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Abstract

Iran is a classic welfare state.  The economy is run by the government and everything from cheese to electricity is subsidized by it. The subsidies were initially introduced to garner public support for the Shah and where later maintained on social justice grounds.  Gasoline subsidies account for 17% of Iran’s energy subsidies.  It is becoming evermore expensive to maintain and is introducing severe inefficiencies on several grounds.  During the past decade, per capita gasoline consumption and the cost of maintaining relevant subsidies have increased by 98% and 214%, respectively.  
Many measures have been proposed to bring gasoline subsidies under control.  None of the proposed measures, however, were able to overcome the entitlement mentality of the public and as a result failed to survive long enough to be effective.  This paper suggests a new way out.  It proposes to explicitly link and combine unpopular gradual price liberalization schemes, which tend to negatively affect the purchasing power of the public, with other market oriented compensations schemes that would make people feel better-off without the subsidies.  Moreover, it proposes the government to start and intensive public information campaign to introduce the real beneficiaries of the subsidies.  
It must, nevertheless, be understood that Iran’s gasoline subsidies are part of a bigger problem, which is the rentier nature of the government and the society. While targeting individual socioeconomic inefficiencies might be a worthwhile endeavor, such measures need to be combined with more far reaching reform measures to be effective. 
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Introduction
Being heavily endowed with point resources is not always a blessing.  A combination of bad policymaking, swelling public expectations, and increasing government intervention in the economy can definitely turn such endowments into a real curse.  Petroleum is an example of a point resource that has not well served its possessors.  Research has shown over and over again that countries heavily endowed with petroleum perform worst than their peers on almost all grounds.  
Subsidy policy making is one of the areas in which oil-based economies have persistently underperformed.  While their lack of success in devising economically sound subsidy policies can be attributed to many indecipherably intertwined factors, being a rentier state can indeed be cited as the primary culprit.  Rentier states, which by definition lack both the will and the capacity to allow market mechanisms bring about a society wherein wealth and resources are optimally distributed, find themselves politically forced to introduce distributive schemes that have historically and almost without exception been detrimental to the long-term general socioeconomic wellbeing of their public.  
Iran’s gasoline subsidies serve as a great example.  Iran is the world’s 4th largest petroleum exporter
.  The government of Iran has monopoly over all petroleum related activities, from production to distribution, and is the sole recipient of the relevant revenues.  Petroleum revenues account for 85% of Iran’s gross annual exports and about 27% of its GDP.  However, relatively very few people are actually involved in generating these revenues.  Therefore, the government of Iran has from very early on been left to consider different national wealth distribution measures in order to both provide for its citizen’s welfare and the country’s development.  These measures have ranged from those that have had sound economic reasoning, like investment in the country’s infrastructure, to those that have been undertaken purely due to political or ideological considerations.  Iran’s gasoline subsidies are indeed of the latter type.
Massive oil revenues of the second half of the past century, allowed the government of Iran to heavily subsidize all consumer goods.  While not recognized at the time, gasoline subsidies have proven to be the most expensive, least beneficial, and increasingly less sustainable of all.  What has further exacerbated the problem is the fact that the public, auto industries (in terms of design and fuel efficiency), and the market, in general, have all become addictively dependent on these subsidies.  Thanks to high oil prices, however, the government of Iran has been able to continue on with the subsidies and provide its citizens with cheap gasoline, priced approximately 14 times lower than its neighboring country Turkey.  Cheap available gasoline has made all sectors of the economy and all levels of the society less interested in making fuel efficient choices, engendering grave sociopolitical, environmental, and economic inefficiencies.   
This research paper is divided into four main sections.  It first describes the history and the current status of gasoline subsidies in Iran.  Then it explains in detail the problems associated with the current gasoline subsidy policies of Iran.  Next, it provides a survey of the most frequently mentioned policy options. Finally, it provides a unique policy recommendation designed to be both effective and sustainable. 
History
Definition: A Rentier State

Iran has historically been a rentier state.  A rentier state is defined as a country who exhibits four basic characteristics: 1) the rent creating sector of the economy predominates all other sectors, 2) the generated revenues from the rent creating sector has external sources, 3) the government is the main recipient of the generated rents, and 4) very little portion of the society is engaged in the rent creating sector, and the rest (the general public) are involved in the consumption of the created rent.  
Rentier governments are usually financially independent from their citizens and hence have the capacity to engage in large public expenditures without ever needing to tax their respective citizens.  Such governments usually provide for their legitimacy through government funded services that are geared toward elevating the general standards of living.  As a result, slowly but surely, these types of states’ primary task will be regarded by their public to be fair distribution of the windfall resources.  In such societies there are very few incentives for the public to invest in the production and the manufacturing sector and therefore there is very little production and hence very little to tax.  And since taxation is the primary way of equitably redistributing wealth and income, rentier governments, which lack this tool, are further forced to expand their expenditure to quell, either through economic assistances and welfare programs or through coercion, the resentments produced by resulting income gap between the rich and the poor.

Making of a Rentier State

In general, Iran changed its course and became a rentier state after WWII.  In 1941 the British and the Soviets occupied Iran, allegedly fearing an alliance between the king of Iran, Reza Shah, and Adolph Hitler.  Reza Shah was forced into exile and his son, Mohammed Reza, was allowed to take the throne with the explicit condition that he would not hinder the British and later American military aid to the USSR (through Iran), which was fighting the Germans on the Eastern front.  
The British, nevertheless, were in complete control of the Iranian oil industry even before the invasion.  In 1901, through kickbacks and other illegitimate methods, the British were able to secure a contract through which they were allowed to export Iran’s oil and only pay 15% in royalties.  By the end of WWII, this amount had only increased to 20%.  After WWII, Mohammed Mossadegh, Iran’s first democratically elected prime minister, engaged the British in aggressive negotiations, asking for higher oil royalties.  Once the negotiations failed, the Iranian Majlis (Parliament), led by Mossadegh, voted to nationalize Iran's oil industry, replacing the British Anglo-Iranian Oil Company with the National Iranian Oil Company.  They also managed to force Mohammad Reza Shah into exile.  
Prime Minister Winston Churchill and President Eisenhower were infuriated by the move and became fearful of a nationalization domino effect in the region and elsewhere in the world.  Hence, through a British planned and a CIA financed coup d'état
, Mossadegh was overthrown in 1953 and Mohammad Reza Shah was reinstated.  From that point on, especially during the oil shocks of 1970s (1973 in particular), the government of Iran was able to fully collect the rents from its oil industry.  As time went by, the tax system fell apart and the increasing dependence of the government on oil revenues rapidly pushed Iran down the path of becoming an irreversible rentier state.
Subsidies During the Pahlavi Dynasty
The hard currency obtained from outside, allowed the government of Iran to artificially inflate the value of its currency, increasing the purchasing power of the society.  The augmented purchasing power supported the public’s thirst for foreign made commodities, leading to the destruction/non-emergence of less competitive domestic industries.  The government of Iran was also able to use the generated petrodollars to subsidize many goods and services, including gasoline.  
The mass subsidization of consumer products had two main objectives.  First, they were put in place as a preemption against the Tudeh (Communist) Party.  It was very clear to the ruling elite, who were staunchly backed by the US, that socialism was gaining grounds and that some sort of wealth distribution scheme was required to quell public resentment against the growing income gap.  Hence, subsidies were introduced as a propaganda mechanism, meant to rob the Tudeh Party of its main platform, i.e. distributive justice.  Secondly, the subsidies where introduced in order to garner public support for the Shah.  Having come to power illegitimately, the government of Iran found it strategically important to provide for its legitimacy through enhanced services and welfare subsidies.  The program, however, had unintended consequences.  Coupled with land reforms of the so called White Revolution, subsidization of goods and services that were only available in urbanized localities, encouraged inhabitants of rural areas to leave their farms and migrate to the cities.  As a result of mass migration, Iran’s urban cities started to suffer from high population density and its ramifications (unemployment, crime, traffic, etc.), and national agricultural production declined rapidly.  
Rapid urbanization plus an overvalued currency coupled with vast subsidy programs led to the elevation of public demands and expectation, forcing Mohammad Reza Shah into a vicious cycle of paying to increase public satisfaction and then paying again to meet their elevated demands and expectations.  As more and more people poured into the cities, unemployment rose making it even more politically infeasible to cutback on the welfare programs.  Unemployment, rapid westernization, and the repressive nature of the Shah’s regime soon increased public resentment to a degree that could no longer be offset by the Shah’s generous subsidy programs.  The resentments developed into a populous revolution that forced the Shah into exile on January 16, 1979, and brought about the Islamic Republic of Iran through a referendum on April 1, 1979.

Subsidies After 1979

The populous 1979 revolution against the Shah primarily took place due to the public’s quest for social justice.  During the 1950s and 1960s the public had in general a socialist/communist approach toward social justice.  But from mid 1960s on, due to the relentless efforts of both the religious scholars (such as Ayatollah Taleghani, Ayatollah Mottahari, and Ayatollah Beheshti) and the intelligentsia (such as Dr.  Shariati and Mr.  Bazargan), the public started to profess to an Islamic approach toward the issue of social justice.  Soon, Iranian religious scholars and the intelligentsia worked together to thoroughly conceptualize a modern Islamic perspective on such issues as social justice and equality.  This is why Iran’s Islamic revolution is regarded by many scholars as the pivotal point in the worldwide Islamic political revivalism.   

The first monumental task of the revolutionary elites, the intelligentsia, and the Islamic scholars immediately after the revolution was to draft a constitution.  A quick look at Iran’s post revolution constitution clearly indicates that those responsible for drafting it were quite cognizant of the popular demand for distributive and social justice and have done their best, keeping in mind their limitation, to make sure that the issue is adequately addressed.  The problem, however, is that the drafters were mostly jurists and lawyers and not economists/policy makers.  Hence, many of the constitutional articles and stipulations are sheer goals, perhaps suitable for the preamble, that are simply not achievable given Iran’s financial limitations.  So, as a whole, the constitution can be regarded and does clearly sound like an Islamic socialist manifesto.  

With that introduction, going back to the issue of subsidies, the post-revolution government of Iran (herein after government of Iran) continued on and even expanded the subsidy programs already in place primarily due to ideological and social justice considerations.  After a decade, however, realizing the enormous burden of such programs, the government of Iran slowly started to reduce consumer good subsidies.  Through quota setting, rationing schemes, and gradual price liberalization, the government of Iran was able to do away with some of the programs.  Even though many of the programs remained intact, the cutting back signaled a change in paradigm.  
Currently no election goes without heated debates on governmental subsidies.  Talking about prolonged governmental welfare programs is no longer a taboo among policy makers.  The public, nevertheless, is not following suit.  As on can imagine, they remain resolutely pro subsidies, even if they themselves do not necessarily directly benefit from them.  They are so psychologically addicted to the idea of a welfare state that they are fearful of even considering an alternative.  This is particularly true with respect to gasoline subsidies.  Just to point out the significance of the involved psychological factor, two years ago Majlis Research Center (MRC) did a report on the inflationary effects of lifting the gasoline subsidies.  This year, MRC had to revise that report since their earlier one did not take into consideration the psychological effects of gasoline price liberalization on inflation.  
Current General Status

By far, currently, Iran is suffering from the chronic symptoms of a rentier state.  Iran has a small private sector that cannot compete with the gigantic and ever expanding public sector, and its short term political stability is highly intertwined with the continuation of its very costly, often counterproductive, inefficient, and unsustainable welfare programs and subsidies.  Energy subsidies, in general, and gasoline subsidies, in particular, account for a large portion of the country’s welfare programs.  

During the 2005 Fiscal Year (FY), gasoline subsidies, alone, cost the government of Iran $3.62 billion or about 7% of the value of its net exports.
 To put things into perspective, during the same FY, the government of Iran appropriated $0.7 billion (about 1/5 of gasoline subsidies) for all higher education and research related activities.  Please do consider the fact that this includes the cost of running all national public universities and research centers, which do not charge their students a single penny.  Experts further suggest that the same amount could have been used to create some half a million sustainable and pro growth jobs in Iran, which is currently suffering from high (especially youth) unemployment rates.  
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The problem, however, does not stop here.  Consumption of gasoline is on the rise and so is the subsidy amount required to keep gasoline at current prices.  During the past decade, Per capita national consumption of gasoline rose by 98% (see G1) and gross consumption rose by 125%.  
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As consumption increases so must the subsidy amount in order to both prevent shortages and price hikes.  During the past decade, the government of Iran has paid a total of $26 billion in subsidies, and the cost of maintaining the subsidies have risen by more than 210% (see G1.1).  A vicious cycle is also in place (see G2). Notwithstanding the chicken and egg enigma, cheap fuel, since it is a normal good, will encourage higher consumption, leading to higher demand, 
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resulting in higher subsidy costs.  If the current trend and policy continues (keeping all else constant), the government of Iran will be forced to pay in gasoline subsidies approximately $6.5 billion in 2010 and $10 billion in 2014
.  
Iran currently meets its increasing domestic demand for gasoline partially through its own refineries and partially by importing from other countries.  Iran’s domestic refinery capacity for gasoline is around 40 million liters a day, or approximately 56% of its current daily needs.  For the rest, Iran is heavily depended on such suppliers as the European oil trader, Vitol, and India.  
All gasoline outlets in Iran are owned and operated by the National Iranian Oil Company.  As for the price of gasoline, Iranians pay approximately 10 cents per liter.  To put this amount into perspective, 10 cents is approximately what one would pay for a single egg and approximately 1% of the price of one kilogram of beef steak in Iran.    

Why Subsidies?
Subsidies, in general, are usually justified by pointing to certain market imperfections that result in socioeconomically suboptimal outcomes.  In theory, policymakers are supposed to use their legislative monopoly to correct such imperfections and push the market toward producing higher social utility.  
Iran, like any rentier state, uses energy subsidies to keep end-user prices below market levels.  This approach has been defended on four grounds.  First, from a social justice perspective, it is said that such subsidies must remain since they act as an efficient mechanism through which the government distributes to the public their fair share of national petroleum revenues.  Second, from an economic development perspective, it is argued that gasoline subsidies are aught to be analyzed as government investments in national development, as such subsidies lower transportation costs and hence the involved transaction costs, supposedly stimulating economic activity and productivity.  Third, from a social welfare perspective, it is argued that liberalization of gasoline prices would reduce the purchasing power of the public and push many into poverty.  Finally, from a political perspective, it is argued, that reduction of subsidies are simply not politically feasible since the government lacks the required political capital to withstand the resulting public dissatisfaction.

Lack of the required political capital, not as a result of a lack in political stability but rather due to the degree of the public’s psychological dependence on gasoline subsidies, is perhaps the most convincing reasoning behind the continuation of the subsidies.  Relative to many other ongoing issues, the growing problem of gasoline subsidies is not being regarded as an issue that requires urgent attention.  In fact, the government of Iran is heavily relying on these subsidies, as any rentier state would do, to garner public support for other political and developmental programs that are deemed to be of much more importance.  
Notwithstanding the political dynamics of gasoline price liberalization, high oil prices and rapid economic growth and development has also helped the government of Iran to conceal the detrimental effects of gasoline subsidies. As the following graph (G3) clearly shows, gasoline subsidies relative to net exports is in fact on the decline.  This relative decline has masked the absolute magnitude of the problem.  In other words, Iranian policy makers have not yet been pinched hard enough by the costs of gasoline subsidies to be forced to do away with the status quo and push through major reforms.   
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Subsidies Going Wrong 
Sustainability & Stability
Dependence on high oil revenues to provide for gasoline subsidies is extremely ill-advised particularly because oil prices are notorious for their volatility (see G4).  Extracting 
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petroleum at a level very close to its output capacity, any drop in petroleum prices will immediately translate into lower revenues for the government of Iran.  Any person or institution, let alone a country, with such volatile income is well-advised to steer away from costly commitments.  This is a reality that the government of Iran has experienced before.  Going back to the “Gasoline Subsidies Relative to Net Exports” graph (see G3), the witnessed spike in the export/subsidy ratio was precisely due to a drop in national export revenues as a result of a sharp decline in crude oil prices in 1998 (see Ex1).  
This calls for a severe security and stability concern.  The government of Iran is making it self committed to something with great civil stability consequences that it cannot be sure of fulfilling/maintaining.  Beside the cost issues mentioned above, as said earlier, about 44% of Iran’s gasoline needs are met by imports.  Iran’s refineries having reached their limits, import of gasoline will increase at the same rate as consumption, which is approximately 10% a year.  Therefore, by committing itself to the subsidies, the government of Iran is tying its own hands at an increasing rate with respect to its strategic options in the international arena and is placing Iran’s national security in the hands of foreigners.  
Just recently, Jack Straw, the previous Foreign Minister of UK, made an explicit reference to this weakness of Iran.  When asked whether Iran would be able to cut is crude oil output as a mechanism to retaliate against a possible US-EU3 sponsored sanctions, Mr.  Straw said that Iran does not have the ability to withdraw its oil from the international market “not least because 60% of the refined oil product sold in Iran, this is gasoline and diesel, comes from outside of Iran...So it is not in Iran's interest to disrupt the oil market because one of the things Iranian people can get hold of is very very cheap fuel and if you have any shortages of that you can start counting the end of the current regime.”

This weakness and this reliance on foreign parties are in direct conflict with Iran’s national sovereignty.  In fact, officially, the most important issue that is keeping Iran from relenting its right to uranium enrichment is its security concerns as Iran does not wish to be totally dependent on outside sources for the fuel that will be generating a significant portion of Iran’s electricity.  Nuclear power plants, however, are not yet part of Iran’s energy generation equation.  Gasoline, on the other hand, is not only a major part of that equation, it has gained a social stability significance as well.  With this in mind, it would make much more sense for the Iranian policy makers to become as concerned about gasoline dependence as they currently are with respect to the nuclear issue.   
Economic Effects

As a general rule, subsidies will always create market inefficiencies (See G5: Deadweight Loss).  Therefore, the only way to economically justify a subsidy is to either maintain that 1) the
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produced gain in social welfare/utility exceeds the resulting market inefficiencies and taxpayer burden or 2) the subsidies have corrected a specific market failure.  Gasoline subsidies fail to do either.  They correct no market imperfection and do not produce a sufficient degree of social welfare to offset the involved costs.
Gasoline subsidies lead to an overall economic inefficiency through several channels.  First, they reduce and undermine the returns on investments of the producers, resulting in fewer incentives to invest in high-tech energy related infrastructures.  Lower investments, in turn, result in a higher reliance on old and inefficient production facilities that are often wasteful both in terms of the costs of production and use of primary resources.  Also, subsidy payments to the producers tend to reduce their incentive to minimize costs, which in turn leads to less efficient plant operation and lower investments, both of which lead to a lower production efficiency.  
Second, gasoline subsidies lower end-user prices, leading to higher consumption rates.  As shown earlier, Iran’s per capita gasoline consumption has approximately doubled during the last decade. While some of this can be attributed to economic development and population growth, a large portion of this consumption, nevertheless, cannot be explained by anything but sheer waste.  When compared with other nations, in absolute terms, Iranians (2002 Population: 66.62 million) consumed more gasoline in 2002 than Pakistan, Turkey, and India (Total Population: 1.27 billion) combined (see G6).  
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If we control for population, during the same year, Iranians consumed more gasoline than India, Pakistan, Turkey, Indonesia, and Brazil combined (see G6.1). Energy subsidies have given 
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rise to such degree of resource misallocation, waste, and over consumption that Iran has become one of the most energy intensive countries in the world. Total oil consumption amounted to 1.5 million barrels per day in FY2002, similar to Spain’s, with a GDP six times higher than Iran’s. 

The massive growth in consumption, both in relative and absolute terms, when compared with other nations, illustrates that Iranians are in fact using more gasoline than they possibly can need.  
But the public is not solely responsible for the hike in consumption and this takes us to the third economic inefficiency that gasoline subsidies produce.  
Cheap and stable gasoline prices have lowered incentives to invest in the production of more energy effective industries and machinery.  During the last decade approximately 98.5% (From 98.44% in 1996 to 99% in 2006)
 of the produced and imported gasoline was consumed by the transportation sector.   Vehicles that are in operation in Iran are mostly domestically made and the auto industry is heavily protected by extremely high tariffs (currently around 100%). High tariffs have disabled average middle class Iranians from purchasing foreign made vehicles and have pushed them primarily toward vehicles produced by Iran Khodro (IKO- National Auto Company – responsible for 67% of Iran’s Auto production).  
Until last year, IKO’s main and cheapest production was Paykan.  Since 2000, however, it has produced other types of vehicles that are much more up-to-date and, therefore, expensive.  Fuel efficiency, nevertheless, has never been a concern for IKO vehicle designers and engineers. Paykan, which is today the most used vehicle
, consumes approximately 100% more gasoline than does Toyota Corolla and delivers about 40% of Toyota Corolla’s horsepower (see G7).  
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While newer vehicles do a lot better, quality wise, they are still far behind from such cars as Toyota Corolla or Honda Civic.  This is particularly true in terms of their cost effectiveness.  (see G8 – Note: Tariffs not included)    


The third type of inefficiency that is produced by selling gasoline much lower than its regional market value is the incentive it provides for cross-border smuggling activities, which, on one hand, can be seen as a drain on national budget, and, on the other, a lucrative source of income for those engaged in criminal activities (just like drug money).  A quick look at regional prices would make this reality very clear.  Iran has land borders with 7 countries.  Turkmenistan is the only neighboring country that provides gasoline at a lower price (see G9).  
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Research indicates that some five million liters of gasoline and other petroleum byproducts are smuggled into Afghanistan and Pakistan on a daily basis.  Smuggled fuel out of Iran accounts for a considerable portion of Afghanistan’s and approximately 18% of Pakistan’s fuel needs.
 The same story holds for Iran’s western neighbors as well.  
Finally, gasoline subsidies, regardless of their effectiveness in achieving certain objectives, require government spending.  Governments like Iran, who desire to provide such subsidies for what ever the reason, are either forced to increase taxes (not the case with respect to Iran) or sacrifice government investments in such dire areas as education, health, and development.
 
Social Effects
Gasoline subsidies in Iran are usually said to be aimed at improving the welfare of the disadvantaged.  In reality, however, it has had the opposite effects and access to the benefits of gasoline subsidies is distributionally regressive.  A recent study has shown that in 2005 more than 47% of the subsidies were collected by the top (richest) 20% of the population (see G10).  
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The study further shows that with a Gini coefficient of 0.44, the distribution was so unequal that the subsidies benefited the top 20% approximately 12 times more than it benefited the bottom 20%. (see G10.1) 
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Therefore, if it was really up to the poor to decide, assuming knowledge and absolute rationality, they would most definitely opt for welfare programs that address issues such as education and healthcare and not those pertaining to the wasteful consumption of the well to do segment of the society.

Environmental Effects

The environment is the most evident victim of gasoline subsidies.  As said in the economic inefficiencies section, gasoline subsidies encourage wasteful use and provide little incentive for conservation.  This type of inclination is clearly present in Iran.  Studies show that about “70% of Tehran’s air pollution is due to the commute of its residents.”
 It has also been calculated that roughly 98% of CO and 74% of unburned hydrocarbons released into Iran’s air come from gasoline use
.  Furthermore, studies have asserted that the transportation sector and the excessive use of gasoline and diesel (which is also heavily subsidized), have contributed to Iran’s air pollution more than all industries and power plants combined (See G 11).
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A Survey of Currently Proposed Solutions

The direct and indirect costs associated with gasoline subsidies are so high and their net benefits so insignificant that it is no longer a taboo among policy makers to talk about possible solutions.  To this date, many proposals have been tabled but all of them fall within the following four categories: 1) non-price rationing, 2) consumption-linked pricing, 3) gradual price liberalization, and 4) rapid price liberalization coupled with targeted compensations.   
Non-Price Rationing
Non-price rationing is one of the proposed solutions to the problem.  It was employed quite effectively during the Iran-Iraq war as a means to deal with general shortages in all goods of necessity, including gasoline.  Generally, there are two types of non-price rationing.  
The first type is supply limitation, leaving the demand side unchecked.  Under this method, everyday only a designated amount of a particular good is provided to a limited number of distributors who then distribute the good on a “first-come, first-served” basis.  Under this system, queuing is naturally developed, making waiting time the source of consumption equilibrium.  In other words, those valuing a specific commodity the most will be willing to wakeup early in the morning and wait for hours before attaining the good.  This system of rationing has extreme societal costs as it downgrades the value of time.  It can also lead to riots if a distributor runs out of a commodity before everyone waiting in a queue for hours, obtain the good that they had come to attain.  This form of rationing, nevertheless, is very simple and cost (in terms of government expenditure) effective to implement.  For this very reason, this method of rationing was adopted and became part of daily life in Eastern Europe and Soviet Union before 1990
.
The second method is demand limitation with the supply side left unchecked.  Under this method, people are provided with a certain number of ration coupons based upon what ever factor the government deems important (family size or need for example).  These coupons are then presented and given to distributors by consumers who wish to buy a commodity at a government established price.  Those who desire to buy a commodity in excess of the government established quota, are forced to pay the full market price.  While this rationing method is more efficient, its fair implementation is quite costly.

Iran used the second rationing method during the Iran Iraq war and still uses it for certain commodities.  The system works very much like the food stamp.  The government gives discount coupons for certain goods to a targeted segment of the population, which can be used to purchase items of necessity bellow market prices.  Some have suggested this method of rationing to be employed for limiting gasoline consumption as well.   
Consumption-Linked Pricing
Consumption-linked pricing works very much like the second type of rationing.  The only difference is that under a consumption-linked pricing policy there aren’t only two prices (coupon and market prices).  Instead, the price is a function of an exponential equation linked to consumption.  Under this system, as consumption goes up so does the price in an exponential manner.  In other words, under this method people get punished for consuming more than an established quota.  Iran employs this method for water utility.  As a household consumes more water, the rate at which they are charged also increases.  Some have suggested this method of pricing to be used for gasoline as well.  
Gradual Price Liberalization

Gradual price liberalization was the policy that was adopted by the 6th Majlis (Parliament) as part of the 3rd Five-Year Developmental Plan.  Under this system, the price of gasoline was to be liberalized at a 10% per year rate.  The liberalization process, however, was halted by the 7th Majlis on social justice grounds.

Rapid Price Liberalization & Targeted Compensation 

Some economists have proposed a rapid price liberalization coupled with targeted compensations.  Under this process, the price of gasoline would be liberalized at a 25% per year rate and those hurt the most by the liberalization are compensated either monetarily or through discount coupons on other items of necessity.  
Problems of the Suggested Solutions

Gasoline subsidies have created deep inefficiencies on several grounds.  Therefore, solutions that do not take a holistic approach are not likely to succeed.  Any solution must at least have two objectives in order for it to succeed.  It must reduce government expenditure and, at the same time, be embraceable by the general public.  In other words, an effective solution will not be sustainable if it is not regarded as legitimate and beneficial by the general public.  Unpopular policies cannot usually withstand change in the political environment and their eradication usually becomes the first campaign promise of the opposing political parties.  Consideration of this sociopolitical fact is of special importance in a country like Iran, where elections occur on a regular basis (one election a year) and where elected officials and their appointees have extremely short tenures.   
The above four solutions are all problematic in some way.  Rationing is not an effective measure as it is expensive to implement and impossible to maintain in the long run.  It often leads to corruption and economically undesirable underground activities.  Likewise, consumption-linked pricing is also an ineffective policy.  It is even more expensive than rationing to implement and the infrastructure it requires for a per consumer monitoring will take years to become universally available.  Without a universal application, arbitrage will become rampant and the policy will fail as a whole.  
Price liberalization schemes tend to be more effective than rationing schemes.  They tend to be more market oriented and therefore are more applicable when one’s main objective is to limit government’s involvement in the economy.  Unlike rationing schemes, liberalization not only decreases government expenditure, but it is also a very effective measure against smuggling and other undesirable underground economic activities.  These said, however, gradual price liberalization schemes tend to do very little to curb consumption and rapid liberalization schemes are politically very dangerous to implement as they allow very little time for adaptation.  
All four solutions, moreover, tend to be awfully unpopular and lack on the legitimacy side.  They do very little to make people both feel and understand that the status quo is not in their best interest.  Furthermore, while such policies might limit consumption and reduce government expenditure in the short run, they are unlikely to survive partisan politics as they do not effectively address the entitlement mentality of the public and are, therefore, sociopolitically unsustainable in the long run.  Suggested non-market oriented targeted compensation of those hurt by price liberalization is not likely to help in this regard either.  Equitable implementation of compensation schemes tend to be impossible and they will only add and not correct the entitlement mentality that is at the heart of the problem.  
Policy Recommendation

As stated earlier, no policy will succeed if it fails to strike a balance between effectiveness and legitimacy.  Striking this balance gains particular significance when it comes to reforming a decades old policy to which people have become psychologically dependent. Iran’s gasoline subsidies have introduced such grave inefficient multilayered socioeconomic dependencies that any reform policy that does not succeed in garnering significant public support is doomed to failure.  Garnering of such support, however, should not mean more non-market oriented enticements or even targeted subsidies. Rather, reforming of gasoline subsidies needs to become a part of a broader process of socioeconomic reform, placing more emphasis on the role of the market.  

What follows is only one of possibly many ways of pushing through gasoline subsidy reforms in Iran. It is a holistic approach that tries to strike a balance between effectiveness and legitimacy by lowering government expenditure while at the same time equitably compensating the public in a market oriented fashion.  
Effectiveness

Effectiveness can be interpreted in many different ways and is highly dependent on what one regards as the ultimate objective.  This paper has asserted and has provided significant evidence to show that given the costs, no real benefit can be associated with Iran’s gasoline subsidies. Therefore, doing away with the subsidies and correcting past production/consumption inefficiencies should be regarded as the ultimate goals and the effectiveness of any reform policy should be gauged by how much it achieves those objectives.  

Gasoline subsidies can be terminated either gradually or abruptly. While rapid adjustment of prices can yield immediate budget savings and quickly correct distortions in resource allocation, it provides no transition period required for sociopolitical and economic adaptation.  The abruptness of the change can create a social shock, which might manifest itself in widespread and potentially crippling civil unrests
. Gradual reform is not without its own drawbacks, either. Apart from the fact that it takes longer to reap budgetary and economic gains, progress under gradual reform may falter due to change in the sociopolitical environment.  

In case of Iran, it is a general consensus that a rapid liberalization of gasoline subsidies will have severe and perhaps crippling sociopolitical consequences.  Therefore, gradual price liberalization seems to be the only feasible option, especially since a “slower pace of reform provides the government with the opportunity to assess and react to unintended consequences, including any adverse political repercussions, and adjust the timing and speed of reforms accordingly.”


While gradual price liberalization will lead to lower government expenditure on gasoline subsidies, due to its gradual nature, it will do very little to correct consumption patterns, at least not in the short run.  Furthermore, as stated earlier, the political dynamism of Iran will render sustainability of such a policy almost impossible. In fact a similar policy was adopted by the 6th Majlis only to be reversed by the 7th. 
Legitimacy
A gradual price liberalization scheme cannot succeed on its own.  It must first and foremost be coupled with an intensive public information campaign.  The bottom 70% of the society must be made to understand that they are practically incurring most of the costs of a very expensive subsidy that is of very little benefit to them.  While identifying the real recipients of the subsidies might seem simple, this alone “can greatly change the political dynamics of subsidization by making recipients more visible to their competitors.”
 
While understanding the real social costs of gasoline subsidies might do a wonder, this understanding alone will probably not be enough to put the masses behind a policy that does away with the status quo.  People will likely opt with sustaining the status quo as oppose to a policy that, on one hand, will result in definite tangible negative impacts (however small), and, on the other, only provides vague promises of eventual benefits.  Therefore, a price liberalization scheme must be also coupled with other market oriented programs that will make people feel better-off without the subsidies.  This aspect of the problem provides an opportunity to solve two other relevant inefficiencies: 1) Automobile costs and 2) Automobile quality. 


   The auto industry in Iran is heavily protected by high tariffs.  The lack of competition resulting from such tariffs has allowed domestic auto companies to sell low quality cars at high prices.  The tariffs have upset the middle and lower middle class as they have lead to unaffordable auto costs.  It has also upset the rich as they end up paying too much for cars that utilize suboptimal technologies.  Although Iran’s auto industry has improved significantly, it too can benefit from a degree of competition.  Therefore, by explicitly linking auto price liberalization to gasoline price liberalization, one can garner the support of both the rich, as they will be able to purchase higher quality (perhaps foreign made) vehicles at or below previous prices, and the middle/lower middle class, as they too will be able to buy vehicles that were previously to expensive for them to purchase.  

Reduction of auto tariffs will correct three other relevant inefficiencies as well.  Lowering auto tariffs will bring down general auto prices, allowing more people to purchase cars, therefore resolving the gasoline subsidy allocation inequality that G10 clearly shows.  In fact, the improvement in the gini coefficient from 2003 to 2005 is directly correlated with a reduction in auto tariffs in 2005 (from 300% to 100%).   Moreover, the competition resulting from a reduced tariff protection will lead to production and use of higher quality engines, which tend to be more fuel efficient and less polluting, correcting inefficiencies shown on G7 and G11.


While reduction of auto tariffs, when explicitly linked with a reduction in gasoline subsidies, will make the upper 60 – 70% (upper, middle, and lower middle class) of the society feel better off without the subsidies, the lower 30% – 40 % (lower class) of the society will benefit very little because even without the tariffs they will not be able to afford a car.  Expansion and enhancement of the mass transit system, therefore, gains an important significance.  Improvement of the mass transit system, when explicitly linked with a reduction in gasoline subsidies, will on one hand garner more support for the subsidy reform policies from all segments of the society, including the poor, and, on the other, help in lowering gasoline consumption, pollution, and road congestion, all of which are the byproducts of the current fuel subsidies.  
Promoting Production & Consumption Efficiency through Neutral Measures

Besides the above four (gradual price liberalization, intensive public information campaign, auto tariff reduction, and improvement of the mass transit system) measures, the government of Iran can undertake other neutral measures to promote nationwide fuel efficiency.  Neutral measures are those that will not, in anyway even in the short-run, negatively affect any segment of the society and therefore do not require offsetting legitimization efforts.  
One such measure is promoting a shift toward Compressed Natural Gas (CNG) burning engines. Being endowed with the world’s second largest (after Russia) natural gas reserves and having indigenized the required relevant technologies to convert it into CNG, any shift from gasoline to CNG will be of several benefits.  CNG is much cheaper to produce and even more cost effective to use.  CNG is about 65% cheaper per equivalent gallon of gasoline.  The maintenance cost of vehicles operating on CNG is about 40% less as compared to those running on gasoline. CNG is also the cleanest burning motor fuel currently available and produces the least amount of pollution. Finally, due to its enormous availability in Iran, a shift toward CNG will also reduce Iran’s dependence on foreign sources of energy.

Another measure that would enhance national fuel efficiency is to start privatizing gasoline outlets.  All gasoline outlets in Iran are government owned and operated.  As with anything operated by the government, efficiency is not always the top priority.  With no private investments involved, outlet operators have no incentives to utilize new technologies to dispense fuel in the most efficient manner.  As a result, most fuel dispensers in Iran lack such vital components as automatic shut-off devices, which prevent fuel from being delivered once the vehicle tank is full.  As a result, gasoline spillage and waste coupled with the safety and health hazards associated with such spillage is very common.  
Privatization of gasoline outlets will provide station owners with the incentive to invest in newer technologies and deliver fuel in more efficient ways, curbing both gasoline waste and the associated environmental hazards.  This policy, however, cannot be implemented without an intrusive oversight to prevent possible smuggling and underground activities. 
The final measure that Iran can undertake to enhance fuel efficiency is to move toward privatization of its refineries.  Currently all nine aging refineries of Iran are government owned.  Due to US sanctions on Iran, the government of Iran has been having a very difficult time trying to modernize its refineries.  Their old age combined with the utilization of obsolete technologies have lowered their production capacity and increased associated costs.  While it is out of the scope of this paper to talk about this issue in more detail, it is a general consensus that in a purely economic terms, privatization of these refineries will result in more efficient operations and hence production.
Conclusion


Gasoline subsidies have been a part of Iran’s economy for the past fifty years. While they have been maintained for different reasons across different regimes and governments, the sheer fact that they have been in place for as long as most people can remember, makes their termination an extremely intricate task.  One thing that is certain is that the termination process must be a gradual one to allow for adaptation.  The mere fact that the process will have to be gradual, moreover, makes it absolutely essential to have it be combined with other measures to ensure it survival. 
This paper has suggested a possible set of actions that can lead to a gradual reduction in government expenditures associated with domestic gasoline consumption while at the same time compensating those adversely affected through market oriented schemes.  It must, however, be recognized that Iran’s gasoline subsidies do not exist in a vacuum and targeting it alone might be very difficult to achieve.  
Reforming Iran’s energy sector needs to become part of a broader process of economic and social reform. It must be recognized that the gasoline subsidies to which this entire paper was dedicated, only account for 17% of Iran’s total energy subsidies.  Wheat, rice, oil, sugar, milk, cheese, medical equipments, pharmaceuticals, and fertilizers are among other things that the government of Iran has heavily subsidized. These subsidies amount to approximately 6% of Iran’s GDP annually, and, as can be imagined, they engender similar sorts of market distortions and socioeconomic inefficiencies as gasoline subsidies where shown to create.  While treating the individual inefficiencies might work in the short-run, without a comprehensive socioeconomic reform, Iran will be forced to deal with the engendered inefficiencies when they turn into full blown crisis in the not very long future.  
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� Forecast is made base on the y = 2E-92e^0.1164x formula which produces a R2=0.98 with the currently available data.  


� Data limitations did not allow me to give exact figures.  But I can assert, from my own observations, that Paykan accounts for (conservatively) at least 70% of all sedans vehicle in operation in Iran.


� Rioting is a very real potential consequence of rapid price liberalization and history has witnessed many such instances. In Jordan, in April 1989, an attempt to raise fuel prices resulted in riots that brought down the unpopular prime minister. In August of 1996, Jordanians again took to the streets in response to a 200 percent increase in the price of bread and associated price increases for other items. In Zimbabwe, in 1998, riots erupted in the wake of a currency devaluation when the poor and the middle class faced higher prices for a wide range of items. In Zambia, in 1990, the government faced public protest and a coup attempt when it announced an increase in the price of maize meal. Indonesians took to the streets in May 1998 to protest energy price increases proposed by the Suharto regime. In Ecuador, on September 1998, the government increased the prices of cooking gas, gasoline, and diesel and monetarily compensated the poor. Despite its success in reaching 1.3 million beneficiaries, the government changed its position on the price increases after street protests in July of 1999. In Nigeria, in June 2000, the government increased the price of gasoline by 50 percent coupled with an effective doubling of civil service wages. However, in reaction to protests in the major cities, the government agreed to only increase the price by 10 percent. For more information on civil unrests linked with subsidy reforms please refer to “Equity and Efficiency in the Reform of Price Subsidies” IMF, December 2000.
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