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Overview
Energy subsidies are used widely by many countries. According to data from the International Energy Agency, subsidies on fossil fuels and electricity generated using fossil fuels averaged $429 billion annually between 2007 and 2011. Of this, subsidies on oil products made up almost 50 percent of the total on average. Net exporting countries, including many members of OPEC, tend to be the largest subsidizers.
An important research question is to what extent these subsidies affect the global oil market and whether or not they have important spillover effects on net importing countries. For example, subsidies will lead to increased domestic consumption of oil products, which might reduce their supply in the world market and drive up their world price in the long-run. These subsidies might also change the behaviour of the world price of oil in response to supply and demand shocks in the oil market, because subsidizing countries shield their consumers from the impacts of those shocks. Given that the Middle East is one of the regions where oil demand growth is forecast to be quite strong, the issue of oil and oil product subsidies is an  important one.  To the best of our knowledge, there is no comprehensive analysis of the effects of these subsidies on the world oil market.
Methodology
We construct a two-country dynamic general equilibrium model of the global oil market. Country A represents large oil producing countries which subsidize the domestic consumption of oil products. Country B represents net-importing countries which do not subsidize oil products. Country A produces oil and exports  it to Country B in exchange for a non-oil good. In country B households consume both oil and non-oil consumption goods. The latter is produced in country B using labor and imported oil.
Comparative statics are used to understand the long-run implications of the fuel subsidy. We numerically solve for how the steady state values of the model’s variables change depending upon the size of the subsidy in place. For short-run implications, we solve the model numerically and explore how the various subsidies distort world oil prices and global oil supply. We also examine how the presence of subsidies affects the response of the world price of oil to supply and demand shocks in the global oil market. We consider how other macroeconomic variables are distorted by the subsidies in the short-run and examine whether fuel subdies ameliorate or exacerbate other distortions such as frictions facing oil exporters in capital markets.  
We parameterize the model using real world data on oil production, the level of subsidies, and other macroeconomic aggregates such as consumption and trade flows. The oil producing country is taken to represent OPEC countries with large subsidies. Country B represents OECD countries. The data comes from sources such as the International Energy Agency, the International Monetary Fund, and previous studies on the oil market and the countries in question.

Results
For net exporting countries, fuel subsidies distort the economy in a number of ways compared to the case where there are no subsidies. The economy over-consumes oil products and may under-consume other types of goods. Other household decisions can also be distorted. For net importers, the subsidies may have important spillover effects. If higher consumption on the part of consumers in the net exporting country leads to a lower supply on the world market, prices are higher than they would otherwise be. This would distort the economy of the net importer both on the household and firm side.  
Conclusions

Subsidies on oil products are large in size and concentrated in net exporting countries. This may have important implications for the world oil market, and by extension on net importing countries. In this paper we consider how these subsidies might impact these economies in the long and short-run. We show that the subsidies distort not only the economies which have them, but also influence the economies of the net importing countries. Future research on the topic might consider the importance of subsidies on other forms of energy, such as natural gas or electricity.
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Data on subsidies can be found at http://www.oecd.org/site/tadffss/
