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Pumping Up Prices

Gasoline price fluctuations can have many causes. Political inter-

ventions can make matters much worse. Open and diversified energy

markets and a coherent energy policy are essential to stable gasoline

prices or consumers will be forced to make fundamental changes in

their transportation habits.

About a month after dollar convert-
ibility collapsed in 1971, oil exporting na-
tions began compensating for their loss of
gold payment by raising the dollar price
of crude oil. President Nixon reacted with
energy price controls and created unnec-
essary and disruptive energy shortages.
President Carter next declared the contin-
ued energy price crisis to be “the moral
equivalent of war” and almost issued gaso-
line rationing cards before better heads
prevailed. The energy drought finally re-
sponded to consumers and turned into a
flood after President Reagan in January
1981 broke the dam of U.S. energy mis-
management by deregulating domestic
crude oil supply and demand.

A mini-energy crisis in the form of
sharply higher gasoline prices recently
shocked consumers at the pump. That sur-
prise is all the more bewildering because
it comes amid ample world energy re-
serves. While a return to an energy-price
police and long lines of cars at the Nation’s
service stations are not imminent, con-
sumers and the media increasingly are
concerned about what appears to be an-
other period of puzzlingly volatile gaso-
line prices.

Because so many of us own one or
more gasoline-consuming vehicles and
must commute to work and shopping cen-
ters, sudden price increases and supply
disruption disproportionately affect our
budgets and lives. According to the U.S.
Department of Energy’s Energy Informa-
tion Administration (EIA), gasoline pro-
vides some 17 percent of the energy we
consume. Also, refineries distill and for-
mulate three grades or octanes of gaso-
line from crude oil and deliver them via a
massive distribution network of pipelines
and tank trucks to 176,000 retail gasoline
stations. Prices vary by grade and formu-
lation, but the price differential between

grades varies little. The final price of gaso-
line at the pump includes the cost of crude
oil, refining, marketing and distribution
costs, taxes, and retail station costs.

The average cost of crude oil to refin-
ers in 2000 was $28.36 per 42-gallon bar-
rel, or about 46 percent of the price of a
gallon of 87-octane gasoline. At an aver-
age retail price of $1.48 per gallon then,
refining costs and profits added 14 per-
cent of the price while distribution and
marketing costs and profits added 12 per-
cent. (The cost attributable to refining var-
ies from region to region as mandated for-
mulations for an area may differ.) Federal
and state taxes (not including county and
local taxes) comprised an average of 28
percent of the price, some two percentage
points more than refining, distribution, and
marketing costs and profits.

Among those taxes, Federal excise
taxes add 18.4 cents per gallon and state
excise taxes averaged 20 cents per gallon.
Seven states impose additional sales taxes,
and further county and city taxes often
apply.

For comparison, in March of this year
a gallon of regular unleaded gasoline av-
eraged $1.41. The price of crude oil was
about 44 percent of the cost, distribution
and marketing costs and profits added
seven percent, refining costs and profits
were another 19 percent, and taxes added
30 percent to the cost.

Some one-third of service stations are
owned or leased and operated by a major
oil company. Independent dealers, free to
set their own prices amid often severe
competition, operate the remaining two-
thirds of service stations. The price per
gallon at the pump reflects each retailer’s
product and operating costs, which fur-
ther vary with the locality and the owner’s
marketing costs and profit.

Gasoline prices fluctuate even when

crude oil prices are stable as seasonal de-
mand and station competition varies. For
example, gasoline consumption tradition-
ally increases during summer and de-
creases in winter. Summertime consump-
tion normally adds some six percent to
gasoline prices, currently about nine cents.
Other factors, such as foreign crude oil
production difficulties or saber rattling
among exporting nations, can greatly com-
plicate pricing should imports be con-
strained.

Ten years of economic boom in the
U.S. have increased demand for gasoline
despite increased average fuel mileage
rates as we drive more with heavier, safer
automobiles. Unfortunately, no new re-
finery capacity has been built in the U.S.
for about 25 years. Some 155 refineries,
about half the number in 1981, now com-
pete with foreign refineries supplying per-
haps 700,000 barrels of gasoline a day.
Those fewer domestic refineries also must
cope with some 4,000 pages of “interpre-
tations and clarifications” of EPA regula-
tions. Amid plenty of crude oil at less than
$30 a barrel, the refined products of gaso-
line, diesel, and heating fuel oil have
shown seasonal price volatility in part due
to limited refining capacity and resulting
low product inventories.

Unfortunately, gasoline consumers
cannot seasonally change their transpor-
tation fuel as can food shoppers who might
substitute, say, seasonal strawberries for
more expensive, out-of-season apples.
Gasoline consumers who must respond to
increased energy costs can but review their
driving habits and drive less by planning
shopping trips and perhaps even sharing a
necessary run into town with a neighbor.

Regional Differences

As the purchasing power of the dollar
continues to erode, albeit slowly, after-
tax energy prices will tend to increase
along with general prices. But why do
gasoline prices vary so much across the
country, high even in areas with plentiful
crude oil reserves and refineries?

For example, the average price in 2000
of gasoline here in the New England re-
gion, an area without significant petro-
leum reserves (but with coastal ports ac-
cepting imported refined products), was
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$1.54. At the same time the price in the
energy-rich West Coast region was $1.63,
the highest in the country.

The Gulf Coast region produced half
of the gasoline consumed in the U.S. and
shared the lowest average price of $1.41
with the Southeast region. Gulf Coast and
Southeast consumers clearly benefited
from proximity to both crude oil and re-
fineries. Chart 1 shows regional costs as
reported by the EIA in early May.

In addition to transportation costs to
other regions, however, added costs ac-
crue from regionally mandated reductions
in air pollution. Regional refineries refor-
mulate gasoline by lowering its volatility
and adding oxygen-containing com-
pounds. For example, reformulation adds
some five cents a gallon in California. It
also decreases the energy content of a gal-
lon of gasoline and somewhat increases
consumption to make up the reduced mile-
age rate.

Compounding the large potential for
regional disturbances, Clean Air Act regu-
lations allow states to require “boutique
fuels,” a smorgasbord of 16 blends in-
tended to reduce urban smog. And such
local requirements can create enormous
price spikes should a local refinery or pipe-
line supplying an area malfunction.

For example, last summer the Midwest
gasoline price spiked when low crude and
product inventories combined with pipe-
line and refinery problems just when a
uniquely reformulated ethanol gasoline
was required there. Fortunately, the mo-
mentarily high price stimulated refineries
outside the area to supply the special gaso-
line and prices soon fell.

As Chart 2 shows, gasoline prices (ad-
justed for price inflation) have been higher,
although many consumers remember only
the bargain prices of just three years ago.
The increases since then, and especially
the rapid changes last summer and again
last month, reflect that stocks of reformu-
lated gasoline declined, most recently dur-
ing the week ending April 20, and were
some 3.7 million barrels below their level
of a year ago. Complicating matters, high
natural gas prices have reduced the pro-
duction of MTBE, an additive produced
from natural gas that improves octane and
helps gasoline burn more cleanly. That
reduction and the permanent closure of a
Midwestern refinery impaired regional
production of reformulated gasoline and
fostered generally increasing prices as
other refineries attempted to make up sup-
ply.

Offsetting to some degree the impor-
tance of increasing crude oil and refined
products supplies, the International En-
ergy Agency (IEA) recently revised down-
ward its estimate of world demand for

energy in recognition of slowed global
economies. However, economies move
relatively slowly, perhaps even contrary
to the IEA’s estimates, and summer driv-
ing is upon us.

Potentially exacerbating the price prob-
lem, current high levels of production
(98.8 percent of capacity) at aging refin-
eries may soon result in reduced reliabil-
ity and breakdowns, and accidents will be
inevitable. (A fire recently disabled the
44,000-barrel-per-day Tosco Corp. refin-
ery near Los Angeles and may take up to
nine months to repair.) Gasoline supplies
are most likely to be inadequate during
the summer amid continued strong sea-
sonal demand even if crude supplies re-
main adequate. With strong current de-
mand of some 8.6 million barrels per day
and inventories still slightly below a mini-
mum of 200 million barrels, gasoline
prices may rise further, especially in re-
gions mandating reformulated gasoline.
According to the EIA, California, the Mid-
west, and the Northeast are prime candi-
dates for disproportionate increases, with
California prices probably highest.

Strong gasoline imports, improved
crude stocks, and increased refinery utili-
zation recently provided some improve-
ment in low U.S. inventories and raised

hopes that a serious supply crunch this
summer can be averted. However, and as
but one example of unforeseeable prob-
lems, professional trading in gasoline fu-
tures can exacerbate momentary price rises
should traders who have bet that the price
peak has passed be caught “short” and be
forced to cover their contracts with ex-
pensive gasoline. Such financial pertur-
bations would be unwelcome but momen-
tary.

For perspective amid the uncertainty,
the dollar cannot again go off the gold
standard and the Federal Reserve and Con-
gress are unlikely to allow a return of the
double-digit price inflation of the 1970s
and 1980s. The cold war is over and for-
eign crude oil supplies and some refined
products come from now-numerous coun-
tries with diverse political interests. And
because economic productivity is what
gives energy value, few oil-exporting na-
tions are likely to cause a drop in their oil
sales revenue and lose market share by
withholding oil from the world’s largest
economies.

Also, around the world and at home,
energy exploration and production are re-
sponding to rising energy prices. In the
U.S. alone the December 2000 rotary drill-
ing rig count was 1,097, up 37 percent
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Chart 2
U.S. City Average Price of Motor Gasoline
(Constant 2000 Dollars, Cents per Gallon, Including Taxes)

Chart 1
Retail Regular Gasoline Prices
(May 7, 2001)

Source:␣  EIA.
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from the previous December. Exploratory
gas and oil wells drilled increased 27 per-
cent for the same period. In other words,
even without drilling in energy-rich areas
set aside for political reasons, additional
supplies are on the way. A major concern
for the U.S. is if and when new capacity
will be added to supply refined products
and the ingredients necessary to produce
reformulated gasoline. Also, refiners have
asked the EPA to clarify and relax its strin-
gent restrictions on additions to existing
refineries and for building new ones. Un-
less offshore or foreign refineries are built
and find ready markets here, new domes-
tic refineries must be sited and soon built
or recurring shortages and price panics
will become the norm.

The worst problems surely will arise
should the U.S. attempt to impose and po-

lice counterproductive energy price con-
trols and so repeat the unnecessarily ex-
pensive and politically divisive energy
chaos of 30 years ago. While momentarily
troublesome, “high” prices work at both
ends of the problem as they catch poten-
tial suppliers’ attention and foster personal
energy conservation, the best energy po-
lice. Artificially depressed prices com-
bined with taxpayer subsidies for alterna-
tive transportation fuels will hide from
consumers the full costs of a government-
run and unnecessary energy “conserva-
tion” policy that also will prematurely
coerce domestic energy producers to
forego new production. Such an artificially
created shortage once again could foster
black marketers and strand infuriated
gasoline consumers in unproductive gaso-
line queues. ❑

WHAT ECONOMISTS BELIEVE*

Perhaps because the opinion of the general public often is at odds

with the findings of the economics profession, policymakers all too

often ignore economists. Professor Sowell’s latest book conveys the

significant insights of economists to a much wider audience. He has

presented the material in clear and plain English, but dispelling the

public’s ancient superstitions and ready acceptance of special plead-

ing on one side or another of economic issues will no doubt remain an

uphill battle.

Despite disagreements on many is-
sues, over the past 200 years or so mem-
bers of the economics profession have
come to share a body of beliefs based on
their observations and findings. Yet, as
Professor Sowell observes in the preface
to Basic Economics, “While there are
controversies in economics, as there are
in science, this does not mean that eco-
nomics is just a matter of opinion. There
are basic propositions and procedures on
which a Marxist economist like Oskar
Lange did not differ in any fundamental
way from a conservative economist like
Milton Friedman.”

We are often asked to recommend
reading that will enlarge the understand-
ing of economic processes on the part of
young persons and nonspecialists. This
can be difficult because, in many impor-
tant respects, economic inquiry is differ-
ent from what most people are used to:
economists often do not think like non-
economists. For example, an economist
might respond to an assertion such as “If
we can go to the moon then surely we
can…” [accomplish whatever task the

speaker has in mind] by observing that
the enormous resources involved in moon
landings were resources that were not
available for other purposes, and that the
Apollo  missions might be the very rea-
son that the task at hand has not been
done or completed properly.

The author quotes Lionel Robbins’
“classic definition of economics: [as] ‘the
study of the use of scarce resources which
have alternative uses.’” Money may be
the scarce resource with the most alter-
native uses, and economists have much
to say about it. But, and despite what
may be the expectations of the many
thousands enrolled in economics courses,
the field is not just about resources in
general or even about money in particu-
lar. Above all, economics is only inci-
dentally about how an individual can ac-
quire more of either.

What the public and the policymak-
ers desperately need, and what the eco-
nomics profession can provide, is a bet-
ter understanding of the consequences of
the various ways in which resources are
allocated. The use of money greatly fa-
cilitates the process, but such decisions
are made in any human society, even
when bartering is the only form of ex-
change, and regardless of whether the
decisions are made by tyrants, oligar-

chies, bureaucracies, or by the free ex-
change of goods and services in markets.

Sowell deplores the fact that “complex
and high-powered economic analysis
within the profession coexists with utter
ignorance and gross fallacies dominating
the public, the media, and various branches
of government. Even scholars with Ph.D.s
in other fields are often ill-informed or
misinformed about economics, though that
seldom deters them from having and voic-
ing opinions on economic issues.”

Basic Economics is organized into
seven parts: Prices, Industry and Com-
merce, Work and Pay, Time and Risk,
The National Economy, the International
Economy, and Popular Economic Falla-
cies. The author makes extensive use of
examples from actual experience and eco-
nomic theory to illustrate the major points
in each part, which consist of two or three
chapters followed by a chapter titled “An
Overview.” This form of organization
means that each part may be read on its
own but, together with what appear to be
occasional lapses of editing, it leads to
quite a lot of repetition.

The Professor states he wrote Basic
Economics because  “Most of us are ig-
norant of many complex fields, from
botany to brain surgery [but] we simply
do not operate in those fields. However,
every voter and every politician that they
vote for has something to say about eco-
nomics. In that case, we need to know
the basics.”

He relates that the first book he pub-
lished was an introductory economics
textbook and that he took one year to
write it. Now in his early 70s, and after
long a career as a prolific author and col-
umnist, Professor Sowell says that it took
him 10 years to write Basic Economics.
A major reason for this disparity, no
doubt, is that the current book “does not
contain a single graph or equation to ex-
press the kinds of ideas that economists
are supposed to have. Nor does it con-
tain such common jargon among econo-
mists as ‘oligopoly,’ ‘marginal revenue
product’ or ‘Pareto Optimality’. This
book is about economics, not about the
vocabulary or visual aids of econo-
mists… Avoiding these things has made
it harder for me to write the book, but the
whole point is to make it easier for you
to read it.”

His target audience is “people who
want to understand more about the way
their country’s economy works, but
…have no interest in the paraphernalia
of the economics profession.” It is also
designed “for those in high schools and
colleges who are taking economics as part
of their efforts to become educated
women and men, not necessarily candi-

*This article is a review of Basic Economics, A

Citizen’s Guide to the Economy, by Thomas
Sowell, New York, Basic Books, 2000, 346 pp.,
plus index, $30 hardbound.
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dates to major in the subject.” Finally,
he puts in a jab at his colleagues: “…some
economists might discover how much of
what they say in ways that are incompre-
hensible to outsiders could also be said
in plain English.”

Is this a book that we would recom-
mend to persons looking for a general
grounding in economics? Most certainly
“yes.” We did not find anything in Basic
Economics with which we have a serious
disagreement, although we would like to
have seen more discussion of the ways that
taxes can influence incentives for good or
ill. In short, Professor Sowell has largely
succeeded in the task he has set for himself.

[N]o listing of economic fallacies can be complete,
because the fertility of the human imagination is virtually
unlimited. New fallacies are being conceived, or mis-
conceived, while the old ones are being exposed. The
most that can be hoped for is to expose some of the more
common fallacies and promote both skepticism and an
analytical approach that goes beyond the emotional ap-
peals which sustain so many damaging and even danger-
ous fallacies in politics and in the media.

The importance of economic principles extends be-
yond things that most people think of as economics. For
example, those who worry about the exhaustion of pe-
troleum, iron ore, or other natural resources often as-
sume that they are discussing the amount of physical
stuff in the earth, but that assumption changes radically
when you realize that statistics on “known reserves” of
these resources may tell us more about the interest rate
and the costs of exploration than about how much of the
resource remains underground. This is one of a whole
range of problems and issues which, on the surface, may
not seem like economic matters, but which nevertheless
look very different after understanding basic economic
principles.

Those economic principles are easier to understand
than to keep in mind in the midst of slogans and contro-
versies that stir the emotions. For example, nothing is
simpler or more in accord with common sense than the
economic principle that people tend to buy less at a
higher price and more at a lower price. Equally obvi-
ous—and equally important—is the tendency of people
to supply more at a higher price than at a lower price. Yet
the many implications of these two simple principles are
often forgotten when discussing such things as rent con-
trol or minimum wage laws. These implications are also
forgotten when people try to quantify individual or na-
tional “needs,” disregarding the fact that the amount
people will use varies with the price.

It is likewise not difficult to understand that econom-
ics is a study of the allocation of scarce resources which
have alternative uses. But that too is easy to lose sight of
when the media or politicians focus on the plight of
particular industries that are losing money and jobs, and
call for rescuing these industries from such misfortunes.
Those who proclaim that some particular industries or
regions of the country are not sharing in the general
prosperity—that they are being “left out” or “left be-

We may hope that the book will ad-
vance the popular understanding of eco-
nomics, which Sowell has elsewhere de-
scribed as “at least two centuries out of
date”, but it is difficult to be optimistic.
The central problem in this regard remains

the fact that the immediate costs of eco-
nomic advancement (e.g., displaced work-
ers) are usually concentrated among a vo-
cal and “newsworthy” few, while the
much larger benefits are widely diffused
among everyone else. ❑

hind”—seldom even acknowledge the possibility that
the general prosperity itself is in part a consequence of
transferring resources from where they are less produc-
tive to where they are more productive. Red ink on the
bottom line and lay-off notices are among the mecha-
nisms of such transfers.

If you are prepared to sacrifice prosperity for the sake
of stability, so be it. All economics can do is make you
aware of the consequences of your choices. It cannot tell
you what your philosophy or your priorities should be,
though it can reveal inconsistencies between goals.

Perhaps more than anything else, an understanding
of basic economics can enable us to consider policy
issues in terms of the incentives they create and the
consequences that follow, rather than simply the goals
they proclaim and how wonderful it would be to achieve
such goals. Both within government and in the private
sector, individuals and organizations tend to respond
to the particular incentives facing them by trying to
promote their own wellbeing.

When this adversely affects others, it need not be
due to “bureaucratic bungling” within government or
to “greed” in the private sector. Perfectly rational and
decent people tend to respond to the incentives con-
fronting them. Those incentives may need reconsidera-
tion more than the individuals need denouncing.

While critics of various programs often point out
“unintended consequences” that did more harm than
good, many of these consequences were predictable
from the outset if people had looked at the incentives
created, rather than the goals proclaimed.

Very often either history or economics could have
told us what to expect, but neither was consulted. It
does not matter that a law or policy proclaims its goal
to be “affordable housing,” “fair trade” or “a living
wage.” What matters is what incentives are created by
the specifics of these laws and how people react to
such incentives. These are dry empirical questions which
are seldom as exciting as political crusades or moral
pronouncements. But they are questions which must
be asked, if we are truly interested in the wellbeing of
others, rather than in excitement or a sense of moral
superiority for ourselves.

From Thomas Sowell’s Basic Economics, A Citizen’s
Guide to the Economy


