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Subject: ANALYSIS OF THE INTERNET-BASED BUSINESS GROSS RECEIPTS TAX 
RATE IMPACT ON BUSINESS, JOB, AND LOCAL ECONOMIC GROWTH

RECOMMENDATIONS

That City Council decline to extend the internet-based business tax rate reduction.

SUMMARY

In March 2010, the City Council approved an ordinance reducing the gross receipts tax rate for 
internet-based businesses. The ordinance established two new classifications for application 
service providers (ASP) and data-manipulation businesses, which would then be assessed the 
lowest tax rate of $1.01 per $1,000 of gross receipts. The tax classifications and corresponding 
lower rate was to be in effect for the tax periods from 2010 to 2014. In October 2014, the City 
Council extended the tax classifications and corresponding tax rate through the 2018 tax period.

In November 2018, the City Council requested the City Attorney to prepare an ordinance to extend 
the internet-based business tax classifications and tax rate through tax period 2019. Additionally, 
Council instructed the Offices of the City Administrative Officer (CAO), City Legislative Analyst 
(CLA) and the Office of Finance (Finance), with the assistance of the Office of Economic Analysis 
(OEA), to complete a comprehensive analysis of the internet-based business tax sub-classification 
with regard to its effectiveness to attract new internet-based businesses, promote job growth, and 
contribute to local economic growth.

Based on tax data provided by Finance, the internet-based business tax classifications reduce City 
tax revenue by approximately $1.8 million annually. Businesses under the ASP and data- 
manipulation tax classifications have earned an average of $12.4 million in gross receipts annually, 
with an average tax burden of $12,000 and an average tax reduction of $45,000 since 2010. 
According to an economic analysis conducted by Beacon Economics LLC, the number of 
businesses in operation and the number of jobs created are statistically insignificant to impact the 
local economy. In light of the tax rate reduction’s limited effectiveness in contributing to job, 
business or economic growth, as well the ongoing reduction to City tax receipts, this Office 
recommends allowing the tax classifications and corresponding rate reduction to expire.
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FINDINGS

Prior to the 2010 tax period, businesses providing internet-based services were categorized as 
professions and occupations with the highest gross receipts tax rate of $5.07 per $1,000 of gross 
receipts. In November 2009, the City Council adopted a Jobs and Business Development 
Committee recommendation directing Finance to report on a business tax classification that 
recognizes the use of a computer and the internet as the primary means to provide services and to 
recommend an appropriate tax rate (C.F. No. 09-0836). Finance subsequently recommended 
implementing two new tax classifications subject to the same tax rate as the multimedia business 
classification, or $1.01 per $1,000 of gross receipts. The internet-based application service provider 
(ASP) classification would be established for businesses providing access exclusively through the 
Internet to electronic applications via information systems operated by or on behalf of the ASP, 
such as on-line tax preparation services. The internet-based Data Manipulation Business (DM) 
classification would be established for businesses that exclusively provide access to Internet-based 
applications that allow a user to search, compile or otherwise manipulate data, such as search 
engine applications.

In March 2010, the City Council and Mayor approved Ordinance No. 181127 to create the two new 
tax classifications for ASP and DM businesses. The new classifications and the corresponding tax 
rate were implemented for the 2010 tax period and were to be effective through the 2014 tax period 
(C.F. No 09-1914). In July 2014, the Budget and Finance Committee considered a motion to make 
the internet-based business tax ordinance permanent by eliminating the ordinance’s sunset 
provision. The motion also requested an analysis of the ordinance’s effectiveness in attracting and 
retaining targeted businesses (C.F. No. 09-1914-S12). The City Attorney cautioned that eliminating 
the sunset provision would limit the City’s ability to address adverse Board of Review findings or 
court rulings that might otherwise require expanding the lower tax rate to additional tax 
classifications. Should the City then attempt to eliminate or modify the ASP and DM classifications 
to conform with the original intent of the internet-based business tax rate reduction, the court could 
interpret the action as raising taxes on filers who lose eligibility for the reduction. Additionally, the 
CAO and CLA reported that an economic analysis could not be completed based on the limited 
taxpayer data available from Finance. Consequently, the Budget and Finance Committee 
recommended extending the ASP and DM tax classifications and corresponding tax rate through 
the 2018 tax period, with Council adopting Ordinance 183256 in October 2014 (C.F. No. 14-0945).

In November 2018, at the close of the 2018 tax period, the City Council approved extending the 
internet-based business tax ordinance an additional year, through the 2019 tax period, pending the 
identification of funding for an OEA study of the tax ordinance’s effectiveness to promote economic 
growth (C.F. No. 14-0945-S2). The requested study would be a comprehensive analysis of the 
effectiveness of the reduced tax rate to attract new internet-based businesses, promote job growth, 
and contribute to local economic growth, specifically to include data on the number of jobs created 
for City residents and a determination as to whether additional criteria should be established for a 
business to remain eligible for the tax rate reduction.

The City Attorney submitted the ordinance extending the tax classification and corresponding rate 
reduction through the 2019 tax period in March 2019, for which Council approval remains pending 
(C.F, No. 14-0945-S2). Finance has provided data on the number of new and reclassified internet- 
based businesses, and the resulting gross receipts tax revenue for the ten years following the
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ordinance's implementation, to this Office for analysis on the fiscal impact. Beacon Economics LLC 
has provided additional analysis on the impact of the internet-based business tax rate reduction on 
the local economy.

In the ten tax periods since the ASP and DM tax classifications have been established, fifty 
businesses have benefited from the lower tax rate of $1.01 per $1000 gross receipts, contributing 
approximately $5.1 million in business tax revenue towards the General Fund. As the majority of 
existing businesses were previously paying taxes under the highest gross receipts tax rate for the 
professions and occupations tax classification, this rate—which was reduced from $5.07 per $1,000 
of gross receipts for the 2015 tax period to $4.25 per $1,000 of gross receipts by the 2018 tax 
period—was used to calculate the potential tax revenue in absence of the internet-based business 
tax ordinance, equating to $24.3 million over the past ten years. Consequently, the net estimated 
impact of internet-based business tax ordinance would equate to a $19.2 million maximum 
reduction to General Fund revenue, inclusive of the estimated impact of the new business and 
small business incentive programs and the three-year phased-in reduction to the top tax rate. The 
annual impact of continuing the favorable rate is based on receipts for 2019 tax period—which 
presumed continuance of the lower tax rate—and is estimated to reduce City revenue up to 
$1.8 million annually. See Table 1 below.

Table 1. Impact of Internet-Based Business Tax Ordinance on General Fund Receipts

Total Taxes 
at Top Rate

City
j Tax Period Businesses Businesses

All Total Gross 
Receipts

Total
Taxes Paid Net Tax Cut
$385,256
$435,607
$448,086
$487,867
$553,440
$472,530
$594,391
$676,661
$519,650
$551,952

-$1,548,652
-$1,751,054
-$1,801,218
-$1,961,128
-$2,224,721
-$1,899,475
-$2,201,012
-$2,338,164
-$1,666,996
-$1,770,618

$379,287,674 $1,933,908201000A
201100A
201200A
201300A
201400A
201500A
201600A
201700A
201800A

21 16
$2,186,661 
$2,249,304 
$2,448,995 
$2,778,161 
$2,372,005 
$2,795,404 
$3,014,825 
$2,186,646 
$2,322,570

37 $415,454,954
$497,617,925
$493,666,417
$540,190,381
$492,766,649
$648,450,329
$802,517,289
$512,352,445
$546,600,598

45
45 34
43 34

3848
44 37
45 38

4250
50 40

| 201900A 50 40
$5,328,904,661 $5,125,439 $24,288,476 -$19,163,037|Ten-Year Total

Of the fifty new and reclassified internet-based businesses that have been established, forty are 
located within the City. Annual gross receipts has averaged $12.4 million per business, with each 
paying approximately $12,000 annually in taxes, for an average tax cut of $45,000 over the past 
ten years. More recently, the average tax cut is now closer to $35,000, as a result of the permanent 
reduction to the top tax rate for the professions and occupations tax classification. See Table 2 on 
the following page.
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Internet-Based Business Tax Ordinance by Taxpayer 
~ Taxes

Taxes Paid / at Top Rate/ Net Tax Cut /
Business

Gross 
Receipts /

Tax Period Businesses Businesses Business
All City

Business Business
-$73,745
-538,912
-$40,027
-$45,608
-546,348
-543,170
-548,911
-546,763 j
-533,340 !
-535,412 !

518,061,318
59,232,332

$11,058,176
511.480,614
$11,253,966
511,199,242
$14,410,007
$16,050,346
$10,247,049
510,932,012

201000A 
201100A 
201200A 
201300A 
201400A 
201500A 
201600A 
201700A 
201800A 
201900A

21 518,346
59,680
$9,957

$11,346
511,530
$10,739
$13,209
$13,533
510,393
$11,039

$92,091 
$48,592 
$49,985 
$56,953 
$57,878 
$53,909 
$62,120 
$60,296 
$43,733 
$46,451

16
45 37
45 34
43 34
48 38
44 37
45 38
50 42
50 40
50 40

$12,392,506 $11,977 $57,201 -$45,224.Vi

Employment data is not collected or maintained by Finance, so the number of jobs created for City 
residents from the rate reduction cannot be determined through taxpayer-furnished data. 
Additionally, the number of businesses cannot be used to determine the rate reduction’s impact on 
business formation, since there is no baseline business formation data prior to the implementation 
of the ASP and DM classifications with which to compare. Moreover, the increase in businesses 
for the first two years of the program are likely skewed by the rate reduction’s implementation, as 
the number of businesses filing taxes in subsequent tax periods have remained steady. Finally, the 
number of participating internet-based businesses is not significant enough to conduct a trend 
analysis, much less to attribute any trend to the rate reduction. With regards to total gross receipts 
earned by internet-based businesses and average gross receipts per business, these figures have 
declined since the 2017 tax period, which counters any positive trend that could be attributed to the 
rate reduction.

The additional analysis needed to determine the impact of the internet-based business tax 
classifications and reduced tax rate on job growth, business formation and the local economy was 
conducted by Beacon Economics, LLC, using confidential employment data for the City from the 
California Employment Development Department, as well as Longitudinal Employer-Household 
Dynamics (LEHD) program data and American Community Survey data from the U.S. Census 
Bureau. Based on its analysis, Beacon reports that the number of jobs created in the City between 
2010 and 2017—the most recent year for which data is available—is statistically insignificant, 
ranging from its most optimistic interpretation of 110 to 165 jobs created over eight years and its 
more realistic interpretation of zero new jobs. For comparison, over 200,000 jobs were created 
within the City across all sectors during that same period, for which internet-based businesses 
could, at most, lay claim 0.1 percent. Moreover, employment growth in firms benefiting from the 
rate reduction grew at a slower rate than total private sector employment for the City during this 
same period. The limited number of jobs created for these internet-based businesses and the lack 
of growth in internet-based business gross receipts suggests that the rate reduction has not 
benefited the local economy.
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With regards to the City Council's request for a determination as to whether additional criteria 
should be established for a business to remain eligible for the tax rate reduction, the City Attorney 
has advised that the establishment of eligibility criteria for a favorable tax rate must provide equal 
treatment to all taxpayers conducting similar business activities. For this reason, criteria seeking to 
encourage the relocation of businesses to the City or the hiring of City residents cannot be 
established in conjunction with the existing internet-based business tax ordinance. The City 
Attorney has advised of other means to incentivize business and job development outside of the 
tax code, such as tax rebate programs.

In light of the tax rate reduction’s limited effectiveness in contributing to job, business or economic 
growth, as well the ongoing reduction to City tax receipts, this Office recommends that the internet- 
based business tax classifications and corresponding rate reduction be allowed to expire. The City 
Council may opt to pursue other, non-tax, incentive programs that are more closely aligned with 
targeted goals, such as local business formation and hiring. Internet-based business classifications 
and corresponding tax rates may also be evaluated under the larger umbrella of gross receipts tax 
reform.

FISCAL IMPACT

Extending the Internet-based business tax classifications and tax rate to the 2020 tax period and 
beyond may result in the City continuing to forgo approximately $1.8 million in gross receipts tax 
revenue, annually.
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