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THEORETICAL AND CONCEPTUAL ISSUES IN ECONOMIC REFORMS:
APPLICATION TO NIGERIA’S DOWNSTREAM PETROLEUM SECTOR

Nelson O. Magbagbeola, Ph.D’

This paper addresses the theoretical and conceptual issues pertaining ro economic reforms. It discusses
the classification of economic reforns into first-generation and second-generation reforms, and examines
their categories, namely, institutional, labour, financial market and product market reforms. On the
speed and sequencing of economic reforms, the paper investigates two altemmative paths of economic
reform for an economy that has a large public sector like Nigeria. The two paths are gradual
approach and “big-bang " approach. Related 1o the discussion aboui the speed of adjustment, the
paper exantines the economics of petroleum product pricing in Nigeria. It discusses the estimation of
petroleum product subsidies in the couniry, and notes that domestic petroleum market regulation led
to two distortions. An attempt to remove the distortions leads to un illusirative analysis of market
prices of petroleum products based on the criteria of efficiency, equity, revenue raising and correction
of externalities. The paper concludes that petrol and diesel should be sold at marker prices while
kerosene should be subsidized because of deforestation problem.

Keywords: Theoretical and Conceptual Issues, Economic Reforms, Downstream, Petroleum,
Subsidies, Border Price, Nigeria

JL _. Classification Numbers: E60, L11, L.72, 055, Q41

L Introduction

Since the 1980s, de¢ :loping economies particularly the sub-Saharan African countries
have launched aggressive economic reforms' in an attempt to trigger and sustain
economic¢ growth. This strategy is in consonance with the neo-classical theory, which
asserts that a liberalized (free market) economy is more efficient than a controlled
economy.

The free market economic strategy is built around the principles of macroeconomic
stability, trade openness, a reduced role of govemment and implementation of poverty

! Defined to include macroeconomic adjustment policies as well as structural reforms.

*Dr. Magbagbeola is the Princ 1 Programme Officer (Multilateral Surveillance) and Head, Macroeconomics Division,
Department of Economic Policy, ECOWAS Secretariat, Abuja. The views expressed in this paper are those of the author and
do not necessarily represent those of ECOWAS Secretariat.



CBN ECONOMIC & FINANCIAL REVIEW, VOL. 42, NO. 4 30

reducing strategies (Oliva and Suarez, 2003). For the free market to achieve its
economic development objectives, economic reforms should traverse all the sectors
of the economy including the petroleum sector.

In the economics literature, theoretical and conceptual issues on up-stream and
downstream sectors® of the petroleum industry are discussed. Concerning the upstream
sector, it is often asked whether the detrimental impact of oil on development is unique
to Nigeria or the “natural resource curse” a more genera! phenomenon. Much of the
ex_ rt proceeds in Nigeria are accounted for by the o1l sector. In 2003, the oil sector
accounted for 96.71 percent of the nation’s export proceeds (CBN, 2003:156). Although
the country makes huge revenue from its exports, the nation, paradoxically, fares poor
on measures of poverty, income distribution and unemployment. Why is this so? The
theoretical economics literature helps us to identify four channels through which natural
resource abundance may lead to lower economic growth (Martin and Subramanian,
2003).

First, natural resources generate rents — a development that leads to avaricious
rent-seeking (the voracity effect). Its adverse manifestation is felt through increased
corruption which adversely affects long-run growth i.e. institutional impact of natural
resources. Second, natural resource ownership exposes c¢ ttries to volatility,
particularly in commodity prices. which could have an adverse impact on growth. Third,
natural resource ownership makes countries susceptible to Dutch Disease — the
tendency for the real exchange rate to become overly appreciated in response to price
shocks — which leads to a contraction of the tradable sector. Finally, natural resources
increase the chances of civil conflict in a country e.g. the Niger Delta crisis in Nigeria.
This outcome leads to the conclusion that natural resource ownership exerts a drag on
long-run growth.

However, the scope of this paper focus is not on the upstream sector where some

* The distinction between the two is that while the upstream sector engages in exploitation and exploration activities, the
downstream sector engages in refining and marketing ol processed petroleum products to the public.
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per ent issues would have been discussed. Such issues relate to: (i) management of
oil revenue/transformation of Nigeria into a “non-oil” economy; (ii) creation of a Fund
either to ~—1nage volatility (stabilization funds) : 1/or to save for future generations
(savi—gs funds); (i) fiscal federalism; (iv) debt relief; (v) political economy; and (v1)
macroeconomic consequences. Rather, the focus of this paper is on the downstream
sector where discussion on economics of government involvement in petroleum product
pricing is analysed.

The issue of domestic prices and taxation (subsidy) of petroleum products has important
budgetary implications. For instance, domestic taxes on petroleum products provide a
major source of revenue in developing countries, with their share of total revenue
ranging from 7 percent to 30 percent in the early and mid 1990s (Gupta and Mahler,
1994). However, in a number of oil exporting countries incluc”™ g Nigeria, prices are
subsid” ed implying governments forego a large amount of revenue as a consequence.
Thus, a pertinent question to ask is, what are the appropriate levels of taxation and
prices of petroleum products? Put differently, what are the rel . ant factors that should
be considered in setting the taxes on, and prices of, such products? This is an important
policy issue that has implications, not only for microeconomic or allocative efficiency
but also for the design of macroeconomic policies. To address the issue of appropriate
taxes and prices, a systematic approach based on economic theory and principles is
essential.

The rest of this paper is divided into four sections. Following the introductory section
is Section 2 which classifies economic reforms into either first generation or second
generation, and categorises them into their various components. In Section 3 we
examine the speed and sequencing of economic reforms. In this sectir—, besides
clarifying the concepts of speed of adjustment and sequencing of economic reforms,
we examine the arguments for fast reforms and arguments for gradual reforms in terms
of adjustment costs, credibility, feasibility and risks. Section 4 discusses the economics
of petroleum product pricing in Nigeria by examining its analytical framework and the
relevant components for setting prices. 1n addition, we discuss, among others, the
process of estimating subsidies, and an illustrative empirical analysis of determining
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market prices for Nigeria’s petroleum products. Section 5 prc des the concluding
remarks.

II. Classification and Components of Economic Reforms

ILl Classification

Economic reforms are classified according to their purpose and the sequence in which
they are typically implemented (Oliva and Suarez, 2003; Holden & Rajapatirana, 1995).
They are classified into first-generation and second-generation reforms.
First-generation reforms are geared towards opening the economy to foreign
competition, giving market forces the leading role in allocating resources, and reducing
the public sector’s role in productive activities. First-generation reform efforts typically
start with trade reform to open the economy to international markets. This process
requires reducing tariffs, eliminating non-tariff constraints, diminishing differences
in tari® structures across sectors, and eliminating artificial incentives to promote
exports.

The second-generation reforms, on the other hand, aim to complete the transformation
of the role of the state and develop accountable government institutions that will
guarantee the rule of law and support private sector initiative and activity. They include
reforms to the judicial and regulatory systems, which increase confidence that contracts
will be enforced and that rights and property will be protected, while ensuring equal
access to markets.

I1.2 Categorisation of Economic Reforms

Macro-economic reforms can be classified into the follc ing categories:

e Institutional reform

This reform involves actions like scrapping the licensing authorities, making law
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enforcement agencies more transparent and accountable, transforming the financial
sector to be the “engine of growth” of the economy, and strengthening of the judiciary.

Bates and Krueger (1993: 462) found that at least in the initial stages, macro-economic
reforms lead to increase in the power assumed by the government. Therefore, expansion
of market reform seems to require strengthening of the state, particularly of its
bureaucracy, in order to ward off pressures from different interest groups and to
implement reforms in a non-partisan manner. They call this the “institutionalization”
of policy reforms through creation of powerful economic bureaucracies. Thus, it is
argued that institutional reform is a crucial component of the politics of economic
policy reform.

e Stabilization

This involves keeping inflation in check through fiscal and m¢  tary instruments. This
1s a major requirement for the monetary cooperation in the ' :st African region.
Inflation rate is one of the four primary convergence criteria for the creation of the
second West African Monetary Zone (WAMZ). It is expect  to be a single digit figure
and specifically not more than 5 percent by 2005. On the fiscal side, this involves the
cutting down of budget deficits (excluding grants) to at most 5 percent of GDP. On the
monetary side it usually means keeping money growth at reasonable level (based
primarily on the real growth in dem ).

o Product Market Reform (Industrial Policy)

This usually involves delicensing while providing selective protection (strategic
promotion) to some industries in the initial stages. The second major component of
this is privatization of public sector industries in order to ensure efficiency and
economic growth. A third component is technology liberalization whereby favourable
terms are provided for foreign collaboration. >reign Direct Investment (FDI) to
domestic firms to provide competition is the fourth component of product ket
reform.
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e Labour Market Reform

This involves the change in attitude toward workers who should be seen as partners and
not as “labour” alone. It entails providing acc  ‘ucive workplace and adequate motivation
for workforce. It also involves providing the right to “restructure”, “re-engineer” or
“right size” an industry by firing excess workers, as well as providing an exit policy to
industry, i.e., the right to file for bankruptcy. The final obj tive is to achieve classical

flexible wages.
o Financial Sector Reform

This includes capital market, b king and insurance market reforms, among others.
For example, competition can be provided in these areas through admitting foreign
banks. The reserve ratio for banks can be reduced, thus increasing the risk they face
[which will ensure that their lending policies become more careful], and promoting
venture capital. Denationalization of the banking and insurance sectors can provide the
much needed competitive spirit to these natural oligopolies. Capital markets can be
exposed to foreign investment through portfolio investment and thus exposed to the
global trends in the product markets and technology.

e External Sector Reform

This is targeted toward a stable current account position. Its components are usually
the minimization of non-tariff barriers, the reduction in tariffs, and exchange rate reform
- making the latter more flexible. Other parts of external sector reform would be capital
account liberalization, involving fully open FDI and portfolio investment, as well as
foreign borrowing by the domestic private sector.

I Speed and Sequencing of Economic Reforms

There are two alternative paths of economic reform for: economy with a large public
sector like Nigeria that aims to transform to a market economy. In the first, the country
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moves gradually by selectively introducing reforms and spacing them over time. In the
second, the country pursues a “shock”, “big-bang” or “cold-turkey” approach, by  1ich
the government immediately and simultaneously introduces all the reforms. The t o
approaches constitute the speed of adjustment.

In the economic literature, there is no consensus «  whether the big-bang or the gradual
approach is the superior one. There are cases where big-bang (or fast) and gradual
reformers have succeeded and where they have failed. Moreover, the order in which
reforms are undertaken (or sequenc - 3 of reforms) remains in debate. The debate on
the speed of adjustment and sequencing of reforms is often carried out in a vacuum. In
agreement with Nsouli et al (2002), articles typically do not fully  fine the concepts;
hence, their analyses are not always comparable. It is therefore important to clarify
the conceptual issues on the speed and sequencing of economic reforms.

IILI Definitions
(a) Speed

The speed of adjustment can be defined as the time elapsed between the move from an
initial set of macroeconomic variables to a targeted set of such variables. If in period
zero, for example, the rate of inflation is set at X0 percent, and it takes t time periods to
reach a targeted rate of inflation set at X, then the speed of adjustment refers to the
number of periods to go from X to X

It also refers to the time elapsed in moving from one organizational economic structure
to another. For example, in a broad sense, the speed of adjustment refers to the time
involved in moving from a centrally planned to a market-oriented economy. In a narrower
sense, it refers to the time involved in reducing price controls, changing the tariff
structure, privatizing public enterprises, introducing financial sector reforms, and
establishing the relevant institutions.

Thus, the speed refers to the total time required to move from one set of
macroeconomic variables to another and to introduce economic reforms and make
them operational.



CBN ECONOMIC & FINANCIAL REVIEW, VOL. 42, NO. 4 36
(b) Sequencing

The sequencing of reforms refers to the order in which either macroeconomic policy
actions or specific reforms are introduced. Sequencing involves the order in which
reforms are undertaken across sectors (for example, whether fiscal adjustment or
stabilization should be a prerequisite for introducing current account liberalization or
decontrolling prices) and the order in which reforms are undertaken within sectors
(for example, whether in the case of capital account liberalization, foreign direct
investment or short-term capital flows should be liberalized first). The sequencing
across sectors and within sectors, to the extent that it requires time, will necessarily
impact on the speed of adjustment.

II1.2 Speed of Adjustment

The case for fast reforms is made on the basis of four main arguments. First, fast
reform increases the incentives to relocate resources, resulting in a more rapid
relocation of resources and, therefore, lower adjustment costs than if the relocation
was prolonged. Second, it affords better coordination in the implementation of the
reforms. Third, full-scale reforms implemented rapidly help establish credibility in
the reform process, leading the private sector to relocate resources rapidly and increase
investm -~ ~t. Fourth, a fast introduction of reform can overcome the political resistance
to prolonged reforms, leading to an effective implementation of the reform package.

The opposing views of the gradual reformers are based on equally valid arguments.
First, in the real wr~'d resources cannot be moved instantaneously and without cost to
different sectors of the economy, and different markets adjust to policy changes and
price signals at different speeds. Thus, gradualism can minimize adjustment costs.
Second, to the extent that the use of certain instruments can be incompatible with
certain targets, a gradual approach to reforms is needed. To buttress this argument,
McKinnon (1973) asserts that the use of exchange rate policy conflicts with the
simultaneous introduction of trade and capital account liberalization, as the former
requires a depreciation and the latter an appreciation. T" "rd, credibility can be enhanced
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t gradual and successful reforms, while broad and drastic reforms carry the danger of

overall failure if there is a problem in one area. Fourth, to the ¢ ent that the costs of

adjustment can be spread out, there is likely to be more political support for a gradual
approach. Finally, it is just not practical to try to introduce many reforms at once and,
even then, it takes time to implement them. The main arguments of the opposing camps
are summarized in Table 1.

Table 1. The Speed of Adjustment:

Contradictory Views?

Source: Nsouli, S.M., M. Ra ~ 1, and N. Funke (2002} “The Speed of Adjustment and the Sequencing of Economic

Reforms: Issues and Guidelines tor Policymakers” IMF Working Paper WP/02/132.

Cater~ries Fast Approach Gr~-“1al Approach

Adjustment Rapid reforms lead to lower | Gradualism can minimize

Costs adjustment costs, because rapid | adjustment  costs, because it
reforms increase incentives to | generates lower short-term costs
relocate resources (Mussa, 1984) | and thus less political opposition

(Little, Scitovsky, and Scott, 1970).

Credibility Credibility can be better | Gradualism could enhance
established through full-scale | credibility if the short-term results
reforms (Hiemenez, | are sufficiently favourable (Rodrik,
Nunnenkar— and others, 1992). | 1987 and 1989).

Feasibility It is almost impossible to design | It simply takes time to implement
a detailed sequence of reforms; | reforms (Fishcer and Gelb, 1991).
therefore, reforms should move
ahead as quickly as possible | Gradualism is dictated by the
(Funke, 1993) competition of " itruments

{McKinnon, 1973).

Risks of the | Partial reforms undermine the | In the case of a fast approach, short-

other efficient allocation of resources, | run increases in unemployment may

approach resulting in reduced output and | weaken political support and force
welfare (Murphy and others, | the authorities to abandon reform
1992). efforts (Agenor and Montiel, 1999).
Partial reforms may fail to lead { Broad reforms may increase the risk
to the creation of real markets | of contagion (Rodrik, 1989).
(Lipton and Sachs, 19 )
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IIL.3 Sequencing of Reforms

T*= follo ing considerations are import: ~* for determining sequencing of economic
reforms:

i Macroeconomic Policies

Given that the alignment of aggr ate demand with available resources is critical for
financial stability, the adoption of sound fiscal, credit, and exchange rate policies needs
to be given priority.

ii. Compatibility

Structural reforms need to be introduced in a manner compatible with the reestablishment
of macroeconomic stability. For example, although the rationalization (and reduction)
of tanff structures are essential to reduce distortions, they can also have immediate
adverse effects on revenue and the budget deficit. Although tax reforms are essential
for reducing financial imbalances, they can take time to be introduced; and although
increased emphasis on credit to the private sector is essential to finance investment
for improving the incentive structure, increased credit could also be incompatible with
an acceptable rate of monetary expansion.

iii. Complementarity

The complementarity of policies should determine the timing of actions. The positive
effects of liberalizing trade restrictions are reaped only if domestic prices are
deregulated. However, an ensuing sharp rise in prices can be limited only if restrained
fiscal and monetary policies are put in place.

iv. Lead time

Structural reforms should be phased in, taking into account the time needed for the
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requisite preparatory work, the implementation, and where applicable, the gestation
period. For example, if tax reforms are needed to improve the fiscal position in order
to reduce excess demand pressures, the phasing will depend on the time required to
prepare the studies, recruit or train the requisite personnel, prepare and adopt the

legislation, put in place a functioning institutional structure, and generate the requisite
revenue.

v.  Distribution Effects

The phasing of reforms to achieve convertibility should take into account income
distribution effects. Reforms that in the short run ac :rsely and simultaneously affect
large segments of the population or the most vocal and politically influential segments
may lead to social tensions that would derail the reforms and lead to higher adjustment
costs.

IV. Economics of Petroleum Product Pricing in Nigeria
IV.1 Analytical Framework for Petroleum Pricing

The analytical framework for examining petroleum pricing can be viewed from the
theoretical discussion of efficiency price, externalities and equity as well as an
investigation of the elements of petroleum pricing in a market economy.

{a) Efficiency Price, Externalities and Equity

The modern theory of public economics, as enunciated in the seminal work of Diamond
and Mirrles (1971), provides us with a very useful framework within which to analyse
taxation and public pricing issues. It is postulated that two critical conditions are required
for public policy to achieve production efficiency. The conditions are: (i) production
efficiency must be feasible, and (ii) any resulting profits are either negligible or can be
taxed fully. The feasibility condition would be met if competitive conditions prevailed
in the economy and externalities would be corrected or internalized. The second would
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be met if it 1s assumed that government has unrestricted tax tools i.e. all goods can be
taxed fully. The basic rule of public pricing could therefore be stated as follows: set
producer (input) prices at an efficient level and then choose the appropriate level of
taxes or subsidies based on equity criterion to get the consumer (final) prices.

However, a number of features of developing countries make 1t difficult to implement
the basic rule. Many sources and types of externalities cannot be corrected easily
because of restrictions on the tax tools or other instruments available to the government.
Even if it is possible to separate the producer and consumer prices of particular
petroleum products, the existence of taxes on other inputs to production, and pervasive
distortions and externalities elsewhere in the economy that cannot be addressed directly,
makes it difficult to compute the approprate prices for the producers.

Assuming that the public authorities can always choose the appropriate level of taxes
and tariffs for non-petroleum inputs, the theory of public economics suggests that
input prices for petroleum prices should be set equal to the efficient prices. If there
are no trading cotr _raints in the international market, the efficient price for a fully
traded good would be the international or border price (import or export parity price’ ),
suitably adjusted for quality differences and the domestic transport and distribution
margins, The rule 1s applicable to all traded goods, including petroleum products.

(b) Components of Petroleum Prod :t Prices

Hossain (2003) identifies six components that should be considered while setting

market prices of petroleum products:

P=P* 4t + 6+t ()
where

P =market price

P* =international (border) price,

t, = road user charges (to address road damage externality),

t,=tax/subsidy to address environmental externality,

(,=tax/subsidy toreduce nability in price,

t; = tax/subsidy set for distributional (equity) considerations, and

;=t forrevenue considerations.
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Tax authorities impose taxes (t,) on final consumption purely to raise revenue based on
revenue requirements. It could take the form of VAT (value added tax) or other taxes.
Taxation of petroleum pr ‘ucts for revenue reasons should be based on same general
tax principles as in the case of taxation of other commodities. A traditional guide to
raising revenue has been the Ramsey tax rule, which suggests that commodities that
are relatively insensitive to changes in prices (low price elasticity of demand) ¢* >uld
be taxed more than commodities that are sensitive to changes in price (high price
elasticity of demand). However, the Ramsey tax rule is rather inegalitarian in that 1t
appears to direct commodity taxation toward “necessities” that are fairly insensitive to
price. Where income distributional or equity considerations are important and
authorities have limited income tax and transfer systems to address distributional
concems, the rule needs to be modified. In general, to raise revenue, the imposition of
a VAT (or general sales tax) or a general increase in VAT rates is preferable to arbitrary
taxes on individual commodities. A VAT is a non-discriminatory and neutral tax that
avoids distortion associated with taxation of inputs to production.

IV.2 Structure of the Petroleum Downstream Sector in Nigeria

Nigeria imports and exports some petroleum products because the product composition
of the refinery output does not exactly match the composition of domestic demand.
Consumption data show that the middle distillates, like petrol and diesel, dominate the
demand structure; Nigeria is 0_.2n a net importer of these products (Hossain, 2003).
The low regulated price of petroleum products led to cross-border smuggling of
petroleumn products into neighbouring countries such as Cameroon, Niger, Chad and
Benin. In addition, due to low level of capacity utilization of the refineries, domestic
production levels fell short of total demand, leading to shortages of products, and as a
result, to high levels of petrol and diesel imports.

The import, distribution, and storage infrastructure is dominated by the Pipelines and
Product Marketing Company (PPMC), which is a subsidiary of the Nigerian National
Petroleum Corporation (NNPC). Most of the infrastructure investments began late in
the 1970s, spurred on by Nigeria’s growing oil production capacity and oil revenue
after the oil price hikes in 1973 and 1979.
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Nigeria has five jetties for imports, the Apapa and the Atlas Cove terminals near Lagos,
Escravos in the Western Delta, Okirika near Port Harcourt, and Calabar near the border
with Cameroon. The two main import terminals are Atlas Cove and Port Harcourt close
to the Port Harcourt refinery. These are deep sea ports.

Nigeria has four refineries, two in Port Harcourt (Rivers State), one in Warn (Delta
State), and one in Kaduna with a total nominal refining capacity of 440 thousand barrels
per day (kbd). The four refineries are characterized as follows:

. the oldest unit in Port Harcourt is decrepit and not producing,
although it has a nominal capacity of 60 kbd;

. a new refinery as commissioned in Port Harcourt in 1989 with a
processing capacity of 145 kbd of crude oil per day;

. the Warri Refinery was commissioned in 1978 and upgraded to a
capacity of 125 kbd in 1987;

. the Kaduna Refinery was commissioned in 1980 and expanded to
110 kbd of processing capacity in 1986; crude oil to the refinery
is delivered through a 700 km pipeline from the Escravos
Terminal in Delta State.

It is on record that the refineries have never been operating at their nominal capacities.
In recent years, as noted by the I F (2004), capacity utilization has been at 30-40
percent. This performance gap is only partly explained by the deterioration of equipment
of the old Port Harcourt refinery, supply disruptions at the Kaduna refinery
(vandalization of the pipeline), and social unrest in the area around the Warri refinery.
More importantly, however, under the pricing regime prevailing before September 2003,
there was a clear incentive to export ra' r than refine crude oil in order to finance
NNPC’s losses in downstream petroleum distribution.

Apart from the crude oil pipeline that feeds the Kaduna refinery, Nigeria is criss-crossed
by more than 4000 km of petroleum product pipelines, which deliver products to
strategic storage depots in the regions. About 20 pumping and booster stations keep
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lower than its border price as it includes a subsidy element to address the deforestation
externality and no tax other than the general VAT. Thus, the illustrative exercise also
highlights the need for substantial upward adjustments in the prices of petroleum
products from their 2002 official prices. For petrol, the required increase is about
115 percent, which would thereby provide additional revenue of about 2.7 percent of
GDP; for diesel, the required increase is about 89 percent, with a positive revenue
impact of about 0.7 percent of GDP; and for kerosene, the increase is only about 37
percent, with a positive revenue impact of about 0.2 percent of GDP. The combined
revenue impact of the price reform is substantial - 3.6 percent of GDP. Given that the
estimates are illustrative, the paper does not make specific suggestions for policy
reform in Nigeria.

Table 3.  Nigeria: Illustrative Estimates of Prices of Petroleum Products, 2002

(Naira per litre)
Petrol Diesel Kerosene
Retail international (border) price (P*) 35.2 35.4 34.6
Estimated road user charge (t;) 12.0 12.0 0.0
Environmental tax/subsidy (t2)’ --- —an -3.5
Tax/subsidy to reduce variability in price (1) 0.0 0.0 0.0
Distributional tax (20 percent) (tg) 7.0 0.0 0.0
Tax (5 percent VAT) to raise revenue (ts)2 1.8 1.8 1.7
Suggested retail price (P) 56.0 49.1 32.8

Memorandum lItems:

Revised price effective January 2002 26.0 26.0 24.0
Required increase in prices (in percent) 115.4 §9.0 36.8
Revenue impact of price increase (in billions of 142.4 38.1 12.5
naira)
Revenue impact of price increase (in percent of 2.7 0.7 0.2
GDP)

Source: Hossain {(2003)

*Ir is suggested that kerosene prices be moderasely subsidized ( 10 percent) to address deforestation externaliry.
& Tax proposed to address distributional or equity concerns.
7 it is suggested that the current 5% “be applied to all petroleum products.
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In order to determine the appropriate speed of adjustment and sequencing of reforms,
policymakers need to examine the following major questions:

e What are the initial conditions? In other words, what are the extent of financial
disequilibria and the degree of the structural bottlenecks?

+ How much financial resources are available to the country?

« What is the country’s institutional capacity to formulate and implement policy
packages?

o What are the political economy considerations? Factors that may be considered
include the time remaining in office before the next election for a
democratically elected government, the perceived reform mindedness of the
authorities, and the public tolerance to accept the transitional costs before
reforms show positive results.

o How well can the government sustain the reform momentum?

o How can the government increase the credibility of the reform programrme?
o How ambitious are the reform objectives in terms of quality and quantity?

e What are the policy options?

e« What are the contingency provisions needed to address potential reform
slippages or unforeseen shocks?

As regards petroleum product pricing, the key criteria guiding the framework of price
setting are efficiency, equity, revenue raising and the correction of externalities in
situations where instruments to correct the externalities are limited. Application of
the criteria requires a clear separation of consumer (final demand) price and producer
(input) price. An illustrative empirical analysis indicates that prices of petrol and diescl
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should reflect their opportunity costs as measured by the import parity price, as well
as a road user charge to recoup the road damage and congestion externality imposed by
automobiles. Kerosene, however, should be subsidized on environmental ground as its
high cost may exacerbate deforestation in the country.

Nonetheless, theory assumes that the proceeds from the deregulated downstream
petroleum sector, paid into the nation’s federation account, will be judiciously used by
all the three tiers of government for economic development at the various levels of
government.
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