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A Report on Obsolete Tax Subsidies That Encourage the Purchase of inefficient vehicles
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I.  Executive summary

This report focuses on two egregious examples of current federal tax policy strongly favoring the purchase of inefficient automobiles over efficient ones, thus prolonging our addiction to oil and our dependence on the Middle East for our energy needs.  While lighter passenger vehicles are subject to a graduated “gas guzzler tax” when their fuel efficiency falls below 22.5 miles per gallon, heavier passenger vehicles (sport utility vehicles (“SUVs”), passenger vans and light trucks) are exempt from this tax even though many models fall well below 22.5 mpg.  Moreover, the business asset depreciation rules are significantly more favorable for the purchase of a vehicle defined as an SUV than they are for the purchase of other passenger vehicles.  
These two tax policies undermine the national goal of breaking our addiction to oil by increasing the efficiency of our transportation fleet.  Transportation accounts for about two-thirds of U.S. oil consumption, most of it in automobiles.  No strategy for reducing our imports of oil from the Middle East can succeed in the next ten years without increasing the efficiency of vehicles.

Nevertheless, Congress has failed to correct these two contradictory and debilitating tax policies. Not only do they undermine our national energy policy goals, they are a waste of tax dollars. In particular: 
· Exempting light trucks (a category that covers all SUVs) from the “gas guzzler tax” for automobiles amounts to a subsidy for the purchase of light trucks of $2.4 billion in 2007 alone, and nearly $11.6 billion over ten years.
· Allowing business purchasers of SUVs to write off most or all of the cost of the vehicle on their income taxes in the first year amounts to a subsidy that averages nearly $600 million a year, and $4.1 billion over ten years.

According to the Joint Committee on Taxation, removing these perverse tax incentives would raise more than $15.7 BILLION in tax revenue from 2007-2016
. 
The federal government should not be artificially tilting the market towards the purchase of inefficient SUVs, passenger vans and light trucks most likely to worsen the nation’s energy situation.  Congress should, instead, act immediately to 
1.) Make all passenger vehicles, including SUVs, passenger vans and light trucks, 

subject to the Gas Guzzler tax when their fuel efficiency falls below 22.5 mpg and
2.) Make all passenger vehicles, including SUVs, passenger vans and light trucks, subject to uniform business depreciation rules over the life of the vehicle.

These two reforms would eliminate the perverse incentives in the current tax code that reward the purchase of inefficient vehicles, and raise revenue that could be used to provide incentives for the purchase of hybrids and other highly-efficient automobiles without increasing the deficit.  Representative Edward Markey has introduced legislation in Congress to accomplish these two reforms (See HR 5579 – relevant text attached as Appendix B).
II. The SUV Market and Its Adverse Impact on Fuel Economy

Following the Arab oil embargo in the early 1970s, the United States took a bold step to reduce its dependence on foreign oil.  In 1975, Congress adopted, and President Ford of Michigan signed, legislation that established a phase-in of new fuel economy standards that brought the average for cars up to 27.5 mpg by 1985.  Congress took this action because during the embargo, gasoline prices had skyrocketed and the United States was caught off-guard with a fleet on cars and light trucks that were heavy and inefficient.  At that time, cars averaged 13.5 mpg and trucks averaged 11.6 mpg.
Although the new law set the mpg target for cars at 27.5 mpg, it delegated the responsibility of setting standards for light trucks to the Department of Transportation (DOT).  The "light truck" category includes sports utility vehicles (SUVs), passenger vans and pickup trucks; trucks that exceed 8,500 lbs gross vehicle weight rating (GVWR) do not have to comply with CAFE standards. 

The DOT failed to move aggressively to impose fuel economy standards on light trucks, and until 2003, the light truck standard was only 20.7 mpg. From 1995-2001, Congress actually prohibited the DOT from raising light truck standards.  As a result, a wide gap opened between passenger cars and passenger trucks fuel economy.  
In 2003, the National Highway Traffic Safety Administration (NHTSA) issued a final rule which raised the CAFE standard for light trucks. The rule set new modest standards at 21.0 mpg for model year 2005, 21.6 mpg for model year 2006, and 22.2 for model year 2007. 


In March 2006, NHTSA issued a new rule to slightly ramp up standards for light trucks beginning with the 2008 model year. The vehicles will be divided into multiple categories based on size or "footprint," each with its own miles-per-gallon target. The bigger the vehicles in the class, the lower the target. For example, smaller SUVs like the Jeep Wrangler will have to hit 26.4 mpg in the 2008 model year, gradually rising to 28.3 mpg in 2011, while bigger vehicles such the Chevy Silverado will have to reach 20.1 mpg in 2008 and 21.8 in 2011. The new rules will also, starting in 2011, apply to SUVs and passenger vans that weigh between 8,500 and 10,000 pounds, such as the Hummer H2 and Chevy Suburban, which have until now been entirely exempt from fuel-economy standards. 

Altogether, the rules are expected to yield an estimated average mileage for new light trucks of 24 mpg by the 2011 model year -- an improvement of 1.8 miles per gallon over the existing 2007 standard.  However even this modest fuel economy improvement could be eroded if manufacturers shift the vehicle mix towards larger vehicles now that the rules have also eliminated any fleet-wide minimum standard.
At the time that Congress passed the CAFE law, light trucks constituted only 20 percent of the vehicle market and were used primarily as work vehicles. SUVs as they exist today had yet to be invented.  Today, light trucks comprise about 50 percent of the new-vehicle market, and are primarily used as passenger cars. (Figure 1.)

Figure 1
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The proliferation of SUVs takes advantage of a loophole that allows what are essentially passenger cars to comply with the lower light truck standards, driving up the use of oil. This has resulted in a steady decline in fuel economy overall, as any gains in the passenger car fleet have been canceled out by the marketing of the heavier SUVs, light trucks and passenger vans.
As a result, total (combined cars and trucks) fleet-wide fuel economy peaked in 1987 at 26.2 mpg – shortly after the initially ramp up of passenger car fuel economy reached the 27.5 mpg plateau. (Figure 2.)

Figure 2
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Figure 3 (below) shows graphically the direct relationship between tough fuel economy standards and success at reducing oil dependence.  From 1983 to 1987, the new fuel economy standards worked very well.  Oil imports fell dramatically from more than 8 million barrels a day to nearly 5 million barrels a day – a reduction of 40 percent.  But the early gains made in the passenger car fuel economy standards were wiped out by increased use of light trucks and SUVs, as overall fleet fuel economy stagnated and oil imports rose dramatically.  
Figure 3
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Source: U.S. Environmental Protection Agency, Light-Duty Automotive Technology and Fuel Economy Trends: 1975 Through 2005; U.S. Bureau of Transportation Statistics, Table 1-32: U.S. Vehicle-Miles.
In summary, exploitation of the light truck loophole in fuel economy regulation has wiped out the fuel economy gains of the early 1980s and dramatically increased oil imports.  Reversing this trend is the biggest opportunity, but also the biggest political challenge of today’s energy policymakers.  Regardless of whether Congress or the Administration ultimately act to lift minimum fuel economy standards, tax incentives that reward the purchase of inefficient vehicles just make things worse.  Congress must act to reform these perverse tax incentives to and stop generating artificial demand for inefficient vehicles in the automobile marketplace.
III. Tax Loopholes Favoring the purchase of inefficient passenger vehicles

There are two distinct ways in which the government uses tax policy to distort consumer preferences in favor of the less efficient vehicles and against the more efficient vehicle when comparing features in the marketplace.    First, “light trucks” (a term which in the tax code includes SUVs, minivans and light trucks) are not subject to the “Gas Guzzler Tax,” an excise tax levied on passenger vehicles that fall far below the Corporate Average Fuel Economy (CAFE) standards.  Second, upon purchase, SUVs can be deducted as a business expense for tax purposes to a much greater degree than passenger vehicles.  The net result is that Congress is artificially keeping the overall cost of owning an SUV lower than the overall cost of owning a more efficient passenger vehicle. 
A.  The Gas Guzzler Tax EXEMPTION for suvS
The Gas Guzzler Tax was established in the Energy Tax Act of 1978, a bill that was designed to complement the CAFE standards by imposing penalties on manufacturers for failing to meet the CAFE standards and by imposing a “gas guzzler tax” on the sale of vehicles that fell below 22.5 miles per gallon.  Its purpose was to encourage manufacturers to build more fuel efficient vehicles by levying the tax on manufacturers, rather than consumers, but also to encourage buyers to select more fuel-efficient models as a result of the higher prices of inefficient models.  The proceeds from the tax were deposited in a fund dedicated to paying off the national debt.
The tax was graduated, starting at $500 on the sale of a 22 mpg vehicle and rising to $3,850 on the sale of a vehicle with a fuel economy of less than 12.5 mpg. In the 1990 Omnibus Reconciliation Act, this tax was doubled, and the current amounts start at $1000 on a vehicle of 22 mpg and rise to as high as $7700 for vehicles getting less than 12.5 mpg. 
Automotive manufacturers paid nearly $150 million in gas guzzler taxes during Model Year 2003 (MY20003).  
Unfortunately, the federal tax code encourages the purchase of heavy-duty SUVs by excluding them from the Gas Guzzler excise tax.  The language of the Energy Policy and Conservation Act and of the Energy Tax Act established a separate set of standards for light trucks, and exempted those vehicles from the Gas Guzzler tax.
 As a result, 66% of non-passenger vehicles now fail to attain the 22.5 mpg mark, yet no Gas Guzzler tax is levied on those vehicles.  
Table 1 is the tax schedule for the gas guzzler tax as currently imposed.  Below the triggering level of 22.5 miles per gallon, cars are taxed progressively higher as their fuel economy becomes progressively lower.  But if the vehicle is defined not as a “car”, but rather as a “light truck” (which includes pickups, SUVs and passenger vans), no tax is imposed regardless of how far a vehicle’s fuel economy falls below 22.5 mpg.

Table 1
Discriminatory Impact of Gas Guzzler Tax
	Fuel economy of at least…
	But less than…
	Tax imposed on Passenger car
	Tax imposed on Passenger Light Truck, SUV, Van

	22.5
	---
	$0
	$0

	21.5
	22.5
	1000
	0

	20.5
	21.5
	1300
	0

	19.5
	20.5
	1700
	0

	18.5
	19.5
	2100
	0

	17.5
	18.5
	2600
	0

	16.5
	17.5
	3000
	0

	15.5
	16.5
	3700
	0

	14.5
	15.5
	4500
	0

	13.5
	14.5
	5400
	0

	12.5
	13.5
	6400
	0

	---
	12.5
	7700
	0


Source: Tax Schedule from IRS Form 6197, Gas Guzzler Tax.
The perverse result is that, in today’s passenger fleet made up of 50 percent SUVs and light trucks, the worse the fuel efficiency of the vehicle, the better the tax treatment!
The misguided application of this tax becomes even more obvious when vehicles are viewed side by side, as presented in Table 2 (below.)

  For example, a Jeep SUV with a fuel economy rating of just 13 mpg goes untaxed, but an Audi station wagon gets taxed as a “gas guzzler” even though it is rated nearly 5 mpg more efficient than the Jeep.  
Or consider the GMC Yukon Sierra, which guzzles gas at the rate of 13.9 mpg but pays no gas guzzler tax, compared to one of Chrysler’s large sedans, which has a fuel economy rating nearly 7 mpg higher than the Sierra but nevertheless gets taxed $1000 as a “gas guzzler.  This makes no sense.

Table 2
Comparison of Tax Treatment of Select Models
	Model
	Mileage (MPG)
	Gas Guzzler Tax

	Jeep Grand Cherokee SUV
	15.8
	$0

	Audi Station Wagon
	20.5
	$1,300

	
	
	

	Cadillac Escalade SUV
	17.7
	$0

	Mercedes Station Wagon
	20.5
	$1,300

	
	
	

	GMC Yukon Sierra SUV
	13.9
	$0

	Chrysler 300C Large Sedan
	21.7
	$1,000

	
	
	

	Chevrolet Suburban SUV
	13.9
	$0

	VW Phaeton Large Sedan
	21.1
	$1,300


Source: EPA 2006 Fuel Economy Datafiles at www.fueleconomy.gov
Rather than being an effective tool to bring the overall fuel efficiency of the U.S. fleet to an acceptable level, the government has allowed discriminatory tax treatment to undercut our efforts to reduce the total amount of gasoline consumed, thereby lowering the amount of foreign petroleum that must be imported. 
If the price of SUVs were affected by the gas guzzler in exactly the same way as it affects passenger cars, it is very likely that the number of those vehicles sold would drop.  Instead, the very real cost that is imposed on taxpayers by the decreased fuel efficiency of the vehicle fleet as a whole is effectively hidden when distributed across several hundred million people instead of being clearly penalized in a higher price on individual automobiles.

While the proportion of light trucks sold as a proportion of all new vehicles has skyrocketed, particularly in the past ten years (Figure 1),  Gas Guzzler Tax receipts have generally declined since the mid 1980’s. (Figure 4 below.)  
At first glance, this would seem to indicate that fewer gas guzzlers were sold, and that the tax was successfully deterring consumers from choosing inefficient vehicles.  In reality, 
car manufacturers have simply become more adept at avoiding the tax by switching their production lines to focus on the untaxed, and more profitable, light trucks and SUVs.  As a result, the tax has actually made the problem worse with regard to light trucks and the fleet in general.

Figure 4
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HR 5579, the No Special Subsidies for Gas Guzzlers Act, (Appendix B) would eliminate the SUV and light truck exemption from the Gas Guzzler tax.
B. THE SPECIAL BUSINESS DEPRECIATION RULES 
FOR SUvS
In 1986, Congress passed the Tax Reform Act of 1986, which included tax incentives to consumers purchasing automobiles for business use, under section 280F of the Internal Revenue Code.  This bill allowed taxpayers to depreciate the cost of light trucks and non-luxury passenger vehicles over a time period of five years.  However, the definition of luxury vehicle was pegged only to price, and that cutoff was not indexed to inflation.  As a result, by the end of the century, even as retail prices for new automobiles approached twenty thousand dollars, the cutoff for “luxury” vehicles remained fixed at $13,860, while light trucks were still universally allowed to claim the full deductions.  In 2005, most passenger cars had a maximum first-year depreciation allowance of $2,960, while the maximum first-year allowance for SUVs stands at $25,000
.  This huge disparity has greatly skewed the preferences of many small business owners and others who qualify for such deductions to favor SUVs over smaller passenger cars.  

The main criterion for distinguishing light trucks from passenger vehicles is vehicle weight, with the cutoff being 6,000 pounds.  Many auto manufacturers have taken advantage of this demarcation, with an astonishingly high number of vehicles weighing in between 6,000 and 6,100 pounds.  It appears that this represents a (successful) attempt to bump the vehicle over the weight limit in order for it to qualify for more generous tax treatment.  As a result of the increased weight, there has been a corresponding decrease in fuel economy in these vehicles.  The use of such a simple and easily bypassed criterion, in conjunction with the light truck loophole in the Gas Guzzler Tax, has contributed to the emergence of a market in oversized light trucks and SUVs.
SUVs and other light trucks purchased for business use are eligible for special tax treatment to further reduce their real cost to consumers.  While passenger vehicles are eligible for some depreciation, a significant loophole allows business purchasers of SUVs to write off a significantly higher amount of the initial cost.  This effectively makes an SUV less expensive than a passenger vehicle of equal cost to an individual who is eligible to make such deductions (i.e. a small business owner).  While on the surface this might seem like a reasonable proposition, its actual effect has been to encourage the purchase of SUVs instead of passenger vehicles, even in situations where the vehicle is only being purchased for transportation, and the owner will not take advantage of the greater cargo space or off-road capabilities that set SUVs apart from other vehicles.
Consider a real world example. 
 John, a small business owner, wants to purchase a new vehicle for use in his business.  He has budgeted $40,000 for this purchase, and he is going to decide between a Volvo convertible, costing $40,565, and a Lexus SUV, costing $39,195, a difference of only 3.4% in sticker price.  Under U.S. tax law, John could immediately write off $28,000
 of the Lexus’ price, while he could only write off $2,960 of the Volvo’s price.  After taking into account all tax incentives, the Lexus would only end up costing John about $27,000, while the Volvo would be just over $30,000, for a price difference of 10%.  
This tax loophole distorts the purchasing decision of business owners towards the purchase of SUVs and other light trucks, even when they have no real need for them in the normal course of business.  While there are good reasons to subsidize large vehicles for some business owners, for example farmers or construction contractors, it should be clear that there is no logical reason why the federal government should encourage normal business owners to purchase SUVs and light trucks.
Figure 5
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Figure 5 demonstrates graphically the wide disparity in the tax treatment for the purchase of a light truck versus a passenger car.  Again, this amounts to an artificial incentive for the business purchaser to purchase the light truck or SUV.  Reforming this situation requires that the Internal Revenue Code be amended to make SUVs subject to the same depreciation rules as other passenger vehicles.  H.R. 5579, the No Special Subsidies for Gas Guzzlers Act, (Appendix B) would accomplish that reform.

IV.  Estimated Revenue Impact of removing artificial incentives for the purchase of SUVs, Light Trucks and Passenger vans 

Rep. Ed Markey introduced legislation in 2006 (HR 5579) to reform both of the perverse tax incentives described above, and he has asked for and received a “revenue estimate” from the Joint Tax Committee of Congress for this bill.   The official estimate (Appendix A) is summarized in Table 3.
Table 3
	Estimate Revenue Effect of H.R. 5579, the No Special Subsidies for Gas Guzzlers Act 

	 
	2007-2011
	2007-2016

	Depreciation Reform
	$2.9 billion
	$4.1 billion

	Gas Guzzler Tax Reform
	$8.0 billion
	$11.6 billion

	Total
	$10.9 billion
	$15.7 billion


Clearly, the persistence of these discriminatory tax policies are not minor in their revenue effects.  The subsidy for the purchase of SUVs associated with the Gas Guzzler tax exemption alone amounts to $8 billion over the next five years alone, and $11.6 billion over ten years. When you also include the depreciation rule advantage accorded to SUVs, the total revenue foregone in this misguided program to boost the sales of less efficient vehicles totals $15.7 billion over ten years.  Such revenue could be better put to use providing incentives for the purchase of efficient vehicles instead of inefficient ones.  
V.  CONCLUSION

As noted above, both of these tax loopholes, while significant, are relatively uncomplicated and it is not technically difficult to fix them.  The Gas Guzzler loophole could be effectively solved by instituting a tax schedule for SUVs and light trucks similar to the one already in place for passenger vehicles.  Ideally, the federal government should bring SUVs and light truck standards in line with passenger vehicles for the purposes of the Gas Guzzler Tax.  
Strengthening the fuel economy standards for all vehicles is long overdue and is generally considered to be the most reliable near-term energy policy measure for dramatically reducing oil imports.  However, it would be a good start to eliminate the current tax discrimination that favors the purchase of SUVs.  H.R. 5579, the No Special Subsidies for Gas Guzzlers Act, would accomplish this reform (see Appendix B.). 
*****
Appendix A:  Letter to Rep. Markey from the Joint Economic Committee Providing Revenue Estimate of Amended Text of H.R. 5579, the No Special Subsidies for Gas Guzzlers Act.

Appendix B:  H.R. 5579, the No Special Subsidies for Gas Guzzlers Act (amended text as provided to Joint Tax Committee for Revenue Estimate.)
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�  See Appendix A: Joint Tax Committee, Revenue Estimate provided to Rep. Edward Markey on H.R.5579, the No Special Subsidies for Gas Guzzlers Act [relevant text attached as Appendix B]).  


� For a detailed discussion of this topic, see “Tax Preferences for Sport Utility Vehicles (SUVs): Current Law and Legislative Initiatives in the 109th Congress,” Congressional Research Service, April 4, 2006, (Order Code RL32173.)





� Ibid., p. 8.


� This example is taken directly from “Tax Preferences for Sport Utility Vehicles (SUVs): Current Law and Legislative Initiatives in the 109th Congress,” Congressional Research Service, April 4, 2006, pp. 11-13.


� This includes the $25000 SUV expensing allowance plus $3,000 in additional depreciation allowed on the remaining $15,000 of the $40,000 purchase price.


� United States Internal Revenue Service: www.IRS.gov





