CITY OF PALO ALTO

OFFICE OF THE CITY AUDITOR

March 16, 2009
The Honorable City Council
Palo Alto, California

City of Palo Alto Sales Tax Digest Summary -
Third Quarter Sales (July — September 2008)

This is an informational report and no action is required.
BACKGROUND

Sales and use tax represented about 15%, or $22 million, of projected General Fund revenue in the
City’s Adopted Operating Budget for fiscal year 2008-09. This revenue includes sales and use tax
for the City of Palo Alto and pool allocations' from the State and Santa Clara County.

The City Auditor's Office contracts with MuniServices LLC (hereafter MuniServices), the City's sales
and use tax consultant, to provide sales and use tax recovery services and informational reports.
The City Auditor's Office uses the recovery services and informational reports to help identify
misallocation of tax revenue owed to the City, and to follow-up with the State Board of Equalization
to ensure the City receives identified revenues. The City Auditor’s Office includes information on
sales and use tax recoveries in our quarterly reports to the Finance Committee.

The City Auditor's Office also shares the information provided by MuniServices with the
Administrative Services Department (ASD) for use in revenue forecasting and budgeting, and
Economic Development/Redevelopment for business outreach strategies. We coordinated this
informational memo with them.

DISCUSSION

The attached report (Attachment A) was prepared by MuniServices and covers the third quarter
sales (July through September 2008). These funds are recognized in the City’s fiscal year 2008-09
revenue. Due to the timing of reporting by businesses and the State, MuniServices’ detailed reports
on fourth quarter sales (October through December 2008) and first quarter sales (January through
March 2009) should be available by May and August 2009, respectively. The ASD advises that in
mid-March, it should receive information from the State on aggregate sales tax receipts for fourth
quarter sales. This information will help ASD compare and assess sales tax performance from the
last holiday season.

Following are some highlights of the sales and use tax information we received:

¢ Third quarter sales and use tax revenue totaled $5.0 million (down from $5.2 million the prior
quarter). This revenue includes sales and use tax for the City of Palo Alto and pool
allocations from the State and Santa Clara County.

! See definitions on page 3.
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o Every region in California experienced a decline in sales and use tax revenue during the
third quarter ending September 2008, compared to the third quarter ending September
2007. Statewide, sales and use tax revenue has declined, or shown no growth, for five
consecutive quarters. ‘

¢ Sales and use tax revenue totaled $21.0 million for the year ending September 2008 (down
from $21.6 million for the prior year ending September 2007). This revenue includes sales
and use tax for the City of Palo Alto and pool allocations from the State and Santa Clara
County.

A more detailed table of information is shown on page 1 of Attachment A.

Economic Influences on Sales Tax
According to information from MuniServices, the following current economic influences may affect
our City’s sales tax revenue:
¢ Many analysts believe the current recession, which has already lasted 12 months, will
worsen in coming months and may drag on until the middle of next year.
¢ The plunge in computer chip revenue not only signals a slowdown in sales of everything
from iPods to multi-million dollar servers, it also is particularly troubling for Silicon Valley.
o The recession may further impact consumer prices, hurting such industries as housing,
autos and retail. Some analysts predict price declines in the months ahead as retailers try to
attract consumers in this weak economy.
e The nation’s recession follows a large retail expansion. As consumers decrease their
spending, retail and commercial vacancies are expected to increase, thereby influencing
sales tax revenue.

Economic Category Analysis

Analysis of six economic categories for the year ending September 2008, shows that General Retail
comprised the largest percentage of Palo Alto’s sales and use tax revenue and experienced 0.2%
growth. Transportation experienced a 7.3% decline and comprised 14.6% of total revenues.
Although the Miscellaneous category experienced the largest percentage decline, it also
represented less than 1% of total sales and use tax revenue.

Comparison of Palo Alto’s Sales and Use Tax Revenue and Percent Change
by Economic Category for the Year Ending September 2008
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Other information in the Report (Attachment A)

Historical Sales Tax Revenue Performance by Quarter and Benchmark Year (page 2)

Top 25 Sales and Use Tax Contributors — 50.9% of total sales and use tax revenue (page 3)
Historic Sales Tax by Geographic Area (page 6)

DEFINITIONS

In California, either sales tax or use tax may apply to a transaction, but not both. The sales and
use tax rate in Palo Alto is 8.25%, and the City should receive 1% of every taxable transaction.
Effective April 1, 2009, there will be a temporary tax rate increase to 9.25%.

Sales tax — imposed on all California retailers; applies to all retail sales of merchandise (tangible
personal property) in the state.

Use tax — generally imposed on: consumers of merchandise (tangible personal property) that is
used, consumed, or stored in this state; purchases from out-of-state retailers when the out-of-state
retailer is not registered to collect California tax, or for some other reason does not collect California
tax; leases of merchandise (tangible personal property).

Countywide/statewide pools — mechanisms used to allocate local tax that cannot be identified with
a specific place of sale or use in California. Local tax reported to the pool is distributed to the local

“jurisdiction each calendar quarter using a formula that relates to the direct allocation of local tax to
each jurisdiction for a given period.

Examples of taxpayers who report use tax allocated through the countywide pool include
construction contractors who are consumers of materials used in the improvement of real property
and whose job site is regarded as the place of business, out-of-state sellers who ship goods directly
to consumers in the state from inventory located outside the state, and California sellers who ship
goods directly to consumers in the state from inventory located outside the state.

Other examples of taxpayers who report use tax through the pools include auctioneers, construction
contractors making sales of fixtures, catering trucks, itinerant vendors, vending machine operators

and other permit holders who operate in more than one local jurisdiction, but are unable to readily
identify the particular jurisdiction where the taxable transaction takes place.

Respectfully submitted,

e Hlove Panchand.

Lynda Flores Brouchoud
City Auditor

Sources: MuniServices; the State Board of Equahzatlon the City's 2008-09 Adopted Operating
Budget

Audit staff: Lisa Wehara

Attachment A: City of Palo Alto Sales Tax Digest Summary from MuniServices
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State Overview

City of Palo Alto

Sales Tax Digest Summary
FOURTH Quarter Collection of THIRD Quarter Sales

Quarter 3, 2008

ATTACHMENT A

@ muNISERVICES

The percent change in cash receipts over the prior year was (-2.1%) statewide, (-1.2%) in Northern California and
(-2.8%) in Southern California. The period’s cash receipts include tax from business activity during the period,
payments for prior periods and other cash adjustments. When we adjust out non-period related payments, we
determine the overall business activity declined for the year ended 3" Quarter 2008 by (-3.7%) statewide, (-3.5%)
in Northern California, and (-3.8%) in Southern California.

City of Palo Alto Overview

Excluding state and county pools and adjusting for anomalies (payments to prior periods) and late payments, the
City had no economic growth and declined 2.5% for the year ended 3" Quarter 2008 over the prior year. On a
quarterly basis, there was an economic decline of 8.8% from 3" Quarter 2007 to 3™ Quarter 2008.

Regional Overview
The following table analyzes the economic growth experienced in each of the State’s seven regions. Values on

the left side of each cell represent the percent each category or segment comprises of the whole region. Values on
the right indicate the percentage change over the year.

OR AR

General Retail 46.2/0.2 289/-40 | 292/-24 | 284/-49 | 208/-43 | 200/-41 | 30.1/-58 33.6/-7.4
% of Total / % Change

Food Products 16.1/0.9 17.5/0.9 17.9/2.6 15.8/-1.0 16.4/1.6 17.8/0.6 16.6/2.2 26.8/-1.3
% of Total / % Change

Construction 1.5/0.6 9.8/-12.8 9.4/-8.7 12.4/-152 | 12.6/-16.1 | 87/-109 | 156/-17.2 10.4/-16.3
% of Total / % Change

Transportation 14.6/-7.3 24.2/-3.8 20.8/-1.4 26.2/-7.4 25.8/-6.9 24.5/-2.8 27.7/-6.7 20.2/-8.0
% of Total / % Change

Business to

Business 20.7/-6.4 18.5/-1.9 21.6/-3.4 16.0/-2.4 14.5/2.0 18.7/-1.5 9.8/5.2 7.5/2.3
% of Total / % Change

Miscellaneous 0.9/-20.5 1.2/-1.5 1.2/0.5 11797 | 08/-62 1.2/-1.9 0.7/-7.1 1.5/47.0
% of Total / % Change

Total 100.0/-25 | 100.0/-3.7 | 100.0/-2.2 | 100.0/-6.1 | 100.0/-4.9 | 100.0/-3.1 | 100.0/-59 | 100.0/-5.8

Largest Segment

Department Department Department
Restaurants Restaurants | Restaurants Stores Stores Restaurants Stores Restaurants

% of Total / % Change 14.0/1.4 11.9/02 12.3/2.2 11.5/-2.3 14.6/-3.6 12.6/0.1 13.9/-5.8 18.5/-1.4
2nd Largest
Segmz:igt Department Department | Department Service Service Service Services Miscellaneous

Stores Stores Stores Stations Stations Stations Stations Retail
% of Total / % Change 14.0/-6.8 10.5/-2.5 9.6/-2.1 10.1/18.8 10.7/19.6 10.4/21.3 11.1/16.1 10.4/-3.3
3rd Largest Segment | Miscellaneous Service Service Auto Sales Department Department

Retail Stations Stations New Restaurants Stores Restaurants Stores
% of Total / % Change 10.1/-7.1 10.2/20.8 9.0/23.2 10.1/-17.6 9.2/-1.0 9.9/-2.1 9.0/-1.1 10.3/-13.5

Information prepared by MuniServices, LLC - Initial sales tax data from State Board of Equalization A-1



City of Palo Alto

Gross Historical Sales Tax Revenue Performance by Quarter and Benchmark Year (Before Adjustments)
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Information prepared by MuniServices, LLC — Raw data from State Board of Equalization A-2



City of Palo Alto

Top 25 Sales/Use Tax Contributors

The following list identifies the top 25 Sales/Use Tax contributors in City of Palo Alto. The list is in alphabetical
order and represents the most current four quarters. The top 25 Sales/Use Tax contributors generate 50.9% of the
jurisdiction’s total sales/use tax revenue.

ANDERSON HONDA LORAL SPACE SYSTEMS

APPLE STORES MACY'S DEPARTMENT STORE
BLOOMINGDALE'S MAGNUSSEN TOYOTA

CARLSEN MOTOR CARS NEIMAN MARCUS DEPARTMENT STORE
CARLSEN SUBARU NORDSTROM DEPARTMENT STORE
CRATE & BARREL SHELL SERVICE STATIONS

DOW JONES & COMPANY THE GAP

FRY'S ELECTRONICS TIFFANY & COMPANY
HEWLETT-PACKARD VALERO SERVICE STATIONS
HOOVER PAVILION PHARMACY VARIAN MEDICAL SYSTEMS
INTEGRATED ARCHIVE SYSTEMS WILKES BASHFORD

KEEBLE & SHUCHAT PHOTOGRAPHY WILLIAMS-SONOMA

LONGS DRUG STORES

Sales Tax from the Ten Largest Non-Confidential Business Segments (Benchmark Year)
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Information prepared by MuniServices, LLC — Raw data from State Board of Equalization A-3
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