Congress Misfires on SUV Loophole

By Professor Andrew Pike

HE INTERNAL REVENUE CODE (IRC) provides special

tax treatment for purchasers of gas-guzzling, jumbo

Sports Utility Vehicles (SUVs). Congress had the

opportunity to remedy this situation when it con-
sidered tax legislation in 2004, but it did not do so. Instead, it
enacted a limited measure that retains excessive, (albeit reduced)
tax benefits for the affluent few who feel the need to acquire a
Hummer-class vehicle.

Why would Congress create an incentive that is limited
to some of the most luxurious, high-cost, and least fuel-effi-
cient vehicles on the road? The simple answer is that Congress
never enacted an IRC provision that either requires, or explic-
itly encourages, taxpayers to purchase these gas-guzzlers.
Rather, it has enacted several sensible provisions which, when
considered together, produce a seemingly incongruous set of
incentives due to the complexities of the IRC and the interplay
of unrelated provisions.

This article discusses the creation of the SUV tax break
and examines: (1) the special tax benefits available for motor
vehicle purchasers, (2) the IRC’s cost recovery provisions that
govern the tax treatment of new equipment that is purchased
for business use, (3) the limitations that Congress enacted to
prevent what it perceived as excessive tax benefits claimed with
respect to luxury automobiles, (4) the incentives that Congress
created in 2003 to encourage small businesses to invest in new
business equipment, (5) how the interaction of these provi-
sions created the unanticipated SUV tax break, and (6) how
Congress responded to the SUV loophole in the American Jobs
Creation Act of 2004.!

Special Tax Benefits Available for Motor Vehicle
Purchasers

PRIOR TO THE ENACTMENT of the American Jobs Creation Act of
2004, purchasers of the least fuel-efficient SUVs could receive a tax
deduction. However, this deduction was not available to all who
purchased an SUV. Rather, only those who purchased a Hummer-
class behemoth for use in a business could benefit. Thus, this tax
benefit was available primarily to doctors, lawyers and small busi-
nesses owners —folks who receive a salary need not apply.

Unlike the $2,000 deduction available to those who pur-
chase hybrids,? the tax break for an SUV purchase may have
equalled the full cost of the vehicle, up to a maximum of
$100,000. The tax deduction for SUV purchasers is not explic-

itly stated; rather, it results from the interplay of several statuto-
ry provisions governing the tax treatment of equipment pur-
chased for use in a business.

Tax Treatment of Equipment Purchased for Use
in a Business

One of the cornerstone principles of the U.S. income tax
system is that taxpayers must report their income on an annual
basis.? The IRC incorporates three broadly applicable principles
that are fundamental to measuring income on an annual basis.

First, a business’ income for any given year should reflect
all income generated during the year as well as the costs
incurred in producing this income. This “matching principle” is
reflected in numerous statutory provisions. For example, tax-
payers must use a specific “method of accounting” that governs
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the timing of income and deductions.4 In addition, taxpayers
are permitted to deduct an expense only in the year in which the
expense is “paid or incurred.”

Second, the IRC generally provides that a business may
not deduct any capital expenditure in the year in which the
expenditure incurs. A capital expenditure represents the cost of
acquiring an asset that will last substantially beyond the end of
the taxable year.6 The capitalization requirement was created to
prevent serious distortions in the calculation of a taxpayer’s
annual income. Absent this requirement, the cost of an asset
would be treated as a cost of producing income in the year in
which the taxpayer acquires an asset. A mismatching of income
and costs results to the extent that the asset generates income

in future years.
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Third, consistent with the matching principle, taxpayers
are allowed depreciation deductions.” Depreciation represents
the decline in value of a business asset that takes place in any
given year. This economic cost represents one of the costs that
the taxpayer incurs to generate his income for that year.

Although the depreciation deduction is an essential feature
of an income tax, Congress has used the depreciation provisions
of the IRC to provide economic subsidies for businesses. For
many years, taxpayers have been allowed to claim depreciation
on an accelerated basis. This acceleration generates a “time value
of money” benefit for a business: the larger deductions in the
first years in which an asset is owned reduces the business’ tax
liability in those years. Although this is offset by the effect of
smaller depreciation deductions allowed in later years, the “time
value of money” benefit is significant.

There are several distinct factors that contribute to the
acceleration of depreciation deductions:

* Taxpayers may use short “useful lives” for purposes of
depreciation. For example, the cost of a business asset
that remains productive in a business for nine years
may be fully deducted over a five-year period rather
than over its nine-year economic lifespan.8

* Depreciation deductions are ‘front-loaded.” Under the
depreciation rules in effect since 1981, taxpayers may
utilize accelerated methods of depreciation for assets
other than real property. As a result, more than half of
the cost of a business asset may be deducted as depreci-
ation during the first half of the asset’s useful life.10

* Congress enacted explicit front-loading provisions: In
2002 and 2003, Congess increased the extent to which
depreciation deductions are front-loaded. For assets
acquired after September 10, 2001,
allowed to deduct 30 percent of an asset’s cost in the year

taxpayers were

in which it was first used in business. In 2003, Congress
increased the additional first-year depreciation deduc-
tion to 50 percent of an asset’s cost.!! An asset’s remain-
ing cost is depreciated under the general accelerated
depreciation rules. The 50 percent first-year deduction
applies to most tangible personal property acquired after
May 5, 2003, and before January 1, 2005.

* Congress allowed “small businesses” to deduct the full
cost of business assets. In 1981, Congress enacted IRC
section 179. This provision allows taxpayers to deduct
the cost of certain types of business assets in the year in
which the asset is acquired. Initially, taxpayers could
deduct up to $5,000 pursuant to this section, but
Congress repeatedly increased the maximum deduc-
tion, thereby scheduling the increase to reach $25,000

in 2003. In 2003, Congress again increased the maxi-
mum deduction to $100,000.12

Limitations on Tax Benefits Claimed with
Respect to Automobiles

THE BUSINESS USE OF AUTOMOBILES raises several tax policy con-
cerns that are not applicable to other types of business assets. First,
an automobile provides a driver with a certain amount of personal
satisfaction. Particularly when the car is exceptionally luxurious
(e.g., a Rolls Royce, Bentley or high-end Mercedes Benz) or unusu-
ally sporty (e.g., a Ferrari or Lamborghini), the personal rewards are
likely to exceed the business benefits from the car’s operation.
Second, a driver may use an automobile to satisfy both
business and personal needs. To the extent that an asset is used
for non-business purposes, no depreciation deduction is
allowed. For example, consider a situation in which an auto-
mobile is used 60 percent for business with the remaining 40

percent attributable to personal use. In this case, the taxpayer

must reduce his or her otherwise allowable depreciation deduc-
tions by 40 percent.!3

It is difficult to determine the extent to which use of a lux-
ury or sports car satisfies the personal needs of the
employee/driver, as opposed to satisfying the business needs of
the employer. It is also difficult for the Internal Revenue Service
to determine the extent of a taxpayers non-business use of an
automobile since it is virtually impossible to verify how a car is
used during an entire year.

In response to these concerns, Congress enacted IRC sec-
tion 280F, which limits the amount of depreciation deductions a
taxpayer may claim with respect to automobiles used for business
purposes. Section 280F contains explicit dollar limits on the
amount of depreciation deductions allowed in any given year.!4

In addition to the limitations on the magnitude of depre-
ciation deductions contained in section 280F, taxpayers were
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able to take advantage of the additional first-year depreciation
deductions. As mentioned above, Congress increased the front-
loading of depreciation deductions. Through the end of 2004,
taxpayers were able to deduct 50 percent of an asset’s cost in the
year in which the taxpayer first uses the asset in his or her busi-
ness. For passenger vehicles subject to section 280F however,
Congress limited the amount of additional first-year deprecia-
tion that taxpayers may claim.!> When combined with the sec-
tion 280F limitations on depreciation deductions, a business’
first-year depreciation was limited to $10,610. During the first
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three years of ownership, the aggregate depreciation deductions
could not exceed $18,260 and subsequent annual depreciation
deductions are limited to $1,675 per year thereafter.16

The following example demonstrates the effect of the sec-
tion 280F limitations. A business paid $60,000 in 2004 for an
automobile. Assuming that the taxpayer uses the automobile
solely for business, he or she would be entitled to the additional
first-year deduction of $30,000 if the section 280F limitations
were not applicable. Under the general depreciation provisions,
the taxpayer would be allowed to deduct $6,000 in that year,
with deductions of $9,600 and $5,760 in the following two
years.'7 For the first three years of business use, the aggregate
deductions would total $51,360. Under section 280F, the tax-
payer’s deductions are limited to $18,260 during that three-year
period.

It is important to note that section 280F applies only to
passenger automobiles. Congress defined a “passenger automo-
bile” as any four-wheeled vehicle manufactured primarily for use
on public streets, and which is rated at 6,000 pounds gross vehi-
cle weight or less.!8 At the time section 280F was enacted, few, if
any, automobiles manufactured primarily for routine passenger
use had a rated gross vehicle weight of more than 6,000 pounds.
This definition effectively distinguished passenger vehicles,
which are subject to these limitations, and delivery vans and
other trucks, which are used in business and by farmers.

In subsequent years, the permissible depreciation allowed

with respect to automobiles did not change. Rather, the market
for automobiles underwent a transformation. Specifically,
Americans developed a love affair with the SUV. Inidially, the
largest and best selling SUV was the “mid-sized” Ford Explorer.
Although the 2005 model has a gross vehicle weight of 5,880
pounds, the Explorer is still characterized as a passenger vehicle.

For many Americans, the mid-sized SUV was not large
enough. The automobile manufacturers developed larger, and
substantially heavier, SUVs that surpassed 6,000 pounds and
thereby avoid classification as a passenger vehicle. American
consumers came to love the Cadillac Escalade, the Lexus LX-
470, and that armored personnel carrier in civilian clothing, the
Hummer H1. The Lexus tips the scales at 6,860 pounds, the
Escalade weighs in at 7,000 pounds, and the Hummer HI is
10,300 pounds.’” The owners of these super-sized vehicles
avoided the depreciation limits in section 280F because their
SUV’s weight exceeded the 6,000-pound limit.

Then Congress Created the SUV Tax Break

AT THIS POINT, IT IS APPARENT that different depreciation regimes
applied to cars and SUVs. Section 280F classifies most cars, mini-
vans, pick-up trucks, and small to medium sized SUVs as “passen-
ger vehicles.” Taxpayers who use these vehicles in their businesses
were able to claim, at most, $18,260 in depreciation during the
first three calendar years of the vehicle’s use in business.

The ultra-large SUVs, however, are not “passenger vehi-
cles,” and taxpayers who acquire them may claim depreciation
deductions under the generally applicable depreciation rules.
Any taxpayer who used one of these SUVs entirely for business
was allowed to deduct 60 percent of his or her cost during the
first calendar year of ownership. Clearly, owners of these SUVs
enjoy preferential tax treatment compared to the owners of
smaller passenger vehicles, who may claim depreciation only to
the extent permitted under section 280F

Moreover, section 179 permits certain small and moderate
size businesses to deduct the cost of depreciable equipment and
machinery, rather than capitalize those costs. As discussed
above, the maximum deduction permitted under this section
was scheduled to reach $25,000 in 2003.

In 2003, Congtress created the ultimate SUV tax break
when it increased the maximum amount that taxpayers could
deduct under section 179 from $25,000 to $100,000.20 Again,
Congress made no explicit reference to SUVs when it enacted
this change.2! Rather, it focused on the fact that section 179
“lowered the cost of capital,” which it believed would lead small
businesses to “invest in more equipment and employ more
workers,” and would “reduce depreciation recordkeeping
requirements with respect to expensed property.”22

Notwithstanding Congress’ intent, the change had an
unanticipated consequence. At last, a small business that pur-
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chased a heavyweight, luxurious, and high-priced SUV could
deduct the full cost of the vehicle if it was used entirely for busi-
ness purposes. A small business that used an ultra-large SUV
could deduct up to $100,000 of the vehicle’s cost immediately,
pursuant to section 179, with the remainder of the cost
deductible under the generally applicable accelerated deprecia-
tion provision discussed above.23

Daily newspapers and the financial press reported, with
outrage, about the “three-ton SUV loophole,”24 and hundreds
of articles appeared from coast-to-coast. In October, Congress
responded to this outrage as part of the American Jobs Creation
Act of 2004 (“the Act”). Prior to the Act, the $100,000 limita-
tion in section 179 was to expire at the end of 2005. In section
201 of the Act, Congress created a two-year extension of the
provision. To deal with the SUV loophole, section 910 of the
Act provides: “The cost of any sport utility vehicle for any tax-
able year which may be taken into account under this section
shall not exceed $25,000.”25

Evaluation of Congressional Action

AFTER READING CONGRESSIONAL COMMITTEE REPORTS and the
popular press, one might conclude that Congress has closed
the SUV loophole. For example, a recent story in the Wall
Street Journal carried the headline, “SUV Tax Break for Busi-
ness Is Likely to End,” and reported that Congress would
either “scrap the tax break, or limit it so that it applies only to
people who have legitimate business uses for these vehicles.”26
This is wrong.

The 2004 Acts amendment to section 179 creates a
$25,000 limit to the amount that a small business may deduct
when it purchases a vehicle with a gross weight of between
6,000 and 14,000 pounds.?” This provision is applicable to
any SUV placed in service after October 22, 2004. The effect
of the revised section 179 limitation is illustrated in the fol-
lowing examples. First, assume that a taxpayer acquires a
super-sized SUV that costs $70,000 prior to January 1, 2005.
Assume further that the SUV meets the requirements of sec-
tion 179 and is used solely for business purposes. The taxpay-
er then may deduct:

¢ $25,000 under section 179
* $22,500 of additional first-year depreciation deduction

* the remaining cost of $22,500 as depreciation. In the
first year of business use, the taxpayer may deduct
$4,500 with the remaining $18,000 deductible over
the next five years.

This example demonstrates that Congress created a year-
end window for taxpayers seeking to obtain substantial tax
benefits from the purchase of jumbo SUVs in 2004. The pur-
chaser in this example may deduct $52,000 in the year that the
SUV is acquired.

As mentioned above, the additional first year depreciation
allowance contained in section 168(k) expired at the end of 2004.
Unless Congress reinstates this provision, beginning in 2005,
small business owners who acquire jumbo SUVs will be allowed
smaller, buc still substantial, tax benefits. Assume that a taxpayer
acquires a super-sized SUV that costs $70,000 in 2005, that the
SUV meets the requirements of section 179 and that it is used
solely for business purposes. The taxpayer then may deduct:

¢ $25,000 under section 179

* the remaining cost of $45,000 as depreciation. In the
first year of business use, the taxpayer may deduct
$9,000 with the remaining $36,000 deductible over
the next five years.

Although the first-year tax deductions are reduced to
$36,000, they remain substantial, and much greater than would
be obtained if the SUV were classified as a passenger vehicle for
purposes of section 280F

These examples demonstrate that Congress has not elimi-
nated the SUV tax break. It has merely reduced the magnitude
of the unjustified tax benefits. Business taxpayers were able to
deduct more than 70 percent of the cost of an SUV purchased
before the end of 2004 and more than approximately 50 per-

cent of the cost for purchases occurring thereafter.
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Conclusion

THE ORIGINAL SUV TAX BREAK resulted from the interaction of
the following seemingly unrelated tax provisions:

* Congress attempted to draw a line between motor
vehicles commonly used for personal use and those
used overwhelmingly for business when it enacted sec-
tion 280F This provision draws the line at 6,000
pounds. Although accurate during the mid-1980s, the
line became inadequate to serve its intended purpose
because the market for automobiles changed.

* Congress decided to provide some tax relief for small
businesses. When Congress increased the amount that
small businesses could deduct under section 179, it
created the SUV tax break, and when Congress
increased the limit to $100,000, the SUV loophole
became a subject of popular outrage.

The complexity of the IRC makes it likely that unintend-
ed consequences will arise. These consequences are more likely
to occur when Congress uses the tax law to provide economic
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