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Theinfluence tha the price of gasoline has on household activities (such as taking vacationsor
commuting to work) makes it the mos widdy covered peroleum produd price in the media. In
addition, because hougholds cannot easily change the automobiles they own, the ability of
consumers to substitute away from a particular level of gasoline consumption is limited, tha is,

short-run demandis price-indastic. Thus when gasoline pricesrise, people take notice.

We often see stories in the media tha ask the question QVho is to blame for high prices at the
pump?OThe ange expressed on thelocal news by the patron of the gasoline station who is upset
aboutthe price of gasoline as hefills up his large, low-€efficiency sport utility vehicle is aimog
comical, but his ange is not entirely misguided. The fact is that no single party is to blame for
high prices, and undestanding why prices are so high is not smple. Thus rather than point the
finge of blame at any onepaty perhgpsit is best to ask, QVhat can be doneto reduce gasoline
prices?0

Undeastanding what to do about highe prices requires an undestanding of why prices are high
in the first place. The mechanics of retail gasoline prices are fairly straightforward and can be
expressed as a sum of crude oil prices, refining cods, state and federa taxes, distribution and
marketing cods, and station premiums related to the cos of operation (propety lease rates, labor
cods, etc.). In fact, research indicates tha there is a stable, longrun relationship between crude
oil and gasoline prices, meaning tha the price of crude oil is the single most important
determinant of the pump price of gasoline Of course, crudeoil only setsthebaselinefor gasoline
price and does not explain short-term spikes in gasoline price. Highe seasond demand, low
inventories, competition for imports, and reduced opeationd domestic refinery capacity (dueto
factors such as huricanes, for example, which we saw in 2005) can al lead to short-term

increases in gasoline prices.

Over the past few years, we have seen the price of crudeoil increase aimog threefold, which is
the primary reason gasoline prices are two times highe today than jug five years ago. Much of
this can be attributed to strong growth in gasoline demand over the past 15 years. An andllary
impact of strong demand growth has been tha seasond swingsin prices have become more
pronoun&d. This is because as demand has grown, nathe domestic refinery capacity nor

gasoline inventories have appreciably increased. Domestically, refinery capacity is not capable
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of meeting seasond demand changes because, although capacity has increased by roughly 10
percent in the past 15 years due to expansionsat existing refineries, it has notincreased enough
to keep up with demand. As a result, we have had to rely increasingly on impornts to meet
seasond increases in demand. This year, prior to Memoria Day, gasoline prices rose
subgantialy. This was influenced by the fact tha the amount of gasoline available for import
was reduced dueto internationd refinery problems. In fact, imports were down earlier this year
by up to 10 percent versuslast year despite the fact that gasoline prices were subgantialy highe'.
In sum, strong demand growth along with insufficient inventories and insufficient domestic
refinery capacity has resulted in the U.S. gasoline market becoming tighter, with imports playing
an inareasingly important role in the U.S. supply-demand bdance. This, in turn, increased our
expoaure to factors affecting internaiond refinery capacity and demand. Unfortunaely, if things
do not change thetrend of highe and more volatile prices will likely become the nom for the

foreseeable future, unless concerted intelligent action is taken.

Highe, more volatile prices lead to public outcry, much of which endsup directed at gasoline
suppliersin the form of formal investigaionsand senae hearings This policy reaction can be a
good thing because it can lead to a more informed public and reinforce to suppliers tha they
should not attempt to manipulate the market, which can be donemore easily when the supply-
demand bdanceistight But, it isimperative tha policy be designed to produe sudainable long
term solutions regardless of wha is politically popular.

The fact of the matter is that there is no single approach to fixing the problem of high gasoline
prices. Building more refineries could hdp to lower domestic gasoline price volatility, butit will
not lower the baseline level of gasoline prices. In orde to achieve lower prices in the longe
term, it is impeaative tha demand growth in this county be curbed. Many have pointed to
growing demand in Asia as the culprit for higher prices, but we consume 33 percent of the
world@ road transportation fud and demand continues to grow. Thus as American demand goes,
so goes the world price of oil. Optionssuch as opening the Alaskan Nationd Wildlife Refuge
(ANWR) and/or the Outer Continental Shdf (OCS) for drilling and adoping alternaive fuds
such as ethanol and/or cod-to-liquids are potentially viable supply-side solutionsto easing the
upward pressure on future oil prices, butthey do nothing to stem thetide of demand. Thus future

geneationswill have to solve the same problems we are talking abouttoday because eventudly
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demand will outgrow even those supply options Thisis notto say we should not pursue supply-
side solutions as pat of a portfolio of options rather, the intelligent approach would be to
condgder them as pat of a broader approach. But, we mug recognize tha they alone will not

solve the problems we are facing.

Perhgps the mog powerful tool we have for lowering both the level and volatility of gasoline
prices is conservation. For example, if the average American could smply drive 35 fewer miles
per week, we could immediately cut nationd gasoline consumption by 12 percent, or about 1.3
million barrels per day of oil. This would have a staggeing effect on the gasoline price. A
gasoline tax and highe mandaes for fud efficiency are two means of achieving this god.
Regading a tax, the price indasticity of gasoline demand means tha the size of the tax
necessary to indue a paticular redudion in demand is uncertain. In addition, there is conaern
tha atax could be regressive in the short term, especially for low-income hougholdstha have
no viable public trangoortation option. Neverthdess, permanently altering price via a tax would
certainly encourage people to increase fud efficiency and seek alterndive transpontation options
In regard to current CAFE standads realizing the effects of highea-efficiency regulationswould
take time to fully influence consumption (because the standads only apply to new vehicles), but
they would ultimately serve to lower demand growth and ease the supply-demand bdance. In
addition, it is important tha any provisionsin existing CAFE standads tha alow vehicles to
receive highe fud efficiency ratingsthan wha they actudly achieve (such as is the case with
alterndive vehicle credits) be reconddered for the regulations to have ther fully-intended

impact.

So what should we take from all of this? A familiar lesson from investment 101: the portfolio
approach is best. In this case, a combinaion of conservation, highe fud efficiency, aternaive
fuds, and greater domestic produdion capacity would lower pricesin asugdainable manne. Tha
should bethedirection of policy. If not, we should be prepared for gasoline prices to remain high

andincreasingly volatile for quite some time.



