Eco 101 and 102

Fall 2011



Name________________________________________  Class 101 or 012 (please circle)  Date_______________
                               LAST (PRINT),        First Name

 Assume you are a commodity analyst in a Wall Street commodity trading firm.  Your job is to predict changes in the price of crude oil (without OPEC) on world markets. The cost of crude oil  depends (basically) on the cost of finding it and pumping it out of the ground and transporting it by pipeline and oil tanker ships to oil importers where it is refined into various products:  Refining crude oil creates lots of pollution. 


Oil is used as: 1) gasoline and diesel fuel for auto, shipping, airplane, bus, and rail transportation and on farms,  2) fuel oil to generate electricity, 3) fuel oil to generate home and less for 4) as a raw material for petro-chemicals (plastics, fertilizer, chemicals), 5) tar and asphalt for building highways, making roofing, waterproofing products, etc. 


Some other useful facts: Rail transportation of freight and people is much more efficient in terms of oil used per ton of freight and per passenger mile. Natural gas is easy to substitute for oil in uses 1, 2, and 3 and is less polluting. Automotive demand for gasoline and diesel fuel depends on the cost to the buyer of high-miles-per-gallon cars and trucks. China, India and Western Europe as well as the US and Japan are major importers of oil. The quantity demanded for fuel oil is fairly sensitive to its price, especially in the long run. Technology and economies of scale (mass production) are rapidly reducing the costs of electricity generated by wind turbines, solar energy and nuclear power plants. The growth of national output increases the demand for oil products for fuel and creates CO2, making global warming worse. 

a. Illustrate the impact of the following events on the crude oil market by drawing the new supply and/or demand curve(s) for crude oil on world markets on the graphs below. Usually only one curve shifts.

b. Indicate with up and down arrows, (and (, (or “0” for no change) what happens to the equilibrium price and quantity of  crude oil on the world markets on the “P ___  Q___” lines below.

c. Explain why in a short sentence in the “because” boxes. (Each question has three parts, each worth ½ point.)
Remember, this is the world market for crude oil

	Natural gas discoveries greatly increase the output and reduces the price of natural gas in the US & China.
	Costs of generating electricity from alternative fuels, such as solar and wind, falls to $0.03 kwh, compared to a cost of $0.10/kwh when using oil.
	The US builds very high speed freight and passenger railroads up and down the east and west coast which replaces 80% of the air flights and truck traffic in these areas.  This reduce the demand for jet fuel and diesel oil
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	Because


	Because
	Because


	China changes from almost all coal to fuel oil to generate electricity so as to reduce CO2 emissions. 
	The US puts a $20/gallon tax on gasoline and diesel fuel which it uses to subsidize the faster development and production of high mpg vehicles.
	Coming out of the recession, the world economy starts to grow much faster and the demand for energy rises.
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