies on energy price reform are that:  

• Large increases in energy prices reduce energy consumption. While demand for 
energy is relatively price inelastic for small price changes, the very large price increases 
needed to bring prices to international levels in many reforming countries produce a material 
fall in energy demand and energy intensity. For instance, in Nigeria the long-run price 
elasticity for aggregate energy demand was estimated at minus 10 percent. For petroleum 
products, a 5 percent increase in the price of aggregate petroleum products was estimated to 
reduce per capita petroleum products consumption by about 1 percent (Iwayemi et. al., 
2009).  
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• Increasing energy prices reduces energy intensity. For instance, energy intensity fell 
over time after China deregulated energy prices in 1985–2004 (Zhao, 2001; Hang and Tu, 
2007). Similarly, energy intensity has declined in transition economies after energy prices 
were liberalized in 1990s (Cornillie and Fankhauser, 2004). 

• Reducing energy intensity takes time. While Poland had managed to reduce its overall 
energy intensity by 46 percent over 1989–2002, other Eastern European countries were less 
successful (Figure 4). In 2002, more than 15 years after reforms were initiated, energy 
intensity in Hungary was about three times higher than the corresponding figure for the 
European Union, while intensities for the Slovak Republic and the Czech Republic were 
about five times higher (Figure 5) (Urge-Vorsatz et al., 2006). 

 

Figure 4. Trends in Coal-to-Electricity Efficiencies, 1990-2006
(In percent)
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Figure 5. Total Energy Intensity in Selected Countries in 1995 and 2006
 (Kilogram of oil equivalent per 1000 Euro)
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• When changing relative energy prices, energy reform can impact different energy 
producers in different ways and change relative intensities for different primary fuels (coal, 
oil, and gas, and renewable) (Hang and Tu, 2007). 

• Higher primary fuel prices boost the performance and profitability of primary energy 
producers, while initially depressing the performance of non-energy nonfinancial enterprises 
(Tchaidze, 2007). 

• Electricity prices must be increased in line with the increase in prices for primary 
fuels (which are inputs into electricity production). The increase in electricity prices allows 
for the higher cost of primary fuel prices possible and is necessary to finance the expansion 
of electricity generation needed to meet the rapid increase in demand in emerging markets 
(Zhao, 2001; Hang and Tu, 2007). 

• Long-term demand for energy in developing and transition countries reforming their 
energy sectors should be expected to grow. Notwithstanding the long-term gradual 
convergence of energy intensity towards levels in the most energy efficient economies, the 
increase in energy demand resulting from income growth typically exceeds reductions in 
energy intensity (Markandya et. al., 2006). 

14.      Drawing on the international experience, energy price liberalization in Iran 
should include all primary energy prices as well as electricity prices to (a) minimize 
distortions as relative energy prices change, (b) allow the electricity sector to absorb higher 
gas and oil prices, and (c) finance new oil and gas production and electricity generation 
capacities. 
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D.   Impact of Price Reform  

Microeconomic Impact  

15.      A significant increase in energy prices would have a profound and 
multidimensional impact on Iranian households and firms. Whether gradual or carried 
out in a single step, the increase in energy prices would (i) affect all energy users; (ii) 
increase production costs and prices of non-energy products; (iii) affect the absolute and 
relative competitiveness of domestic producers vis-à-vis producers of less/more energy 
intensive goods and services; (iv) change the demand patterns for almost all goods and 
services produced or imported into Iran through the substitution and income effects; and (v) 
alter the composition of Iranian exports away from energy intensive goods.  

16.      Higher energy prices are expected to raise the cost of living of all households-
urban and rural, rich and poor (Box 1) (Saboohi, 2001). The reforms would have a direct 
and indirect impact on energy consumption, cost of living, and welfare. Higher energy prices 
would also shift preferences to lower energy-intensive goods and services resulting in 
significant changes in household consumer baskets. For instance, higher gasoline prices will 
likely have both a substitution effect—toward the use of public transportation—and an 
income effect—toward less overall traffic.  

17.      Although the welfare of some households is likely to fall, the welfare of others 
would increase. Compensatory payments to households that use relatively little energy 
(often the poor) may increase their real income and welfare. Similarly, households that place 
high value on time, the reliability of energy services, or the environment, may increase their 
welfare, as traffic congestion falls and the quality of energy services and the environment 
improves over time (Coady and Newhouse, 2005; World Bank, 2005a). 

 

Box 1. Estimated Impact of Energy Price Reform on Households in Iran 

Saboohi (2001) developed a methodology for estimating the direct and indirect impact of increased domestic 
energy prices on the cost of living of urban and rural households in different expenditure groups in Iran. He also 
estimated the net increases in the cost of living for different groups of households had energy prices been raised 
to their long-run marginal cost in late 1990s.  
 
To reach long run marginal costs, the final energy prices for urban and rural households should have been raised 
about five-fold in late 1990s. As a result, the living expenses of an average urban and rural household would 
have increased by about 30 percent at the time, with a somewhat higher increase for rural households.  
 
At the same time, revenues from higher energy prices would have allowed the government to compensate 
consumers for a large part of the increase in their expenditures following the price reform. The ultimate impact 
on household welfare would depend on the size of the compensation.  
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18.      At the enterprise level, higher energy prices would enhance the profitability of 
energy producers. The increase in the profitability of enterprises would be proportionate to 
the share of additional revenues that they are allocated. In the electricity sector, this would 
depend on whether electricity tariffs are allowed to increase to fully recover the higher cost 
of primary energy fuels and on the extent to which electricity generation would be liberalized 
(World Bank 2006a, 2007).  

19.      The impact of the energy price increase on the profitability of the non-energy, 
nonfinancial corporate sector would depend on the initial share of energy in the total 
value of inputs. It would also depend on the extent to which output prices could be increased 
to reflect the higher cost of inputs, and on the enterprises’ ability to adopt energy saving 
measures and invest in more energy-efficient technologies. The impact of higher energy 
prices would therefore vary between different sectors of the economy, and within a specific 
sector, according to the energy intensity of individual producers and the final products. For 
instance, even though higher gasoline prices may have only a modest impact on the car 
industry in general, the impact on the individual product lines and producers of the most 
energy consuming automobiles could be very strong (Cameron and Schnusenberg, 2009).  

20.      The initial impact on the balance sheet and profitability of the financial sector 
is likely to be negative. Nonperforming loans are likely to increase as weaker non-financial 
companies as well as some households could seek deferment on their loan payment 
obligations.    

Macroeconomic Impact 

21.      An increase in energy prices would have a direct and indirect impact on the 
price level by raising the price of energy products and energy-intensive goods and 
services. In addition, a gradual, rather than one-time, price increase could contribute to 
building inflationary expectations. At the same time, the reduction of government subsidies 
resulting from the increase in energy prices would—all other things being equal—increase 
fiscal savings, thereby helping to reduce inflation.  

22.      Large energy price increases would have a negative impact on GDP growth 
and employment in the short-term, even though the long term impact should be positive 
(Box 2) (Dhawan and Jeske, 2007; Finn, 2000). In the medium to long-term, higher energy 
prices would favor energy savings and the use of more energy efficient technologies, 
bringing the Iranian economy to a more optimal use of energy, and fostering growth (Apergis 
and Payne, 2009).  
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Box 2. Impact of Energy Price Increase on GDP and Employment 
While energy price shocks affect macroeconomic performance in numerous ways (Barsky and Kilian, 2004, 
and Kilian, 2008), the magnitude of the decline in output to an energy price shocks depends more on firms’ 
share in energy consumption than households’ share (Dhawan and Jeske, 2008). Quantifying the impact of 
energy price shocks on real GDP, employment and inflation is very difficult. Existing research indicates 
that output losses vary depending on the size of the price adjustment, duration of the reform, and mitigating 
policies. 

Country Reference 
period 

Price increase               Impact on GDP Impact on 
employment         

Russian Federation, 
(Braber and Tongeren, 
1996) 

Mid-
1990s 

oil, gas, and coal:          
30-40 percent 

- 1.2 to -1.6  
percent 

-1.1 to -1.3 
percent 

Moldova         
(Baclajanschi et. al., 
2007) 

2006-07 gas: 200 percent 
electricity: 80 percent 
oil price: 10 percent 

2006: -5.1 percent 
2007: -4.4 percent  

… 

Ukraine                
(World Bank, 2005b). 

2006-07 gasoline: 50 percent   
gas : 123 percent 

2006: - 8.6 percent                 
2007: -6 percent  

… 

Washington State, USA 
(Holland et. al., 2007) 

2003-06 crude oil: 124 percent  -4.9 percent over 
the period 

- 4.6 percent 
over the period 

 

 

23.      The increase in energy prices will lead to an increase in energy efficiency and a 
reduction of energy intensity. It is, however, difficult to predict the change in demand in 
response to such price increase (Box 3). Although the short-term price elasticity of demand 
for energy products in Iran and other Middle Eastern countries is very low, the very large 
price increases needed in Iran to bring domestic prices to their international levels are likely 
to dampen demand significantly, even in the short run.  

24.      The net impact on the government finances should be largely positive. On the 
positive side, a share of the revenues arising from higher prices could be transferred to the 
budget. In addition, lower consumption of energy products would reduce the need for 
imports of gasoline products and for compensatory transfers to refineries to offset their 
below-cost selling prices (Iwayemi et. al., 2009). On the negative side, higher energy prices 
are likely to result in lower tax revenues as economic activity slows down, and lead to an 
increase in social benefits (unemployment and welfare) and in the cost of energy supplies to 
the government. 
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Box 3. Islamic Republic of Iran: International Evidence of the Impact of Energy Price 
Reform on Economic Efficiency 

Bhattacharyyan and Blake (2009) estimated the short-run price elasticity of the demand for gasoline, diesel, 
kerosene, and fuel oil in Iran and several other Middle Eastern oil and gas producing countries. They showed 
that while the price elasticity is very low in the short-run, it increases in the medium- to long-run. Moreover, 
even with a very low price elasticity, the very large price increases needed to bring prices to their international 
levels is likely to dampen demand significantly. Davoudpour and Ahadi (2006) and Narayan and Smyth (2007) 
have similar results.  

The relatively high long-run elasticity of demand for gasoline suggests that bringing gasoline prices to 
international level could significantly reduce Iran’s domestic gasoline consumption and substantially decrease, 
if not eliminate, the need for gasoline imports, thereby contributing to improving Iran’s trade balance and 
energy security. At the same time, the demand for other fuels may not decline in line with their elasticities, as 
the sharp reduction in use in private transport may stimulate demand for diesel-fueled public transport. 
 

 Estimated price elasticity of demand for gasoline and diesel in 
selected MENA countries   
 Short-run Long-run 
 Gasoline Diesel Gasoline Diesel 
Iran  -0.124 -0.055 -0.494 -0.129 
Kuwait -0.143 -0.404 -0.303 -2.694 
Libya -0.081 0.370 -0.548 1.585 
Qatar -0.098 -0.149 -0.133 … 
Saudi Arabia 0.002 -0.013 0.008 -0.033 
U.A.E -0.188 0.020 -1.064 0.163 
Source: Bhattacharyyan and Blake (2009). 

 

25.      The external position is likely to improve sharply as the reduced domestic 
demand for energy would increase oil, gas, and electricity exports. At the same time, 
imports would decline due to the overall economic contraction and the reduction in the 
demand for gasoline. In addition, higher profits would enable the Iranian National Oil 
Company to increase investment and the supply of oil to the world markets, possibly 
impacting oil prices.   

E.   Measures to Mitigate the Impact of the Reform 

Microeconomic Measures 

26.      The appropriate mix of supporting measures depends on the initial pre-reform 
conditions. For example, the impact of reforms on households will be less severe if 
households can benefit from a well-developed  mass public transportation  system, live in 
relatively energy efficient housing, use individual energy meters, and  have a well-developed 
culture of energy saving and recycling  (Urge-Vorsatz et. al., 2006).  
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27.      Protecting households from some of the extreme negative consequences of the 
price reform seems to be preferable to protecting enterprises. Ensuring that households 
are protected from the negative impact of the reforms through subsidies is essential not only 
to protect the poor, or ensure adequate support for the reform, but also to stimulate the 
demand necessary to uphold economic activity. 

28.      Households can be protected through the development of an efficient social 
safety net. The implementation of a safety net rests on (i) determining eligibility, (ii) 
choosing the form of household support (cash transfers or low-user tariff schemes), and (iii) 
calculating the value of household support (Navajas, 2009). Eligibility criteria should be 
established on the basis of a good database on households’ characteristics before the price 
increase to minimize the financial plight of the poorest households. In the absence of an 
effective means-testing mechanism, a uniform compensation payment could be made to the 
whole population. Such a transfer would necessarily be progressive, benefiting the poor more 
than proportionally to their income (USAID, 2002). 

29.      The positive impact of reforms on energy producers depends on their ability to 
collect receivables. Often higher prices yield only limited additional revenues due to a 
decline in bill collection rates. An accumulation of private and public payment arrears in the 
energy sector can rapidly spill over into the entire economy (Fankhauser et. al., 2008). In 
addition, once the culture of nonpayment becomes entrenched, it can become very difficult to 
uproot. To limit this problem, public institutions must be fully funded and required to pay 
their energy bills; vulnerable households should receive compensation and be required to pay 
for energy;  all households should be billed for their individual energy consumption as soon 
as possible and with high frequency; and, energy suppliers must be granted the right to 
disconnect nonpaying customers, whether public, households, or small or large commercial 
entities, and deploy measures to maintain high bill collection rates (such as pre-paid 
electricity or gas meters offered to customers with poor payment records).  

30.      Commercial energy users must face a hard budget constraint (World Bank 
2005b). At the same time, they must be able either to earn a higher, market competitive, price 
for their output, or to change their production technology to reduce energy intensity, or to 
alter their product mix to reduce costs and maintain profit margins. Support measures, such 
as tax or cash support for restructuring, could help ensure their profitability while providing 
incentives to adopt more energy efficient technologies. 

31.      Lending standards and banking supervision must be strengthened to ensure 
that banks’ balance sheets are not negatively affected. Avoiding a major deterioration of 
banks’ lending portfolio is essential, particularly as a large number of borrowers could be 
unable to service debt as they devote an increasing share of their income to paying energy 
bills. New borrowers could also seek bank financing to cover their higher energy expenses.  
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32.      The success of the reform largely depends on the credibility of accompanying 
measures. For instance, in some countries, at least in the initial stages of energy sector 
reforms, price increases proved to be ineffective in reducing energy use because users 
managed to either avoid paying for energy, or were bailed out by state banks that were 
required to provide soft loans to large energy users. Typically, price increases for electricity 
were accompanied by reductions in bill collections from households and large enterprises. To 
restore payment discipline, some governments in reforming countries supported state bank 
lending to large enterprises in order to finance restructuring. Williams and Ghanadan (2006) 
also noted that the lack of success of reforms in some countries reflected mainly that they 
were too narrowly focused on finance and cost recovery instead of emphasizing a broader set 
of objectives, including service provision, public benefits, effective regulation, and social and 
political legitimacy.  

33.      Countries that liberalized energy prices and moved fast on corporate 
restructuring managed to achieve the largest gains in energy efficiency (Cornillie and 
Fankhauser, 2004). Conversely, reluctance and delays in enterprise restructuring delayed 
gains in reducing energy intensity. Government’s inability to impose restructuring and 
privatization was typically accompanied by a soft budget constraint and resulted in further 
increases in energy intensity and waste following the increase in energy prices.  

Macroeconomic Measures  

34.      Macroeconomic policies in support of the reform should ensure that energy 
users see the reform as non-reversible and face binding budget constraints that 
encourage active adjustment to the new price structure. Transparent and tight fiscal and 
monetary policies will limit market distortions and noise in market signals (Baclajanschi et. 
al., 2007).  

35.      Successful reformers gear fiscal policies to establish hard budget constraints on 
the economy. At the same time, leaving fiscal space for downside risks during the initial 
phase of the reform is always desirable, as it allows the government to provide sufficient 
support to the most vulnerable groups. In addition, a sufficiently large fiscal cushion should 
allow direct support from the budget rather than resorting to quasi-fiscal financing through the 
banking system that can introduce numerous distortions in the economy and ultimately 
undermine the reforms (Petri et. al. 2002, Saavalainen and ten Berge, 2006). 1

36.      A tightening of monetary policy would be required to limit the secondary 
effects of the price increase on the aggregate price level. The authorities should monitor 
closely developments in inflation, and adjust the monetary aggregates as needed (Chen, 

 

                                                 
1 Sandu-Loisel (2007) contrast the long-term positive effects of abruptly cutting off subsidies to the less 
successful outcome of the gradual price and subsidy reform adopted by Romania during the 1990s in order to 
avoid a social crisis. 



 14 

 

2009). Estimating money demand and nominal GDP will pose some difficulties after energy 
prices are raised, as nominal GDP will surge when domestic energy sales are measured at the 
higher prices. 

37.      Exchange rate policy should support the reform by ensuring an adequate level 
of external competitiveness following the increase in prices. The reforms should also be 
accompanied by trade liberalization to ease access of restructuring enterprises and 
households to energy-efficient equipment and household appliances. In addition, a high 
degree of trade openness would reduce the magnitude of the pass-through of higher energy 
prices to domestic inflation, in particular when reforms are supported with tight monetary 
and exchange rate policies (Chen, 2009).  

F.   Speed and Design of the Reform 

38.      Reforming energy prices can be done through a single increase in tariffs and 
full liberalization of future price setting, or spread through several incremental 
increases in energy tariffs that eventually bring prices to their opportunity costs. Both 
reforms have advantages and disadvantages and carry risk. Single step reforms are preferred 
when the required price change is not overwhelmingly large and other supporting reforms to 
deal with the consequences of the price increase are in place. The risk of a sharp increase in 
prices is that it may trigger immediate social discontent, and the reform may be reversed. A 
gradual implementation of the reform may be easier to manage. However, gradual reforms 
also allow opposition to build resistance to further price increases. The risk of a gradual 
reform is that it may end up with the first price increase, as the opponents to the reform could 
stop further implementation well before the benefits of the reform materialize.  

39.      Ideally, all energy prices should eventually be increased to opportunity cost 
levels (Box 4). The initial, administratively determined single-step or phased-in increase in 
prices could soon thereafter be replaced by a free market mechanism that would determine 
future price variations and ensure that prices continuously provide the necessary signals, 
incentives, and resources for further production capacity expansion to meet the growing 
demand in a rapidly growing economy (Wang et al., 2009). In addition, liberalization of the 
entire electricity market (generation, transmission, and distribution) may be critical to limit 
the long-term increase in electricity prices while ensuring an adequate flow of capital to the 
most competitive companies in the sector (Mohammadi, 2009). 

40.      Energy sales should be subject to the same VAT rate as other goods and 
services. However, to limit the impact of the sharp increase in energy prices, in some 
countries the authorities have opted to partially delay the implementation of energy 
taxation. Alternatively, a more modest increase in domestic prices can be accompanied by 
a single-step imposition of VAT and excises to ensure full budget funding during the reform 
period (Hossain, 2003).  
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41.      Finally, energy sector reforms should include the establishment of a 
professionally staffed public regulatory body to oversee the energy sector. The new 
regulatory body should help bring the full benefits of market competition to the sector. 

Box 4:  Elements of design of price mechanism 

The determination of a new price mechanism requires setting: 
 
(i) the target price: export f.o.b.; import c.i.f. price; or a fraction of the international price;  
 
(ii) the speed of adjustment: single step; multi-step comprising periodic, pre-determined increases to the pre-set 
target; or multi-step periodic, pre-determined increases to the pre-set target adjusted for changes in the 
international price during the reform period; and 
 
(iii) the future price setting mechanism. This includes decisions about:  

(a) the selection of the decision maker (price change initiator): an independent regulatory body; an energy 
monopoly (producer or distributor); the government; or a market-driven mechanism. 

(b) the periodicity of adjustment: either continuous, market based; at explicitly pre-determined intervals 
(weekly, monthly, quarterly); or ad hoc. 

(c) the price base: market; explicit reference price (import or export); explicit price formula (import 
plus/minus); or indexed to CPI/PPI.  

(d) the price base calculation: price at point in time of a single reference commodity or price index of a 
commodity composite; or a moving average of preceding period prices of a single reference commodity or of a 
price index of a commodity composite.  
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