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INTRODUCTION

During the 21st Century, Californians have experienced large spikes in the price of
gasoline at the pump.  These alarming increases in the price at the pump have resulted in
Californians typically paying the highest price for gasoline in the lower 48 states.

Growing increasingly concerned over the frequency and economic impact of price
spikes, the Foundation for Taxpayer and Consumer Rights (FTCR) commissioned studies
into the phenomena of spiking prices utilizing Tim Hamilton, a petroleum industry
consultant based in McCleary, Washington.  FTCR and Mr. Hamilton collaborated on
numerous investigations into the causes and effects of price spikes including the Midwest
run-up of 2000 and price spikes or refinery closures in California (2002, 2003, 2004).

By 2005, pump prices all across America reached record highs. Some regions of the
continental United States even challenged prices found in California.  The oil industry
continues to blame the skyrocketing world price of crude oil — which exceeded $70 per
barrel on the ever-volatile spot market. This study was launched to identify the cause of
the current gas price crisis in California and to develop solutions that would provide
savings to motorists.

EXECUTIVE SUMMARY

The California average price of gasoline was $1.36 per gallon on January 03, 2000.  By
August 15, 2005, the average price had doubled to $2.72. On behalf of FTCR, Mr. Hamilton
examined industry and public data — including data compiled by the California Energy
Commission, State Board of Equalization, the federal Energy Information Administration
and U.S. Department of Transportation—to find the causes of the price differential.

The main findings are:

•    Increases in the prices charged for oil by OPEC countries are not primarily
responsible for the dramatic increase in gasoline prices in California.  Much of California’s
crude oil is harvested locally by major refiners who control their own fields.   OPEC
nations only supply approximately 20% of the oil delivered to refineries in California.
Fields controlled by the oil companies in California or Alaska provide the majority (66%)
with the remaining 14% coming from non-OPEC foreign locations (Figure 2).

•     California consumers will pay an estimated increase of $15.5 billion more at the
pump in 2005 than in 2000 because of profiteering by oil companies and government’s
failure to act. (Figure 5).

•    No public evidence exists of substantive increases from 2000 to 2005 to oil
companies in the cost of a) producing crude oil; b) refining oil into gasoline or diesel; or c)
transporting the refined products to market.
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•     The 2005 California gas prices spike – with pump prices increasing from $1.93 on
Jan. 17 to $2.72 by August 15th (Figure 3) – was directly tied to the exportation of large
quantities of CARB motor fuel in 2005. By exporting fuel out of the country, refiners and
traders deliberately decreased available supplies during a period of peak demand.

•     Inflated profits for California oil companies from their refining operations –
including an increase of 61¢ per gallon in profits from January 17 to April 18 — were a
principal factor in the jump in gasoline prices (Figure 4).

•     California, which also collects a gasoline excise tax, is one of only 9 states that
maintains a sales tax on purchases at the pump.  Gasoline price increases in California
will increase collections of the 7.25% state/local sales tax during 2005 by an estimated 6¢
per gallon (40%) or approximately $1 billion– creating the largest gas tax increase in the
history of the state (Figure 6).

•     California’s percentage sales tax provides economic incentives for government
officials to promote high prices at the pump. The sales tax has created an implied
partnership between the oil industry and California government as both dramatically
benefit from the rise at the pump.  The risk that elected officials constantly searching for
additional tax revenue will become “hooked” on high pump prices is real.

•     While gasoline sales tax collection increased by over 150% after adjustment for
inflation since its enactment in 1972, the minimum wage level, also set by the legislature,
has fallen nearly 12.5% during the same period (tables, page 9).

•     The continued failure of California officials to compel refiners to create more
refining capacity and/or increase inventories will result in gasoline prices  likely rising to
$4 per gallon relatively soon. Unless measures are taken to dramatically reduce expected
demand or increase local refining capacities, the imbalance between California demand
and local supply could grow to 5 billion gallons per year, pushing prices skyward.

WHO BENEFITED WHEN PUMP PRICES DOUBLED?

This study tracks the price of motor fuel in California from January 2000 through August
2005 to determine the beneficiaries of the increase in price paid at the pump.  The time frame
eliminates any confusion over costs associated with California’s mandated clean-burning
fuel, known as “CARB,” since CARB was introduced in 1996 and the market fully matured
by 2000. CARB’s unique fuel specifications have sometimes been blamed for California’s
high gasoline prices.  A past FTCR study (“The Solutions Needed To Keep Pump Prices Under
$2”-Aug, 2002) found industry claims of higher refining costs for manufacturing CARB
fuel were unsubstantiated.

The average pump price in California doubled from $1.36 on January 03, 2000 to
$2.72 on August 15, 2005. The local gasoline dealer suffered from up to 5¢ per gallon in
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increased costs tied to the pump price (primarily credit card processing fees typically in
the range of 3% of the pump price). With the exception of credit card fees paid by the local
station operator, FTCR could find no documented evidence of significant increases in the
industry’s costs of crude production, refining, or marketing during the time frame.

A review of the “Estimated Gasoline Price Breakdown & Margins Details” for 2000
and 2005 (thru 8/15) provided by the CEC offers an insight into the beneficiaries of the
increase at the pump (Figure 1):

•  Distribution/Marketing showed a penny increase to cover the previously mentioned
costs impacting dealers

•  Crude oil producers saw profits soar by 93¢ per gallon.
•  Refiners received an additional 35¢ per gallon in margins.
•  After converting the sales tax to cents per gallon, state and local tax collectors

picked up an additional 10¢ per gallon.

OPEC Crude Price Not The Major Factor In California’s Price Spike

The world record price of crude oil is typically blamed for the high price of domestic
gasoline. However, OPEC nations only supply approximately 20% of the oil delivered to
refineries in California.  Oil fields controlled by the oil companies in California or the
state of Alaska provide the majority (66%) with the remaining 14% coming from non-
OPEC foreign locations (Figure 2).

When the price for OPEC crude rose, this allowed the larger internationals such as
ExxonMobil, BP (ARCO), Shell, ConocoPhillips (76) and ChevronTexaco to raise the price
for oil produced in California and Alaska in a like fashion.

Caught in a vice between OPEC and “Big Oil,” smaller companies like Tesoro and
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Valero operating refineries in California raised pump prices to cover the increased price
of crude.  The larger crude producing companies that control approximately 75% of
California refineries likewise increased pump prices for their gas and diesel.

Notably, the price at the pump in California climbed dramatically higher and faster
than the price of crude during 2005.  The smaller refiners, though squeezed by crude
costs, still benefited dramatically from increased refinery margins as pump price increases
outpaced any higher crude costs.  The larger companies benefited in both sectors — crude
production and refining.  In essence, the rise in the world price of oil did not increase
costs to the industry as a whole, but rather raised the profits for the large oil companies at
3 out of every 4 pumps in California.

Evidence that it is refiner profits rather than crude prices driving prices during seasonal
price spikes comes into sharp focus when one considers the increase in refiner margins
during the first half of 2005.  Table 1 shows increases in refining profits andthe state/local
sales tax were the driving forces behind increases at the pump.

The average pump price and estimated refinery margins provided by CEC show

Figure 2 Produced By The CEC

Jan-17-05 Apr -18-05 Increase In Cents Per Gallon
Average Gasoline Pump Price Per Gallon $1.93 $2.58 $0.65
Refiner Margin In Cents Per Gallon $0.26 $0.87 $0.61
CA 7.25% Sales Tax In Cents Per Gallon $0.140 $0.187 $0.047

pump prices rose 65¢ per gallon from Jan-17-05 to Apr-18-05.  Refiner profit margins rose
61¢ during the same period with increases in state sales taking the remaining 4¢.  In other
words, while the attention was focused on crude prices, the increase in refinery profit
margins accounted for 94% of the increase at the pump with increases in state taxes picking
up the remaining 6% or 4¢ per gallon.

Table 1
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“SHORTING THE MARKET” IN  2005

Pump prices set all time records during 2005.  Data available from the CEC shows the
average pump price for gasoline in California spiked from $1.98 on January 3rd to $2.72
by August 15th (Figure 3).  What happened?

If oil companies simply increased the price at the pump to reflect changes in acquisition
costs of crude oil, refinery margins of profit would remain constant.  The primary way
refinery margins could increase significantly is if pump prices rise higher and faster than
the crude price.  Both occurred in California during 2005.

A review of relevant data shows the “just in time” inventory practices adopted by the
industry was combined with exportation of large quantities of CARB motor fuel in 2005
to “short the market”.  Reacting to the low level of inventories in place at the end of
winter, pump prices predictably jumped in anticipation of increases in demand with the
arrival of peak demand season that begins in spring and continues through summer.
Refinery profit increases of up to 61¢ per gallon pushed pump prices higher and faster
than the highly publicized increases in crude oil (Figure 4).

The pump increases temporarily brought demand into balance with local supplies in
early spring. Prices stabilized in mid-April, then started back down.  As the pump price
fell, refinery margins retreated towards 40¢ per gallon.

Oil companies reacted to this softening of refinery profits by exporting an estimated
21 million gallons of CARB diesel to Chile during the month of June, effectively drawing
down local inventories.  One California refiner also admitted to exporting diesel from its
Washington State refinery that helps supply California and neighboring states [Los Angeles
Times 8/08/05]

It is important to consider the steps taken in the refining process to fully appreciate
how exporting diesel also cuts back on the availability of gasoline.  In simple terms, crude
is first refined into diesel and then, diesel is further refined into gasoline.  If diesel is
exported, the local production capability for both fuels is diminished.

Tracking The Average Reg Unleaded Pump Prices in CA 
During 2005
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By the end of July, prices for diesel were hitting $3 per gallon.  Reacting to this
intentional draw down of supply, gasoline pump prices followed in short order.  Driven
by the price increase for both types of fuel, refinery margins jumped back up to 55¢ per
gallon by August 15th.

HOW MUCH MORE WILL CONSUMERS PAY IN 2005

Review of the “Prime Supplier Sales in CA,” published by the federal Energy
Information Administration (EIA), shows California annually consumes approximately
14.8 billion gallons of gasoline and 4.2 billion gallons of diesel.  A comparison of the
annual average pump price for gasoline during 2000 with the annual average pump price
FTCR projects for 2005 finds consumers will pay approximately 81¢ more per gallon in
California this year than 2000.  The increase in annual costs to consumers is projected to
reach nearly $12 billion for gasoline and $3.5 billion for diesel or a combined motor fuel
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Figure 5

Tracking CA Refinery Profit Margins During 2005 
Data Source: CEC "Estimated Gasoline Price Breakdown & Margin Details" 
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Tracking The Estimated $1 Billion Increase in 
State/Local Sales Tax On Motor Fuel During 2005 
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increase of $15.5 billion in 2005 compared to 2000 (Figure 5).
Much of this $15.5 billion annual increase paid by motorists has accrued over the

past year.  Provided California prices stabilize near $2.72 for the rest of this year, motorists
will pay approximately 36¢ more per gallon for gasoline and diesel in 2005 than 2004.
Using the same formula converted to gross dollars, consumers will pay an estimated $7
billion more at the pump this year over last.
THE LARGEST GAS TAX INCREASE IN THE HISTORY OF CALIFORNIA

Both the federal and state governments collect flat rate excise taxes on a cent per
gallon basis in California.  The current 15.4¢ federal and 18¢ state excise road taxes remain
unchanged by the price of gasoline.

According to the U.S. Department of Transportation (DOT), California is one of only
nine states opting to levy a percentage sales tax on gasoline and diesel in addition to the
flat cents per gallon excise tax. Other states identified include FL, GA, HI, IL, IN, MI, and
NY.  Beyond the 33.4¢ state and federal excise tax, Californians also pay a 7.25% sales tax

on every gallon pumped.
Figure 6 provides a view of the dramatic increase in state and local sales tax collected

in 2005.  With each increase at the pump, the amount of sales tax collected per gallon
drives upward.

Table 2 converts the percentage sales tax to cents per gallon at the pump on January
3, 2005 and again on August 15.  The tax in cents per gallon increased by 6¢ per gallon or
43% from the beginning of the year.

Date CA Average Pump Price 7.25% Sales Tax in Cents Per Gallon % Increase Per Gallon
0 1 / 0 3 / 0 5 1.98$                          0.14$                                             N / A
0 8 / 1 5 / 0 5 2.72$                          0.20$                                             43%

Charged against pump prices that continue to climb, FTCR estimates the annualized
sales tax collection will increase by approximately $1 billion.  Unless an unexpected and
dramatic drop occurs at the pump in the last quarter, 2005 will see the largest gas tax
increase in the history of the state.

Table 2
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When considering the economic impact of the sales tax increase on consumers it is
appropriate to compare increases in taxes with wages.  Table 3 provides a comparison
between the level of sales tax collected and the minimum wage, which is also set by the
legislature.

Minimum Wage 7.25% Sales Tax in ¢pg
Average in 1972 $1.65 1.7¢ 
1972 Avg. Adjusted For Inflation $7.71 8¢ 
8/15/2005 Actual $6.75 20¢
Adj For Inflation +/- -12.45% 151.57%

In 1972, the sales tax converted to cents per gallon was equal to 1.7¢ per gallon. The
minimum wage was $1.65.  The 1.7¢ tax amount of 1972 adjusted to 2005 dollars with the
U.S. Bureau of Labor Statistics Inflation Calculator shows the initial tax would have
remained constant and fully adjusted for inflation if collected this year at the rate of 8¢
per gallon.  To remain constant and adjusted, minimum wages needed to rise to $7.71.

The increase to 20¢ per gallon in sales taxes creates an increase of over 151% after
adjustment for inflation from 1972 to 2005.  Those feeling the greatest pain by the increase
in taxes at the pump lost ground as the minimum wage level decreased by 12.5% after
adjustment for inflation.

California’s percentage sales tax provides economic incentives for government officials
to promote high prices at the pump. The sales tax has created an implied partnership
between the oil industry and California government as both dramatically benefit from
the rise at the pump.  The risk that elected officials constantly searching for additional tax
revenue will become “hooked” on high pump prices is real.

PUMP PRICES WILL LIKELY RISE TO $4 PER GALLON IN THE
NEAR FUTURE

In the years following the gas lines seen during the Arab Oil Embargo, policy makers
in Washington D.C. failed to reach consensus on a long-range energy plan that would
keep demand in balance with supply.   The federal decision finally reached in 1980 was to
simply deregulate the industry and allow the oil companies to raise prices whenever
demand exceeded supply.  The concept is called “allocation or rationing by price.”

    The California Energy Commission found that by 2000, state demand had risen to
the point that it exceeded the in-state refinery capacity.  CEC projects the imbalance between
demand and local supply will grow each year (Figure 7).  Unless measures are taken to
dramatically reduce expected demand or increase local refining capacities, imbalance could
grow to 5 billion gallons per year.   As the imbalance grows, prices will likely reach $4 per
gallon

  While consumers would benefit if the oil companies improved capacity at local
refineries, an economic incentive exists for oil companies to keep refining capacity below
the level of demand.  One example is Shell Oil’s attempt to close and demolish its existing
refinery in Bakersfield last year.  Facing a storm of public outrage, Shell reluctantly sold

Table 3
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the refinery to Flying J.  Had Shell been successful in closing Bakersfield and further
reducing local CARB refining capacity, the price crisis of 2005 would have been even
further exacerbated.

    Predicting the future price of motor fuel is extremely challenging, speculative and
destined to face criticism. However, given the shortage of refinery capacity in the state,
refiners’ economic interest in maintaining low inventories, and the complicity of
government officials due to increased tax collection, it’s reasonable to assume gasoline
prices will trend up significantly in the near future absent a legislative or ballot solution.

REFUNDING CONSUMERS 20¢ PER GALLON ($3.7 BILLION) AT THE
PUMP

FTCR believes it is time to address the partnership that has evolved between the oil
companies and government by enacting a measure that protects consumers from harmful
price spikes. FTCR recommends adoption of a “Windfall Profits Rebate.”

FTCR offers a proposal that could refund Californians approximately 20¢ per gallon
at today’s price.  Converted to gross dollars, the annual refund to consumers, truckers,
farmers, small businesses, and others could exceed $3.7 billion annually.  The Windfall
Profits Rebate would encourage consumers to reduce demand, industry to increase
available supply, and eliminate the financial incentives for oil companies to short the
market.

The model proposal – which could be enacted via the legislature or the ballot box –
would consist of the following provisions:

Figure 7
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•  The California Energy Commission (CEC) would continue to track the pump prices
and profit margin of refiners in CA throughout each year to determine the amount of
profit increases taken by oil companies at the pump during a price spike;

• The State of California would annually collect a fee from refiners equal to any net
increases in refinery profit margins occurring from sales in CA during price spikes and
deposit the fees into a dedicated rebate account;

• The State Board of Equalization (SBE) shall determine the amount of state and local
sales tax collected above $2 per gallon at the pump during the year and likewise transfer
that amount to the account;

• The Franchise Tax Board (FTB) would compute a windfall profits rebate by dividing
the available balance in the Refund Account by the number of registered vehicles in
California;

• When completing annual state income tax forms, individuals and businesses would
compute their tax liability and then, subtract a credit for each motor vehicle owned and
registered in California;

• Individuals and businesses would further reduce the computed tax liability with a
$1,000 reduction for every new hybrid or alternative fuel vehicle purchased that year;
and,

• Any oil company may reduce the liability owed for its fee in an amount equal to
100% of any investments that increase the capacity to either refine or import CARB motor
fuels.

ANSWERS TO FREQUENTLY ASKED QUESTIONS

Q.  Would consumers benefit if the state and local sales tax was suspended during
spikes?

A.  No.  It is important to remember the oil companies are “allocating or rationing
with price” to keep demand in balance with supply.  If the pump price were lowered by
the suspension of the tax, consumers would increase driving.  The oil companies would
respond with a corresponding increase in price, which would effectively transfer the
suspended tax into corporate coffers.

Q.  Is the proposed solution governmental intervention into the free enterprise system?

A.  No.  The proposal changes nothing in the manner in which motor fuel is currently
marketed.

Q.  Does the proposal cap the price at the pump?



A.  No.  It simply tracks the increase in profits made by refiners during price spikes
and refunds the amount plus all the sales tax collected above $2 per gallon back to
consumers.

Q.  Is the proposal similar to the excess profit tax levied on oil companies in the
1970s?

A.  No.  The excess profit tax imposed by the federal government following the Arab
Oil Embargo was on crude oil.  The oil companies passed the tax on to consumers at the
pump.  All of the revenue raised stayed in the coffers of the tax collectors.  This proposal
is limited to increased refinery profits, can’t be passed on to the public and most
importantly, the revenue is returned to consumers.

Q.  Can other states or the federal government use this concept?

A.  Yes.  States, including those without a % of the price tax, can issue refunds either
by check or by an allowance towards state income taxes.  The federal government could
do the same by tracking the price in each state and displaying the excess profit owed
consumers in each state on IRS tax forms.

Q.  What would be the annual refund per vehicle based off 2005 projections?

A.  Approximately $150 per car and truck registered in CA.

The Sources Of The Estimated 20¢ Per Gallon ($3.7 Billion) 
FTCR Proposes Be Refunded Each Year To California 

Consumers Beginning In 2005
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