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Problem 1 

Consider a country with two groups of people. Group 1 consists of high-income persons and households, 

all of whom have cars. Group 2 consists of low-income households, none of whom have cars. We may 

assume that group 2 is (much) larger than group 1.  

Assume that when fuel is taxed, revenues are paid back to the population at a rate proportional to 

income (as a negative tax). When fuel is subsidized, revenues are raised by a special tax proportional to 

income.  

Consider two cases: 

A. Such a subsidy is financed by a tax on only those who own cars; or when there is a fuel tax, the 

tax revenues are paid back only to those with cars. 

B. The tax falls on everyone in society; or in the case of revenues, paid back to all, in proportion to 

income. 

Assume that only group 1 determines whether there will be a fuel tax or a fuel subsidy, and also what 

the level of the tax or subsidy shall be.  

Analyze the following two cases. 

Case A applies. Derive the policy that will be chosen by group 1 in this case. Will this be a fuel tax, a fuel 

subsidy, or no tax or subsidy? 

Case B applies, and consider now similarly the policy chosen by group 1. How do you think the policy will 

compare to that chosen in case 1? 

For both cases A and B, consider first 1) no negative externalities from motor fuel consumption; and 

consider next 2) some negative such externalities. 

Problem 2 

Consider in this problem, two different countries. One country is a large producer of fossil fuel (oil), and 

the other country is a large fuel importer. Try to think of reasons why each of these countries may either 

tax, or subsidize, oil products.  

If one of the countries subsidizes oil products, which of the two countries is more likely to do so?  

Can you think of reasons why the country’s incentives to subsidize, or tax, oil products to its own 

domestic consumers, and the possible tax or subsidy rate, may depend on the size of the country? By 

size, for an oil exporter we mean the country’s share of oil production in global production. For an oil 

importer, we mean that country’s share of oil consumption in global consumption.  

 


