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Questions
(a) (i) Compare the trend in oil consumption levels of OECD countries with non-OECD countries between 2004 and 2007 in Chart 1. [2]

(a) (ii) Account for this trend in the consumption of oil for OECD and non-OECD countries. [3]

(b)  (i) Explain what is meant by allocative efficiency. [1]

(b) (ii) Using the data and your economic knowledge, discuss whether the imposition of a 2 pence fuel duty in Britain will lead to an efficient allocation of resources. [6]

(c) Based on Extract 3, analyse the possible impacts of an oil hike on the airline industry in the US and its economy. [8]

(d) In the light of the data provided, if you were an economic advisor to the Indonesian government, would you recommend the government to go ahead with the fuel hike in view of rising inflation? [10]




Suggested Answers 
(a) (i) Compare the trend in oil consumption levels of OECD countries with non-OECD countries between 2004 and 2007 in Chart 1. [2]

Oil consumption by the OECD countries was decreasing over the period of time, whereas oil consumption by non-OECD countries was increasing but at a slower rate over the time period 

(ii) Account for the trend in the consumption of oil for OECD and non-OECD countries.	[3]

OECD countries' consumption of oil fell over the period due to higher retail prices of oil as the govt in these countries may have imposed higher fuel taxes. On the other hand, the non-OECD countries consumed more oil because the retail prices of oil were lower (Chart 2) possibly due to high subsidies given by the governments of these countries. Changes in consumption levels could also be due to other factors - such as higher consumption caused by higher growth leading to higher demand for oil.

(b) (i) Explain what is meant by allocative efficiency. [1]
Allocative efficiency is achieved when an economy uses resources to produce the right amount of goods which maximise the society's welfare. (SMC=SMB)

(b)(ii) Using the data and your economic knowledge, discuss whether the imposition of a 2 pence fuel duty in Britain will lead to a better allocation of resources.	[6]

Thesis
Use of petrol fuel generates negative externalities (pollution and negative impact on environment)
· Costs to society more than costs to private motorists (SMC > PMC)
· Motorists do not take into account such side effects when using petrol
· So, may over consume it. (Qe > Qs)
· Inefficient allocation of resources as cost to society is more than benefit. (SMC > SMB)
· Welfare loss results
Increase in fuel tax will get more motorists to internalize the negative externalities → reduce usage of petrol to socially optimal level & thus maximize welfare → hence a more efficient allocation of resources.
· Tax is effective → it is easy to implement and the amount is only 2 pence (seems relatively small)
· Can also use the tax revenue to improve the public transport system to encourage to drive less in the long term,   (maxi 4m)









Anti-thesis:
· To set an optimal tax rate, it should be equal to MEC.
However, difficult to impose the optimal level of tax because MEC is difficult to estimate (certain negative effects do not have a monetary value attached to it. Hence, may not be able to achieve allocative efficiency.

Explain how fuel tax results in internalisation of EC → reduction in usage of petrol 
Explain the limitation of fuel tax 

(c) Based on extract 3, analyse the possible impacts of oil hike on the airline industry in the US and its economy. [8]

· In the SR, a hike in fuel prices will have significant impact on the airline industry as fuel cost is a major component of total cost. Fuel costs increased by US$30b but airlines are unable to pass on the full costs to consumers resulting in a rise in revenue of only US$4b (Extract 3). Thus, many airlines may be faced with rising losses.
· In the LR, if more airlines reduce capacity or exit the industry, it would lead to other impact on the airline industry as well as the US economy:
· Airline workers lose jobs, unemployment rises & income falls in airline sector
· 4 Domestic travelling becomes more costly as businessmen find alternative ways to travel across the country. This raises the costs of certain business and may reduce profits.
· The fall in income in the industry also induce further fall in consumption and other sectors (such as retail and hotels) will suffer a fall in business and may be forced to cut costs by cutting jobs. Employment falls further.

· This reduces national income by multiple times and actual growth will decline. There may be a recession.
· Unemployment in the economy will also rise.
· SOL falls (i.e. American way of life)

· However, the fall in income may reduce import expenditure, which may improve the trade balance and current account although the fallout in the economy may lead to outflows of short term financial capital may worsen the capital account balance. Overall the impact on the balance of payment in the short run is not certain.

· In the long term, investments may decline as pessimism sets in.
· This reduces the capital stock and productive capacity of the country falls.
· AS may fall in the long run and potential growth is negatively affected.




(d) In the light of the data provided, if you were an economic advisor to the Indonesian government, would you recommend the government to go ahead with the fuel hike in view of rising inflation? [10]

As an economic advisor, the concern currently should be with the rising inflation which affects the purchasing power of the people (a fall in the internal value of money as GPL rises). A fuel hike will cause the price of fuel to rise which will worsen inflation in Indonesia.

Thesis: Give reasons why it should go ahead
Rising cost of oil → cannot keep on giving subsidies → strain on government budget
Fuel subsidies involve opportunity costs → less expenditure on other more important areas (such as infrastructure and education etc

Fuel hike may reduce consumption of petrol and improve efficiency in allocation of resources as prices of fuel move closer to eqm prices impact on efficiency and other macroeconomic goals (e.g. potential growth in LR)

Fuel hike also helps to reduce the usage of cars and reduce negative externalities and improve in allocation of resources.

Anti-thesis: Give reasons why it should not go ahead
Food prices are rising. If raise fuel prices now → inflation rate will rise further → Explain problems of rising inflation → rising rate of inflation has negative impact on investment, export competitiveness and SOL of the Indonesians.

Fuel hike will cause political fallout which may dampen investors' confidence and slow down Indonesia's growth in the SR → impact on NY and employment.

Synthesis
Fuel hike is a necessary action as subsidies on fuel put a strain on the govt's budget. In addition, subsidies also lead to a distortion in the prices of fuel and the artificially low prices of fuel encourage more consumption leading to allocative inefficiencies. However, given that the removal of subsidies may lead to a worsening of inflation, the govt may need to use other measures to dampen the inflationary pressure and also offer more assistance to help the people to better cope with the rising prices.
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Extract 1: Rising demand erlling global energy crisis

With oil prices approaching US$100 (S$144) a barrel, the world is headed towards its third energy
shock in a generation. But today’s surge is different from previous oil crises, with broad and longer-
lasting global implications.

Just as in the energy crises of the 1970s and 1980s, today’s hlgh prices are causing anxzety and pain
for consumers and igniting wider fears about the impact on the economy. But unlike past oil shocks,
which were caused by sudden interruptions in eXports from the Middle East, this time prices have
been steadily increasing as demand for petrol grows in developed countries, as hundreds of millions
of Chinese and lnd:an climb out of poverty and as other developing economles grow at a snzzlmg
pace.

For oil companies, high prices have sparked a frenzied search for new sources around the world.
The trouble is that these big new developments take a long time, and companies have been hobbled
by higher costs. The cost of drilling rigs, for example, has doubled in recent years. Supplies have
also been hampered by political tension in the Persian Gulf, the war in Iraq, devastating hurricanes in
the oil producing Gulf of Mexico and violence in Nigeria’s oil rich province.

Source: The Sunday Times, 11 November 2007

Extract 2: Tax rise fuels petrol price fears

Petrol prices could surge to near record highs following a 2 pence rise in fuel duty. The Petrol
Retailers Association said the rise would put an undue "strain on motorists and petrol retailers alike".

It has criticised the government's move, highlighting that petrol prices have risen steeply in line with
the oil price. ~

However, Stephen Joseph, executive director of the Campaign for Better Transport, said the rise was
welcome, provided the exira money raised was used to improve public transport and "other
measures that will give people real travel choices". A Treasury spokesman said the tax rise sent "the
right environmental signals in our fight against climate change".

Source: BBC News, 01 October 2007
Extract 3: US airline catastrophe looms under record oil prices

THE United States airline industry is set to crash as record oil prices threaten to push several carriers
into bankruptcy, an industry study said.

According to a study issued by Airline Forecasts and the Business Travel Coalition, at current oil

prices, several large and small US airlines will default on their obligations to creditors, beginning at
end-2008 and early 2009. The grim industry snapshot comes as US airlines cut fleets, jobs and

capacity and add fees as they struggle with spiralling jet fuel costs and a weak domestic economy.

The study shows that oil at US$130 will increase yearly airline costs by US$30 billion, while anrlmes_
will be able to generate only US$4 billion in fare increases and incremental fees. Recently
introduced bag-checking charges and other fees would only yield US$1 billion to US$1.5 billion at the
industry level.

'Stabilising this ailing industry must become a national pohcy priority,' the study said, calhng on the
White House, Congress, federal regulators and state officials to take action. 'Absent direct policy
intervention, the likelihood is several airlines will fail. The consequences will be devastating to Us
jobs, families, businesses, communmes and our American way of life.'

Spurce. www.straitstimes.com, 14 June, 2008
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Extract 4: Indonesia inflation set to surge after fuel price hike

Inflation in Indonesia is set to soar in response to a government plan to hike the price of subs:dlsed
fuel, imperilling growth in Southeast Asia's biggest economy, experts said.

The country's government announced recently that it planned to raise the fuel price due to record-
high global oil prices, which are causing the cost of the multi-billion-dollar subsidy scheme to balloon.
The increase comes on top of the fallout from high global food prices.

Budget committee chairman Haris Azhar Azis said the fuel price hike was necessary to prevent even
greater damage to the economy in future. Fuel subsidies have become increasingly expensive as
the price of oil has surged, and are projected to nearly triple this year to 126.8 trillion rupiah (S$19
billion dollars), amounting to about 12 per cent of the state budget. ,

However, there are fears that a fuel price rise could trigger unrest in Indonesia. Small protests have
already started over the latest plan. Police and students clashed in two cities, while peaceful rallies
have cropped up around the sprawling archipelago.

Source: www.straitstimes.com, 8 May 2008

| Chart1: | . Chart 2:
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