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Abstract

Summer driving season is upon us and gas prices are on the rise. The

national average at the pump is approaching $3 per gallon. Because oil
is a globally traded commodity, different factors around the world affect
the supply of and demand for oil, in turn affecting the price Americans

pay at the pump. Around the world, stronger demand for oil and cur-
tailed supply has increased prices. American producers are making up

for some of the global curtailed supply: U.S. crude production surpassed

9.3 million barrels per day in 2017, a 5 percent increase over 2016 levels.
High prices at the pump driven by market forces are not a compelling

reason for the federal government to intervene in energy markets, but
they should prompt policymakers to examine government policies that
artificially inflate gasoline prices. Congress and the Administration

should implement policies that open access to domestic resources and

eliminate mandates, regulations, and laws that prevent energy markets

fromworking more efficiently.

S ummer driving season is upon us and gas prices are on therise. The
national average at the pump is approaching $3 per gallon.! Because
crude oilis the largest single component in the price of a gallon of gasoline,
the supply of and demand for crude oil around the world affects prices
inthe United States. Increased demand due to strong economic growth
and curtailed supply from the Organization of Petroleum Exporting
Countries (OPEC) and its allies have increased gas prices in the U.S.
Domestic producers, on the other hand, have ramped up sup-
ply to meet domestic and global energy needs. Through innovative
extraction processes, U.S. crude oil supplies surpassed 10 million
barrels per day, breaking a record high from nearly 50 years ago.
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KEY POINTS

m The national average price for a
gallon of gasoline is approaching
$3. The price of crude oil makes up
half the price of gas, and factors
around the world contribute to
oil supply and demand, affecting
what Americans pay at the pump.

m Onthe supply side, OPEC decided
to cut back productionin 2017.
Inthe U.S., productionincreased
5 percent over 2016 levels, and
America is on pace to become the
world's largest crude oil producer.

m On the demand side, a stron-
ger U.S. and global economy
increased the demand for oil. The
expansion of the petrochemi-
calindustry and higher sales of
SUVs and trucks in the U.S. drove
the increase.

m High prices at the pump are nota
compelling reason for the federal
government to intervene in energy
markets—but they should prompt
policymakers to examine policies
that artificially inflate gasoline
prices.



http://www.heritage.org

BACKGROUNDER | NO. 3323
JUNE7,2018

CHART 1

Gasoline Prices Fluctuate

AVERAGE RETAIL PRICE OF ONE GALLON OF REGULAR GASOLINE, IN CURRENT DOLLARS
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Furthermore, Congress and the Trump Adminis-
tration have taken productive steps for U.S. produc-
ers to capitalize on untapped onshore and offshore
reserves. However, policymakers can do more to
remove market distortions and empower the energy
industry to respond to changing market conditions.
Reducing permitting time frames for the extraction
and transportation of crude oil and eliminating crony
policies that drive up the cost of gasoline, such as the
Renewable Fuel Standard (RFS) and the Jones Act,
would help drivers every time they fill up their tank.

Which Factors Contribute to the Price of
a Gallon of Gas?

The price of crude oil is the single largest factor in

the price of regular retail gasoline. In 2017, crude pric-
es made up 50 percent of the price of gas, with federal
and state taxes (19 percent), distributing and market-
ing (17 percent), and refining (14 percent) accounting
for the rest.2 Over the past decade crude oil accounted
for 61 percent of the total cost of a gallon of gas.?

The federal excise tax on gasoline is 18.4 cents
per gallon, and 24.4 cents per gallon on diesel fuel.*
States levy their own taxes and other fees, ranging
from a low of 14.36 cents per gallon for gas in Alaska
to more than 58.7 cents per gallon in Pennsylvania.®
The national average for state excises taxes and other
state fees is 33.72 cents per gallon of gas.®

Because oil is a globally traded commodity, dif-
ferent factors around the world affect the supply

1. AAA, “National Gas Price Averages,” https.//gasprices.aaa.com/ (accessed May 23, 2018).

2. U.S. Energy Information Administration, “Gas Prices Explained: Factors Affecting Gasoline Prices,” March 6, 2018, https://www.eia.gov/
energyexplained/index.php?page=gasoline_factors_affecting_prices (accessed May 23, 2018).

Ibid.

4.  One-tenth of one cent of the federal gas tax is for the Leaking Underground Storage Tank fee.
American Petroleum Institute, “State Motor Fuel Taxes: Rates Effective 04,/01/2018," http://www.api.org/~/media/Files/Statistics/

StateMotorFuel-OnePagers-Jan-18.pdf (accessed May 23, 2018).
6. Ibid.
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CHART 2

Crude Oil Remains Primary Driver of Gasoline Prices
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of and demand for oil, in turn affecting the price
Americans pay at the gas pump. Growing demand
for oil in other parts of the world puts upward pres-
sure on prices. Bad weather or geopolitical risks can
disrupt supply. A hurricane can force a refinery to
suspend operations, choking supply and driving
prices higher.

Even the mere threat of such events can drive
up prices because a potential supply disruption can
affect oil futures markets. Speculators working in
futures markets can increase the price of gasoline
if inventories build up while sellers wait for high-
er prices, but that effect is marginal because com-
panies must eventually offload those inventories.
Global spare capacity also influences how rapidly
and substantially prices change. The Energy Infor-
mation Administration (EIA) defines spare capac-

ity as the amount of oil that can be brought on the
market within 30 days and sustained for 90 days.’
When oil markets are tight and have low spare
capacity, the producers have less ability to respond
by increasing supplies.

Global Events Affecting the Recent
Increase in Gas Prices

Around the world, stronger demand for oil and cur-
tailed supply has increased prices. According to the
International Energy Agency (IEA), global oil demand
increased 1.6 percent in 2017, significantly higher than
the decadal average of 1 percent.? The IEA cites robust
demand in Asia, particularly China and India.

On the supply side, OPEC and friends of OPEC
decided to cut back production at the end of 2016 and
throughout 2017, in an effort to increase prices.’ With

7. U.S. Energy Information Administration, “Energy & Financial Markets: What Drives Crude Oil Prices?” May 8, 2018, https://www.eia.gov/
finance/markets/crudeoil /supply-opec.php (accessed May 23, 2018).

8. International Energy Agency, “Global Energy & CO2 Status Report 2017, March 2018, https://www.iea.org/publications/freepublications/

publication/GECO2017.pdf (accessed May 23, 2018).

9.  Benoit Faucon and Georgi Kantchey, “Qil Surges on OPEC Deal to Cut Production,” The Wall Street Journal, November 30, 2016, https:/www.
wsj.com/articles/opec-reaches-deal-to-cut-oil-production-1480518187 (accessed May 29, 2018).
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MAP 1

Gas Taxes Increase Gas Prices

On average, states add 30 cents to the cost of a gallon of gas in the form of state taxes and fees.
The federal government also adds 18.4 cents per gallon with a gasoline excise tax.
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2016 output levels as the baseline, 21 countries have

been reducing production by a total of nearly 1.8 mil-
lion barrels per day.!° Some countries, like Saudi Ara-
bia, exceeded their production cuts while others pro-
duced more than they said they would. The collapse

of the Venezuelan and Angolan economies resulted

in substantial decreases in oil production and, conse-
quently, OPEC is easily makingits reduction targets."

Additionally, the United States’ re-imposition of sanc-
tions on Iran following the Trump Administration’s

withdrawal from the Iran nuclear deal will curtail

Iran’s production.'?

Over time, however, OPEC has been unable to
restrict supplies and control oil prices because
there are a diverse set of oil suppliers (both OPEC
and non-OPEC), and its members have a strong
incentive to cheat and increase oil production above
their quotas. Even when oil prices were lower, some
OPEC nations and OPEC allies failed to meet their
reduction targets. If prices continue to increase and
production continues to decline in Venezuela and
Angola (and declines in Iran), the incentive to cheat,
or to reverse the agreement, only grows stronger.
In fact, Reuters reported that OPEC could agree
to increase its production levels at its next official
meeting in June.'

What’s Happening in the United States?

As OPEC and its allies decided to cut produc-
tion in 2017, producers in the U.S. increased output.
The EIA recently reported that U.S. crude produc-
tion surpassed 9.3 million barrels per day in 2017,
a 5 percent increase over 2016 levels.”* In fact, in

November 2017 the U.S. crude oil supplies sur-
passed 10 million barrels per day, breaking a record
high from nearly 50 years ago. The extraordinary
technological advancements in resource extraction
have the United States in position to overtake Saudi
Arabia and Russia as the world’s top oil producer.
The latest projection from the EIA estimates that
U.S. production could reach nearly 12 million bar-
rels per day in 2019.'°

The Trump Administration is taking the nec-
essary steps to open access to the abundance of
resources under U.S. soil and off the coasts. Doing
so will enable the energy industry to make near
and long-term investments and respond more effi-
ciently to changing prices. For instance, 94 percent
of America’s offshore acreage—vast tracts thought
to harbor nearly 100 billion barrels of oil—are off-
limits to oil exploration. The Department of the
Interior has drafted a proposal to open access to
large swaths of these offshore resources, a move
that would reverse a regulatory parting shot from
the Obama Administration aimed at stifling natu-
ral resource extraction.'®

One of the many provisions in the Tax Cuts and
Jobs Act is to require that the federal government
hold lease sales in Alaska’s Arctic National Wild-
life Refuge (ANWR), opening up the area to ener-
gy development. The energy potential of the area
is enormous, with the U.S. Geological Survey esti-
mating that ANWR contains 4.3 billion to 11.8 bil-
lion barrels of recoverable 0il.”” Once companies
drill exploratory wells, there will be a better sense
of just how much oil ANWR holds. The amount of

10. Brian Wingfield, Samuel Dodge, and Cedric Sam, “OPEC's Troubled Two Smash Oil Cuts Anew,” Bloomberg, May 18, 2018, https:/www.
bloomberg.com/graphics/2017-opec-production-targets/ (accessed May 23, 2018).

1. Catherine Ngai and Robert Tuttle, “Oil Holds Near 3-Year High Amid Venezuela Sanction Concerns,” Bloomberg, May 21, 2018, https://www.
bloomberg.com/news/articles/2018-05-22/0il-rises-on-venezuela-output-risk-as-u-s-supplies-seen-falling (accessed May 23, 2018).

12. Irina Slav, “Iran Prepares For Qil Production Decline,” Oilprice.com, May 21, 2018, https://oilprice.com/Energy/Crude-Qil/Iran-Prepares-For-

Oil-Production-Decline.html (accessed May 23, 2018).

13.  Rania El Gamal and Alex Lawler, “OPEC May Decide to Ease Qil Supply Curbs in June: Sources,” Reuters, May 22, 2018, https.//www.reuters.com/
article/us-oil-opec/opec-may-decide-to-ease-oil-supply-curbs-in-june-sources-idUSKCN1IN2NS?mod=article_inline (accessed May 23, 2018).

14. U.S. Energy Information Administration, “U.S. Production of Crude Oil Grew 5% in 2017, Likely Leading to Record 2018 Production,” April 4,
2018, https://www.eia.gov/todayinenergy/detail.php?id=35632 (accessed May 23, 2018).

15.  U.S. Energy Information Administration, “Short-Term Energy Outlook (STEO),” May 2018, https:/www.eia.gov/outlooks/steo/pdf/steo_full.

pdf (accessed May 23, 2018).

16. Nicolas D. Loris, “Right Reforms for Accessing U.S. Outer Continental Shelf Resources and Unleashing U.S. Energy Production,” Heritage
Foundation Backgrounder No. 3297, March 26, 2018, https://www.heritage.org/energy-economics/report/right-reforms-accessing-us-outer-

continental-shelf-resources-and-unleashing.
17.  Ibid.
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CHART 3

U.S. Oil Production Nearing All-Time High

U.S. FIELD PRODUCTION OF CRUDE OIL, IN MILLIONS OF BARRELS PER DAY, YEARLY AVERAGE
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land available to energy production represents 0.01
percent of the refuge’s total land mass, and produc-
ers can access that oil with minimal environmental
impact.'®

These policy actions may not have an impact on
prices today; opening access now will ensure that
businesses can be more responsive to changes in
prices, rather than waiting for Congress to react
after prices become politically uncomfortable.
Energy policy should not be predicated on what
analysts or Members of Congress think is going to
happen, but rather on opening access and estab-
lishing the framework for competitive markets,
while ensuring the protection of property rights
and the environment.

Like in the rest of the world, stronger economic
growthinthe U.S. has also meant higher demand for
oil. Particularly, the shale revolution and the avail-
ability of cheap oil and natural gas incentivized a
large expansion of the petrochemical industry. Fur-
thermore, the increased purchase of sport utility

vehicles (SUVs) and trucks is increasing the demand
for gasoline. According to the IEA, in the U.S. “the
share of SUVs and light trucks increased from 47%
in 2011 to around 60% of total sales in 2017, bring-
ing up the share of these vehicles in the total pas-
senger car fleet to almost half.”"* Additionally, the
Obama Administration’s Environmental Protection
Agency implemented Tier 3 gas regulations to lower
the amount of sulfur in gasoline beginning in 2017.
The increased stringency of the sulfur regulation
in gasoline increases compliance costs for refiner-
ies, and hence for families and individuals, for neg-
ligible environmental benefit.

What Congress and the Administration
Should Do to Help

High prices at the pump that are driven by mar-
ket forces are not a compelling reason for the fed-
eral government to intervene in energy markets.
Prices communicate information to energy produc-
ers, and they communicate information to energy

18. The Institute for Energy Research, “Policy Area: ANWR," http:/instituteforenergyresearch.org/topics/policy/anwr/ (accessed May 29, 2018).

19. Loris, “Right Reforms for Accessing U.S. Outer Continental Shelf Resources and Unleashing U.S. Energy Production.”
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MAP 2

U.S. Outer Continental Shelf, Oil and Gas Leasing Areas, 2019-2024

The Bureau of Ocean Energy Management is currently developing a new Continental Shelf Oil and
Gas Leasing Program that would replace the existing 2017-2022 program.
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users. Higher prices for oil incentivize companies
to extract and supply more. Moreover, higher pric-
es also incentivize entrepreneurs to invest in inno-
vative alternatives to oil, whether batteries, natural
gas vehicles, or biofuels. Drivers will examine their
consumption options as well, whether carpool-
ing, finding alternative modes of transportation,
or, over time, purchasing a more fuel-efficient vehi-
cle. Government intervention to address alleged
price gouging will only harm American families
and businesses.

Policymakers should examine government poli-

cies that artificially inflate gas prices. Congress and
the Trump Administration should enact free-market
reforms to relieve Americans’ economic pain at the
pump. These include:

m Delegate authority to states for environ-
mental review and permitting of energy
projects on federal lands within their bor-
ders. The Bureau of Land Management (BLM)
estimates that it took an average of 227 days
simply to complete a drill application—just one
step in the approval process to harvest oil and
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gas resources on federal lands. It took 154 days
in 2005.2° Although the current BLM is working
to reduce that time frame, Congress should com-
pletely overhaul the process by delegating permit-
ting authority to the states. When states oversee
the process, regulators generally approve permits
in a few days or weeks.?! According to a working
paper from Utah State University economist Eric
C.Edwards,

Even though 99 percent of federal drilling
permits are eventually approved, bureau-
cratic delay imposes costs through delay and
dampening. Drilling response is slower, and
thus wells on federal lands do not respond to
high oil and gas prices as quickly as private
lands. These delays also lead to lower overall
price responses—fewer overall wells drilled
in response to price increases. Our findings
indicate that the potential for improving the
responsiveness of federal lands to price sig-
nals could be achieved through a reduction in
delay in the BLM permitting process.?

Allowing states to regulate the energy resources
on federal lands means more efficient and account-
able management, and frees federal resources for
more pressing issues.

Streamline energy infrastructure permitting.
The federal government has used ever-expanding
authority toimplement stringent regulations with
increasingly high compliance costs and diminish-
ing marginal environmental returns. These envi-

ronmental regulatory roadblocks impede infra-
structure energy investment—from new drilling
operations to the transportation and refining of
oil. Reforming environmental regulations with
a focus on transitioning authority to the states,
creating market incentives, and removing costly,
ineffective regulations will improve the environ-
ment at a lower cost. Congress needs to imple-
ment wholesale reforms to the Clean Air Act, the
Endangered Species Act, the “social cost of car-
bon” measurement, the National Environmental
Policy Act, and use of nuisance litigation through
citizen suit provisions in many of the major envi-
ronmental laws.?

Repeal the RFS. More commonly known as the
ethanol mandate, the RFS mandates that refiner-
ies blend increasing amounts of ethanol into gaso-
line each year, reaching 36 billion gallons in 2022.
During times of high gas prices, ethanol may
appear to be less expensive, but after adjusting for
the difference in energy content, higher concen-
trations of ethanol fuels are still more expensive.?*
More choice and competition in the transporta-
tion fuels market can benefit consumers. How-
ever, when Congress forces “choice” on drivers
through mandates and subsidies, the policies do
much more harm than good. Innovation should
drive energy choice. Subjecting biofuels produc-
ers to market competition will force biofuel pro-
ducers to lower costs and enable the most compet-
itive elements of the biofuel industry to thrive in a
free market.

20.

21.

22.

23.

24,

Bureau of Land Management, “Average Application for Permit to Drill (APD) Approval Timeframes: FY2005-FY2014,” January 6, 2015,
http://www.blm.gov/wo/st/en/prog/energy/oil_and_gas/statistics/apd_chart.html (accessed December 4, 2017). Even these numbers are
questionable according to a Freedom of Information Act (FOIA) request by Norton Rose Fulbright Global Legal Practice, and average days
heavily depend on the related field office. For example, according to the FOlAed BLM data, the average number of days to approve a permit to
drill at the Moab, UT, office was 579 in fiscal year 2011. Norton Rose Fulbright, “Western Lands and Energy Newsletter,” June 26, 2013, http:/
www.nortonrosefulbright.com/knowledge/publications/100086/western-lands-and-energynewsletter (accessed May 23, 2018).

Nicolas D. Loris, “The Federal Land Freedom Act: Empowering States to Regulate Energy Will Yield Better Economic and Environmental Results,”
testimony before the Subcommittee on Energy and Mineral Resources, Committee on Natural Resources, U.S. House of Representatives, November
21, 2016, https://www.heritage.org/testimony/the-federal-land-freedom-act-empowering-states-regulate-energy-will-yield-better-economic.

Eric C. Edwards, Trevor O'Grady, and David Jenkins, “The Effect of Land Ownership on Qil and Gas Production: A Natural Experiment,” SIOE
Working Paper, December 2016, https://papers.sioe.org/paper/2022.html (accessed May 25, 2018).

Nicolas D. Loris, “Examining Environmental Barriers to Infrastructure Development,” testimony before the Subcommittee on the Interior,
Energy and the Environment and Subcommittee on Intergovernmental Affairs, Committee on Oversight and Government Reform, U.S. House
of Representatives, March 1, 2017, https://oversight.house.gov/wp-content/uploads/2017/03/Loris_Testimony_infrastructure_FINAL.pdf

(accessed May 29, 2018).
AAA, “National Gas Price Averages.”
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= Repeal the Jones Act. Signed into law almost
a century ago, the Jones Act mandates that any
goods shipped by water between two points in the
United States must be transported on a U.S.-built,
U.S.-flagged vessel with a crew that is at least 75
percent American. By preventing foreign com-
petition, the Jones Act significantly increases
domestic maritime shipping prices, driving up
costs for American businesses and consumers.
For example, “Valero Energy, the largest refiner in
the U.S,, reported it costs $5 to $6 to ship a bar-
rel of oil from the U.S. Gulf Coast to a refiner on
the East Coast. It costs $2 to send that same bar-
rel to Canada, since it can travel on a foreign ship
at a much lower rate.”” The Jones Act creates an
unnecessary and expensive hurdle for shipping
crude oil from coast to coast and Congress should
repeal it.

Artificially high gas prices hurt consumers not
only at the pump but also by raising the cost of all
goods and services that depend on transportation.
Market decisions should be left to the private sec-
tor and determined by price signals, not the federal
government. Congress should refrain from non-solu-
tions that meddle in energy markets, and eliminate
the government-imposed barriers and policies that
raise prices.

—Nicolas D. Loris is Research Manager for Energy
and Environment and Herbert and Joyce Morgan
Research Fellow in the Thomas A. Roe Institute for
Economic Policy Studies, of the Institute for Economic
Freedom, at The Heritage Foundation.

25. Matthew Phillips, “U.S. Law Restricting Foreign Ships Leads to Higher Gas Prices,” Bloomberg, December 16, 2013, https://www.bloomberg.
com/news/articles/2013-12-12/u-dot-s-dot-law-restricting-foreign-ships-leads-to-higher-gas-prices (accessed May 23, 2018).
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