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Introduction

In his 2007 State of the Union address, President Bush
proposed a 20 percent reduction in the nation’s gasoline
consumption within 10 years for the purpose of reducing
dependence on foreign sources of energy. The “Twenty in
Ten” plan included measures to dramatically increase
America’s use of ethanol and other alternative fuels, raise
fuel mileage requirements for cars and trucks, conduct
additional oil drilling, and double the size of the nation’s
Strategic Petroleum Reserve.! Energy independence is
the 400-pound gorilla in the living room which, before
Bush’s speech, had received limited political attention.?
Although New York Times columnist Thomas Friedman
has addressed the issue in a number of publications and
documentaries,® Congress has not established a viable,
comprehensive plan. The president’s plan, although

'David Ivanovich, “Skeptics Say Energy Proposal Unrealis-
tic,” Houston Chronicle Washington Bureau (Jan. 24, 2007), available
at www.chron.com/display/story.mpl/front/44941.33html. Ac-
cording to this article, the president’s proposal, although laud-
able, is not realistic as the 35 billion gallons of ethanol needed
would require more corn than the nation’s entire 11.1 billion
bushel yield last year. However, Reuters reported on March 30,
2007, that this year’s anticipated corn crop will be the largest
since 1944. Reuters, “Ethanol Fuels Largest Corn Sowing Since
1944”, Mar. 30, 2007, available at http:/ /www.msnbc.msn.com/
id/17870172.

2See discussion at American Energy Independence, http://
www.americanenergyindependence.com. See also Donn D.
Dears and G. Neil Midkiff, A Strategy for Achieving Independence
from Foreign Oil (Aug. 22, 2005), available at http://www.
tsaugust.org/images/An%20Energy%For%America%20V6200
5-08-22.pdf. This treatise is a reasonably comprehensive
approach to energy independence listing a number of options.

*Thomas L. Friedman, “Energy Independence Key Election
Issue,” Deseret Morning News, Oct. 14, 2006. See also Thomas
Friedman, The New York Times, Jan. 6, 2005, and The World is Flat
wherein he says we need a large tax on gasoline; Amanda
Griscom Little, “Friedman Fighter,” Grist magazine, Apr. 4,
2005; see also “The Energy Mandate,” The New York Times, Oct.
13, 2006.
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more comprehensive than any proposal since the Ford
presidency,* lacks a crucial element: consumer behavior
modification.

This article proposes a carrot-and-stick approach to
modify consumer behavior. The carrot is a radical tax
credit for hybrid vehicles reaching certain mileage re-
quirements, meeting prescribed environmental stand-
ards, and using rechargeable batteries. The stick is a
higher gasoline excise tax to fund the revenue shortfall
created by the credit. The objective is to increase use of
hybrid motor vehicles, reduce petroleum consumption,
decrease greenhouse emissions, and eliminate American
dependence on foreign sources of oil.

The Problem

Importation of petroleum generates a foreign depen-
dency problem and exacerbates a trade imbalance. We
import about 60 percent of our oil, and 36 percent of our
trade deficit is generated by petroleum imports.> In-
creases in motor vehicle ownership continually increase
petroleum usage. The number of household vehicles in
the United States nearly tripled from 1969 to 2001.¢ U.S.
motor vehicle owners consume 140 billion gallons of
gasoline per year.” Therefore, a reduction in transporta-
tion oil will decrease both our importation of foreign oil
and our trade deficit.

Americans own more vehicles per capita than any
other nationality on the planet. Total vehicles in use in the
United States, as of 2005 (the most recent year for which
comprehensive data is available), was 238,697,0978; the
second largest auto nation is Japan with 73 million
vehicles on its roads.” Moreover, American consumption
of oil is disproportionate to our population as a percent-
age of global habitation. The United States, with 5 percent
of the world’s population, consumes 25 percent of the

“See Thomas L. Friedman, “The First Energy President,” The
New York Times, Jan. 5, 2007.

5U.S. Census Bureau, Foreign Trade Statistics, Annual Trade
Highlights for 2006, available at http:/ /www.census.gov /foreign-
trade/statistics /highlights/annual.html. A significant portion
of our oil consumption is for personal rather than business
purposes. In 2000, the U.S. consumed nearly 20 million barrels
of oil products every day. Of that, 40 percent went to fuel cars
and trucks at a cost to consumers of $186 billion. See also A New
Road: The Technology and Potential of Hybrid Vehicles, Union of
Concerned Scientists, Jan. 2003. Available at http://www.
ucsusa.org.

®National Household Travel Survey, Green Car Newsletter, Mar.
2004.

’Comments of Keith Rattie, president and CEO of Questar
Corsporation, Westminster College, Jan. 12, 2007.

Auto Executive Magazine, May 2006, p. 18.

9]apam Automobile Research Institute, Oct. 2003, For the Next
Generation report.
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world’s oil production, and this consumption is up 17
percent since 1995.10 Interestingly, China has the world’s
largest population, but consumes only 8% percent of the
world’s oil production. China’s consumption is up 106
percent since 1995.1 Undoubtedly China’s share of global
oil consumption will increase as its economy expands.'?

The prognosis for increased American dependence on
foreign sources of oil is even worse. In 1973 the United
States imported 35 percent of its oil; by 2003, that
percentage had jumped to 55 percent. In 2004 the United
States consumed an average of 20.4 million barrels of oil
per day, more than half of which was imported.'?

Oil consumption is expected to rise to 25.8 million
barrels per day by 2020; U.S. demand is projected to grow
37 percent in the next 20 years primarily because of
growth in consumption of transportation fuels.'* By 2024
it is anticipated that if present trends continue, imports
will account for 68 percent of our petroleum supply.

The anticipated cost to the American economy is
staggering. If American oil dependence is allowed to
continue as it has in the past and the price of oil continues
to be as high as expected, more than $5 trillion will be
transferred from the U.S. economy to foreign countries in
exchange for imported oil in the next 20 years.'>

Our dependence on foreign oil drives our foreign
policy. Were we energy independent, we would enjoy a
greater number of foreign policy options.'® Reduced

10Chip Cummins, Shushan Bahree, and Patricia Minczeski,
“Over a Barrel: The Global Scramble for Energy Security,” The
Walll1 Street Journal, Jan. 25, 2007, p. A12.

Id.

2David Sandalow, in his volume, Freedom from Oil, How the
Next President Can End the United States’ Oil Addition (McGraw
Hill, New York, 2007), mentions that China and India account
for 45 percent of the increase in oil demand.

Philipp Deutch, “Think Again: Energy Independence,”
Foreign ~ Policy, Nov./Dec. 2005. Awvailable at http://
www.foreignpolicy.com. According to Deutch, ending depen-
dence on foreign sources of oil would mean replacing about four
billion barrels of oil every year. Deutch asks the very legitimate
question: How does this replacement occur? Deutch does not,
however, address, in a meaningful manner, reduction in use
through tax or other incentives nor does he address reduction
through changes in consumer behavior.

1U.S. Department of Energy, Report of the National Energy
Policy Group, May 2001. There has not been a report of the
National Energy Policy Group since May of 2001.

5 Available ~at  http:/ /www.americanenergyindependence
.com. Indeed, there might not be enough oil, period. The
International Energy Agency has prepared a downward revi-
sion of available oil from the world’s top 400 oil fields. Appar-
ently, there is not as much oil as previously thought; oil
producing regions may not be on track to meet future needs.
Neil King Jr. and Peter Fritsch, “Energy Watchdog Warns of Oil
Production Crunch,” The Wall Street Journal, May 22, 2008, p. 1.

*For example, we could choose not to import oil from
Middle Eastern countries that support radical Islamic funda-
mentalist groups seeking to destroy the United States and Israel;
we could choose not to import oil from South American
countries that nationalize American businesses. Iran’s nuclear
program receives its financial support from Iran’s sale of oil.
Energy independence would reduce the worldwide price of oil,
directly decrease the profit Iran generates from oil, and impede

(Footnote continued in next column.)
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dependence on foreign sources of oil would also reduce
our use of fossil fuels and our emission of greenhouse
gases. A thorough discussion of environmental issues is
beyond the scope of this article. However, it appears that
the scientific community concurs that global warming is
occurring naturally, but that human-produced green-
house gases contribute to and exacerbate the warming
process. The issue is the extent of man’s contribution to
exacerbating the warming process.!” Despite this debate,
most people would agree that a reduction in greenhouse
emissions is desirable.

National security is also a concern. The Energy Lead-
ership Council has expressed concern that our excessive
reliance on foreign sources of oil places enormous bur-
dens on U.S. military forces and could cause a world
crisis threatening America’s security. The council has
made a series of recommendations to improve U.S.
energy security through reduced oil dependence and less
reliance on foreign sources of fuel.'® Unfortunately, the
council’s recommendations do not include incentives for
the modification of consumer behavior.

Radical Changes to Modify Consumer Behavior

The comprehensive solution is not simple. We need to
develop new, renewable sources of energy and additional
domestic sources of fossil fuel. However, potential new
domestic sources of fossil fuel (including the Alaska
National Wildlife Area) could take 10 years to develop
and meet less than 2 percent of our energy needs.'> We

Iran’s ability to create nuclear weapons. Thomas L. Friedman,
“Russia’s Oil Addiction Should Be an Example to Iran,” Deseret
Morning News, Feb. 3, 2007, p. A1l. See also, Ed Lasky, “The New
York Times and Iran,” American Thinker, July 9, 2007,
www.americanthinker.com /2007 /0709.

17See Union of Concerned Scientists, Global Warming; Fre-
quently Asked Questions, www.ucusa.org/global_warming/
science/global-warming-fax.html.

18U1.S. News and World Report, Dec. 16, 2006,
www.yahoo.com/s/usnw/20061214. The web site for the coun-
cil is www.secureenergy.org. The leadership of the council
includes Gen. P.X. Kelly USMC (ret.), former commandant of the
Marine Corps as well as other national leaders with military
experience. However, the council’s recommendations have not
included requiring the military to purchase hybrid and other
fuel-efficient vehicles. It is difficult to understand why. The
military does appear to be moving in the direction of hybrid
vehicle use, at least on an experimental and testing basis. The
Army’s Future Tactical Truck System is evaluating the use of
hybrid electric heavy-duty wheeled vehicles using plug-in
batteries (called “Maneuver Sustainment Vehicles”) in a variety
of mission simulations at Ft. Lewis, Wash. Cobasys Strengthens
Hybrid Heavy-Duty Activities with U.S. Army High-tech Vehicles,
available at EDTA Web site, http://www.electricdrive.org/
index.

“National Resources Defense Council, “Arctic National
Wildlife Refuge: Why Trash an American Treasure for a Tiny
Percentage of our Oil Needs?” Parks, Forests & Wildlands:
Wilderness Preservation: In Brief: News, www.nrdc.org/land/
wilderness/arctic.asp; Sierra Club, We Can’t Drill Our Way to
Energy Independence, Environmental Update, www.sierraclub
.org/arctic/overview.asp; Maryann Mott, 2005 “Alaska-Refuge
Drilling Approved by U.S. House, National Geographic News,

(Footnote continued on next page.)
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cannot drill our way to energy independence. The tech-
nologies for renewable sources of energy such as wind
and geothermal are still in the development stage; viable,
affordable widespread use of these technologies is years
away.?® To achieve more immediate results, we must
modify energy consumption and transportation behav-
ior.

American behavior must change; we must use less
energy. We must increase the use of mass transit systems,
reduce personal automobile mileage, and decrease the
use of petroleum products. Although there is some
evidence that Americans are voluntarily taking action to
reduce oil consumption and increase environmental pro-
tection,?! voluntary action will not be enough to achieve
the desired results within a reasonable period of time.
Americans are good people, but not that good. Critical
mass behavior change will not occur without incentives.
In a democracy, the most effective governmental mecha-
nism available to encourage significant behavioral
change is the tax code.??

The tax incentive provisions of a comprehensive en-
ergy policy would include increased inducements in the
Internal Revenue Code for the use of mass transit facili-
ties. Section 132(f)?? currently provides a tax exclusion for
some transportation fringe benefits provided by the
employer, which include transportation in a “commuter
highway vehicle” between the employee’s residence and

Apr. 21, 2005, http://news.nationalgeographic.com/news/
2005/04/0421_05041_alaskadrilling.html.

20Russell Roberts. “Energy: Back to the Future?” Mercer
Business, Jan. 1, 2005, www.mercercumber.org/connect
MBMagazine.asp.

Z'In “Buying Green — Does it Really Help the Environ-
ment?” C.Q. Researcher 18, no. 9 (Feb. 29, 2008), the author notes
that Americans are increasingly willing to protect the environ-
ment; increasingly willing to buy products designed to reduce
pollution and waste and such willingness is important because
consumer spending accounts for two-thirds of America’s $14
trillion GDP. It is also pointed out that consumer behavior in the
past has assisted the civil rights movement by consumers not
patronizing hotels and restaurants that practiced racial discrimi-
nation and boycotting products for political or ethical reasons.
However, the effect of voluntary action in the energy world is
hard to measure.

2 Although governmentally imposed fuel efficiency stand-
ards are a possibility, legislation enacting those standards is
difficult to pass and manufacturers tend to reach rather than
exceed those standards. On June 21, 2007, the Senate approved
a bill requiring cars, SUVs, and pickup trucks to average 35 mpg
by 2020. As reasonable as this may seem, the bill was vigorously
opposed. Promoters of the bill were unable to include a require-
ment for electric utilities to produce at least 15 percent of their
electricity from renewable fuels such as wind and biomass. J.
Josef Hebert and Ken Thomas, “The Senate OKs 35 mpg
Standard,” The Deseret Morning News (UT), June 22, 2007, at A2.
In this author’s opinion, providing incentives for consumers to
purchase energy efficient vehicles will be much more effective at
nudging the private marketplace in the right direction. See Jay
Evensen, “No Easy Way out of Oil Crisis in US,” Deseret
Morning News, June 24, 2007, at G1 wherein Evensen makes
similar, but less specific, suggestions.

B All references to the code in this article refer to the Internal
Revenue Code of 1986, as amended.
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place of employment (must be a highway vehicle with
seating capacity of at least seven adults and 80 percent of
the vehicle’s use must be for transporting employees
between their residences and place of employment),
transit passes, and qualified parking which includes
parking provided to an employee on or near the em-
ployer’s business premises and parking provided to an
employee on or near a location from which the employee
commutes to work via mass transit, in a commuter
highway vehicle or in a carpool. Recommended enhance-
ments to existing transportation incentives might include
a credit for the employer if the commuter highway
vehicle is a hybrid and a 50 percent or higher credit for
mass transit passes provided to employees. For those
employees of companies that do not provide this benefit,
a personal credit equal to 50 percent of the cost of mass
transit passes should be considered, although this credit
might be limited to those geographical areas with mass
transit systems in place, providing demonstrated but
unused capacity.?*

Using the Code to Change Behavior

Potential purchasers of hybrid and other energy effi-
cient vehicles frequently complain that such vehicles are
more expensive than comparable traditional internal
combustion engine automobiles.>> One must pay a pre-
mium to be green. Tax incentives for manufacturers for

?This would be structured similar to empowerment and
enterprise zones wherein specific, geographically defined areas
are provided additional tax benefits. See, e.g., section
1397A(a)(1), section 1400]J, and section 1400L(f). Mass transit
incentives will provide the greatest benefit to large urban areas
with established mass transit systems. The New York subway
system accounts for 35 percent of the nation’s mass transit
ridership. However, those areas also have the larger population
bases whose numbers, if they use mass transit systems, can
provide the greatest reduction in fuel usage. Although it may be
a while before we reach the mass transit use this country
experienced just after World War II when 25 billion mass transit
trips per year were logged, there has been growth: In 1995 there
were 7.8 billion mass transit trips per year; in 2005 there were 9.8
billion trips, an increase of 26 percent. Thomas J. Billitteri, “Mass
Transit Boom.” C.Q. Researcher Online 18, no. 3 (Jan. 18, 2008),
pp- 49-72, available at http:/ /library.cqpress.com/cqresearcher/
cqresrre2008011800.

#Galt Lake City, auto dealers indicate that hybrid vehicles
typically have a sticker price about $4,000 higher than compara-
tive traditional internal combustion engine vehicles. A good
example is the Ford Escape which has a two-wheel drive hybrid,
four-wheel drive hybrid, and a conventional internal combus-
tion engine for each. The sticker price for the two-wheel drive
hybrid model is about $3,700 higher than the sticker price for
the conventional model. See Steven Cole Smith, “Do Hybrids
Actually Save You Money?” McClatchy-Tribune Business News,
http:/ /proquest.umi.com/pdqweb? ProQuest document ID#
144328951; Smith makes an interesting comparison between the
Toyota Prius with 2008 Environmental Protection Agency sta-
tistics of 48 mpg city, 45 mpg highway; combined overall
mileage of 46 mpg, selling for $21,760 and a Toyota Corolla with
26 mpg city, 35 mpg highway; 29 mpg combined, selling for
$17,965. The Corolla sells for $4,279 less than the Prius. The
annual fuel savings is $590 based on fuel price of $3.09 per
gallon. It would take the Prius seven years, three months to
make up the sales price difference through reduced gasoline

(Footnote continued on next page.)
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the production of energy-efficient vehicles might allow
manufacturers to price hybrids more competitively. Cur-
rently, section 199 provides a tax benefit for products
manufactured domestically in the form of a special
deduction equal to 3 percent of the lesser of “qualified
production income” or taxable income, not to exceed 50
percent of W-2 wages. The deduction is 6 percent for
2007-2009 and 9 percent for 2010 and after. Modifications
to the statute to encourage hybrid vehicle production
might include a tripling of the deduction for domestically
produced hybrid vehicles. Therefore, the ultimate section
199 deduction for the manufacture of hybrid vehicles
would be 27 percent. Assuming this tax benefit is passed
on to the consumer (which should happen in a competi-
tive market), the potential effect of this enhanced credit is
twofold: (1) The additional deduction will reduce the
manufacturer’s post-tax cost of hybrid vehicles sold. As
long as there are competitive hybrid products, the re-
duced cost should result in lower selling prices; and (2)
because hybrid vehicles would be less expensive to
produce (or, at least, more comparable in cost to the
manufacture of traditional internal combustion vehicles),
manufacturers would be encouraged to build more hy-
brid vehicles and fewer traditional internal combustion
vehicles.

A number of potential incentives in addition to those
described above would reduce the use of petroleum
products, reduce dependence on foreign oil, and curtail
greenhouse emissions. Moreover, there are disincentives
other than increasing the gasoline excise tax, such as
taxes on automobiles that consume fuel inefficiently or a
flat additional tax on gasoline and carbon-based taxes,
discussed infra. However, the scope of this article is
limited to recommended changes to the code that will
provide incentives for the purchase of hybrid motor
vehicles and disincentives for the purchase of less
energy-efficient vehicles in the form of increases to the
federal gasoline excise tax. The recommendations made
here are not exclusive. For example, we could increase
the gasoline excise tax and add a tax on the purchase of
gas-guzzling automobiles. We could enhance the credits
for hybrid car purchases and increase the tax incentives
for the use of mass transit.

Incentives Currently Available

The incentives available through section 30B are a
product of the Energy Policy Act of 2005 (P.L. 109-58), the
first energy legislation enacted in 13 years, a bill that took
5 years to develop, debate, and enact.?¢ Provisions perti-
nent to this article include the following.

costs. However the Prius has a resale value (after 50,000 miles)
of $19,320, while the Corolla’s resale value is only $14,105. Also,
the Prius has lower carbon dioxide emissions than does the
Corolla.

?Comments of Sen. Mary Landrieu, D-La., Senate Floor
Debate on the Conference Report for the Energy Policy Act of
2005, HR 6, July 29, 2005. Although there were some comments
to the contrary, most senators believed that the bill would do
little or nothing to reduce our dependence on foreign sources of
oil. Comments of Sens. Barack Obama, D-IIl., John McCain,
R-Ariz., and Russ Feingold, D-Wis. The best light cast on the

(Footnote continued in next column.)
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Section 30B(b), “New Qualified Fuel Cell Motor Ve-
hicle Credit,” provides credits for new qualified fuel cell
motor vehicles. Fuel cells combine hydrogen with oxygen
to create energy. The electricity powers an electric motor.
This process is completed without combustion so there
are no emissions.?” The credit calculation is based on the
gross vehicle weight rating of the vehicle, supplemented
by the fuel efficiency of the vehicle relative to the 2002
model year city fuel economy.?® The credit ranges from
$8,000 to $40,000; if the qualified fuel cell vehicle meets
the definition of “passenger automobile” or “light truck”
and meets certain standards for increased fuel efficiency,
the amount of credit will be increased based on the
increase in fuel efficiency over the 2002 city fuel economy
standards.?

Fuel cell vehicles are the vehicles of the future. They
do not use petroleum or carbon-based affordable fuels
and produce no emissions. However, the most optimistic
predictions anticipate commercial production of fuel cell
vehicles in 10 years; most commentators see affordable
fuel cell vehicles as 20 years away.®*® Honda has an-
nounced plans to lease its FCX Clarity fuel cell vehicle to
a limited number of retail consumers in summer 2008 at
a lease price of $600 per month (3-year lease); however,
there are no current plans for retail sales.?! It does not
appear that affordable fuel cell vehicles will be available
for a number of years. The vehicle most likely to assist in
the achievement of energy independence in the near
future is the hybrid vehicle.3?

2005 Act during the floor debates was that of Sen. Maria
Cantwell, D-Wash., who described the energy bill as an impor-
tant first step toward energy independence.

?’The fuel cell concept comes with established credibility as
fuel cells have been used on spacecraft for many years to power
electrical equipment. “Fuel Cell Vehicles — the ZEVs of the
Future?” A Student’s Guide to Alternative Fuel Vehicles,
www.energyquest.ca.gov/transportation/fuelcells.html.

28Section 30B(b)(1) and (2).

2Section 30B(b)(2)(A). The base amount of the credit appli-
cable to vehicles having a gross vehicle weight of 8,500 pounds
or less is $8,000 for vehicles placed in service by Dec. 31, 2009,
and $4,000 for vehicles placed in service after that date. The base
amount of the credit applicable to heavier vehicles varies from
$10,000 to $40,000. Notice 2008-33, 2008-12 IRB 1, Doc 2008-5438,
2008 TNT 50-9.

3OFuel Cell Vehicles — the ZEV's of the Future? See supra note 27.
See also Sebastian Blanco, “Hydrogen fuel cell vehicles may take
20 years to catch on, but hybrids will bloom until then,” May 8,
2006, available at http:/ /www.autobloggreen.com/2006/05/08/
hydrogen-fuel-cell-vehicles.

31See Honda Web site, http:/ /www.honda.com/news/2008/
4080113Next-Generation-Green-Cars.

32All of the major automobile manufacturers have fuel cell
vehicles in prototype development and some manufacturers are
providing those vehicles to public entities and selected indi-
viduals for testing and evaluation purposes. For example, see
discussion of Ford’s fuel cell vehicles, available at http://
www.ford.com/en/vehicles/specialityvehicles /environmntal /
fuelcell. Ford indicates that it has provided several vehicles for
use by government agencies in British Columbia, Germany, and
California. Honda’s fuel cell program is available at
world.honda.com/FuelCell/. Moreover, Honda’s 2005 and 2006
FCX is certified as meeting the requirements of the Alternative

(Footnote continued on next page.)
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Of the credits available, the most visible and widely
available is the hybrid motor vehicle credit authorized
under section 30B(d). The vehicles eligible and certified
for the credit and the amount of credit available are
published by the Treasury Department. The credit is
layered, with hybrid vehicles qualifying for credits based
on relative fuel efficiency and fuel conservation. The
highest passenger car credit is for the Toyota Prius at
$3,150; the highest light truck/SUV credit is for the Ford
two-wheel drive Escape at $3,000.>* Unfortunately, hy-
brid car purchase incentives provided by employers to
employees are taxable income (for example, rebates or
cash incentives offered by employers to employees to buy
hybrid vehicles) and also subject to income tax withhold-
ing and employment taxes.>* The amount of credit avail-
able is limited by the sum total of the number of
qualifying vehicles sold by the manufacturer.3>

Personal credits available under section 30B are lim-
ited by the alternative minimum tax. That is, if the
alternative motor vehicle credit is claimed by an indi-
vidual as a personal credit, the credit cannot exceed the
excess of their regular income tax liability reduced by the
sum of the nonrefundable personal credits, the foreign
tax credit, and the credit for electric automobiles, over the
individual’s tentative minimum tax as computed for
AMT purposes.

A qualified vehicle used in a trade or business is
claimed as part of the business credit in the year placed in
service.3® Therefore, the section 30B credit, under present
law, can be carried back 3 years (but not before 2006) and
forward for 20 years if the qualifying vehicle is used in a
trade or business. However, present law does not allow
the credit to be carried forward or back if used for
personal purposes.®”

Do Tax Credits Work?

Prof. Stanley S. Surrey addressed the general issue of
tax incentives versus direct government payments in his
article, “Tax Incentives as a Device for Implementing
Government Policy: A Comparison with Direct Govern-
ment Expenditures, in 1970.”3% Although a professor at
Harvard Law School at the time he published the article,
Surrey had previously served as the assistant secretary of
the Treasury for Tax Policy from 1961 to 1969, and had the
credibility of significant national experience with tax

Motor Vehicle Credit, generating a credit of $12,000. IR 2007-113,
Doc 2007-17304, 2007 TNT 144-8. It appears that the Honda FCX
is the only hydrogen fuel cell vehicle to be so certified.

RS News Releases IR-2006-56, Doc 2006-6832, 2006 TNT
68-11; IR-2006-57, Doc 2006-6831, 2006 TNT 68-12; IR-2006-86,
Doc 2006-10493, 2006 TNT 106-7; IR-2006-108, Doc 2006-13197,
2006 TNT 133-10; IR-2007-108, Doc 2007-12769, 2007 TNT 103-15.
Although the original credit available for purchasers of the
Toyota Prius was $3,150, due to the phaseout required under
section 30B(f), the credit is no longer available.

34See TIR-2006-112, Doc 2006-13378, 2006 TNT 135-7.

%Section 30B(f); Notice 2006-78, 2006-41 IRB 1, Doc 2006-
19655, 2006 TNT 183-6.

%Section 30B(g) ; Instructions to Form 8910 and Form 8910,
Alternative Motor Vehicle Credit.

57Section 30(B).

3883 Harvard Law Review, p. 705 (Feb. 1970).

TAX NOTES, November 3, 2008

COMMENTARY / VIEWPOINTS

policy under three different presidential administrations.
In the article, Surrey discussed and compared tax incen-
tives with direct government subsidies and came to the
conclusion that tax incentives are not equitable because
they tend to benefit persons in higher tax brackets. Also,
he found tax incentives difficult to develop and admin-
ister, particularly as the incentives tend to be created and
regulated by tax committees and administrative agencies
with little experience in nontax social policy. Although he
was concerned with vertical equity issues, he did not
discuss carryover characteristics as a mechanism for
allowing greater incentive usage by persons in lower tax
brackets.

Benjamin Russo addressed the specific benefits of
research and development tax credits in his article, “Cost
Benefit Analysis of R & D Tax Incentives,” published in
May 2004.%° Russo ranked incentives by their impact on
research efforts and beneficial effects. He found that
research and development tax credits produce relatively
large increases in research, creating positive effects. He
rated research and development credits ahead of lower
corporate income tax rates and investment tax credits for
downstream uses of high-tech production.

Although most studies and resulting articles on the
effectiveness of tax incentives on capital investment were
econometric in character, John S. Davis and Charles
Swenson noted in an article published in 1993 that those
econometric studies were inconclusive because “one can
get almost any answer one wants by making sure that the
chosen model has specifications appropriate to one’s
purpose.”#? So Davis and Swenson established a labora-
tory market in an attempt to predict taxpayer investment
behavior. The question addressed in the laboratory envi-
ronment was whether capital investment would increase
when depreciation or investment credits allowed by the
tax system result in more rapid deductions or cost
recovery than true economic depreciation.

The authors found that demand was unresponsive to
tax incentives because the prices of depreciable assets
were bid up by suppliers and therefore the dollar value of
the tax benefits were captured, to some extent, by those
suppliers. Suppliers charged more for the tax-benefited
supplies. Davis and Swenson concluded that the level of
capital investment was not affected by a tax policy that
included investment tax credits or accelerated deprecia-
tion. However, they did admit that additional capital
suppliers (there was only one in the experimental model)
might very well change the result.

Competitive providers of capital items (such as hybrid
vehicles) eligible for tax incentives are imperative. With-
out competition, auto manufacturers might increase

3937 Canadian Journal of Economics, Issue 2 (May 2004).

40“Experimental Evidence on Tax Incentives and the De-
mand for Capital Investment,” 68 Accounting Review pp. 482-514
(July 1993). The authors cite previous studies by Profs. Hall,
Jorgansen, Bischoff, Chirinko, Eisner, and Coen, all of which
were econometric in character.
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prices and reduce or eliminate the benefit gained by the
taxpayer/capital purchaser.*!

There are a limited number of published articles
addressing the effectiveness of tax credits as incentives to
make capital investments for the purpose of reducing
energy use. Kevin Hassett and Gilbert Metcalf discussed
the issue in “Energy Tax Credits and Residential Conser-
vation Investment: Evidence from Panel Data,” Vol. 57
Journal of Public Economics, pp. 1201-1217 (1995). In that
article, the authors evaluated whether state and federal
tax incentives would lead to higher probabilities of
investment. The article focused on the Federal Energy
Tax Act of 1978 (ETA 78) which provided homeowners
with tax credits to encourage conservation investment
activities such as insulating walls, ceilings, replacing
furnace burners, thermal windows, and weather-
stripping. The authors found that if they factored in a
number of variables, tax incentives are statistically sig-
nificant and increase the probability of investment in
energy-efficient capital: A 10 percent change in the tax
price for energy investment would lead to a 24 percent
increase in the probability of consumers making the
energy saving investment.

On the other hand, R.E. Pitts and ]J.L. Wittenback
reached the opposite result in assessing the effect of the
Residential Conservation Tax Credit of 1978, also part of
ETA 78. Pitts and Wittenback found that the available
credits did not initiate behavior that would not have
otherwise occurred. Rather, the credit merely added to
the impetus to buy insulation as a result of increased fuel
costs. The authors saw the credits as a windfall to
consumers who would have purchased the insulation
anyway; the credits did nothing to assist consumers who
most needed the insulation and lower energy costs, but
could not afford to purchase the insulation as their tax
liability would be insufficient to cover the credit.*?> The
1978 Residential Conservation Tax Credit was not a credit
that could be carried forward or back.

The parallels and differences with the 1978 Residential
Conservation Tax Credit and the proposal presented in
this article are significant. The consumers surveyed by
Pitts and Wittenback would have purchased the energy-
saving insulation without the tax incentive. The decision
consumers had to make was whether to purchase insu-
lation and save energy at a time of increasing energy
costs.

Americans today face dramatically increasing trans-
portation energy costs. While most people do not need
improved insulation in their homes to continue their
normal work and family activities, they do need an
automobile. They have a choice. They can spend more
money now on a fuel efficient vehicle but spend less

#In his remarks during the Senate Debate on the Energy
Policy Act of 2005, Sen. Obama chides American automakers for
delaying the production of hybrid vehicles, and Ford, in par-
ticular, for producing only 20,000 Ford Escape Hybrid vehicles
in 2005. Senate Debate on the Conference Report for the Energy
Policy Act of 2005, July 29, 2005.

42R.E. Pitts and ].L. Wittenback, “Tax Credits as a Means of
Influencing Behavior,” 8 Journal of Consumer Research,” pp.
335-338 (Dec. 1981).
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money on gasoline purchases in the future, or they can
spend less money on a less fuel efficient vehicle now but
spend more money on gasoline in the future. As with the
case of home insulation, the less affluent consumers are
the ones who need the gas-saving vehicles the most but
can least afford the higher cost.

However, if this proposal is adopted, and the cost of a
hybrid fuel-efficient vehicle, with the benefit of the tax
credit, becomes less expensive than a less fuel-efficient
traditional internal combustion vehicle, then it would
appear that purchasing patterns among both the more
affluent and less affluent consumers would favor buying
fuel-efficient hybrid vehicles. Certainly, the more affluent
purchasers would realize the benefit sooner as their tax
liability would probably cover the credit in the year of
purchase. However, as long as a consumer has some tax
liability, the carryforward character of the proposed
credit will allow the full eventual tax credit and a net less
expensive price for the vehicle.

Are Existing Incentives Sufficient?

If a consumer intends to buy a car, would he be
encouraged by existing credits to buy a hybrid vehicle?
Do existing incentives result in sufficient hybrid sales to
generate a significant reduction in petroleum consump-
tion?

Tax incentives do make a difference. Toyota is the
largest selling manufacturer of hybrids with a 42.8 per-
cent market share. However, last summer when Toyota
Motor Corp. hit the tax credit production limit of 60,000
vehicles, U.S. hybrid sales dropped to the lowest levels
since March of 2006 when the full credit was still avail-
able. Toyota officials attribute the decline in demand, in
part, to the reduced tax credits.#> The Toyota Prius had
the highest credit available at $3,150 and has the largest
number of sales. That does not appear to be a coinci-
dence. However, the loss of the credit appears to have
caused only a temporary reduction in sales. The dramatic
increase in fuel costs over the last 24 months has resulted
in robust hybrid sales, with the Prius continuing to
outsell all other hybrid vehicles. For the first six months
of 2008, Toyota sold 91,440 Prius vehicles; a distant
second was the Toyota Camry Hybrid with sales of 30,532
vehicles.** The section 30B(d) hybrid tax credit is no
longer available for either vehicle.

The credit currently available, particularly with its
sales limitations, is insufficient to encourage a large
percentage of the American driving public to purchase
hybrid vehicles, even when combined with dramatically
increased fuel costs. Hybrid vehicle sales for 2007 totaled
324,318, up from 246,642 in 2006 and 209,711 in 2005.45
Although hybrid sales have increased dramatically, total
hybrid sales were still less than 3 percent of total vehicles

43 Associated Press, “Sales of Hybrid Cars Continue to Rise,”
http://www.AZCentral.com, Feb. 26, 2007. Available at
http:/ /www.azcentral.com/business/articles /0226hybrids26-
ON.html.

#Electric Drive Transportation Association (EDTA), June 30,
200?5; http:/ /www.electricdrive.org.

Id.
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sold in 2007.4¢ The maximum tax credit currently avail-
able, limited by the 60,000 vehicle per manufacturer
quota discussed below, is insufficient to generate the
behavior change necessary to increase hybrid vehicle
purchases to the point where hybrid vehicle use will
result in a meaningful reduction of imported petroleum
consumption. Sales are still well short of the 2 million
mark projected by Sen. Pete Domenici, R-N.M., when the
Energy Policy Act of 2005 was enacted,*” and are not
sufficient to reach the critical mass necessary to eliminate
our dependence on foreign sources of oil.

Proposed Amendment to Section 30B(d)

Extreme changes to human behavior require radical
incentives. This article proposes that section 30B(d) be
amended to provide a maximum 35 percent tax credit for
taxpayers who purchase plug-in hybrid vehicles achiev-
ing certain efficiency standards. The layered statutory
structure of section 30B(d) would remain. The credit
would be a percent of the purchase price (up to a
maximum dollar limitation) rather than a fixed pecuniary
amount. The maximum 35 percent credit would be
available for the most efficient plug-in hybrid vehicles.
Credits of less than 35 percent (but well above the current
pecuniary levels) would be available for vehicles that
achieve efficiency enhancements less than the standard
required for the maximum credit available, but consistent
with section 30B(d) criteria.

Most vehicles eligible for tax credits under the current
version of section 30B(d) would continue to be eligible
under the amended section.*® Vehicles currently eligible

46See sales figures for 2004 through June of 2008 at EDTA
Web site.

“Comments of Sen. Domenici, during Senate Debate on the
Conference Report for the Energy Policy Act of 2005, HR 6, July
29, 2005. As of June 2008 there are approximately 1,038,058
hybrid vehicles in the American fleet, available at http://
www.electricdrive.org.

*8The most efficient, commercially feasible vehicle, based on
currently available technology is not yet in production. Al-
though an exhaustive study of hybrid vehicle technology is
beyond the scope of this article, the most efficient hybrid vehicle
available appears to be a hybrid diesel that burns low sulfur
diesel and uses a rechargeable battery. The technology is avail-
able and there are, reportedly, vehicles in the prototype phase. A
British company, Zytek, has unveiled a prototype plug-in diesel
hybrid vehicle that can reach 60 mph in 12 seconds, has a top
speed of 100 mph, and gets 88 miles to the gallon with less CO2
emissions than the Toyota Prius (85 g/km for the Zytek com-
pared with 104 g/km for the Prius). Richard Yarrow, “Diesel
Hybrids a Go?” The Car Connection, Dec. 11, 2006, “Zytek
Introduces Plug-in Hybrid Demonstrator Smart Four,” Green
Car Congress, www.greencarcongress.com/2006/12/zytek. Peu-
geot may also have a hybrid diesel coming online soon offering
volume production. Richard Yarrow, “Diesel Hybrids Coming
— from Peugeot,” The Car Connection, Feb. 19, 2007. If the Zytek
diesel reaches production, it would certainly be a leader in the
field. On the other hand, Jerry Flint, writing in the December 20,
2006, edition of The Car Connection, suggests that diesel hybrids
will not be in production anytime soon because the emissions
from the Mercedes and Volkswagen exceed maximums in
several states and neither Detroit nor Japan has the diesel
production facilities necessary. Flint does not mention the Zytek

(Footnote continued in next column.)
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and the amount of credit available include the Honda
Accord Hybrid, $1,300; Honda Civic Hybrid, $2,100; Ford
Escape Hybrid, $3,000 (2008 model); GMC Silverado
Hybrid, $250; Toyota Prius, $3,150; Toyota Highlander
Hybrid, $2,600; Lexus 400h, $2,200; Lexus GS 450h,
$1,548; Mercury Mariner Hybrid, $1,950 for four-wheel
drive, $2,600 for two-wheel drive ($3,000 available for

vehicle and does not address the use of low sulfur diesel which
is more environmentally friendly than high sulfur diesel. Zytek
states that its vehicle is ready for production, but Zytek is not a
household name in the automotive world and may not have the
required production facilities or the necessary capital to estab-
lish those facilities. Most American diesel hybrid applications
appear in truck and bus product lines. See “Diesel Technology
Forum,” Diesel Hybrid Corner, available at www.dieselforum.or/
technology-spotlight/diesel-hybrid-corner/. Diesel is much
more popular in Europe than in the United States. Another
possibility would be a plug-in gasoline hybrid vehicle that uses
85 percent ethanol (E-85). Even with moderate mileage, such a
vehicle would use very little petroleum and have minimal
emissions. However, there is a limited amount of information in
the literature regarding hybrid vehicles using ethanol. In Janu-
ary 2004, the Langley Research Center in Hampton, Va., pub-
lished “Hybrid Automotive Engine Using Ethanol-Burning
Miller Cycle” available at http:/ /www.techbriefs.com/content/
view. The Miller-cycle engine, patented in the 1940s, is recom-
mended as the engine to be used in hybrid vehicles using
ethanol as it would be more efficient, delivering as much usable
output energy per unit volume of fuel as conventional gasoline
auto engines. The article also indicates that the Miller-cycle
engine satisfies the need for a low-pollution, high-efficiency,
simple engine with a totally renewable fuel. Ford showed an
ethanol-electric hybrid SUV at the Washington auto show in
January 2006 that would burn E-85 instead of gasoline. It is not
clear whether Ford is using a Miller-cycle engine. Ford claims
that the E85 hybrid Escape is a “development program” rather
than a research program, which in auto industry terminology,
means the manufacturer anticipates production for sale within a
few years. James R. Healy, “Is Ethanol the Answer?” USA Today,
Feb. 1, 2006, usatoday.com/money/industries/technology/
2996-02-10-ethanol_x.htm. However, there have been no subse-
quent announcements from Ford regarding this vehicle. A
significant problem with ethanol vehicles is fuel economy:
Ethanol vehicles are much less efficient. For example, the
Chevrolet Monte Carlo has gasoline mileage of 19 mpg (city)
and 29 mpg (highway), but only 14 mpg (city) and 21 mpg
(highway) using E-85. 2007 Flexible Fueled Vehicles, available at
www.fueleconomy.gov/fed/compx2998f jsp. There is also an
issue as to whether corn or switch grasses should be used to
produce ethanol. The corn-growers association is a powerful
lobbying group and the current agriculture secretary, Mike
Johanns, is from Nebraska, the third-largest corn producer in
the nation. However, switch grass is fast-growing, produces
more ethanol per ton, is easier to grow and more environmental
friendly. Unfortunately, the cost of building a cellulosic (switch
grass) ethanol plant is currently about $250 million, while the
cost of building a corn-based ethanol plant is about $70 million.
Research is continuing on both. See. Amanda Griscom Little,
“Mikey Likes It/ Dec. 9, 2004, available at http://
www.grist.org/cgi-bin/ /newsmuck/2004/little-johanns; Collin
Dunn, “Switch Grass: Fuel for the Future?” Science and Technol-
ogy, 3 Feb. 2006, available at http:/ /www.treehugger.com/files/
2006/02switch_grass_fu.php.
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2008 two-wheel drive model); the Saturn VUE Green line,
$650; Saturn Aura Hybrid, $1,300; and the Nissan Hy-
brid, $2,350.4°

Current structure of section 30B(d). The credit set forth
at section 30B(d) for passenger automobiles or light
trucks is made up of the fuel economy credit and the
conservation credit. The amount of the fuel economy
component is calculated by first determining the 2002
model year city fuel economy for vehicles based on
inertia weight class. The tables are set forth in section
30B(b)(2)(B). The fuel economy of the qualified hybrid
motor vehicle is divided by the 2002 model year city fuel
economy. The credit amount is determined according to
the fuel economy table used for the advanced lean-burn
technology motor vehicle credit set forth at section
30B(c)(2)(A).

The conservation credit component is determined by
first calculating the lifetime fuel savings. The lifetime fuel
savings are equal to the excess of 120,000 divided by the
2002 model year city fuel economy for the vehicle inertia
weight class, more than 120,000 divided by the city fuel
economy for the vehicle. Those calculations are located in
section 30B(c)(4).

The sum of the fuel economy credit and the conserva-
tion credit is the available section 30B(b) hybrid vehicle
credit. However, that credit begins to phase out once a
vehicle manufacturer’s total hybrid sales reach 60,000
vehicles: (1) 100 percent of the credit is available for
vehicles sold by the end of the first quarter after the
quarter in which the manufacturer sells its 60,000th
hybrid; (2) 50 percent of the credit is available in the
second and third quarters following the quarter in which
the 60,000th vehicle is sold; (3) 25 percent is available in
the fourth and fifth quarters; and (4) no credit is available
thereafter.5

The Toyota Prius is in the 3,500-1b. vehicle inertia
weight class and has a city fuel economy of 60 miles per
gallon. The model year city fuel economy for a passenger
automobile in that weight class is 22.6 mpg.5! The Prius
mileage of 60 mpg divided by 22.6 mpg equals 2.65, or
265 percent. The chart at section 30B(c)(2)(A) provides a

“Electric Drive Transportation Association Web site,
www.electricdrive.org/index. Credit available for the vehicles
manufactured by Toyota, including the Prius, Camry, Lexus,
and Highlander has been phased out as required by section
30B(f); purchasers are no longer eligible for the credit. Ford
dealers complain of a different limitation: The manufacturer will
not deliver as many vehicles as dealers are capable of selling.
Utah dealers indicate that they can not keep the Ford Escape
vehicles on their lots. The vehicles are allocated by dealer and
are sold as soon as they arrive.

50Section 30B(f).

S'Toyota refused to provide the information by which its
original credit was computed but did provide “curb weight” of
2,932 Ibs and 60 mpg city mileage. In order for the computations
to provide a $3,150 credit, the inertia weight class must be
between 3,000 and 3,500 lbs. So the terms “curb weight” and
“inertia weight” must be significantly different. Investigation of
this difference is beyond the scope of this paper.
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fuel economy credit of $2,400 for a vehicle that achieves
a fuel economy of at least 250 percent of the 2002 model
year city fuel economy.

To determine the fuel conservation credit, divide
120,000 by 26.4, which equals 4,545. Then 120,000 is
divided by 60 and the quotient is 2,000. The difference
between the two is 2,545. The chart at section 30B(c)(2)(B)
provides a credit of $750 if the amount so determined is
between 2,400 and 3,000. Therefore, the fuel conservation
credit is $750.

The combined credit is $2,400 plus $750 or $3,150.
Also, the vehicle must comply with a number of other
requirements, including the Clean Air Act.52

The section 30B(f) limitation has now eliminated all
previously available credits for hybrid vehicles manufac-
tured by Toyota. The company reached the 60,000 vehicle
limit during the quarter ending June 30, 2006. So vehicles
purchased before October 1, 2006, qualified for the full
credit. Toyota hybrid vehicles bought on or after October
1, 2006, and before March 31, 2007, were eligible for 50
percent of the original credit or $1,575. Vehicles pur-
chased after April 1, 2007, and before September 30, 2007,
qualified for a 25 percent credit; no credit is allowed for
vehicles purchased after September 30, 2007.53
Recommended restructuring of section 30B(d). Section
30B(d) as restructured would include the following char-
acteristics:

The 60,000 unit manufacturer’s limitation under sec-
tion 30B(f) would be eliminated. There is no reason to
limit this incentive. The more people who purchase
high-efficiency hybrid vehicles in lieu of traditional in-
ternal combustion engine vehicles, the less petroleum we
import.5*

Vehicles must continue to meet the standards under
the Clean Air Act to be eligible.

The model year 2002 city fuel economy standard as set
forth in section 30B(b)(2)(A) will continue to be the
standard for the fuel economy component. However, the
credits would be computed under a fractional rather than
pecuniary formula. Computation of the fuel economy
component would employ the same weight classification
table set forth in section 30B and would use the schedule
of formula credits currently set forth in section
30B(c)(2)(A)(i). However, percentage-of-purchase-price

52Notice 2006-9, 2006-6 IRB 1, Doc 2006-865, 2006 TNT 10-10.
The Clean Air Act, Title 42 United States Code Chapter 85,
section 243, sets forth tailpipe emission standards for 2004 and
later, passenger vehicles, including SUVs, minivans, and pickup
trucks. The EPA has authority to promulgate specific emission
limitations. According to the EPA, emissions from new cars are
90 percent cleaner in 2008 than they were in 2004. See The Plain
English Guide to the Clean Air Act, available at http://
www.epa.gov /air/caa/peg/carstrucks.html.

SIR-2006-145, Doc 2006-19659, 2006 TNT 183-10; Notice
2006-78, supra note 35.

5The Committee Reports on P.L. 109-58 do not indicate the
reason for the manufacturer’s limitation, but rather merely
summarize the limitations in the statute. Joint Committee on
Taxation, Description and Technical Explanation of the Confer-
ence Agreement of H.R. 6, Title XIII, “Energy Tax Incentives Act
of 2005 (JCX-60-05, Doc 2005-16156, 2005 TNT 145-12).
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numbers would be used rather than dollar amounts.5
Those percentage amounts would range from 4 percent
for a vehicle achieving 125 percent of the 2002 model city
fuel economy to 18 percent for a vehicle achieving at least
250 percent of the 2002 model city fuel economy.

The conservation credit component shall continue to
use the table set forth in section 30B(c)(2)(B). However,
the conservation credit amounts will be fractional rather
than pecuniary and range from 3 percent for vehicles
achieving lifetime fuel savings of at least 1,200 but less
than 1,800 gallons to 12 percent for vehicles achieving
lifetime fuel savings of at least 3,000 gallons.

The maximum credit is the fuel economy maximum of
18 percent, the conservation maximum of 12 percent, and
a 5 percent credit if the vehicle uses a rechargeable/
plug-in battery. The maximum credit is 35 percent of
purchase price; the dollar amount of the credit cannot
exceed $12,000.

Employer incentives for the purchase of section 30B
vehicles would be deductible to the employer, not includ-
able in the income of the employee and not subject to
payroll taxes.

Any personal use credit not used in the year of
purchase could be carried back 3 years and/or carried
forward indefinitely. This would make it eligible to offset
tax liability in previous and future years. Providing a
carryforward or carryback credit allows those car buyers
with lower income tax liability to fully use the credit. The
credit will benefit any tax-paying auto purchaser, even if
the purchaser’s tax liability is less than the available
credit in the year of purchase. The purchaser will keep
applying remaining credit to annual tax liability until the
credit is exhausted.

Admittedly, the credit is more valuable to purchasers
with greater tax liability as the credit can be used sooner,
and the financial savings realized more quickly. More-
over, the credit is not helpful to a purchaser with no tax
liability. However, those purchasers would likely be rare.
The AMT limitation on the use of the credit for personal
use vehicles set forth in section 30B(g) would also be
eliminated.5¢

Therefore, in a typical financed automobile acquisi-
tion, the amount of the credit for a vehicle achieving the
maximum efficiency standards could exceed the down
payment and all of the year-of-purchase acquisition
costs.’” Moreover, as seen in the study prepared by

The schedule currently provides a minimum credit of $400
for a vehicle which achieves 125 percent of the model year city
fuel economy, goes to $800 for a vehicle which achieves 150
percent, $1,200 for a vehicle which achieves 175 percent, $1,600
for a vehicle which achieves 210 percent, $2,000 for a vehicle
which achieves 225 percent, and $2,400 for a vehicle which
achieves 250 percent. Section 30B(c)(2)(A)().

6See discussion, page 5, supra.

5’The current retail cost (total, including sales taxes (Utah))
of both the Toyota Prius and Ford Escape (hybrid) is about
$27,000. Assuming midyear purchase at a cost of $30,000, a
down payment of 25 percent (37,500), a loan for the balance of
$22,500 amortized over five years at 6 percent, generating
monthly payments of $435 for six months ($2,610); total out-of-
pocket costs during the year of purchase would be $10,110. The

(Footnote continued in next column.)
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Steven Cole Smith comparing the purchase of the Toyota
Prius and Toyota Corolla (see footnote 25, supra), the
difference in purchase price between the hybrid Prius
and the traditional internal combustion engine Corolla is
$4,279. A credit of $8,100 as computed under the pro-
posed formula would cause the purchase price of the
hybrid Prius (with the credit considered) to be $3,821 less
than the standard Corolla. A Prius with the enhanced
carryforward tax credit would benefit any auto purchaser
with even moderate tax liability.

The Computation of Tax Credits

As indicated above, a Toyota Prius with a gross
vehicle weight of between 3,000 and 3,500 lbs and city
mileage of 60 mpg has a fuel economy credit of $2,400
and a fuel conservation credit of $750 for a total credit of
$3,150 under current law (keeping in mind that, at
present, the Prius is no longer eligible for any credit). The
credit under the proposed modification of section 30B,
assuming a $30,000 purchase price, would be computed
as follows:

As the Prius achieves at least 250 percent of the 2002
model city fuel economy it would be eligible for the
maximum 18 percent credit or $5,400.

The Prius generates a fuel conservation credit of
$2,545, which under section 30B(c)(2)(B), as amended,
would be 9 percent or $2,700.

As the Prius does not have a rechargeable battery, it
would not be eligible for the additional 5 percent credit.
The total available credit under the proposed amended
statute would be $8,100. This would exceed the standard
25 percent down payment of $7,500, so the dollar-for-
dollar tax reduction would surpass the initial out-of-
pocket cost for the vehicle.5

Making Up the Tax Revenue Loss

If American consumers respond to the enhanced tax
credits through significant purchases of hybrid vehicles,
there will be a substantial federal tax revenue shortfall
which will need to be replaced. There are a few options
available.

House Democrats have proposed an additional tax on
oil and gas companies. The stated purpose of the tax
would be to provide incentives for renewable, clean
energy programs. While such a tax might help to achieve
that objective, the revenue raised from it could also be

credit of 35 percent based on a $30,000 purchase price would be
$10,500. Local (Salt Lake City) dealers indicated that many
vehicles were currently being purchased with no down pay-
ment and the purchase price amortized over 72-84 months. The
credit would still be available based on vehicle purchase price.
Therefore, it is possible that a purchaser with little out-of-pocket
cost could generate a tax credit of $10,500. The carryforward/
carryback character of the proposed credit would, under these
circumstances, make this incentive that much more effective.

%8 Although this may appear to be a rather large credit, other
countries are doing more. Hong Kong faces severe pollution
problems and is offering hybrid tax credit incentives up to
$10,000 (HK). Vince Chong. “HK To Offer Tax Breaks to Buyers
of ‘Green’ Cars,” The Straits Times (Singapore), Oct. 26, 2006,
found at Lexis Nexis Academic Easy Search (tax incentives;
hybrid vehicles) Doc 8/554.
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used to offset the revenue loss from the widespread
purchase of hybrid vehicles and use of the enhanced tax
credits recommended.

The exact mechanism proposed is a bit complex: The
manufacturer’s deduction, under section 199, currently
allows a deduction for qualified production activities.
The qualified production gross receipts, the expenses
which receive the additional deduction, are broadly
defined and include property which is extracted by the
taxpayer within the United States.>® Therefore, oil com-
panies receive the benefits of the special manufacturer’s
deduction for extracting oil from the ground. The House
proposal would modify this definition to reduce or
eliminate the manufacturer’s deduction for oil producers.
This change in section 199 would raise about $18 billion
over 18 years. Also, $4 billion would be raised by
changing the way oil companies’ foreign income is
taxed.®0

Although increasing taxes on the profits of oil compa-
nies benefiting from current high gasoline prices may
very well be a good way to pay for the tax credits alone
or in conjunction with other measures, eliminating or
reducing the manufacturers’” deduction is not a good
idea. Inclusion of extracted property for section 199
purposes is intended to encourage domestic production
and refining; elimination of this benefit may serve to
discourage domestic production of oil. Moreover, such
complexity appears unnecessary. A surtax on oil com-
pany profits above a certain level (for example, 10
percent rate on profits in excess of $5 billion) would be
much simpler to administer and easier to enforce.

Great Britain is considering a carbon tax for the
purpose of reducing pollution by reducing the amount of
CO, produced by motor vehicles. The tax would force
motorists to change their behavior, drive less, save fuel,
or buy cleaner cars. As it would be an additional tax on
fuel, it would also be a revenue raiser and could be used
(if enacted in the United States) to offset the cost of
expanded hybrid tax credits.

The tax would be implemented in one of two ways: (1)
Oil companies would be given an allocation of carbon
credits based on the cleanliness of their fuel. Carbon in
excess of those credits would be taxed, but the tax would
be passed on to consumers, or (2) motorists would be
given a ration of carbon allowances. Once those carbon
allowances are exhausted, a motorist will have to buy
more credits to continue driving. The credits could be
swapped and traded so that motorists with the cleanest
cars, who do not use their allocation, would be able to sell
credits to drivers of gas-guzzling autos who need extra
credits. The proposal in the United Kingdom, tentatively
scheduled for implementation in 2013, is characterized as

Section 199(c)(4)(A)({)(D).

®David Ivanovich, “New Energy Bill, Same Factions: White
House Is Against Democrats’ Plan to Raise Taxes on Oil Profits,”
Houston Chronicle (Texas), Feb. 13, 2008. Newspaper Source,
EBSCO host (accessed July 23, 2008).
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a stealth tax that will send gas prices soaring and increase
the cost of auto ownership by thousands of pounds.°!

The carbon tax plan would encourage consumers to
buy more fuel-efficient cars. However, it appears com-
plex and unwieldy. Retailers at gas stations would be
forced to act as clearing houses, buying and selling
credits between motorists. This would be difficult in
England and even more difficult in the United States
where a majority of gas stations are self-service.

Washington Post columnist Charles Krauthammer ad-
vocates a direct tax on gasoline in addition to the present
excise tax. His tax would include a floor of $4 per gallon
and a scheduled increase in the gas tax of 50 cents every
6 months for two years. In two years this would result in
a $2 gas tax plus a tax equal to the difference between the
price at the filling station and $4.5> So if the price of
gasoline at the pump was $3.75 per gallon, the pump
computer would automatically apply a tax of $2.25; 25
cents to bring the floor price to $4 and an additional $2 in
tax (once the incrementally implemented 50-cent-per-six-
month increase was fully imposed). Although Krautham-
mer recommends that the revenue yielded by this tax be
recycled into lower payroll taxes, the tax could also be
used to offset the revenue loss resulting from implemen-
tation of the expanded hybrid tax credit proposed
herein.®3

Krauthammer’s $2-per-gallon proposal is simple, di-
rect, and easy to administer. Moreover, the proceeds
would easily replace the $72 billion in revenue lost
through use of the proposed expanded credit. In fact, the
$280 billion generated by the tax®* would fund that
revenue loss and still provide funds to reduce payroll
taxes, as Krauthammer recommends. Also, keeping the

é“Pollution Tax Will Make the Cost of Driving Soat,” Daily
Mail (London, UK.), June 18, 2007. Found at Lexis Nexis
Academic, Easy Search (Tax Incentives, Human Behavior) Doc
37. See also Richard Gray, “Britain Is Going to Save the Earth,”
Daily Telegraph (London, U.K.), Mar. 19, 2007. Found at Lexis
Nexis Academic, Easy Search (Tax Incentives, Human Behavior)
17/37.

®2Charles Krauthammer, “At $4, Everybody Gets Rational,”
washingtonpost.com (June 6, 2008), available at http://
www.washintonpost.com/wp-dyn/content/article /2008 /06 /
95/AR2008060503434_p. See also Charles Krauthammer, “Pump
Some Seriousness Into Energy Policy,” washingtonpost.com,
Nov. 11, 2005, p. A25; available at http://www.
washingtonpost.com/wp-dyn/content/article/2005/11/10/
AR200511100152_p. Thomas L. Friedman also makes the case
for a minimum gas cost of $4 per gallon. Thomas L. Friedman,
“Save the Planet: Vote Smart,” The New York Times, Oct. 21, 2007.
Newspaper source, EBSCO host.

63Carol Goar, “Glimmer of Light in Green Gloom,” Toronto
Star (June 9, 2008), AAO06, criticizes the carbon tax as regressive
in that such a tax penalizes poor people who are required to
drive to work and cannot afford to pay a premium for a hybrid
vehicle. Goar might find Krauthammer’s direct tax to be more
palatable as the proceeds would be applied to reduce payroll tax
obligations, which all employed Americans pay, even if they
have no income tax liability. In the same article, Goar finds fault
in ethanol as driving up food prices and using almost as much
energy to produce as it saves.

®Based on annual U.S. purchases of 140 billion gallons of
gas. See discussion, note 7, supra.
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price of gasoline high would be a further incentive to
conserve gas, use public transportation, and buy fuel-
efficient vehicles. However, a $2 across-the-board tax on
each gallon of gas is probably not politically viable. The
immediate response of most Americans would be outcry;
members of the House of Representatives would be
hounded by their constituents to vote against any bill
proposing such an increase.

While the carbon tax, direct gas tax, and taxes on oil
companies are broad in their approach, possibly bringing
unintended taxpayers within the scope of their applica-
tions, Henry Fulton of the National Post (in response to
the Krauthammer articles) recommends a hefty tax on all
new vehicles that are defined as “gas guzzlers” with
existing guzzlers (sold as used cars) paying a reduced tax
during a phaseout period.®> This is an excellent idea.
Those who choose to buy inefficient automobiles would
underwrite the cost of measures necessary to reduce
overall gasoline consumption. However, unless the tax
was confiscatory, it probably would not yield sufficient
revenue to offset the anticipated loss. Moreover, if the
proposal in this article is implemented and successful,
sales of gas guzzling autos would shrink dramatically as
hybrid vehicles would be less expensive to purchase
(when the credit is considered) than gas guzzler autos. So
there would be insufficient gas guzzler sales to produce
the necessary revenue. Finally, there would certainly be a
lobbyist-driven fight over the definition of “gas guzzler”
autos, which would probably result in weakened legisla-
tion, compromising the effectiveness of the resulting
statute.

Although the Krauthammer tax is probably not politi-
cally achievable, an increase in the already existing
federal gasoline excise tax would be, particularly if the
increase was limited to replacing the revenue lost be-
cause of the use of the enhanced hybrid tax credit. That is
the recommended “stick” of this proposal. The current
federal excise tax is 18.4 cents per gallon of gasoline and
24.3 cents per gallon of diesel.®® The question is how
much excise tax increase is necessary to cover the rev-
enue lost through implementation and use of the en-
hanced section 30B(d) credit.

A study prepared by the Congressional Budget Office
indicated that a 12-cent increase in the excise tax would
raise $16.7 billion in additional revenue.®” Approximately
16 million personal motor vehicles are purchased each
year.58 If eight million buyers purchased $30,000 hybrid
vehicles qualifying for the maximum credit available, the

65Henry Fulton, “Gas Tax Alternatives,” National Post, June
11, 2008, A17, available at http:/ /www.proquest.com/.

%6Section 4081(a)(2).

CBO Budget Options, Revenue Option 48, Increase Excise
Taxes on Motor Fuel by 12 Cents per Gallon, Feb. 2005, available at
http:/ /www.cbo.gov/showdoc.cfm?index=6075&sequence=19&
from=0, p. 59.

%8The actual sales for 2006 were 16,560,989, and 16,153,952
for 2007. AutoExec Magazine, NADA Data, Vehicles in Operation
and Scrappage, published by the National Automobile Dealers
Association and available at autoexecmag.com. Another source
for the same information is the Electric Drive Web site, http://
www.electrivedrive.org.
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reduction in revenue (assuming all purchasers were able
to use the maximum credit available in the year of
purchase) would be $72 billion. Dollar-for-dollar revenue
replacement, based on the CBO study, would require an
increase in the gasoline excise tax of 52 cents per gallon so
that the total federal excise tax would be 70.3 cents per
gallon. The average cost of gasoline on July 1, 2008, was
about $4.25 per gallon. Assuming that the cost of gasoline
was $4.30 per gallon (which includes the current excise
tax), the price per gallon, with the increased federal
excise tax, would be $4.82.

Under the normal rules of supply and demand, one
would expect the price of gasoline to decline as American
consumption decreased. However, given the explosion in
the Chinese economy and, to a lesser extent, the Indian
economy, and the character of the global petroleum
market, there will still be a ready market for all the oil
that can be produced at current, if not greater, prices.*”
Indeed, given the logistical difficulties in transporting oil
from Alaska to the continental United States and expand-
ing Chinese consumption, if the Alaska National Wildlife
Reserve is to be developed, we may be exporting the oil
to China.

Variations on the Theme as Technology Evolves
The radical enhancement of available tax credits under
section 30B to encourage Americans to purchase energy-
efficient vehicles must be seen as an evolutionary proc-
ess. That is, the available credits should be adjusted as
technological developments provide better opportunities
to achieve the elimination of our dependence on foreign
sources of oil, the reduction of our use of fossil fuels, and
the curtailment of greenhouse emissions. Moreover, the
section 30B(d) credit should be seen in possible combi-
nation with other available incentives. A discussion of
other available incentives, including alternative fuel ve-
hicles, is beyond the scope of this article. A credit for
alternative fuel vehicles is available at section 30B(e).” A
plug-in hybrid vehicle using some ethanol should be
considered as part of tax-credit restructuring.”

However, those objectives must be pursued within the
context of global considerations. The United Nations

“China and India account for 45 percent of the increase in oil
demand. David Sandalow, Freedom from Oil: How the Next
President Can End the United States” Oil Addiction. McGraw Hill,
New York (2007).

"’The credit available for alternative fuel vehicles is 50
percent of the “incremental cost” plus an additional 30 percent
if the vehicle receives a certificate of conformity under the Clean
Air Act or meets the California requirements for clean air
certification. “Incremental costs” is the excess of the manufac-
turer’s suggested retail price for the alternative fuel vehicle over
the price for a gasoline or diesel fuel vehicle for the same model.
The dollar limitation on incremental costs begins at $5,000 for
vehicles 8,500 pounds or less and maxes out at $40,000 for
vehicles with gross vehicle weight of more than 26,000 pounds.
Section 30B(e)(3).

"!General Motors introduced the “Volt” prototype at the
North American International Auto Show. The Volt is a plug-in
hybrid vehicle with a range of 40 miles without using gas, and
a range of 640 using gas. “General Motors Joins the Green
Bandwagon,” The Minnesota Daily, Jan. 24, 2007, available at

(Footnote continued on next page.)

607

Juau09 Aured paiyl o urewop a1gnd Aue ul 1ybuAdoo wreld 10u saop S1sAleuy xe | ‘panlasal S)ybu ||V ‘8002 S1sAleuy xe] (D)



COMMENTARY / VIEWPOINTS

recently released a report suggesting that increased use of
biofuels such as ethanol, while reducing global warming,
might threaten the availability of adequate food supplies
by diverting land and other productive resources away
from food crop production.”? Therefore, the ultimate
ethanol solution may be biofuel, made with postharvest
waste. For example, rice can be harvested, generating
about 8,000 pounds of rice per acre, leaving 5,000 pounds
of rice straw which would otherwise have been burned
or destroyed. Using the rice straw waste to create biofuel
leaves acreage in full food production while using the
waste product to create an environmentally friendly and
renewable energy source.”

Conclusion

The health of our economy, our national security, and
the quality of our environment depend on the elimina-
tion of our dependence on foreign sources of energy,
reduction in our use of fossil fuels, and decreasing
greenhouse emissions. Although enhanced and rigor-
ously enforced governmental mileage and emission stan-
dards will assist in the process, behavior modification of
the American consumer is the most effective tool to
achieve these objectives in the most expeditious manner.
The American transportation consumer needs to use less
energy. This includes increased use of mass transit facili-
ties, carpooling, and purchasing automobiles that use less
gasoline and/or fuel other than gasoline. This article
focuses on increased purchase and use of hybrid auto-
mobiles in lieu of traditional internal combustion engines
to reduce overall petroleum consumption.

Hybrid vehicles are more expensive than traditional
internal combustion engines. One has to pay a premium
to be green. Hybrid sales figures indicate that many
people are unwilling or unable to pay that premium. We
must encourage consumers to buy hybrid vehicles. In a
democracy the most effective mechanism to change con-
sumer behavior is the tax code. While limited incentives
have been available in the code for the purchase of hybrid
vehicles, those incentives have been insufficient to
change the behavior pattern of most consumers. This
article recommends a schedule of radical tax credit
incentives wherein the maximum credit available will
exceed the typical initial out-of-pocket cost of a hybrid
vehicle; the price of a hybrid vehicle (with the credit
factored-in) will be less than the price of a comparable
traditional internal combustion engine.

http:/ /www.mndaily.com/articles/2007/01/23/70424.  Gen-
eral Motors anticipates full production by 2010. See also Ken
Thomas, “Bush Touts Flexible Fuel Cars,” The Deseret Morning
News, Mar. 27, 2007, E1.

72The Associated Press, “Not So Fast With Biofuels, U.N.
warns,” May 8, 2007, available at http:/ /www.msnbc.msn.com/
id/. See also, John Vidal, “Global Rush to Energy Crops Threat-
ens to Bring Food Shortages and Increase Poverty, Says UN,”
Guardian Unlimited, May 9, 2007, www.guardian.co.uk/food/
story; Alvaro Vargas Llosa, “Ethanol Craze Brings Unintended
Consequences,” The Deseret Morning News, July 23, 2007, A15.

73More detailed discussion may be found at the Web site for
Colusa Biomass Energy Corp., http://
www.colusabiomass.com.
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A substantial increase in the federal excise tax on
gasoline is also recommended as a disincentive to con-
tinue the use of inefficient vehicles and to fund the
revenue shortfall created by widespread use of the pro-
posed tax credits.

While the discussion here focuses on changes in the
federal tax code, incentives can also be provided at the
state level to include state-level tax incentives” and
reduction or elimination of registration fees for hybrid
motor vehicles. States with a sales tax could also reduce
or eliminate sales tax on hybrid vehicle purchases and
also reduce any state-level excise tax on ethanol.

Some city-level action is also occurring. On May 22,
2007, Mayor Michael Bloomberg announced that New
York City’s yellow cabs will become “green.” By 2008,
1,000 yellow cabs will be replaced by hybrid cabs; the
number of hybrid cabs will increase by 20 percent every
year until 2012. New York City’s fleet of buses is slowly
being shifted to natural gas or diesel-electric hybrids.”

We can’t wait forever. If we are serious about elimi-
nating our dependence on foreign sources of oil, increas-
ing our use of renewable energy resources, and reducing
our greenhouse emissions soon, it is imperative that we
act aggressively now to provide the incentives and
disincentives for favorable behavioral change.

7#Utah has enacted a state-level 50 percent credit (not to
exceed $3,000) for “clean fuel vehicles” which include vehicles
that use electricity such as hybrid vehicles. See discussion,
available at http:/ /incometax.utah.gov/credits_cleanfuel.php.
Also, some cities are offering incentives. Connecticut enacted a
statute allowing cities to reduce the value of hybrid vehicles
with (minimum) 40 mpg for city ad valorem tax purposes. In
response, the city of Stamford, Conn., has reduced valuation of
qualifying vehicles by $2,000, saving owners about $68 in
annual tax. Brian Lockhart and Donna Porstner, “Cities Propose
Tax Break for Hybrid Vehicles,” The (Stamford CT) Advocate, Jan.
13, 2008. Newspaper Source EBSCOhost.com). A list of state and
local tax incentives available at www.hybridcar.com/incentives.

75“New York to replace Yellow Cabs with ‘Green’ Taxis,”
Deutsche Presse-Agentur, May 22, 2007, available at www.
lexisnexis.com/publisher /EndUser? Action=UserDisplayFull
Document. Aggressive, pro-environmental action at the state
level has generated some conflict between state and federal
governments. Govs. Arnold Schwarzenegger (R) of California
and Jodi Rell (R) of Connecticut announced on May 21, 2007,
that they intend to enact tailpipe emissions standards that are
much tougher than existing federal requirements. The EPA has
refused to give California and Connecticut permission to enact
the tougher standards. The Clean Air Act allows states to enact
stricter air pollution standards but requires the EPA to issue a
waiver. The waiver has not been granted. Schwarzenegger and
Rell are threatening a lawsuit. Arnold Schwarzenegger and Jodi
Rell, “Lead or Step Aside, EPA,” The Washington Post, http://
www.washingtonpost.com/wp-dyn/content/article/2007/05/
20.
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