


NOTES ON UTILITY USERS TAX

Utility users' taxes represent 14.1 % of General Fund revenues in the
2007-08 Proposed Budget. The City imposes taxes on users of natural gas,
electricity and telephone services within the City's limits. The tax is 10% of utility
charges, with the exception that the rate for electricity for commercial users is
12.5%. The utility users' tax was established in 1967; these tax rates have been
in effect since July 1983.

An exemption from the utility users' tax is available to senior citizens over
the age of 62 and to disabled individuals, provided that the combined adjusted
gross income of all household members is below $27,700. As provided by the
State Constitution, insurance companies are exempt from the tax. In addition,
county, state, federal and foreign governments within the City are not subject to
this tax, as the City has no authority to impose a tax on these entities.
Exemptions account for approximately 10% of the total tax base

Utility tax receipts can be volatile, as they reflect not only power, gas and
telephone rates, but also business activities and changing technologies. Both
electricity and natural gas sales are sensitive to weather (warm winters and cool
summers reduce demand).

The largest component of the City's current utility users' tax revenues is
the tax on telephone use. The City's telephone users' tax revenue for FY2007-08
is projected to be $270 million or about 6 percent of the General Fund revenue.
Changing technologies in the telephone marketplace, such as the shift to
wireless telephone and Voice-over-Internet services, and various legal
challenges have created uncertainties to this portion of the utility users' tax.

Certain actions at the federal level may have a negative impact on the
City's collection of taxes on telephone use. On May 25, 2006, the U.S. Treasury
Department, in response to a series of appellate court losses, announced it is
conceding a series of legal disputes over the federal excise tax ("FET") on long­
distance telephone service. These appellate court decisions held that a
telephonic communication for which there is a toll charge that varies with elapsed
transmission time and not distance (time-only service) is not taxable as toll
telephone service as defined in the FET. As a result, amounts paid for time-only
service, as such service is most-commonly billed today, were found not to be
subject to the tax. The Internal Revenue Service has ceased collecting the FET
on long distance service, and will issue refunds of the FET on long-distance
service for the past three years. In addition to ending the litigation, the Secretary
of the Treasury announced that he will call on Congress to terminate the
remainder of the FET altogether by repealing the excise tax on local service as
well.

The City's tax ordinance, like those of many other local telephone user
taxes, references the FET's exemptions. The City's ordinance states that the
telephone users tax "shall not be imposed upon any person for using telephone
communications services or teletypewriter exchange services, to the extent that
the amounts paid for such services are exempt from or not subject to the tax
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imposed under Sec. 4251 of Title 26 of the United States Code [the FET], as
such Section existed on November 1, 1967." The City is reviewing the
Department of Treasury's May 25, 2006 announcement, as well as IRS Notice
2006-50, 2006-25 I.R.B. 1141, issued in connection with this announcement, to
determine the effect of these changes on the application of the City's telephone
users' tax ordinance, if any.

The City has received one request for the cessation of the collection of the
telephone users tax on long-distance service where the charge varies only by
time and on charges for services where long-distance and local services are
bundled. This request was filed on behalf of a single resident of the City, and "all
similarly situated taxpayers in the City of Los Angeles," and also seeks a one- or
two-year refund. The City Attorney is considering the appropriate response to this
request, including whether to treat the request as an administrative claim as a
precursor to a class action lawsuit.

In addition, a portion of the City's telephone users' tax (that on wireless
telephone service) has been challenged under a Superior Court action entitled
AT&T Wireless et al. v. City of Los Angeles. Specifically, the case challenged the
City's request - as a result of other changes in federal law - that, effective March
2003, all wireless carriers collect utility users' tax on the calling portion of
wireless telephone bills regardless of whether they had previously collected the
tax on that portion of the bill. The suit alleges that the City's actions represented
a change in the taxing methodology for wireless phone calls, representing a tax
increase that required voter approval under Proposition 218. The judge in this
Superior Court case issued a writ of mandate and judgment requiring the City to
withdraw its request as to two cellular service providers and revert to prior
collection practices as to those carriers. The City has appealed, and the writ of
mandate has been stayed pending the appeal. Also, pending the appeal, the City
continues to collect these taxes as it has since 2003. The portion of the utility
users' tax that is derived from wireless telephone service is estimated to be $162
million (of the $270 million total telephone tax revenues) in the Fiscal Year 2007­
08.

Based on all of the above, the City is unable to establish a reliable
estimate of the potential revenue loss resulting from an adverse final judgment in
the AT&T Wireless case and current and pending changes in federal excise tax
practices. However, the City believes that a significant portion of the $270 million
telephone users' tax may be at risk. In addition, the City could be exposed to the
risk of having to make refunds of prior collections for a limited number of years.
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