Duane F. Stegel and William A. Testa

Taxation of natural gas, electricity, and
telephone utility revenues has become an im-
portant source of state and local government
revenue in Illinois. Rising costs of fossil fuels
and electric power plant construction have
caused utility tax revenues to grow more rap-
idly than such other revenue sources as general
sales and property taxes. The increase in utility
taxes has been especially dramatic in those
municipalities, such as the City of Chicago,
that have raised tax rates on the expanding
utility tax base. The rapid growth of state and
local utility taxes in Illinois is of special concern
because the state has one of the highest utlity
tax levels in the nation.

This paper analyzes the Illinois utility
taxes in terms of their likely impact on eco-
nomic growth, their fairness to taxpayers, and
their contribution to state and local fiscal sta-
bility. Our findings indicate that the Illinois
utility taxes add to the state’s relatively high
energy utility prices. Another drawback of the
state’s utility tax system is that its burden falls
most heavily on low-income taxpayers. How-
ever, the utlity taxes do provide a stable source
of revenue for state and local governments, and
their costs of administration and taxpayer
compliance are quite low.

Growth of utility taxation in Illinois

Both state and municipal governments in
Illinois tax the gross receipts of utility sales un-
der selective excise taxes. The state tax applies
to sales of natural gas, electricity, and intrastate
messages. Local governments are allowed to
tax these three utilities as well as water services.
Together, state and local utlity tax revenue
amounted to $959 million in fiscal 1983, two-
thirds collected by the state government and
one-third by municipal governments (Table 1).
While one out of five Illinois cities taxes one or
more utility services, the City of Chicago ac-
counts for over three-fourths of all local uulity
fax revenues.

The Illinois state utility tax has been levied
at a five percent rate since 1967. In fiscal 1984,
the state government collected $652 million

from the uulity tax. Electricity receipts con-
tributed 47 percent of that amount, while gas
and telephone utilities contributed 33 percent
and 20 percent respectively.

Since the late 1960s, state utility tax rev-
enues have consistently grown faster than the
rate of inflation. This is demonstrated by the
increase in the index of constant dollar utility
tax revenue relative to the 1968 level (Figure
1). Real state utility tax revenues increased by
roughly five percent per year, on average, from
1968 to 1974, with gas, electricity and message
revenues all growing at approximately (he
same rate. Total utility tax revenues continued
this real growth rate from 1974 to 1983, but the
growth of the individual components diverged.
The constant dollar revenues from intrastate
telephone services remained fairly stagnant, but
the growth of real gas and electricity revenues
accelerated following the dramatic increase in
world energy prices.

The rapid growth in public utility tax
revenues has increased the tax’s importance to
the state’s revenue system. Utility tax revenues
as a share of total state taxes grew from 5.0
percent in fiscal 1970 to 7.5 percent in fiscal
1984. Growth in the utility tax revenues ex-
ceeded the growth in the general sales tax, the
other selective excise taxes, and the state in-
come tax. The corporate income tax was the
only major state tax to increase faster than the
public utility tax since 1970, and its growth was
partly attributable to the addition of the per-
sonal property tax replacement surcharge in
1979.

Local utility taxes in Illinois. Public utility
taxes have also been an expanding source of
revenue for local governments in Illinois since
the early 1970s, generally outpacing local
property and sales taxes. All municipalities,
except Chicago, are limited to a maximum
public utility tax rate of five percent on gross
receipts from the sale of electric, natural gas,
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Table 1
lllinois state and local public utility tax revenues
fiscal years 1970-1984

State revenue

Total local revenue

City of Chicago revenue

Fiscal Miltion Percent Million
year dollars of taxes dollars
1970 144 5.0 n.a.
1971 158 5.0 74
1972 175 5.2 82
1973 189 5.1 89
1974 209 5.1 95
1975 248 5.6 118
1976 277 5.8 143
1977 329 6.2 162
1978 372 6.4 183
1979 429 6.8 207
1980 470 6.6 229
1981 526 7.2 255
1982 595 8.0 295
1983 607 8.2 352
1984 652 7.5 n.a.

Percent Million Percent

of taxes dollars of taxes
n.a. 55 14.5
2.8 60 13.3
2.7 66 13.6
2.8 71 12.6
2.5 75b 1356
3.2 95 16.0
3.7 13 17.9
3.7 123 18.9
4.0 141 211
4.2 158 22.0
4.3 175 23.8
4.3 192 242
4.7 222 25.4
5.0 267 26.2
n.a. 285 241

SOQOURCES: City of Chicago, lllinois Department of Revenue, and U.S. Bureau of the Census

water, and message services. Not all munici-
palities tax all utlity services at the maximum
rate. Many impose the tax at a lower rate,
many do not tax all types of utility services,
and some Illinois communities do not tax util-
ity receipts at all.

The City of Chicago effectively taxes
electric, natural gas, and telephone receipts at
an eight percent rate, although for electric and
telephone services this rate is achieved through
the combination of two separate taxes. One is
a public utility tax that is similar to the state
and other local utility taxes in that it is col-
lected by the utilities from the customers. The
other tax is a franchise tax on gross receipts
that the utility pays directly to the city. Unlike
the utility tax, the franchise tax does not ap-
pear on customer billings. There is no fran-
chise tax on natural gas sales, but the city’s
utility tax covers natural gas receipts at an
eight percent rate. This was increased from
five percent in July 1981.

In fiscal 1983, Illinois municipalities
raised a total of $352 million from public utility
taxes with the great bulk collected by the City
of Chicago (Table 1). Local utility taxes grew
from 2.8 percent of total local taxes in fiscal
1971 to 5.0 percent in fiscal 1983. As with the
state utility tax, the growth in local public
utility tax revenues was spurred by the energy

price increases in the 1970s and 1980s, though
statutory tax rate increases also contributed.

In Chicago the importance of utility taxes
to the city budget has grown tremendously.
From fiscal 1970 1o 1984, the utility tax share
of total city tax revenues increased from 14.5
to 24.1 percent. Over the same period, the
contribution of the city sales tax grew much
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more slowly, from 13.5 to 17.2 percent, and the
contribution of the property tax fell from 59.0
to 34.5 percent.

Interstate comparison of utility tax levels

Public utility taxes in Illinois have been
controversial not only because of their rapid
growth, but also because many contend that
the Illinois utility taxes are very high relative
to those in other states, Concern about the
level of utility taxes in Illinois increased as
utility prices rose, stimulating some support for
proposals to lower the state’s utility tax.! This
section of the paper conducts a comprehensive
comparison of utility receipts taxation across
states and finds that Illinois does have one of
the highest utility tax levels in the country.

Interstate comparison of public utility
taxation is complicated because utility receipts
are covered under different types of 1axes across
states, Many states levy a separate tax on
public utilities as Illinois does, while others tax
utility receipts under their general sales taxes.
There are twenty-two states which cover utility
receipts under both a sales tax and a separate
utility excise tax. Furthermore, in many states
public utility receipts are taxed at the local
level under general sales taxes or selective util-

ity excise taxes. The economic effects of these
different forms of utility taxation should be
very similar.  For this reason, our utility tax
comparison includes all taxes which apply to
public utlity receipts or sales at the state and
local levels.

There 1s also substantial variation across
states in the type of utility service covered and
the basis of taxation. Most often, utility taxes
are imposed on utilities’ gross receipts, but in
a few states they apply to units of service sold,
miles of line for transportation utilities, or miles
of poles for telephone companies. To simplify
our comparison of utility tax levels, we tocus
on the total revenues collected by such taxes in
each state.”

It is not enough to compare utlity tax
collections across states, however. The relative
level of utility taxation in each state is best in-
dicated by revenue measures that correct for
differences in state size and taxable resources.
Our interstate comparison is based on four such
measures: the ratios of utility tax revenues to
state general revenues, population, income, and
total utility sales. The top ten states according
to each measure in fiscal 1982 are shown in
Table 2. Illinois ranks very high by each of
these criteria.

Table 2
Ten states with highest levels of public utility taxation
according to four measures, fiscal year 1982

Revenues as a
percent of state
& local own

source general Revenues
revenue per capita
Florida 5.3% New York $103.79
New Jersey 5.2 New Jersey 89.51
Illinois 5.1 Illinois 77.77
West Virginia 5.0 Hawaii 75.85
Missouri 4.7 Florida 69.76
New York 4.6 Connecticut 69.51
Alabama 4.3 West Virginia 65.71
Connecticut 4.3 Arizona 61 ,771
Arizona 4.1 Rhode Island 56.46
Hawaii 4.0 Pennsylvania 55.53
50-state mean 25 50-state mean 38.57
std. dev. 18 std. dev. 22.99

Revenues as a
percent of
standard base

Revenues
per $1,000
personal income

New York $9.05 New York 12.7%
West Virginia 7.82 New Jersey 9.2
New Jersey 7.40 Hawaii 8.3
Hawaii 6.87 West Virginia 8.18
Florida 6.84 Florida 8.18
Minois 6.70 Washington 8.17
Arizona 6.33 Connecticut 8.1
Alabama 6.27 lilinois 7.61
Missouri 5.631 Rhode Island 75
Rhode Island 557 Missouri 6.9
50-state mean 3.82 50-state mean 45
std. dev. 212 std. dev. 2.7

1 ; y . )
Rhode Island’s tax revenues are understated because information on revenues from taxation of public utility receipts under the state
sales tax was not available. This understatement is probably small because Rhode island’s state sales tax does not apply to residential

or manufacturing purchases of public utility services.



Figure 2

State and local utility tax effort by state -1982

top ten states

The first measure indicates the impor-
tance of uulity taxes to state and local govern-
ments by their contribution to state and local
own source general revenue (column 1).
[linots 1s third among states with 5.1 percent
of all state and local tax revenues contributed
by utility taxation. The two states which lead
the list outrank Illinois only slightly. Utility
tax revenues contributed 5.3 percent of state
and local own source general revenue in
Flonda and 5.2 percent in New Jersey.

Measures of utility tax revenue per capita
and per $1000 of personal income (columns 2
and 3) are used (o estimate the burden of utility
taxation on state residents. Illinois utility taxes
rank third in the country on a per capita basis
and, because of high personal incomes in the
state, sixth in utlity tax revenue per $1000 of
personal income. These ratios suggest that
utility tax burdens on Illinois taxpayers are
higher than in most states, assuming the taxes
arc borne tully by state residents.

Finally, we measure tax collections rela-
tive to the expenditure on utility services in the
state (column 4).' This measure reflects the de-
gree to which each state employs the taxable
base, utility consumption, as a tax source.

other above average states

below average states

Comparisons using this “tax effort” or eftective
rate correct for the fact that uulity consump-
ton varies across states due to industry mix,
climate, and proximity to energy sources. [If
utility taxes are largely passed forward to final
customers, this measure estimates the extent to
which the taxes raise utility prices,

Illinois ranks eighth in the nation ac-
cording to this measure, with an effective tax
rate of 7.6 percent compared to a 4.5 percent
50-state average. The fact that Illinois ranks
a little lower according to the tax effort index
suggests that its taxable base of utility sales
slightly exceeds that of the other high utility
tax states.

Figure 2 compares the utility tax effort
levels of all 50 states. High utility taxes appear
much more prevalent in the eastern half of the
country. Of all the midwestern states, Illinois
has the highest utility tax effort, though it is
closely followed by Missouri.

The four tax level measures all indicate
that the [llinois utility taxes are among the
highest in the nation. Such high utility taxes
might have adverse effects on business expan-
sion and income distribution in the state. A
further concern is whether the tax is a reliable



source of financing for government services
through economic upturns and downturns.
The following sections consider the implications
of the Illinois public utility taxes for economic
development, utility consumers, and state-local
governments.

Implications for economic development

The relatively high utility tax levels in
[llinois may adversely affect economic growth
in two ways. First, the tax may raise utility
prices relative to other production inputs so
that businesses will substitute other inputs for
the taxed utilities. This use of resources will
be less efficient because it is not based on prices
that reflect the true scarcity of inputs. Second,
it the tax raises industrial utility prices in
Illinois relative to those in other states, 1t may
discourage energy-intensive industries from lo-
cating or expanding in Illinois.

Utility taxation and resource use. The
Illinois sales tax does not cover sales of inter-
mediate goods used in production, including
utility services.” However, the Illinois utility
excise taxes cover both commercial and indus-
trial sales. As a result, firm decisions concern-
ing choice of input mix and production method
are affected by the uneven tax covcrage of in-
puts. To the extent that utility taxes raise the
price of utilities relative to substitutes, pro-
duction choices are based on prices that do not
reflect the scarcity value of alternative inputs.
The use of utility services is discouraged in fa-
vor of substitute inputs to production.

This effect may be partly offset by Illinois
sales taxation of the closest substitutes to gas
and electricity, such as fuel oil and coal
Illinois levies a sales tax on these products at
an identical five percent rate so that production
choices between alternative fuels are not neces-
sarily distorted because taxes raise fuel prices
proportionately. Local tax treatment of alter-
native fuels, however, is often more diverse be-
cause local sales taxes in Illinois seldom exceed
one percent while municipal utility taxes are
often higher.

The taxation of utility inputs to pro-
duction also results in inordinate tax burdens
on those goods, both final consumer and inter-
mediate producer goods, that use utility ser-
vices intensively in their production process.
This leads to multiple taxation and the upward

skewing of prices of certain final goods. These
goods are taxed once under the utility tax be-
cause final prices reflect embodied taxed utility
services, and they are taxed once again by the
retail sales tax. In the case of final consumer
goods, utility-intensive product prices and the
attendant consumer choices are thus distorted.
Similarly, prices of utility-intensive intermedi-
ate goods in production reflect utility taxation
so that firm choices among production methods
are also affected.

Utility taxes and investment. An additional
concern is that utility taxes may discourage in-
dustry from locating or expanding in Illinois
by ultimately raising utility prices and total
production costs In comparison to neighboring
regions. Because utility costs account for a
small share of production cost for most indus-
tries, wide utility price disparities across lo-
cations are necessary to generate significant
regional differences in profitability and hence
to affect location or investment decisions.

Total gas plus electric cost per dollar of
value added in manufacturing provides one
measure of the importance of utility costs to
Illinois industry. As Table 3 shows, utility costs
are not a large cost component for most Illinois
manufacturers. In 1980, total manufacturing
outlays on utility services amounted to only
four percent of value added. Only one major
Illinois industry, primary metals, consumed gas
and electricity at far above the average for all
manufacturers. Other industries reported out-
lays on utilities in the one to six percent rangc.

The extent to which Illinois utility taxes
increase utility prices can be estimated by ul-
ity revenues as a percent of utlity sales for all
end uses (Table 2, column 4). This measure
ylelds an average potential tax-induced price
hike assuming that taxes are largely passed
torward in utility prices. Here we find that, on
average, state and local tax policies in Illinois
tend to raise utility prices three percent above
the 50-state mean and approximatecly seven to
eight percent in relation (o low tax states.”

For industrial prices specifically, these es-
timated price add-ons understate the potential
price markup because many states exempl na-
tural gas and electricity, along with other fuels,
that are used directly in industrial production
(Figure 3). Thirty states, including Illinois. tax
industrial gas or electricity sales under a selec-
tive utility tax. Thirty states levy a sales tax



Table 3
Energy utility costs (natural gas plus electric)
as a share of value-added in manufacturing
for illinois and U.S.—1980

Utility cost/
value added
U S. inois
( ercent)
SIC 20 - Food and kindred products 3.9 4.4
SIC 21 - Tobacco manufacturers 11 —
SIC 22 - Textile mill products 5.9 —
SIC 23 - Apparel and other textile 1.4 1.5
SIC 24 - Lumber and wood prods. 35 —
SIC 25 - Furniture and fixtures 1.9 2.2
SIC 26 - Paper and allied prods. 9.0 47
SIC 27 - Printing and publishing 1.2 1.4
SIC 28 - Chemicals and allied prods. 9.5 5.2
SIC 29 - Petroleum and coal prods. 144 —
SIC 30 - Rubber, misc. plastics 4.8 58
SIC 31 - Leether and leather prods. 1.7 —
SIC 32 - Stone, clay, glass prods. 10.5 —
SIC 33 - Primary metals 14.4 15.5
SIC 34 - Fabricated metal prods. 2.8 3.2
SIC 35 - Machinery, except elec. 1.7 2.0
SIC 36 - Electric, Electronic equip. 1.9 2.0
SIC 37 - Transportation equip. 21 1.8
SIC 38 - Instruments, refated prod. 1.2 1.8
SiC 39 - Misc. manu. prods. 1.7 1.9
All manufacturers 4.7 4.0

SOURCE: U.S. Department of Commerce, Annual Survey of
Manufacturers, May 1984,

on gas or electricity sales; however, 19 of those
cither exempt or partially exempt industrial
fuel use. Due to this widespread exemption
practice, the U.S. average utility tax on indus-
trial utility sales likely falls short of the 4.5
percent mean measured over all end uses re-
ported in Table 2. Accordingly, the Illinois 7.6
percent markup from gross utility receipts tax-
ation looms somewhat larger in comparison.

Industrial uulity tax differences are par-
tcularly notable in relaton to neighboring
states. The state sales taxes in the nearby states
of Towa, Michigan, and Indiana cover utility
sales but exempt gas and electricity used in in-
dustrial production. The Kentucky and
Missouri sales taxes offer partial exemptions to
one or more utility services (Figure 3). Uulity
price differences among neighboring states are
expected Lo be tmportant to business location
choices because other factor costs, such as labor
and wtransportation, often diverge less within
the same general region.

These tindings notwithstanding, utility
taxes alone probably cannot cause price dis-
parities large enough to significantly aftect in-
vestment decisions in Illinois because utility

costs remain a lesser cost consideration in pro-
duction. However, utility tax reform can con-
tribute to a broader set of policies intended to
maintain competitive utility prices in Illinois.
Such policies could improve the state’s business
climate if utility prices greatly were to exceed
those in neighboring states and regions.

Industrial gas and electricity prices in
Illinois exceeded the national average and
those in most neighboring states in 1981 (Table
4). Illinois natural gas prices compared maore
favorably than electricity prices to prices in
neighboring states and the national average.
Gas prices in some parts of Illinois, such as the
Chicago area, benefit from regulated contract
prices on older vintage natural gas wells under
the Natural Gas Policy Act of 1978. However,
as these particular reserves of natural gas are
exhausted over time, Illinois natural gas prices
may rise relative to prices in other states.

Electricity pricm in Illinois were much
greater than those in most neighboring states
and the nation in 1981. This tl(Llrl(ll\ price
differential did not change significantly in the
pertod from 1974 to 1981. However, the am-
bitous nuclear program in Illinois may widen
these price differences further in the near future
as the costs of t‘mnpl(‘ll‘d nuclear power plants
are passed along in customer billings. As of
March, 1985, four nuclear power plants in
Illinois remain under construction.

In summary, although utility prices in
Illinois are not now critically out of line with
other regions, utility prices, especially electric-
ity, are higher than those in neighboring states,
and they could increase further in coming
years. Retrenchment of utility taxation on in-
dustrial and commercial use cannot, by itself,
lower comparative utility prices to a degree
that would significantly encourage economic
development. However, if Illinois utility prices
become uncompetitive in coming years, utility
tax reform may grow increasingly attractive
when packaged with other price containment
policies.

Implications for residential consumers

In addition to its potential impact on
business development, the Illinois public utility
tax may also influence the consumption pat-
terns and welfare of residential uulity custom-
ers. We find little indication that the utility tax
does alter consumer behavior, but there is sub-



Utility taxation in Seventh District states”

Gross receipts tax

Sales and use tax

Major sales Effective
State Local State Local tax exemptions tax rate
lllinois 5% 0-5%"" X no sales tax coverage 7.6
of utilities
Indiana X X 5% gas and electricity used 2.3
in industrial processing
lowa X X 4% gas and electricity used 2.4
in industrial processing
Michigan X 5% 4% gas and electricity used 2.7
in industrial processing
Wisconsin rate X 5% gas and electricity for 5.7
varies both residential and

agricultural use from
November to April.

“Utilities taxes in all the Seventh District States cover natural gas, electricity, and intrastate message receipts. Some also

include sales by water, steam, and car line companies.

“*The City of Chicago effectively taxes gross receipts at 8 percent.

X—means the tax does not apply to utility receipts.

Utility taxation practices vary widely
among Seventh District states. In Illinois,
utility receipts are taxed at both the state
and local levels. Taken together, these
taxes cover the estimated utility tax base
at a 7.6 percent rate, which exceeds the
4.5 percent for all states. In addition to
the five percent state tax on gas, electric-
ity, and intrastate messages, approxi-
mately 230 Illinois municipalities (18
percent) tax one or more utility services
at rates up to five percent. The City of
Chicago taxes utility receipts at an eight
percent rate through a combination of
business franchise and gross receipts taxes.

Wisconsin also taxes utility sales at
an effectve rate greater than the national
average. This is accomplished through a
combination of utility gross receipts taxa-
tion and state sales tax coverage of utility

services.  Wisconsin is the only Seventh
District state to target tax relief to resi-
dential consumers by exempting home
utility sales from taxation during the cold
weather season.

The states of lowa, Indiana, and
Michigan share similar utility tax levels
and administrative practices. Their state-
local tax effort, at approximately two and
one-half percent of uulity sales, falls below
the national average. In practice. these
states include utility services in their state
sales taxes but exempt fuel used in indus-
trial processing. At the local government
level, the city of Detroit alone imposes a
sales-type tax on utility services. This is
achieved by a five percent levy on gross
receipts which 1s earmarked for wage and
salary disbursements to Detroit policemen.



State government taxation of utility services (a_g;r'ns or electric)
used by industrial customers - 1983

neither tax public utility

5',,/

4

general sales both taxes

% partial exemption or lower rate under sales tax

stantial evidence that the tax alters the distri-
bution of income in the state by falling more
heavily on low income households.

Utility taxes and consumer prices. Utility
taxation can influence consumption behavior if
it changes the relative prices of consumer goods
and services. Therefore, the utlity tax must
be compared with other consumer taxes, par-
ticularly state and local sales taxes, which affect
the prices of non-utility goods and services.

The State of Illinois 1mposes a sales tax
of five percent on the purchase and use of tan-
gible property. This sales tax base is narrower
than in many other states because it excludes
services and utility sales. The Illinois state
public utility tax effectively broadens the base
of consumer taxation at the state level by tax-
ing residential utility sales at a five percent rate.
Since the utility tax increases the number of
consumer purchases taxed at five percent, it
generally enhances the consumer price neu-
trality of the state tax system.

The neutrality of utility taxation at the
state level 1s not always achieved at the local
level in Illinois. Many municipalities impose
utility tax rates that exceed or fall below the

local sales tax rate. The City of Chicago is an
extreme example for it imposes an eight percent
tax on utilities and a two percent tax on gen-
eral retail sales. In the absence of other offset-
ting government policies, this can be expected
to raise Chicago utility prices relative to other
consumption goods.

The equity of utility taxation. A more seri-
ous concern about the Illinois utility taxes is
that their burden may fall inordinately on
low-income households. If low-income people
spend a greater share of their income on utili-
ties, the utility tax will take up a greater share
of their income. Such a tax is called a regres-
sive tax and is often considered inequitable be-
cause it redistributes income away from
low-income people.

The Illinois state public utility tax does
appear to be highly regressive. Because the
utility tax is proportional to total utility ex-
penditure, the equity of the tax can be inferred
from the schedule of utility expenditure by in-
come level. Figure 4 shows that in Illinois
spending on natural gas and electricity as a
share of household income declines dramat-
ically as income rises. Households with the



Table 4
Average cost of natural gas and
electricity delivered to manufacturers
1974 to 1981

Ratio of
Illinois price
to other regions

1974 1981 1974 1981

Natural gas ($/mcf)

llinois .80 3.47 1.00 1.00
U.s. .68 3.20 1.17 1.08
Neighboring states
Indiana 72 3.05 1.1 1.14
lowa 64 3.01 1.25 1.156
Kentucky .70 3.26 1.14 1.06
Michigan 92 3.62 .87 .96
Missouri .65 3.32 1.23 1.05
Wisconsin .80 3.84 1.00 .90
Electricity (¢/kwh)
Iinois 1.6 4.6 1.00 1.00
U.s. 1.4 3.8 1.18 1.19
Neighboring states
Indiana 1.2 3.5 1.36 1.30
lowa 1.6 3.8 1.05 1.21
Kentucky 9 3.2 1.77 1.42
Michigan 1.8 4.8 9N .95
Missouri 1.4 3.5 1.13 1.31
Wisconsin 1.7 3.9 .96 1.18

SOURCE: U.S. Department of Commerce, Bureau of the Cen-
sus, Annual Survey of Manufacturers 1974 and 7982 Census
of Manufacturers.

highest ten percent of income had a ratio of
utility expenditure to income that was less than
one-tenth the ratio for households with the
lowest ten percent of income.

The utility expenditure rate declines very
steeply at the beginning of the schedule, par-
ticularly over the first three income deciles.
Over 25 percent of money income was spent
on gas and electricity in those households in the
lowest decile in 1979.  The second income
decile paid slightly less than 12 percent and the
third decile paid less than eight percent of in-
come on utilities.

In addition, there is evidence that uulity
taxation has become more regressive since the
early 1970s. This trend can be most easily
demonstrated by the change in income
elasticity of utility expenditures over ume. The
elasticity measure summarizes tax regressivity
by computng the ratio of the percentage
change in utlity expenditure to the percentage
change in income level. Since the utility tax is
directly proportional to utlity expenditures,

the income elasticity of the tax is identical to
the elasticity measure for total utility expendi-
tures. An elasticity estimate less than one in-
dicates that the tax is regressive because the tax
burden does not rise proportionately with in-
come. An elasticity estimate greater than one
suggests that the tax is progressive because it
rises more rapidly than income.

We estimate the income elasticity of util-
ity expenditure from data on consumer spend-
ing in the Central Census Region for 1972-73
to be 0.39.” This low elasticity measure rein-
forces our conclusion that the Illinois tax 1is
highly regressive. By 1980-81, the region’s in-
come elasticity estimate had fallen to 0.17, in-
dicating that utility taxation had grown even
more regressive.

This increase in the regressivity of utility
taxation appears to be due to the slower ad-
justment by low income households to the real
increase in energy prices that occurred in the
1970s. The quadrupling of world oil prices,
accompanied by rising prices of associated fu-
els, sparked a significant investment in
weatherization improvements in the household
sector. Construction methods were also modi-
fied to increase the efficiency of residential en-
ergy use. However, low-income households
apparently did not keep up with the pace of
improvement in energy efficiency. There 1s
evidence that housing occupied by low-income
families was weatherized less often during the

percent of income
30
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1970s  than the housing of high-income
people.” As a resul(, utility consumption, and
utility tax payments, as a percent of income,
grew more rapidly for low-income households
across the nation as energy prices rose. Thus,
there is strong evidence that the portion of the
Hlinois utlity tax that falls directly on residen-
tial customers is highly regressive and that its
regressivity increased during the recent period
of rapidly rising energy prices.

The equity of the utlity tax that is levied
directly on commercial and industrial utility
customers is much more difficult to measure
because 1t 1s not clear who actually pays the
tax. The incidence of nonresidential utility
taxcs will depend on the income levels of the
customers who ultimately pay the taxes
through the prices of final goods and services.
While the actual tax incidence is very difficult
to measure, the nonresidential component of
the utility tax is most likely less regressive than
the residential component because household
utility services are more concentrated in low
income budgets than are general household
expenditures.’

Residential exemptions. Since the late
1970s, many state governments have sought to
reduce the regressivity of utility taxation by
specifically exempting household consumption
from the tax base. In the vast majority of cases,
these exempuons have applied to sales taxes
rather than selective utility excise taxes such
as the Illinois utility tax. In a few states, resi-
denual uulity sales are sull taxed at the local
level even though they have heen exempted
under the state sales tax.

Of the 47 states which have sales taxes 31
cover some or all uulites and 30 of these cover
gas or clectricity. Seventeen of these 30 states
provide somc type of exemption for utility ser-
vices, primarily gas or ¢lectricity purchased by
residential users (Figure 5). Delaware 1s the
only state that exempts residential utility sales
under a sclecuve utility excise Lax.

The exemption of residential utility sales
has clearly accelerated during the past decade
of rising fuel prices. Virtually all of these ex-
empuons have been enacted since 1974, many
within the past five years, in attempts to soften
the consumer burden of rising energy prices.

Illinois has not participated in the recent
movement toward residential exemption, and
as a result Jow income households in the state

clearly bear an inordinate share of the rising
utility tax burden. Relatively high utility taxes
in [llinois, and particularly in Chicago, inten-
sify concerns over the fairness of this tax. As
most economic analysts believe that income
redistribution programs are best handled at the
federal level, it is questionable whether state-
local tax structure design should be dominated
by equity concerns. However, if state legisla-
tors perceive that the federal government is not
accounting for the detrimental effect of rising
energy prices on the peoor, state-local utility tax
reform is an alternative policy course.

Implications for government

Finally, the advantages and disadvan-
tages of the rapidly growing Illinois utility tax
should be considered from the point of view of
state and local government administration.
From this perspective the tax scores fairly well.
The cost to governments of administering the
tax and the cost to taxpayers of complying with
it are low. In addition, utility taxes are a rea-
sonably reliable revenue source, for they dis-
play only a moderate level of sensitivity to the
business cycle.

Administration and compliance costs.
The cost of coliecting the utility tax is low be-
cause the number of collection points, the
public utility companies in the state, is very
small. Moreover, the extensive recordkeeping
required of regulated utilities facilitates the au-
diting of revenues for tax purposes. There are
no extra costs of tax compliance on the
taxpayers’ side because utility customers usu-
ally pay the taxes along with their utility bills.

Local sales taxes on utlity services are
usually administered and collected by the state
along with the state sales tax where the local
sales tax base includes utlities. This practice
lowers the cost of tax administration because 1t
requires little duplication of facilities.

Utility taxes and fiscal stability. Another
major consideration for state and local govern-
ments is the stability of tax revenues with re-
spect  to changing economic conditions,
particularly swings in national economic activ-
ity. Extreme tax revenue volatility can be
costly. Many state governments borrow to fi-
nance long-run capital expenditures and to
meet very short-term deficits.  Borrowing to
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meet unexpected shortfalls in revenues from
cyclically sensitive taxes raises costs to state
governments, especially during periods of high
interest rates. And insofar as most state gov-
ernments are prohibited from running operat-
ing deficits beyond their fiscal years, revenue
shortfalls during periods of recession often
prompt legislatures to enact new taxes or pro-
gram cutbacks in a haphazard manner. Tax
and spending changes designed in haste may
include poorly conceived features that are not
always revised during the subsequent economic
recoveries.

Assuming that interactions between the
stability of various taxes are negligible, the
Illinois utility tax’s contribution to the cyclical
sensitivity of the tax system can be assessed by
comparing the stability of the utility tax to that
of other major taxes. Our analysis focuses on
the state utility tax, but we expect the behavior
of local utility taxes in Illinois to be very simi-
lar. We find that the three components of the
Illinois state utility tax contribute very different
amounts of business cycle sensitivity to state tax
revenues. However, the cyclical behavior of
combined total utility tax revenues does not
sharply differ from that of other major state

partial exemption for
residential services

total exemption for
residential services

taxes so that broad-based utility tax abatement
would not radically change the stability of the
Illinois tax system.

In order to estimate the cyclical scnsitiv-
ity of the utility tax, we must hold the influence
of many noncyclical factors constant. The
weather is the strongest noncyclical influence
on utility tax revenues. Changesin the tax rate
or base can produce dramatic shifts in tax rev-
enues. Movements in relative utility prices also
have a powerful independent effect on the
growth in real utility tax revenues.

We estimate the stability of the utility tax
by regressing quarterly real tax receipts on
quarterly real income in Illinois and on the
aforementioned noncyclical factors which are
thought to affect tax revenue variation.'” The
stability of the tax, or its elasticity, is indicated
by the coefficient on the real income variable.
Since the regressions are specified in logarith-
mic form, the income coefficient measures the
percent change in real tax revenues in response
to a one percent change in economic activity.

Separate equations for electricity, natural
gas, and message tax revenues are specified to
provide an understanding of the behavior of the
three components of the utlity tax. These



equations are first estimated using quarterly
data from the third quarter of 1962 through the
second quarter of 1983. The results are com-
pared to the estimates of a similar equation for
the state sales tax. The four equations are re-
estimated over a shorter sample beginning in
the fourth quarter of 1969 so as to allow com-
parison with the state individual income tax
which was enacted in 1969.

Stability estimates from the full sample
indicate that the elasticity of real tax revenues
with respect to real income is very different for
the three components of the utility tax (Table
5). Real electricity revenues have a high real
income elasticity of 2.38. Message revenues
appear to be very stable with a real income
elasticity of 0.65. The natural gas elasticity of
1.22 indicates that revenues from this portion
of the public utility tax are moderately sensitive
to economic conditions. The sales tax revenues
also display a moderately sensitive elasticity
estimate of 1.30.

The cyclical sensitivity of the total public
utility tax is esumated by averaging the rcal
income elasticities of the threc components
weighted by each component’s average share
of total uulity tax revenue. This weighted av-
erage utility tax elasticity is 1.59, which exceeds
the estimated sales tax elasticity. However, the
difference is not large enough to suggest that
the overall utility tax is much less stable than
the sales tax. The fact that both elasticities are
greater than one suggests that the public utility
tax and the sales tax are fairly sensitive to cy-
clical changes in the state’s economy.

The regressions estimated over the shorter
sample period have fairly similar results. The
major difference is that the real income
elasticity estimated for gas tax revenues is very
low (0.48) and statistically insignificant. This
may be because the period of natural gas
shortage in the 1970s makes up a substantial
portion of the shorter sample. When gas con-
sumption 1s limited by supply, the effect of in-
come on consumption is not likely to be very
strong. L'herefore, it is not surprising that the
income eclasticity estimate for gas is low and
insignificant in the shorter period.

The other income elasticity estimates dif-
fer somewhat from the estimates in the full
sample, although their ranking remains the
same. The low income elasticity for natural gas
pulls the weighted average elasticity for the
total public utility tax down to 1.14 in the
shorter sample. This is lower than the esti-
mated real income elasticities of 1.53 and 1.68
for the sales and individual income taxes.
However, because the weighted average
elasticity for the total utility tax may be unu-
sually Jlow over this period, we do not reverse
our conclusion from the full sample that the
cyclical sensitivity of the utlity tax is fairly
similar to that of the sales tax. The fact that
the income elasticities of the income tax and
the sales tax are close suggests that, under
normal market conditions, the stability levels
of the utility tax and the income tax may also
be similar.

The public utility, sales, and individual
income tlaxes each contribute a maoderate

Table 5 )
Cyclical stability of lllinois state tax revenues

1962 Q3 -1983 Q2

1969 Q4 - 1983 02

Real

income

elasticity

Public Utility Tax

Electricity 2.38
Natural Gas 1.22
Messages .65
Sales Tax 1.30

Individual income Tax

95% Real 95%

confidence income confidence

interval elasticity interval
1.95to 2.81 1.92 1.531t0 2.31
19 to 2.25 48 —.96 to 1.92
.36 to .94 53 14 to .92
1.16 to0 1.44 1.63 1.24 t0 1.82
1.68 .95 to 2.41

Cyclical stability is estimated by the partial elasticity of real tax revenues with respect to real income. For complete regression esti-
mates see Diane F. Siegel and William A. Testa, "Taxation of Public Utility Sales in Illinois” (Regional Working Paper, Federal Reserve

Bank, Chicago, 1985).



amount of instability to the Illinois state tax
system. Their behavior is not different enough
to suggest that altering the relative levels of the
three taxes would radically change the overall
sensitivity of the state’s real tax receipts.
However, the three components of the utility
tax do react very differently to cyclical changes
in the state’s economy. Thus, any restructuring
of the utility tax could alter the stability of total
utility tax revenues.

Conclusion

Given the offsetting advantages and dis-
advantages of the Illinois utility taxes, outright
elimination or comprehensive reduction of
utility tax rates is an undesirable path of re-
form. Utlity taxes are an attractive revenue
source for state and local governments because
the costs of administration and taxpayer com-
pliance are very low. Furthermore, the cyclical
sensitivity of state utility tax revenues is not
substantially different from that of revenues
trom other major state taxes.  High utlity
taxes in Illinois may be detrimental to the
state’s business climate because of their con-
tribution to the relatively high utility costs in
the state. However, as yet, utility prices do not
appear to be critically higher than other re-
gions and utility taxes contribute only a modest
amount to total utlity price. The case for
lowering the utility tax on industrial and com-
mercial use is thus not overwhelming, although
such a policy 1s an option for state lawmakers
it the uulity price disadvantage in Illinois
grows larger.

The policy trade-offs concerning the util-
ity tax on residential sales are much sharper.
The tax is very burdensome to low-income
households, and it has grown more so over the
past decade of rising energy prices. Yet, the tax
is distributed more in proportion to income for
middle and upper income consumers and it has
a fairly neutral intfluence on overall consumer
purchase decisions. Tor this reason, policy-
makers should consider those reforms that tar-
get tax reliet to the lower end of the income
distribution where utlity taxes are the most
regressive,

In 1984, several bills were introduced into the
Winois General Assembly which would lower the
state public utility tax in some way. The two that

attracted the most support were a proposal to cut
the state utility tax rate in half (an amendment to
H.B. 1736) and another proposal, sponsored by
Rep. Tom Homer (D., Canton), to levy the tax on
units of utility consumption rather than gross utility
receipts (H.B. 2442). An advisory referendum in
support of the bill to halve the tax rate passed in
75 communities in the March 1984 primary. That
bill was later changed to support a consumption-
based tax at slightly lower rates than proposed by
H.B. 2442. Neither bill made it out of committee
during the 1984 legislative session.

In 1985, the Homer bill was introduced as
H.B. 18 in the House and S.B. 334 in the Senate.
The House Revenue Committee passed  an
amended version of the bill. The amendments
raiscd the rate slightly; removed payments for ser-
vices rendered, including minimum service charges,
from the definition of gross receipts; and required
that cach customer be taxed at the lower of the
consumption-based rate and the five percent rate.
An amendment to S.B. 334 replaced the Homer
proposal with a requircment that utility receipts be
taxed at a rate sct each vyear to insure that
projected tax receipts equal the revenuc collected
in fiscal 1985. At the time this article went to press,
H.B. 18 had passed in the House and S.B. 334 had
passed in the Senate.

? State and local public utility tax revenuc data
were obtained from the Bureau of the Census.
State sales tax revenues from public utilities were
collected directly from the state revenue depart-
ments. Data on local sales tax revenues from public
utilities arc not available from the Bureau of the
Census or from state revenue departments, so they
were estimated from information on state sales
taxes.

Own source general revenue is the revenue raised
directly by the government through taxes and user
fees.

* The standard base measure used is the sum of
total revenues from sales of electricity, natural gas,
and telephone services. The telephone revenues are
cstimates of sales of local telephone services in cach
state. This method understates the telephone rax
base for those states that tax intrastate long dis-
tance calls or interstate messages.

> Along with most other states, [llinols exempts
sales for resale along with tangible personal prop-
crty that becomes a constituent part of another
product under its state sales tax. In rccent vears,
the sales tax has become more consuraption-
oricnted by exempting manufacturing machinery
and cquipment along with farm machinery and
equipment exceeding $1000 in valuc.

® Public utilitics and other firms pay a wide range
of state-local taxes including property, corporate
income, unemployment insurance, and other taxes.



While favorable tax administration on these tax
bases may tend to offset high gross receipts taxation
in Illinois, evidence to date suggests that public
utilitics in Illinois pay above-average taxes in other
guises as well.  Sce Donald J. Reeb and Eliot T.
Howe, “State Taxation of the Public Utilities In-
dustry: The Need For A Theory”, Proceedings, Na-
tional Tax Association Tax Institute of America,
1983, pps. 72-75.

” This analysis is based on summary data from the
Burcau of Labor Statistics, Consumer Expenditure
Survey, which precluded state-specific estimation.
The rclation generally holds true for other Census
regions. For a complete description sec Diane F.
Sicgel and William A. Testa, “Taxation of Public
Utility Sales in Tllinois” (Regional Working Paper,
Federal Reserve Bank of Chicago, 1985).

¥ Raymond J. Struyk, “Home Energy Cost and the
Housing of the Poor and the Elderly,” in Anthony
Downs and Katherine L. Bradbury, eds., Energy
Costs, Urban Development and Housing (The Brookings
Institution, 1984).

% Some studies have indicated that high income
households consume a greater share of those items
that embody high energy usage in their production
process. These findings imply that a tax on house-
hold utility fuels alone falls more heavily on low-
mcome houscholds than broad-based energy taxes.
For example see R.A. Herendeen, “Affluence and
Energy Demand”, Mechanical Engineering, October,
1974, pps. 18-22.

10 o
A complete description of the tax revenue re-
gression equations is given in Diane F. Siegel and

William A. Testa, ibid.





