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N e sy

EDERAL, STATE, AND many local governments
tax cell phone subscribers at a variety of rates
that almost always exceed tax rates on other
goods and services. In some states, consumers
now pay as much as a quarter of their total cell
phone service bills to government entities.! And some local
governments are aggressively increasing taxes and fees.?

There is no economic justification for these high tax rates:
reducing cell phone ownership is not a public policy goal, cell
phone use by one customer does not affect other customers
or other people, and these taxes fall disproportionately on
lower-income households. Governments at all levels should
bring cell phone taxes in line with taxes on similar goods and
services and avoid discriminatory taxes on new and emerging
wireless communication products.

THE STATE OF CELL PHONE TAXES

BOTH THE FEDERAL and state governments, as well as many
county and local governments, levy taxes on cell phone plans,
and the providers almost always pass these fees on to users.
On the federal level, one fee the government levies on telecom
providers finances the Universal Service Fund (USF). The
USF subsidizes telecom services for low-income households,
schools and libraries, and in high-cost areas. The USF rate
changes quarterly; it is currently 14.9 percent of interstate
end-user revenues.® Wireless customers pay a fraction of this
amount—currently 5.5 percent of a bill’s voice charges.*

State and local taxes vary widely in form and rate. The popu-
lation weighted average combined state and local tax rate is
11.21 percent, ranging from a low of 1.81 percent in Oregon
to a high of 18.64 percent in Nebraska.’ While many wireless
subscriber taxes are ad valorem taxes (that is, they are calcu-
lated as a percentage of the bill), others are excise or specific
duty taxes that levy a flat fee on each active cell phone line.
Examples include Virginia’s 75 cent E-911 fee and Baltimore’s
$4 per line fee.° Some of these taxes fund specific services,
such as 911 assistance or poison control centers; others go to
general funds.
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FIGURE 1: WIRELESS TAXES COMPARED TO OTHER SALES AND EXCISE TAXES”

Cellular Phones (voiscj?nly) 9.9% 15.4%
Gasoline 6.6% 10.7% 17.3%
Beer 1.8% 7.4% 9.2%
Cigarettes 29.4% 42.6% 72.1%
General Sales Tax 0.0% 6.83% 6.83%

Source: See endnote 7

Wireless taxes are particularly excessive compared with
many other federal and state excise taxes (see figure 1). Wire-
less subscriber taxes are on par with gasoline taxes, and the
national median rate imposed on wireless bills is more than
twice the national median rate imposed on general sales.

WHY CELL PHONE TAXES ARE BAD POLICY

CELL PHONE-SPECIFIC TAXES are bad policy for several rea-
sons. First, they violate the well-established principle of tax
neutrality, which holds that taxes should treat all economic
activities equally so that the relative consumption of goods
and services is not affected by taxes. The purpose of taxation
is to raise revenues for government functions, but taxes levied
on particular types of economic activity, such as cell phone
use, impact consumer behavior. Cell phone taxes cause con-
sumers who want cell phone service to lose value as they will
end up consuming less. This means that these special taxes
on cell phone subscribers are an inefficient way for govern-
ments to raise funds.?

Some economists recommend tweaking the principle of
tax neutrality through the Ramsey Rule, which in essence
holds that it is better to tax goods that consumers tend to
buy even when prices are increased (that is, goods that are
demand inelastic) because these taxes have the least impact
on consumer behavior. Econometric evidence suggests that
wireless phone service is elastic; that is, as prices go up, the
quantity demanded will decrease.” The growth in prepaid
wireless, where per month costs are typically lower than in
postpaid plans, is further evidence of consumers’ sensitivity
to prices.’?’And in a 2010 survey by the Pew Research Center,
only 47 percent of Americans said that a cell phone is a “neces-
sity,” ranking it below the clothes dryer and home computer.*
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The only other possible economic justification for taxing wire-
less subscribers at the rates that most states do is to intention-
ally reduce the number of consumers with cell phones. There
are two economic justifications for a tax that reduces con-
sumption: sin taxes, which are enacted specifically to discour-
age behavior that policy makers deem “sinful”;*? and Pigouvian
taxes, which are intended to address negative externalities like
air pollution. No serious case can be made for taxing wireless
service either from a sin or a Pigouvian framework.”

Second, cell phone taxes are regressive and disproportion-
ately affect lower-income users. While states may have
enacted wireless taxes when cell phones were luxury goods
owned only by the wealthy, today cell phone ownership is
widespread. The number of cell phones in use in the United
States has almost tripled since 2000." Cellular phones are fast
replacing traditional landlines; in 2009, 24.5 percent of house-
holds had only cell phones, and an additional 14.3 percent had
landlines but did most or all of their calling on cell phones."
Moreover, poor households are almost twice as likely as non-
poor households to have only cell phones.!* Consumers now
spend more money monthly on cell phone service than on
residential landlines.”

Congress has also made expanding access to broadband
Internet service a policy priority.”® But taxing wireless voice
products, which are frequently tied to Internet access, runs
counter to this policy goal. In May 2010, 40 percent of cell
phone users reported using cell phones to go online.” Eigh-
teen percent of African Americans and 16 percent of English-
speaking Hispanics reported only having access to the Inter-
net through their cell phones, compared with 10 percent of
whites; more than half of African Americans use their phones
to access the Internet.?




In short, cell phones have deeply penetrated American mar-
kets, but users are still sensitive to price changes. And cell
phones are not merely phones, but access points for wireless
broadband Internet, the expansion of which is a stated public
policy goal. Taxing cell phone users, then, is a deeply flawed
policy from the standpoints of both efficiency and equity, and
it runs afoul of other policy priorities.

POLICY IMPLICATIONS

BECAUSE TAXES ON cell phone subscribers are economically
inefficient, states should move quickly to reduce or eliminate
excise and other special taxes on cell phones. States should
embrace the principle of tax neutrality and levy rates on cell
phone plans that are equivalent to similar service subscriptions,
such as gym memberships or newspaper subscriptions. In many
states, this will mean eliminating wireless taxes altogether.

States should also resist the temptation to tax innovations
in non-voice wireless telephony, such as text messaging and
Internet services on cell phones, wireless broadband access
cards, tablets, and e-book readers connected to cellular net-
works. While these products do not allow traditional voice
calls, they typically do have phone numbers and could be sub-
ject to taxes. Such taxes would be inefficient, discriminatory,
and inequitable, not to mention detrimental to infrastructure
investment and consumer take-up.

Additionally, the federal government should examine ways
to phase out the USF charges levied on cell phone custom-
ers. The USF was started in the 1990s to help connect rural
areas and poor households with a phone network that was
still largely landline-based. Today, only about 14 percent of
its funds go to low-income programs; a majority of USF funds
support high-cost (that is, rural) subscribers, and high-cost
service subsidies are notoriously inefficient.”* There is little
evidence that the USF achieves its stated goals; to the extent
that it does, it is still economically inefficient.??

Congress and the FCC should either make the USF more effi-
cient or fund the USF with revenues with less deadweight
loss. For instance, MIT economist Jerry Hausman suggests
that revenues from spectrum auctions could be used to
advance policy priorities relating to increased broadband
Internet access.”

The best way to increase access to cellular telephony is to
lower prices, and eliminating the USF fee on cellular phones
is one easy way to do that. Taxing something in order to get
more of it defies economic logic.

To the extent that policy makers want to subsidize telephone
service to low-income and rural households and to schools
and libraries—the current objectives of the USF—they can

and should do that through general revenues, not earmarked
fees. Additionally, there is little economic logic to funding, for
instance, poison control centers through excise taxes, since
cell phone ownership does not encourage the poisoning of
third parties.

The world of wireless telephony is fast-growing and dynamic,
but consumers remain price sensitive. Cell phone taxes lack
any economic rationale and are counterproductive to other
policy goals. State and federal policy makers should aggres-
sively seek to reduce the tax burden on cell phone users and
absolutely avoid creating any new taxes, fees, or charges on
emerging communications products.

Such taxes would be inefficient,
discriminatory, and inequitable,
not to mention detrimental to

infrastructure investment and
consumer take-up.
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