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Why are gasoline prices so high?

A majority of the price paid for a gallon of gasoline comes directly from the
wholesale price of crude oil, which is refined to make gasoline and other petroleum
products. According to the Energy Information Administration (EIA), in December
2012, 68 percent of the price of gasoline was the cost of crude oil, 8 percent was the
cost of refining, 11 percent the cost of distribution and marketing, and 13 percent
was the cost of taxes.!
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Petroleum is a globally-traded commodity. On net,

the United States imported 41 percent of the crude
oil it consumed in 2012.2 The United States exports
some crude oil and petroleum products due to

geography and location and ownership of refineries.

For example, the United States purchases crude oil
from Canada and sells Canada a small amount of
crude oil produced in Alaska. The United States
purchases crude oil from Mexico and sells Mexico
gasoline in return. Also, Venezuela owns three
CITGO refineries in the United States and ships
some of the products refined in the United States
back to Venezuela.

To understand the movements in crude oil prices
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over the last several years, the obvious answer from an economist is “supply and
demand.” Getting more specific, we can see that there are “fundamental” factors
involved, which amplify consumption demand and restrict supply. In addition, the
supply and demand fundamentals can be augmented in the presence of loose
monetary policy, as investors rush into commodities as a hedge against future

inflation.

Supply and Demand

1. World Oil Demand Growth: World crude oil and liquid fuels consumption
grew to the highest level ever in 2012, with an estimated 89.2 million barrels
per day (bpd) consumed in total.3 EIA projects that total world oil
consumption will grow by 0.9 million bpd during 2013 and 1.3 million bpd in
2014 with countries outside the Organization for Economic Cooperation and
Development (OECD) comprising most of the growth in consumption.# The
largest increases in oil consumption will be non-OECD Asian countries, which
are using increasing amounts of oil to sustain their rapid economic growth.

China, in particular, has a large role in the increased global demand for oil.
China is the second-largest consumer of oil behind the United States and as of
2009, China became the second-largest net importer of oil. In 2011, Chinese
crude oil imports were 5.52 million bpd5>—up 8.2 percent from 2010 levels.

2. Domestic Supply: According to the EIA, the U.S. produced 6.4 million bpd of
crude oil in 2012, up from 5.6 million bpd in 2011—the largest one-year
increase ever. The EIA expects production from the Federal Gulf of Mexico
(GOM)—which produced 28 percent of U.S. oil in 2010—to produce only 19
percent of U.S. oil production in 2013.7 There are two reasons for this. First,
hydraulic fracturing on private and state lands is rapidly increasing total
domestic oil production and second, because oil production in the Gulf of



Mexico is predicted to fall by 12 percent from production levels in 2010
mainly due to government policies that restricted drilling in the Gulf.8
Another important point for the Committee, [ note later in my testimony that
96 percent of the increase in domestic production since 2007 has come from
non-government lands. This increase could be much larger, but for
government policies.

Some people argue that allowing more domestic offshore drilling would have
little impact on oil prices. It is true that oil is a global commodity, and that it
takes time—perhaps several years—for oil to actually hit the market after a
new site has been approved for development. Nonetheless, after President
Bush lifted the executive moratorium on July 14, 2008, and then again after
Speaker Nancy Pelosi announced on September 23, 2008 that Congress
would allow the congressional moratorium to expire, there were immediate
price decreases. For example, prices dropped $9.26 per barrel—or 22 cents
per gallon—on world markets during President Bush’s speech explaining the
lifting of the moratorium. The chart below illustrates this effect:
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Economic theory predicts that the potential for greater future oil production
should lead to price relief. It is true that lifting the moratorium could not
immediately increase oil production from the affected areas, but other oil
producers with excess capacity, such as Organization of Petroleum Exporting
Countries (OPEC) nations, would have an incentive to produce more in the
present once they believe that future U.S. output will be higher. This episode
from 2008 is one example of immediate oil price relief because of a policy
change implying potential future oil production.




3. OPEC Production Restraints, Actual and Potential: About 23 percent of
our oil product supply in 2012 arrived from the twelve OPEC countries:?
Algeria, Angola, Ecuador, Iran, Iraq, Kuwait, Libya, Nigeria, Qatar, Saudi
Arabia, United Arab Emirates, and Venezuela. These twelve oil-exporting
nations possess much of the world’s known conventional oil reserves, and as
such, have excess production capacity. However, in order to maintain
favorably high oil prices, these nations agree on production targets that
curtail the supply of oil from member states. For instance, in December 2008,
the 11 members bound by quota restrictions, all but Iraq, agreed to a 4.2
million bpd production cut to keep oil prices high. In December 2012, OPEC
agreed to cut production by 465,000 bpd to maintain high oil prices.10 In
addition, oil prices are buoyed due to unrest in the Middle East and the
boycott of Iranian o0ill! in an attempt to make Iran abandon development of
nuclear weapons. Finally, the mere potential of the outbreak of a major war
in the Middle East keeps oil prices artificially high, as oil traders factor in the
chance of a major disruption in exports from the region.

4. Expansionary U.S. Monetary Policy: Since 2009, commodity prices (like
food and fuel) have risen with Federal Reserve interest rate cuts and the
various rounds of “quantitative easing.” This increase is precipitated by
investors choosing to secure their finances with non-income generating real
assets, like oil and precious metals, in the face of inflation and the threat of a
devalued dollar. In particular, oil prices surged along with other commodity
prices when the Federal Reserve Board revved up its second burst of
quantitative easing in 2010-2011 and stabilized when QE2 ended.
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As IER economist Robert P. Murphy has explained:

The fit [of the above chart], is not perfect of course—nothing ever is in
macroeconomics—but since early 2009, the movements in oil prices
closely follow the movements in the Fed’s balance sheet
(approximated here by the “monetary base”), particularly during the
two years from early 2009 to early 2011.

In fairness, one could defend Ben Bernanke by saying that with every
round of “quantitative easing,” investors thought the world economy
was on the road to future growth, and hence bid up the price of oil. Yet
a cynic could equally well argue that the world economy is hardly in a
robust recovery, despite literally unprecedented monetary inflation
from the Fed and other central banks. A more plausible explanation of
the chart above is that commodity prices are being bid up by the flood
of liquidity crashing into an economy with very weak fundamentals
because of misguided government policies.

In recent months, the Federal Reserve Board has again signaled its
commitment to near-zero interest rates first through 2013, and then through
2014. Oil and other commodity prices have begun another surge and hedge
funds are again betting on commodity plays.

Federal and State Taxes

The second main cost of the price of gasoline is federal and state taxes. In December
2012, federal, state and local taxes accounted for 13 percent of the price of
gasoline.1? The federal tax on gasoline accounts for 18.4 cents per gallon, while the
volume-weighted average state and local tax is 30.4 cents per gallon as of January
2013. This amounts to a 48.8 cent nationwide average tax on gasoline.13

Refining Costs

The third cost to factor into the price of gasoline is the refining process, where crude
oil is “cracked” and formulated into its chemical components and made into
gasoline. In December 2012, refinery costs comprised 8 percent of the retail price of
gasoline.l* This figure varies regionally because different parts of the country
require different additives and processing steps in their gasoline formulations. The
figure of 8 percent would also vary in other months, owing to seasonal changes in
refinery operations. For example, in the spring when refineries need to retool to
produce summer-blend gasoline and to meet summer gasoline demands, the cost of
refinery operations is higher.



It is becoming harder and harder to refine oil in the United States. Over the past 30
years, refineries have dealt with a huge number of ever-stricter regulations.
Between 1981 and April 2012, the federal government has promulgated 65 major
regulations and 755 non-major regulations that affect the subset of manufacturers
that includes refineries.1> A major regulation is a regulation that the federal
government calculates will cost over $100 million.

This dramatic increase in regulation has led to higher costs which have driven 66
U.S. refineries out of business since the 1990s. According to the Department of Energy
the costs of regulatory compliance is one of the prime reasons for these closures.® Since
1990, refineries have spent $128 billion to comply with federal environmental
regulation.!” To put that in context, that works out to over $850 million per operating
refinery in 2011.18 In essence, the result has been that refineries have become fewer but
larger, which makes logistics more difficult when problems occur at a refinery, as they do
in any major industrial operation.

Refinery costs are set to continue to increase as a result of a number of federal
regulations including new ozone national ambient quality standards, greenhouse
gas emissions regulations on refineries, Tier III gasoline mandate, EPA’s mandate to
buy commercially unavailable cellulosic biofuel, just to name a few. According to a
study conducted by the economic consulting firm NERA, energy-intensive sectors
such as chemicals and petroleum products output could be on average 10 percent
lower over the next decade due to major regulations due over the next 10 years.1?

Distribution and Marketing Costs

The last component of the price of gasoline is the retail dealer’s costs and profits,
which constituted a combined 11 percent of the cost of a gallon of gasoline in
December 2012.20 From the refinery, most gasoline is shipped first by pipeline to
terminals near consuming areas and then loaded into trucks for delivery to
individual stations. Ethanol must also be transported by truck or train because it
cannot be mixed with gasoline prior to delivery.

Even though many gas stations are branded as Shell, Exxon, BP or another major oil
company, the major oil companies actually own fewer than 5 percent of gas
stations.?1 The vast majority of gas stations are actually independent businesses that
purchase gasoline for resale to the public. In addition, some retail outlets are owned
and operated by refiners.

The price at the pump reflects both the retailer’s purchase cost for the product and
the other costs of operating the service station. It also reflects local market
conditions and factors, such as the desirability of the location and the marketing
strategy of the owner. Everyone in Washington has seen this at the gas station on
the corner by the Watergate.



Additional Issues:

Limited Energy Production on Federal Lands

The federal estate contains vast energy resources, but the federal government
allows energy production on a very small percentage of taxpayer-owned federal
lands. The Interior Department has leased just 2 percent of federal offshore areas
and less than 6 percent of federal onshore lands for oil and gas development.22 This
is particularly important because, while the entire U.S. including Alaska and Hawaii
is 2.271 billion acres, the government owns mineral access to 2.4 billion acres due to
the Outer Continental Shelf.

The large increases, however, in oil production that have occurred in the United
States are almost entirely on private and state lands. The Congressional Research
Service (CRS) found that oil production on private and state lands makes up about
70 percent of total U.S. oil production.23 According to CRS, 96 percent of the increase
in oil production between fiscal years 2007 and 2012 came from private and state
lands and production there increased 11 percent in fiscal year 2011 from fiscal year
2010 levels. In contrast, the CRS report found that oil production from the federal
onshore mineral estate was a mere 306,000 barrels per day (5.5 percent) out of a
total of 5,590,000 barrels produced daily in the United States in fiscal year 2011.24

Limited Hydraulic Fracturing on Federal Lands

Hydraulic fracturing is changing the world’s oil and natural gas outlook, but
primarily on private and state lands in the United States. The states have a very
good track record of regulating hydraulic fracturing. Over the past 60 years, more
than 1.2 million wells have been hydraulic fractured, and according to EPA
administrator, Lisa Jackson, there has not been a single confirmed case of
groundwater contamination from the process.2> Given that technologies are getting
better and cleaner, as they always do, there is no reason to think that things will get
worse.

Despite the states’ track record of dramatically increasing oil and natural gas
production on federal lands without problems relating to the process, the federal
government now wants additional regulation of hydraulic fracturing.

The Bureau of Land Management (BLM) has proposed new and costly regulations
for hydraulic fracturing on federal lands. According to a study by John Dunham &
Associates, the BLM’s hydraulic fracturing regulation will cost society $1.5 billion.26
The cost per well to comply with the regulations tops $250,000.27 If there is no
problem, there is no reason for this except to penalize investment on federal lands.
The result will be that businesses will continue to skip doing business with the
federal government and the taxpayers and energy consumers of the country will
suffer.



It is important for the Committee to remember that vast areas of protected lands are
not subject to leasing for oil and gas, including the National Park System, almost all
of the National Wildlife Refuge System, the National Wilderness System and others.
The Administration is proposing a whole new set of regulations for lands that are
supposed to be used for multiple uses, including oil and gas development, and must
be returned to their original condition by law once the activity is over.

The Department of Interior is reworking the regulations somewhat and recently
announced that BLM “is making improvements to the draft proposal [to regulate
hydraulic fracturing] in order to maximize flexibility, facilitate coordination with
state practices and ensure that operators on public lands implement best practices.”
The revised draft is scheduled to be out by March 31.28 Many of the states where
drilling occurs already require these regulations, but the federal government now
wants to assume these traditional state functions for itself, and the example below
demonstrates the inefficiencies involved.

Consider one example of the time required to get a permit to drill on federal land
versus some energy producing states. It takes 307 days for the federal government
to process a permit to drill, but only 27 days for Colorado and 10 days in North
Dakota. It should come as no surprise why North Dakota’s oil production is rapidly
increasing while energy production on federal lands is stagnating. The federal
government has vast energy resources, but the federal government’s current energy
plan is designed to limit energy production on federal lands.

Time Required for processing a Permit to Drill--Federal vs. States
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The federal government’s land use policies have reduced oil and natural gas
production on federal lands because federal regulations make it much more difficult
to work on federal lands. Instead of following the example of the states, the federal
government continues to slow down energy production.

Increased Energy Production on Federal Lands Is a Win-Win

If the federal government were to get serious about increasing oil and natural gas
production on federal lands, the results could be dramatic. Areas that the federal
government could open to oil and gas development include:

e The 10.4 billion barrels of oil and 8.6 trillion cubic feet of natural gas in
the Arctic National Wildlife Refuge

e The 86 billion barrels of oil and 420 trillion cubic feet of natural gas in
the outer continental shelf of the lower 48 states

e The 896 million barrels of oil and 53 trillion cubic feet of natural gas in
the Naval Petroleum Reserve-Alaska

e The 25 billion barrels of oil in the outer continental shelf of Alaska

e The 90 billion barrels of oil and 1,669 trillion cubic feet of natural gas in
the geologic provinces north of the Arctic circle

e The 982 billion barrels of oil shale in the Green River Formation in
Colorado, Utah, and Wyoming.

These technically recoverable resources total 1,194 billion barrels of oil and 2,150
trillion cubic feet of natural gas that is owned by the federal taxpayer. At today’s
prices ($100.00 per barrel of oil and $4.00 per thousand cubic feet of natural gas),
the value of the estimated oil resources is $119.4 trillion and the value of the
estimated natural gas resources is $8.6 trillion for a grand total of $128 trillion.2?
These numbers, however, are likely to be low, since little is known, for example,
about the offshore energy resources where a moratorium has been in place since
1981 on 85 percent of the waters in the lower 48 states and most of Alaska. The
Obama Administration has effectively continued the moratorium lifted by Congress
in 2008 through its 2012-2017 leasing plan.

The Congressional Budget Office (CBO) estimated that under current policies,
revenues from royalties, rents, and bonuses from oil and gas leases on public lands
will generate about $150 billion over the next 10 years. The CBO further estimated
that if certain resources currently off limits were immediately opened to oil and gas
leasing, another $7 billion would be realized over that period.3° The CBO study
estimates are considered to be conservative when compared to historical data and
estimates by other analysts and do not consider the earnings from taxes paid by
these industries or their employees.

Partially in response but also for education purposes, IER commissioned a
groundbreaking paper highlighting the larger economic effects, including economic
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growth, wages, jobs, and federal and state and local tax revenues, of opening Federal
lands and waters to oil and gas leasing. The IER paper relies on the CBO natural
resource and oil and gas price estimates to maintain direct comparability with the
CBO analysis while recognizing that those figures have historically been proven to
vastly underestimate resources and revenues. The government’s resource
information is poor in large part due to the lack of exploration resulting from
practices limiting access to federal lands such as the moratoria.

The study finds that if the federal government opened up additional federal lands
and waters to exploration and production, the increase to GDP would be $127
billion annually for the next seven years, and $450 billion annually in the long run.
Most impressively, the opening of federal lands would have a cumulative increase in
economic activity of up to $14.4 trillion over a period of 37 years. And the ripple
effect of that boom would be 552,000 in job gains annually over the next 7 years
with annual wage increases of up to $32 billion over that time period and an
increase of 1.9 million jobs annually in the long run with annual wage increases of
$115 billion. Federal and state and local tax revenues would also increase to the
tune of $2.7 trillion in federal revenues and $1.1 trillion in state and local revenues
over 37 years.31

These, I'm sure you will agree, are staggering additions to our nation’s wealth. And
unlike some of the government’s priority energy sources which require huge
subsidies that are probably unsustainable, all the federal government must do to put
millions to work and add to GDP and revenues is allow the private sector and
Americans to go to work.

Conclusion

Oil prices are high because of supply and demand. Much of the new petroleum
demand is coming from developing Asian countries such as China and India and not
from developed countries. In fact, petroleum demand in the United States has fallen
from the highs set in 2005.

The United States can help increase the global supply of oil. According to the
International Energy Agency, the United States will overtake Saudi Arabia as the
world’s leading oil producer by 2017.32 But the vast majority of this increase in oil
production is only happening on private and state lands. Federal lands, however,
contain vast oil resources and the United States could expand its energy production
even more if the federal government wanted to increase domestic oil production.

Lastly, one additional factor that increases the price of gasoline in the United States
is the large amount of regulation of the refining industry. As noted above, since 1990
refineries have spent $128 billion to comply with federal environmental regulation. This
regulatory compliance has caused dozens of refineries to go out of business. All of
these regulations and restrictions lead to higher prices at the pump.
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