CiTY OF PALO ALTO

OFFICE OF THE CITY AUDITOR

September 14, 2009

The Honorable City Council
Palo Alto, California

City of Palo Alto Sales Tax Digest Summary —
First Quarter Sales (January — March 2009)

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

Sales and use tax represents about 14%, or $19.65 million, of projected General Fund revenue in
the City’s Adopted Operating Budget for fiscal year 2010. 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 calendar year first
quarter sales (January through March 2009). These funds are reported as part of the City's fiscal
year 2010 revenue. Due to the timing of reporting by businesses and the State, MuniServices’
detailed reports on second quarter sales (April through June 2009) should be available by
November 2009. ASD advises that in mid-September, it should receive information from the State
on aggregate sales and use tax receipts for second quarter 2009.

- 1 See definitions on page 4.
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Following are some highlights of the sales and use tax information we received:

 First quarter 2009 sales and use tax revenue totaled $4.2 million (down $0.8 million from
fourth quarter 2008). This revenue includes sales and use tax for the City of Palo Alto and
pool allocations from the State and Santa Clara County.

» Everyregion in California experienced a decline in sales and use tax revenue during the first
quarter ending March 2009, compared to the first quarter ending March 2008. Statewide,
sales and use tax revenue has declined, or shown no growth, for seven consecutive
quarters. :

* Sales and use tax revenue totaled $19.4 million for the year ending March 2009 (down from
$21.3 million for the prior year ending March 2008). 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 and Use Tax

According to information from MuniServices, the following current economic influences may affect
our City’s sales and use tax revenue:

* Many economists believe the country will emerge from the national recession later this year.
During the last quarter, fresh signs emerged to indicate the recession is letting up --
Manufacturing's slide is slowing; builders are boosting spending on construction projects,
including homes; and consumers aren't cutting back as much as some had previously
anticipated. Even so, the economy’s overall performance this year is predicted to be poor,
with the economy contracting by 2.8%.

* In California, the economy is expected to pick up in 2010 and grow at more normal levels by
2011. Real personal income, adjusted for inflation, is anticipated to shrink 0.4% in 2009 and
then grow 0.4% in 2010. Total employment is forecast to shrink 3.5% in 2009 and not
increase in 2010. The construction and retail sectors are expected to remain weak.

Economic Category Analysis

Analysis of six economic categories, for the year ending March 2009, shows that General Retail
comprised the largest percentage of Palo Alto’s sales and use tax revenue and experienced a 13%
decline. Transportation experienced a 10.6% decline and comprised 14.6% of total revenues.
Although the Miscellaneous category experienced the largest percentage decline, it also
represented only 1% of total sales and use tax revenue.

City of Palo Alto Sales Tax Digest Summary Page 2 First Quarter Sales (January - March 2009)




Exhibit 1 - Comparison of Palo Alto’s Sales and Use Tax Revenue and
Percent Change by Economic Category for the Year Ending March 2009
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The following chart shows sales and use tax revenue by geographical area based on information
provided by MuniServices.

Exhibit 2 — Palo Alto’s Sales and Use Tax Revenue by Geographical Area
For the Year Ending March 2009
(Amounts include tax estimates and exclude pool allocations)
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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.
A temporary tax rate increase to 9.25% went into effect April 1, 2009.

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,

Opta, e Brouchond

Lynda Flores Brouchoud
City Auditor

Sources: MuniServices; the State Board of Equalization; the City’s Adopted Operating Budget Fiscal
Years 2010 and 2011

Audit staff: Lisa Wehara

Attachment A: City of Palo Alto Sales Tax Digest Summary
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City of Palo Alto ATTACHMENT A

Sales Tax Digest Summary @Mmunisenvices
SECOND Quarter Collection of FIRST Quarter Sales

Quarter 1, 2009

State Overview
The percent change in cash receipts over the prior year was (-8.2%) statewide, (-7.2%) in Northern California and (-8.9%)

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 1* Quarter 2009 by (-9.4%) statewide, (-8.7%) in Northern California, and (-9.8%) in
Southern California. .

City of Palo Alto Overview

For the year ended 1st Quarter 2009, cash tax receipts for the City fell 8.9% over the prior year. On a quarter-to-quarter
basis, sales tax revenues dropped 14.9% from 1st Quarter 2008 to 1st Quarter 2009. The period’s cash receipts include tax
from business activity during the period, payments for prior periods and other cash adjustments.

Excluding state and county pools and adjusting for anomalies (payments to prior periods) and late payments, sales tax
from businesses within the City boundaries declined 9.8% for the year ended 1* Quarter 2009 over the prior year. On a
quarterly basis, there was a revenue decline of 17.0% from 1* Quarter 2008 to 1* Quarter 2009.

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.

ECONOMIC CATEGORY ANALYSIS FOR YEAR ENDED 1ST QUARTER 2009

General Retail 445/-130 | 206/70 | 207/68 20.0/-6.0 31.2/25 | 206/77 | 200/-67 34.6/-76
% of Total/ % Change .

Food Products 16.6/-4.1 18.4/-3.1 18.8/-2.0 16.4/-3.3 16.8/-24 | 188/-32 | 184/-26 27.6/-47
% of Total/ % Change

Construction 15/-25 95/-15.6 92/-13.7 12.0/-16.4 12.0/-155 | 85/-143 | 145/-165 10.3/-14.8
% of Total/ % Change :

Transportation 146/-106 | 225/-163 | 192/-157 | 243/-170 | 241/-169 | 229/-153 | 26.9/-169 18.7/-18.0
% of Total/ % Change )

Business to )

Business 217/68 18.8/-6.5 21.9/-85 17.1/-2.4 15.1 /1.1 19.0/-6.6 10.4/-1.3 76/-73
% of Total/ % Change

Miscellaneous 1.0/-17.6 1.3/-43 13/05 12/-6.5 0.9/-59 12175 0.9/36 127182
% of Total /% Change

Total 100.0/-9.8 | 100.0/-9.4 | 100.0/-87 | 100.0/-9.3 100.0/-7.9 -| 100.0/-9.2 | 100.0/-9.9 100.0/ -9.5

R =

DED QUARTER 2009

Largest Segment Department Department Department
Restaurants | Restaurants | Restaurants Stores Stores Restaurants Stores Restaurants
% of Total / % Change 14.5/-34 12.5/-3.0 13.0/-2.0 122/-0.7 15.4/-1.0 13.2/-3.2 12.7/-5.0 18.9/-5.6
2nd L t : .
sr;gm:;gtes Department | Department | Department Restaurants Service Department Service Department
Stores Stores Stores ) Stations Stores Stations Stores
% of Total/ % Change 13.7/-12.9 10.9/-37 9.9/-44 10.3/-22 | 10.5/-1.5 10.4/-4.0 11.6/-4.7 10.7/-9.8
3rd Largest Segment . . Service Service Service Service . .
Misc. Retail Stations Stations Stations Restaurants Stations Restaurants Misc. Retail
% of Total/ % Change 9.3/-16.5 9.6/-3.8 8.3/-4.3 9.3/-4.1 9.8/-0.4 9.7/-34 9.7/-4.3 10.7/-6.8
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City of Palo Alto

Gross Historical Sales Tax Revenue Performance by Quarter and Benchmark Year (Before Adjustments)
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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 50.5% of
the jurisdiction’s total sales/use tax revenue.

ANDERSON HONDA MACY'S DEPARTMENT STORE
APPLE STORES MAGNUSSEN TOYOTA
BANANA REPUBLIC NEIMAN MARCUS DEPARTMENT STORE
BLOOMINGDALE'S NORDSTROM DEPARTMENT STORE
CARLSEN MOTOR CARS SHELL SERVICE STATIONS
CARLSEN SUBARU STANFORD UNIVERSITY HOSPITAL
CRATE & BARREL THE GAP
DOW JONES & COMPANY TIFFANY & COMPANY

" FRY'S ELECTRONICS VALERO SERVICE STATIONS
HEWLETT-PACKARD VARIAN MEDICAL SYSTEMS
INTEGRATED ARCHIVE SYSTEMS WALGREEN'S DRUG STORES
KEEBLE & SHUCHAT PHOTOGRAPHY WILLIAMS-SONOMA
LORAL SPACE SYSTEMS

Sales Tax from the Ten Largest Non-Confidential Business Segments (Benchmark Year)

(in thousands of §)

01Q2009
B1Q2008

$3,000,000

$2,500,000

$2,000,000

$1,500,000

$1,000,000

$500,000

$0
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