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Summary

The goal of this paper is to raise the key issues associated with using an oil tax to fund U.S. 
transportation infrastructure, identify the decisions Congress would need to make in design-
ing such a tax, and outline some of the likely implications of adopting an oil tax. In 2009, 
federal spending on surface-transportation infrastructure outpaced revenues into the federal 
Highway Trust Fund (HTF) by $18.6 billion. The HTF is funded through federal taxes on 
gasoline and diesel fuel. Because these taxes are not indexed to inflation and because U.S. 
motor vehicles are becoming more efficient, resulting in fewer purchases of gasoline and diesel, 
real revenue generated from these taxes has declined. Congress is considering ways to address 
this gap between transportation revenues and expenditures. 

In this paper, we investigate using a percentage tax on crude oil and imported refined 
petroleum products consumed in the United States to fund the nation’s transportation infra-
structure. This proposed tax on oil could replace existing gasoline and diesel taxes and, poten-
tially, other transportation taxes, such as taxes on airline tickets. The revenues from this tax 
could be used to fully fund federal infrastructure expenditures on highways, public transit, 
and aviation.

A percentage tax on oil would have several advantages over existing transportation fund-
ing systems. It could simplify the tax system by replacing several existing taxes used to finance 
transportation with a single, upstream tax. It could be adjusted automatically to fully fund 
appropriated expenditures on transportation, regardless of inflation. It could transfer exter-
nal costs of producing and consuming oil that are currently borne by the general public to 
be borne only by oil producers and consumers. It would spread the burden of these external 
costs across all users of petroleum products, not just motorists and truckers. It could help fund 
national security expenditures employed to safeguard sources and sea-lanes used to import 
oil. Finally, while the public is generally opposed to most taxes, given the national security 
concerns associated with oil consumption, an oil tax might be more politically palatable than 
raising existing motor fuel taxes. 

In the paper, we provide revenue estimates based on different potential oil tax rates at 
various oil prices. We then match potential revenues to estimates of transportation expenditure 
needs. At mid-summer 2010 prices of $72 per barrel, an oil tax of 17 percent would generate 
approximately $83 billion per year, the projected annual federal appropriation for ground-
transit infrastructure over the next six years.1 The hypothetical oil tax would be collected at 

1 As we describe in more detail below, our primary results assume no short-term demand or supply response to higher oil 
taxes. Long-run revenue-generation potential would need to account for demand reductions due to higher prices; we pro-
vide general estimates of the long-run effect of higher oil prices on demand. 
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refineries, with separate adjustments for imported and exported refined petroleum products. 
The tax would need to be flexible to balance revenue needs with the economic burden of the 
tax. One option is to adjust the tax rate quarterly to account for changes in the price of oil, 
maintaining annual revenues but reducing the percentage tax take if oil prices spike once again. 

We also provide an estimate of the aggregate “external” costs associated with produc-
ing and consuming oil, costs an oil tax could help to internalize. These external costs include 
damage to health and the environment from pollution associated with oil, costs associated 
with climate change, economic declines stemming from disruptions in the supply of oil, and 
national security–related costs. Because consumers and producers do not face most of these 
costs—even though society pays them—decisions about consuming refined oil products are 
not economically efficient. An oil tax could be designed to better price oil resources, leading to 
more efficient use of this resource. 

Some users, including motorists and truckers, would likely see only modest increases in 
total taxes paid if a tax on oil replaced current taxes on gasoline and diesel. However, other 
users of refined oil products—such as people who heat their homes with fuel oil—would pay 
federal taxes on petroleum products where they had paid none before. Because energy taxes 
are regressive, low-income consumers or consumers in certain geographic regions, such as the 
Northeast, would likely be affected more by an oil tax than higher-income consumers or those 
living in more moderate climates. 

Congress would have a number of options for choosing how to allocate the revenues of 
an oil tax to pay for transportation infrastructure. These include using existing mechanisms, 
such as the HTF, or abandoning the current “user pays” system in favor of general-fund financ-
ing. If revenue from an optimal tax were higher than the level required to fund transportation 
expenditures, Congress could offset the likely regressive effects of an energy tax by reducing 
other distortionary taxes, such as payroll taxes.2

We also acknowledge the paper’s limitations. A full, quantitative analysis of the costs and 
benefits of an oil tax is beyond our scope, although we do provide quantitative estimates where 
possible. We also do not attempt to calculate the “optimal” oil tax, one that would balance rev-
enue generation, internalizing external costs, and tax interaction effects. Although we discuss 
the possible effects of a federal oil tax on oil prices, our analysis does not consider in detail the 
broader general equilibrium effects of significant changes in the U.S. tax system. The intended 
audience is national policymakers considering alternative transportation financing options. We 
acknowledge that additional analysis would be necessary to choose the parameters of an actual 
tax on oil and assess its implications.

2 Distortionary taxes are taxes that cause people to change their behavior in a socially costly way.


