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Part 1
The Chosen Product
The chosen product is oil, one of the most important input products all over the world. There are, however, numerous oil companies all over the world. Hence, the focus company in this paper is the Shell Energy Holdings Australia Limited from Australia. An unlisted public business with foreign ownership, Shell Energy Holdings Australia Limited generates income from the exploration, assessment, development, and production of hydrocarbons, including oil, gas, and liquefied natural gas. Around 2,200 people work for the company, which has operations throughout Australia and is run out of Perth, Western Australia. Shell Energy provides business energy solutions and innovation across a portfolio of gas, electricity, environmental products and energy productivity solutions to commercial and industrial customers, helping them to thrive through the energy transition.
Reason for Choosing the Product
For many years, the oil sector has had a significant impact on our world's politics and economy. As 2020 takes off, we're understanding that demand might not be as strong as it previously was. Oil prices have fallen dramatically as a result of transportation restrictions brought on by the coronavirus in Asia. Additionally, there has been a significant pushback against fossil fuels in recent years, which has put increasing pressure on global oil companies to discover sustainable energy for the world. Despite the fact that there is still a high demand for oil and a limited supply, people are increasingly turning to alternative forms of energy.
Because of the volatility of the oil market with the many factors influencing the demand and supply for oil, it is interesting to see the dynamics behind the working of the oil market – specifically, how oil prices change over time because of factors affecting or influencing oil demand and oil supply. 

Part 2
Price of Substitutes
Nuclear power, solar power, ethanol, and wind power are some of the primary substitutes for oil and gas energy. In the domestic and international energy markets, fossil fuels still outweigh these alternatives, but there is strong public support for increasing their use as industries move toward sustainability and more environmentally friendly corporate practices.
Now, let us take a look how changes in the price of these substitutes will affect the oil market. Let us consider ethanol as a substitute. Before any change, suppose the oil market is in equilibrium as shown in figure 1 below. 
[image: ]
Figure 1. Oil Market in Equilibrium

According to Trading Economics (https://tradingeconomics.com/commodity/ethanol, 2022), the price of ethanol decreased since the beginning of 2022. From standard economic theory, an increase in the price of a substitute for a good will increase the demand for that good while a decrease in the price of a substitute for a good will decrease the demand for that good. Since ethanol is a substitute of oil fuel and its price has recently decreased, we can expect the demand for oil fuel to decrease. This is illustrated by the leftward shift in the demand for oil from D1 to D2 in figure 2 below. As a result, the equilibrium price and quantity of oil both decreases.  
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Figure 2. Result of a decrease in the price of ethanol as a substitute good for oil

Price of Complements
Vehicles and oil fuel are considered as complementary goods. That is, one cannot drive a vehicle without oil fuel in it. Cars need oil fuel to function. It cannot be used alone. According to in2013dollars (https://www.in2013dollars.com/New-cars/price-inflation, 2022), the car industry has faced significant inflation ever since. Car inflation was at 0.81 percent in 2020, which substantially grew to 5.56 percent in 2021, and then even doubled up to 10.57 percent in 2022. Thus, the price of cars have been increasing. 
According to standard economic theory, an increase in the price of a complement for a good will decrease the demand for that good while a decrease in the price of a complement for a good will increase the demand for that good. Since oil fuel is a complementary good to cars/vehicles and its price has recently increased, we can expect the demand for oil fuel to decrease. This is illustrated by the leftward shift in the demand for oil from D1 to D2 in figure 3 below. As a result, the equilibrium price and quantity of oil both decreases.  
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Figure 3. Result of an increase in the price of car as a complementary good for oil fuel

Consumer Income
Oil fuel is a normal good, since oil demand increases in line with an increase in income. With higher income or purchasing power, people can buy more oil fuel to be used for things like driving their car more instead of commuting, going on long trips, etc. 
According to IBISWorld (https://www.ibisworld.com/au/bed/real-household-disposable-income/33/, 2022), in Australia, forecasts suggest that real household disposable income will fall by about 0.8 percent in 2022 to 2023 primarily due to rising interest rates and high inflation. According to standard economic theory, an increase in consumer incomes will lead to a higher demand for a normal good while a decrease in consumer incomes will lead to a lower demand for a normal good. Since it is projected that consumer incomes will fall, there will be a lower demand for oil fuel as a normal good. This is illustrated by the leftward shift in the demand for oil from D1 to D2 in figure 4 below. As a result, the equilibrium price and quantity of oil both decreases.  
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Figure 4. Result of a decrease in consumer incomes to the equilibrium quantity and price of oil fuel

Consumer Tastes and Preferences
Consumer tastes and preferences for using oil fuel can be influenced by a lot of factors especially since oil fuel is used not only for cars or vehicles but for a lot of other purposes as well such as in the operation of machines that need oil fuel. Let us focus on one specific factor that could affect the tastes and preferences of consumers for oil fuel: the preference of people to walk or ride a bicycle instead of riding their cars. If people suddenly prefers to walk or ride a bicycle than ride their car, then there will be a decrease in the demand for oil. 
According to the results of the National Walking and Cycling Participation Survey in 2021 (https://www.cwanz.com.au/wp-content/uploads/2021/08/NWCPS_2021_report_v2.0.pdf), the COVID-19 pandemic appears to have significantly increased cycling participation compared to 2019; measured over the past week the participation rate increased from 13.8% in 2019 (95% CI: 12.8% – 14.8%), to 18.2% (95% CI: 17.2% - 19.3%) in 2021. The marked increase in participation is experienced by all age groups aside from young adults aged 18 to 29 and is most marked among young children (aged under 10) and adults aged 30 to 49.
Since it has happened that people had preferred to walk or ride a bicycle than ride their car, then there will be a decrease in the demand for oil. This is illustrated by the leftward shift in the demand for oil from D1 to D2 in figure 5 below. As a result, the equilibrium price and quantity of oil both decreases.  
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Figure 5. Result of a decrease in consumer tastes and preferences for oil

Consumer Expectations of Price
One of the demand shifters is buyers' expectations of prices. If a buyer expects the price of a good to go down in the future, they hold off buying it today, so the demand for that good today decreases. On the other hand, if a buyer expects the price to go up in the future, the demand for the good today increases.
According to trading economics (https://tradingeconomics.com/australia/inflation-expectations#:~:text=Inflation%20Expectations%20in%20Australia%20is,according%20to%20our%20econometric%20models., 2022), inflation expectations in Australia increased to 6% in November 2022 from 5.4% in October, rising for the first time since June and possibly reflecting recent data on official inflation, according to the Melbourne Institute. The November inflation expectation figure, based on a survey of consumers’ median expectations for price growth over the coming 12 months, was also the highest reading since July. The report further noted that uncertainty about inflation appears to have increased, with a decline in the proportion of consumers expecting higher inflation, and an increase in the proportion reporting ‘don’t know’ for year-ahead inflation. Wage expectations continue to be weak, with beliefs about inflation significantly outpacing beliefs about future wages.
Moreover, according to 7news (https://7news.com.au/lifestyle/personal-finance/cost-of-petrol-expected-to-rise-again-after-global-oil-producers-slash-output-c-8473167, 2022), the cost of petrol is expected to rise again after global oil producers slash output, hence bringing in more pain for Australian motorists after already being hit with a big price hike.
Since consumers expect that the overall price of goods and services will increase in the future, and since oil fuel is a major input good, then an expectation of an increase in the price of oil in the future will lead to an increase in the demand for that good today. This is illustrated by the rightward shift in the demand for oil from D1 to D2 in figure 6 below. As a result, the equilibrium price and quantity of oil both increases.  

[image: ]
Figure 6. Result of an increase in expected prices of oil in the future

Demographics
The demographics indicated by the number of buyers or consumers affect the demand for a good or service. According to standard microeconomic theory, an increase in the number of buyers will increase the demand for a good or service while a decrease in the number of buyers will decrease the demand for a good or service. 
According to Macrotrends (https://www.macrotrends.net/countries/AUS/australia/population-growth-rate, 2022), the population of Australia has been increasing though at a decreasing rate. There was a 1.51 percent increase in 2019 from 2018, a 1.23 percent increase in 2020 from 2019, a 0.98 percent increase in 2021 from 2020, and a 0.99 percent increase in 2022 from 2021. 
Because of this increase in the population of Australia, we can predict that there will be an increase in the demand for oil. This is illustrated by the rightward shift in the demand for oil from D1 to D2 in figure 7 below. As a result, the equilibrium price and quantity of oil both increases.  
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Figure 7. Result of an increase in the number of buyers in Australia

Part 3
Oil Fuel – a Necessity
A necessity good or a necessary good is a type of normal good. Necessity goods are product and services that consumers will buy regardless of the changes in their income levels, therefore making these products less sensitive to income change. Generally speaking, oil fuel is a necessity good. Since oil fuel is an input to many types of economic activities, especially in the use of cars or vehicles and machines, oil fuel is less sensitive to changes in income. Thus, the demand for oil fuel is inelastic. Oil has a low elasticity of demand, meaning that the demand for oil doesn't change significantly when the price for it changes, given how dependent the global economy is on it.
According to EIA (https://www.eia.gov/todayinenergy/detail.php?id=19191, 2022), gasoline prices tend to have little effect on demand for car travel. This means that even with the recent increase in oil prices due to supply shocks, the demand for oil fuel will not decrease substantially. 
Income Inelastic
Income elasticity of demand refers to the sensitivity of the quantity demanded for a certain good to a change in the real income of consumers who buy this good. According to Abdullahi and Sani (https://ier.ut.ac.ir/article_85089_309e0f3cf70d30bb407b7c8cecc3015a.pdf, 2022), oil fuel demand is income inelastic in the short run. This means that changes in consumer incomes does not significantly change the demand for oil fuel. In other words, when consumer income decreases, they will not substantially decrease their consumption of fuel. 
Pricing Policy
For an inelastic good, a one percent change in the price results in a less than one percent change in the quantity demanded. A price increase for an inelastic good will increase total revenue while a price decrease for an inelastic good decreases total revenue. Hence, the recommended pricing policy for oil fuel, for the benefit of the suppliers, is to increase the price of oil fuel in order to gain more revenue. However, of course, the oil industry is a complicated one. 
Oil's price is mostly influenced by market supply and demand, like the majority of commodities. Oil production and extraction costs are also a significant consideration. Hedgers are people who reduce risk in the production or consumption of oil, while speculators wager on price movements. A group of countries that produce oil known as OPEC has some control over the supply of oil. Everything from the production of electricity to the need for gasoline for automobiles and airplanes drives the need for oil.
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