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CITY OF LOS ANGELES
INTER-DEPARTMENTAL CORRESPONDENCE

Date: November 8, 2012

To: - Antonio R, Villaraigosa, Mayor
Herb J. Wesson, Council President and Chair, Rules, Elections and
Intergovernmental Relations Committee

| Oodd—
From; Miguel A. Santana, City Administrative Offacer
Gerry F. Miller, Chief Legislative Analyst

Subject  HALF CENT SALES (TRANSACTION) TAX BALLOT MEASURE (C.F. No. 13-
1100-56) |

Summary

On October 31, 2012, Council approved a motion directing the Offices of the City
Administrative Officer and Chief Legislative Analyst to feport to Council with an analysis of a
proposed half-cent sales tax baliot measure (C.F. No. 13-1100-86). To complete an analysis of
the proposed local sales tax (more accurately referred to as a fransaction tax), the City hired a
consultant, Beacon Economics, fo evaluate the impact of implementing a 0.25 percent and
0.5 percent tax. According to the consultant’s analysis, a.0.25 percent (quarter cent) tax would
generate additional revenue ranging from $106 million to $108 million. Revenue from a
0.5 percent (half cent) tax would range from $208 million and $215 million. Sales could decrease
less than one percent for a quarter-cent tax and between fess than one percent and 1.3 percent
for a'half-cent tax, depending on sensitivity of the focal market or type of goods being sold. This
revenue would be deposited directly within the General Fund to fund the City’s essential services,
including police and fire services or public infrastructure improvements such as street or sidewalk
repalrs. A general tax measure would require approval of 50 percent df the voters plus one.

Findings

in Fiscal Year 2011-12, the City received approximately $323 million in sales tax
revenue from the state. This revenue was received pursuant to the 0.75 percent tax rate on
taxable sales within the City of Los Angeles in accordance with the Bradiey-Burns Uniform Local
Sales and Use Tax Law. (See bolded line item in Table 1 below.) In addition to the Bradiey Burns
rate, state law currently allows local jurisdictions to assess up to 2 percent for a local sales
transaction tax. Currently, Los Angeles County has utilized 1 percent for two transportation
iniﬁativesm—«Propositions A and C. (Measure R was excluded from the 2 percent cap.) The City has
the ability to increase the local sales fransaction tax by another 1 percent, raising the total sales
tax rate to .75 percent in the City.
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Table 1. Sales Tax Components

State Rate 6.25%
Statewide Bradley-Burns Rate (1%)
County Transportation 0.25%
Local Point of Sales ' 0.75%
-Subtotal Statewide Sales Tax 7.25%
Local Sales (Transaction) Taxes (capped at 2%) _
Proposition A - 0.50%
Proposition C . 0.50% -
Measure R (exempt from 2% cap) 0.50%
Total Tax Rate in the City 8.75%

The Half-Cent Transactions and Use (Sales) Tax Ordinance, as submitted by the

- City Attomey (C.F. No. 13-1100-56), aliows the local sales transaction tax to function as a sales

tax. Like the City's current sales tax ordinance, the measure adopts all of the state Jaw provisions
relating to the administration of the sales tax by reference. There ate slight differencss, however,
between the assessment of a transaction tax by a locality and the State sales tax, as detailed

below: S

e The local portion of the Bradley-Burns statewide sales tax (the 0.75% the City currently
receives) is disbursed to the locality where the sale took place, regardless of the type of sale.

e [For cash and carry purchases, the local sales transaction tax goes to the locality where the
sale took place. ‘

e For purchases delivered by a common carrier, the local sales transaction tax goes {o the
locality of the place of delivery, given that one is assessed by that locality.

e For vebicles {lease or sale), the local sales transaction tax goes to the locality where the
vehicle is registered, if ane is assessed by that locality.

e Forinternet sales, the local sales transaction tax goes to the locality of the place of delivery, it
one is assessed by that iocality. However, this fax is compulsory only if the business operates
within the locality.

Thus, depending the type of sale taking place, the local portion of the statewide Bradley-Bumns
sales fax would be remitied 1o the locality at the point of sale, while the local sales fransaction tax
would be remitted to the localily where the sold good is delivered/registered.

The combined sales and transaction tax for a majority of California cities is 8.75
percent or lower. Local cities with higher tax rates include Santa Monica and Avalon (9.25 percent)
and Pico Rivera and South Gate (8.75 percent). For the November 2012 election, California had
two state sales tax measures and 36 local transaction and use tax measures. Voters approved
Proposition 30, which increases the state sales tax rate by 0.25 percent for four years, and initial
returns suggest that 29 of the local measures have passed as well. In Los Angeles County, voters
in the City of Commerce and Culver City have approved a half-cent (0.5 percent) local sales
transaction tax, while voters in |.a Mirada approved a one-cent (1 percent) tax. The La Mirada and
Culver City taxes are femporary measures that expire in five years and ten years, respectively.
These measures were general tax measures that required 50 percent of the vote plus one for
approval. Measure J, to extend the current half-cent transaction tax for fransportation in Los
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Angeles County for another 30 years, did not pass. Although it received approval from
approximately 64. 7 percent of voters, a two-thirds vote was required for passage as it was a
special tax.

It is proposed that the City implement a local sales transaction tax as a general tax
to address the structural deficit, To analyze the resulting impact to sales and resulting revenue
from a proposed increase, the consultant, Beacon Economics, conducted a literature review of
previous research on sales tax increases and constructed its own empirical model. The consultant
reported that empirical work on the subject revealed that any reduction in spending would depend
on the types of goods sold. For example, a consumer may be willing to travel to jower tax areas if
they were able to purchase identical items of high value or long sheif lives. Thus, sales of bigger
ticket items such as major appliances might decrease to a greater extent than food or apparel
sales. However, research also revealed the potential decline to sales within Los Angeles may be
alleviated by iis size, its higher concentration of retail establishments, higher tax rates of
neighboring cities, and higher local payroll. Ultimately, the consultant reports that a small increase
in the local sales tax will have a somewhat negative effect on consumer spending, but a
potentially very positive effect on tax revenues.

To analyze the potential revenue impact of a transaction tax in the City, the
consultant identified fourteen other California cities that implemented or increased their tax. Data
from these cities along with the results of previous research were analyzed to infer the fikely effect
of an increase in Los Angeles. Based on Figcal Year 2011-12 revenues, the consuitant's
projections for the potential impact of a quarter-cent and half-cent transaction tax, with varying
degrees of sales effect depending on sensitivity of the local market or type of goods being sold, is
summarized below:

Table 2. Additional Revenue from Transaption (Sales) Tax ($ mitlions)

0.25 percent 0.5 percent
~ (quarier cent) tax  Chalf cent) tax
No Effect $107.7 - $215.5
High Sales.Effect (1.3% per half cent) $104.9 $208.5
Low Sales Effect (0.4% per half-cent) $1086.9 $213.3

: Additionaliy, the consuitant examined the potential impact to sales across types of
goods, with consideration that more expensive items would provide greater incentive to purchase
goods outside the City. The consultant reported that most of the type of goods sold (apparel,
furnishings, appliances, food, restaurants, general merchandise, gasoline) either show no
reduction in sales or the decline was not statistically significant. The sale of building materials did
have a statistically szgmf;cant reduction, w:th a potential decrease in sales of 3,85 percent for a
haif cent sales tax increase. : :

Based on the sales tax analysis and previous analyses of the proposed measures-—
the Recreation and Parks Parcel Tax, the Parking Occupancy Tax, and the Documentary Transfer
Tax {C.F. Nos. 13-1100-82, 13- ‘3100—83 and 13-1100-54)—the sa[es tax measure provides the
greatest benefii the Generai Fund and the pubfic. (See Table 3 below.) it is recommended that it
be submitted to voters for approval for the March 5, 2013 election, so that collection of the tax
may commence on July 1, 2013. With the approval of the tax by voters, and the continuing pursuit
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of cost reduction efforts, such as pension reform, the City will be able to significantly reduce the
structural deficit while improving core City services.

Table 3, Additional Revenue from Proposed Ballot Measures (§ millions)

Low High

. Estimate Estimate
Bales Tax (half cent, 0.56%) $208 $215
Tiered Documentary Transfer Tax (0.225%-0.9%) $76 $82
Parking Occupancy Tax (15%) $41 $43

Recreation and Parks Parcel Tax ($39) $30

Recommendation

ltis recommended that the Council adopt the necessary resolutions and ordinances
transmitted by the City Attorney, report No. R12-0353, attached to CF13-1100-86, o place a half-
cent transactions and use tax measure on the March 5, 2013 Primary Nominating Election ballot,
no iater than November 14, 2012.

Fiscal Impact
Approval of proposed half cent transaction tax by Los Angeles City voters will
generate additional General Fund revenues ranging from approximatety $208 million fo $215
mitlion in and would reduce the structural deficit in outgoing years. The cost for puiting a measure
- on the City Primary Nominating election ballot is included in the budgeted funds of the City Clerk.
MAS:RPC:BC/MCK: 01130045
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Beacon ECONOMICS

Executive Sumnary

Beacon Economits has conducted an analysis of the potential impacts to city revenues and Yocal sales as g result of
Increasing the sales tax rate in the City of Los Angeles, Based upon a review of the existing literature, an empirical
study of the past experience of Californiz citfes that have raised the sales tax rate, and some basic calculations on the
revenue jmpacts that result, Beacon Economics concludes the following:

m Previous literature indicates a negative effect of higher local sales taxes on overall sales in a municipality. The effect
is larger on costhier items, ant when substitute outlets with lower tax rates are nearby,

w Our empirical study of 14 California cities that increased thelr sales tax rate shows 3 1.7% decrease in sales for ey-
£ry one percentage point increase In local sales taxes, However, we found no evidence of decreased sates in food
stores, restaurants, general merchandise outlets and service stations.

= The nepative effect could potentially be larger on the periphery, where border citfes have lower tax rates.

e Depending on the effect of the sales tax Increase on overall sales, the additional revenues for the City of Los Angeles
could vary by up to 57 million,

Baselme Sales Effect 105 917 325

Los Angeles Sales Tax Study 1
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Study Overview

Beacon Economics has been contracted by the City of Los Angeles’ City Administrator's Office {CAQ) to estimate the

. market impact of an increase in the City’s sales tax rate by either 0.25 or 0.50 percentage points from the current level
of 8.75%, The following study includes a review of the existing literature on the impacts of sales tax rates on taxable
sales. This analysis lays out the major conclusions of the empirical work to date by other economists, as well as an
empirical analysis conducted by Beacon Economics on the revenue and spending Impacts that can be expected as a
result of the proposed sales tax rate increase. The report includes:

1. Aliterature review to consider the impact of sales taxes on consumer spending, and specifically how other juris-
dictions apply their sales taxes. The review of the literature will lay out the various ways different jurisdictions
apply their sales taxes, paying specific attention to whether certaln categories of spending are exempted or are
applied equally across ali sectors. In addition, the review of the existing literature also includes a discussion of
the theoretical impact of sales taxes on consumer spending. The literature review concludes with a summary of
past studies of the impact of sales tax rates {both positive and negative) on consumer spending and Iocal sales
tax revenues. . '

™

In addition'to reviewing the existing studies on the effects of increases in local sales tax rates, Beacon Econornics
has 2lso conducted an empirical study of actuzl examples of cities raising their sales tax rates, with an analysis of
the impact to consumer speading across various categories of expenditures. The empirical analysis also Includes
- the revenue Impacts of the proposed tax rate increases in addition 1o the economic impacts, The experiments
will be handled as fotlows:

w Relevant examples were collected, focusing malnly on California.

w Data on taxable sales before and after the changes in sales taxes, as well as a relevant controls were used,
including regional unemployment and spending to model broader economlc trends in the economy.

®m This methedology was then used to look for changss in the taxable soles bases that occur after changes in
the sales tax rates,

» The experiment was performed applying both a 0.25 percentage point increase and 0.5C percentage point
increase in the sales tax rate. ‘ ’

3. The second stage of the empirical analysis examined the impacts of higher tax rates qré taxable sales by category.
This analysis has identified sectors that are more sensitive to changes in sales tax rates, These categorles include
appare! stores, auto dealers and auto supplies, building matertals and farm irnplements, drug stores, eating and
drinking places, food stores, general merchandise stores, home furnishings and appliances, and setvice stations.

Finally, Beacon Economics includes an analysis of the revenue impacts of an increase in the sales tax rate In the City
of Los Aneles, demonstrating the potential effects that are Jikely to result from the proposed changes to the City of
Los Angeles' sales tax rate, Using 2011-12 taxable sales data for the City of Los Angeles, Beacon Econemics has com-
pared the current sales tax system revenues with these of a proposed increase in the sales tax rate sfter accounting
for changes In consumer behavior In response to the tax rate increase. These results and cenclusions are detailed in
the report that follows.

Los Angeles Sales Tax Study 2
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Literature Review

Based on our findings, an increase in the local sales tax is likely to engender 2 slight decrease in the overall sales tax
base, To a degree, the city may lose out ont some consumer spending, as residents near lower-tax communities or res-
idents currently living in lower tax communities may opt to purchase goods in those lower-tax communities or online,
but the literature suggests that overall consumption of only some goods may change,

A report by Gregogy Burge and Cynthia Rogers suggests that in the aggregate, & munlicipal sales tax incresse of 1%
results in a 1.5% decrease in the sales tax base {that is, a 1.5% reduction in consumer spending}-a tax elasticity of
demand of 1.5.7 In these terms, a 0.25 percentage point increase in the local sales tax {one of the options currently
under consideration by the City of Los Angeles} would equate to a 0.375% reduction in consumer spending, and a 0.5
percentage point Increase in the local sales tax (Option #2) would equate to a 0.75% reduction in consumer spending,

The research suggests that this reduction in spending would !ikély vary substantially among the types of goods in

. demand. According to an often-cited study by Ronald Fisher® in the event of ¢ différence in sales taxes within a re-

gion, consumers will likely be willing to travel to lower-tax areas ¥ they plan to purchase homogenous commodities.
that they either purchase in large quantities each trip or that have high value and/for long shelf lives. As suggested by
Wittiamn Fox,? sales of nondurable goods like food and apparel are likely to decrease very little, while sales of refatively
expensive durable goods, such as major appliances, are likely to decrease to a statistically significant degree. Impor-
tantly, sales tax on vehicle sales in the state, one of & household’s biggerticket items, is assessed based on where
the vehicle wiil be registered. Thus, while these types of purchases may be more sensitive to changes in tax rates,
consumetrs lack the option to substitute for a Jower tax rate by traveling to an adjacent-lower {ax ares to make their
purchases s their sales tax depends on where they live,

in the case of Los Angeles, much of the impact of an increase in the sales tax on consumer spending wili depend upon
how easy it is for cansumers that nermaily purchase goods within the city to travel to jower-tax communities. The City
of Los Angeles would benefit to some degree from the fact that It sits at the center of retail spending in the whole
metropolitan area. Consumers tend to flock to areas with a high-concentration of retail establishments, even if prices
are slightly higher in those areas. in addition, Los Angeles is a central tourism destination in the state, and 1t Is unlikely
that toutism to the area wilt be affected by the local saies tax rate.

Yet, the City must zlso consider the possibility that if consumer spending is quite high in neighboring municipalities,
as well, consumers near those neighboring municipalities may choose to go outside of the City to spend, Indeed,
Burge and Rogers claim that this effect is cructal, In their words, when a municipality is nearby a regional retall center
{RRC)—In which total consumer spending Is greater than 5100 million—the differential between its own local option
sales tax rate and the sales tax rate of the RRC exerts a considerabie influence on the home municipality’s tax base,
A municipaltty with a one percentage point higher sales tox relative to 2 nearby regional retail center could face an
approximately 4.5% deciine in consumer spending. Applying Burge's and Rogers’s tax elasticity of demand from above,
a 0.25 percentage point Increase in sales tax could transtate to a 1.125% decrease in consurner spending, while 2 0.5
percentage point increase in sales tax could translate to » 2.25% decrease in consumer spending,

Burge, Gregory, and Cynthia Rogers. “Locat Option Sales Taxes and Consumer Spending Patterns: Fiscsl interdependence under Multi-Tiered
Loca! Taxation.” Regional Sclence and Urbon Econamics {2010).

*Fisher, R.C, "Local Sales Taxes: Tax Rate Differentials, Sales Loss, and Revenue Estimation” Public Finance Review 8.2 {1980} 171-88.

Font, Willigrn, “Tax Structure and the Lotatjon of Economig Activity siong State Borders.” Natioral Tax Journal, XIY {1986}, 362-274.
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At this stage, it is important to point that in the specific case of the City of Los Angeles, many of the neighboring cities
already miaintain higher szles tax rates including Pico Rivera {9.75%j, South Gate {9.75%), E| Monte {9.25%), inglewood
(9.25%), Santa Monica {9.25%}), and South £| Monte {9.25%}. Thus, for Los Angeles residents fiving in parts of the city
that are near these areas, the effect of competition from neighboring areas is effectively eliminated.

And, Bo Zhao suggests that a city such as Los Angeles could benefit more from an increase in the local option sales tax
than would a smaller city, Cities with more workers and higher Incomes tend to have higher local sales tax capacities. -
Retail establishments tend 1o be concentrated near joh centers, and most people live near their places of work.® Los
Angeles, which Is overwhetmingly the biggest job center In the region, and thus has a very high payroll tex capacity,
will very likely have a high local sales tax capacity, a5 well, and thus tax revenue gains will likely be substantial, even if
consumer spending were 1o decrease in response 1o a new sales tax.

These are not the only factors that predict high revenues for the City of Los Angeles in response to an increase in
the local sales tax. Paul Lewis and Elisa Barbour from the Public Policy institute of California have identified variables
positively assoclated with local sales tax "success™; population size, household income, redevelopment effort, the
presence of an interstate highway.® Los Angeles ranks high among U.5, cities for each of these variables. An increase
in the sales tax would likely supply 2 substantial boast in revenue for the City.

Review of Tax Exemptions

The degree to which tax revenue would increase upon an increase in the sales tax varies according to the number
of exemptions imposed on the tax. Most tax examptions are for services, though exemptions for food for home con-
sumption, for instance, are also very commaon. '

On the other hand, some researchers claim that these exemptions are crucial for economic growth, David Merriman
and Mark Skidmore find that for the years 1982-1992, increases jn sales taxes were responsible for as much as one-
third of the negative prowth in the retail sector, for which most goods were faced new taxes, and as much as one-eighth
of the positive growth in the often tax-exempt service sector.® Others point to the exemption of business purchases
of production Inputs as key to economic growth. It is difficult to estimate the impact that a tax on some business
purchases would have on retaining local business, but it would clearly favor larger, vertically integrated businesses
that could acquire production inputs without purchasing them,”

Ultimately, though, with an emphasis on consumer purchases, the existing literature suggests that a small increase in
the local sales tax will have a somewhat negative effect on consumer spending, but a potentially very positive effect on
sales tax revenues. With regard to many goods—namely, low-cost, nondurable goods—consumers may be unwilling
to travel to a lower-tax community to make & purchase, Where a city is most at risk from raising a focal sales tax is in
the event that consumer spending Is already very high in lower-tax neighboring communities. This is almost certainly

%Zhan, Bo. "The Fscal impact of Potential Local-Qption Taxes in Massachusetts” Warking paper, New England Public Policy Center at the
Federal Reserve Bonk of Bostor (2009}, .

“Barbowr, Eliss and Paul 6. Lewls, “Californda Cities and the Local Sales Tax® Public Policy institute of Coliforala {1999).

Svierdean, David and Mark Skidmaore, “Did Distortionary Sates Texation Contribute to the Growth of the Service Sector?” Netional fux
Journaf (2000, )

Tviikesell, lokr, L “The Arnerican Retall Sales Tax: Conslderations on Thalr Structure, Operations, and Potential a3 & Foundation for s Federal
Sales Tax.” Netlonal Tax Journat {1997),
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true in places like Los Angeles, where surrounding cities already have higher tax retes than the City of Los Angeles,
Still, raising the tax rate could potentizlly remove the incentive for residents of those neighboring areas to do their
shopping in Los Angeles, ‘

This would be true of the City of Los Angeles with the implementation of a sales tax Increase. The run-up to the housing
bubble showed clearly that consumer spending in the Infand Emplre is heavily predicated upon the reglon's relative
affordability to Los Angeles, most of all in housing. Given our interpretation of the existing Htersture, It is plausible to

think that low as a local sales tax increase would be, sorne consumers would travel Inland to benedit from a relatively

more affordable sales tax. The potential consequence may not outwelgh the potential gains of new tax revenue for
the City, but it is a crucial polnt to consider.

Empirical Study - Effects of Higher Taxes on Sales

in order to understand the effect of potential increases in sales tax in the CHy of Los Angeles, Beacon Economics un-
dertook an emplrical study to guantify its impacts on sales and city revenues from sales tax, fven though cliies In
Califernia already recejve a portion of the state’s sales tax revenues, some cities have enacted thelr own city-specific
sales tax. These ¢ities will serve as the treatment group in our emplrical analysis.

Economic theory tells us that an increase in sales tax rates should have a negative impact on sales. When sales tax
rates go up, sales tend to decline. The consumet has a choice of whether to purchase substitute goods or purchase
from substitute outiets, such as neighboring areas with lower sales tax rates or enline. The declsion will be influenced
by the item being purchased and the convenience of the substitute location. For example, the consumer might forgo
driving to a lower sales tax outlet to purchase a bottle of soda. Howevear, the consumer might consider & substitute
outiet if the desired good is a.durable, *big-ticket" item, On a similar note, if the lower sales tax district is across the
street compared to across town, the declsion would most Bkely be different.

[nitially, we locked at quarterly total taxable sales for six cities in California that bad a change in the sales tax rate be-
tween the frst quarter of 2000 and the second quarter of 2032, This sample proved complicated to anaiyze because
of the difficulty in finding proper controls for broader economic conditions due to the Great Recession (Dec 2007 -
Sun 2009) and the spending "noom” prior to the recession. We needed 10 differentiate hetween the drops in sales
because of the recession and the drops in sales due to higher sales taxes: To tackle this problem, we expanded the
sample size of our analysis and analyzed cities that enacted a sales tax prior to the Great Recession.

This approach brought us to 14 cities In California and 2 date range from 1993 10 2007, all of which enacted a transac-
tion and use tax. The data for quarterly taxable sales were acquired from the California $tate Board of Equalization, The
history of city sales tax rate changes is from Publication 71 also provided by the Callfornia State Board of Equalization.
California’s unemployment rate was generated from the Federal Reserve Economic Data {FRED) service,

Los Angeles Sales Tax Study 5
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The dependent variable in our pooled, seemingly unrelated regression Is a logarithmic format of guarterly taxable
sales, Explanatory varizbies in the regression are a legged form of each city’s taxable sales, California’s unemployment
rate, each city’s respective county taxabie sales, and California’s taxable sales, all in logarithmic format. California’s
unermployment rate, tounty and state taxahle sales serve as contrels for broader economic conditions, These will hetp
differentiate between the drop in taxable sales due to economic conditions and the increase in safes taxes, Finally,
the varjable of Interest is the rate change for each city, where the variable is zero prior to the fax and the sales tax
rate thereafter. The coefficient on the tax rate vartable will tell us the effect of higher taxes.

The first rmodel uses taxable sales for alf outlets. We find that there is 2 negative relationship between taxable sales
and tax rates, The coefficient of the tax rate variable Is -0.017 and appears to he statistically significant at the 5% level
of significance. This implies that & one percentage point increase in sales tax rate reduces sales by 1.7%. The City of
Los Angeles is consldering 2 0.25 or 0.50 percentage point increase. Therefore, the effect In Los Angeles could poten-
tially be a 0.425% or 0.85% decruase in sales. This effect is applicable to cash-and-carry items, wheres the effect on

-delivered items could be slightly lower due to lack of opportunity for geographical substitution.

We abso analyzed the effect on specific outlets. For apparel stores, we find that a one percentage point increase In
taxes decreases sales by 2%. However, the coefficient Is not statistically significant at conventional levels of signifi-
cance, Building materials show the largest effect, with significance: a one percentage point increase In taxes reduces
sales by 7.8%. For the City of Los Angeles, this implies a decrease in sales of 1.95% or 3.9% depending on the enacted
rate. Theoretically this appears viable, as these are costly items and more expensive items could potentially have a
farger effect. Home furnishings and appliances showed a -2% impact, however the coefficient was not significant,

We find no evidence that an increase in tax rates reduces food, restaurant, general merchandise or service station
sales, This also appears theoretically viable, since these are less expensive items, and the cost of transport to the sub-
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stitute outlet with lower tax rates is higher than the benefit received from the tax differential. Regarding auto sales,
we fegl It is not appropriate for discussion, a5 the taxes are based on vehicle registration address, and therefore the
substitution effect is nearly non-existent.

Another question to ponder is whether a certain kind of exemption is appropriate to minimize the effect on sales, For
examnple, should the City of Los Angeles exempt buifding material sales from the new tax? An exemption on certain
outlets could potentially reduce the effect of higher sales taxes on other outlets. For exampie, if bullding materials are
exempl, the effect on furnishings could potentially be lower. Howevey, it is nearly impossible to estimate the effecton
the exempt outlet. Once the tsxes are enacted, the consumer may not be completely informead that certain exemp-
tions are in place, and therefore the above mentioned elasticities would still be applicable, Estimating the perception
.of the censumer of what is taxable and what's not is a complex task, In case of an uninformed consumer, we could see
a reduction in sates without any additional revenues for the city, Furthermore, administration costs increase, because
the exemption provides an incentive for re-coding of businesses that have been affected.

The effect on total sales fur alf goutlets could potentially be different on the periphery of the city. This is known as
"horder-city problem.” The consumer might choose 1o shop at an outlet in the border city that has 2 lower tax rate,
if doing so is convenient. For example, a consumer contemplating shopping at the Grove or Westfield Century City
{assuming equal distance to both) might consider the total tax rate when making a decision. Santa Monica enacted a
0.50% city sajes tax in 2011, Incressing the sales tax rate by 0.50 percentage points would put the City of Los Angeles
an par with Santa Monica but above areas such as Baverly Hills, Culver City, Century City, Pasadena or Burbank.

Revenue Effect

Using fiscal year 2011-12 state and city revenues, Beacon Econormics has estimated the effect of a 0,25 and 0.50 per-
centage point increase in City of Los Angeles sales tax rate. The city currently receives 0.75% of fotal taxable sales,
which, for fiscel year 2011-12, was approximately $323.25 million. Based on the empiricaf study hereln, we estimate
four stenarios of the irnpact on sales tax rates on sales for each proposed increase, First, we estimate a scenario with |
no effect on sales, then we include the baseline effect of potential decrease In sales of (.425% and 0.85%. We also
include 2 low-elasticity scenarlo {sales drop by 0.20% and 0.40%) and a high-elasticity scenario (sales drop by 0.65%
and 1.3%}.

A 0.25 percentage point increase in the sales tax rate with no effect on sales should generate $107,75 miilion in addi-
tional revenue for the City, ora 33.3% increase. The baseline scenarlo shows 2 decrease in sales which brought revenue
gains down slightly to $105.9 milllon, or a 32.7% increase. The Jow-elasticity scenarlo shows an increase in revenues of
$106.9 million, or 33%. Finaily, the high-elasticity scenario shows an increase in revenues of $104.9 million, or 32.5%.

With a 0.50 percentage point increzse and no effect on sales, the city should expect an additional 3215.5 million in
ravenues, of @ 56.67% increase. Under the basellne scenario, the sales tax increase would generate an additional
$210.9 million in revenue, or a 65.2% increase. Under the low-elasticity scenario, the tax increase would generate
an additionat $213.3 million in revenue. Under the high-elasticity scenario, the tax increase would gensrate $208.5
miflion in additional revenue,
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The City’s tax revenues could vary widely depending on the sffect of the sales tax on the revenue base, With a0.25
percentage point increase, the increase in tax revenues could vary by as much as 52.8 miillon. On the other hand, with
a 0.50 percentage point Increase, the increase in tax revenues could vary by as much as 57 million.

Conclusion

Beacon Economics concludes that an increase in sales tax rates could have a negative effect on sales. Review of ather
credible empirical work has indicated a similar conciuston. With regard to low-cost, nondurable goods consumers
would be unwilling to commute to a border city with lower tax rates, This point is evident in our empirical work, as
well as in other studies, We found no evidente that the higher sales tax rate had an effect on food, restaurant, general
merchandise or service station sales. "Big-ticket" items show a bigger negative effect.

It goes without saying that the additional tax revenues outweligh the negative effect on sales. However, the City of Los
Angeles must consider the vartance in additional revenues for planning and budget purposes, With 2 0.25 percentage
point increase In tax rates the addltional revenues could vary by as much as $2.8 million, whereas with a 0.50 point
increase the revenues could differ by up to §7 million.
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About Beacon Foonomics

Beacon Economics is @ leading provider of economic research, forecasting, industry analysts, and data services, The
firm's internationally recognized forecasters were among the first and most accurate predictars of the U.S, mortgage
market meltdown that began in 2007-and among a relatively small handful of researchers who ccrrectiy calculated
the depth and breadth of the financial and economic crisis that followed. By delivering independent, rigorous anglysis,
Beacon Economics gives its clients the knowledge they need to make the right strategic decisions about investrnent,
growth, revenue, and poficy. The firm's clients span both the public and private sector, ranging from the Califor-
nla State Controller's Office to major unlversities 1o one of Wall Street’s most successful hedge funds. Core service
aresas include economic and revenue forecasting, economic impact analysis, economic policy analysis, regional eco-
nomic analysis, real estate market and industry analysis, and EB-5 Visa analysis. Visit Beacon Economics' website at
www.BeaconEcon.com to learn more,

Services Contacts

e Economic & Revenue Forecasting w Sherif Hanna

= Business, Industry, & Market Analysis Managing Partner

e Economic Development Analysis {424} 546-4656

s Ports & infrastructure Analysis Sherif@BeaconEcon.com

@ Public Speaking , e Victoria Pike Bond

w Expert Testimony Director of Communications

{415) 457-6030
Victoriz @Beaconfcon.com
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