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CITY OF SANTA BARBARA


ORDINANCE COMMITTEE AGENDA REPORT

AGENDA DATE:

April 8, 2008
TO:



City Council Ordinance Committee

FROM:


City Attorney’s Office 
SUBJECT:

Santa Barbara Municipal Code Chapter 4.24 (The “Utility User’s Tax” Ordinance) – Proposed Revisions To Telecommunications And Video User Provisions 
RECOMMENDATION:

That the City Council Ordinance Committee review a proposed model Santa Barbara Telecommunication and Video Users’ Tax ordinance (as SBMC Chapter 4.26), and make a recommendation to City Council Concerning its Possible Adoption.
DISCUSSION:
The City’s utility users tax (SBMC Chapter 4.24 – the “UUT”) is a 6% tax is levied on the consumption of utility services including water, electric, natural gas, refuse, cable television and telephone. The UUT is one of the City’s largest revenue sources, providing over $13 million annually. The revenue is divided evenly between the City’s General Fund and the Streets Fund providing significant resources (over $6.5 million) to both funds. Unfortunately, due to rapidly changing telecommunications technology and developments in the legal environment, the City’s UUT revenue derived from telecommunications services (primarily “telephone” service) is now possibly at risk. As the Council has been previously advised, the telecommunications portion of the UUT is the City’s second largest source of UUT revenue. Santa Barbara first enacted a UUT ordinance in 1970 at a 3% rate. In 1977, the City Council elected, by ordinance, to double the amount of the UUT to 6% with the additional 3% dedicated to the reconstruction, maintenance, or repair of City streets. Under the 1977 ordinance, the additional 3% for streets contained a 10-year sunset provision. However, in 1984, the City Council, also by ordinance, repealed the 10-year sunset provision leaving the City with the 6% tax in place today. 
Santa Barbara is similar to more than 100 California cities which fund local programs and services by imposing a utility users tax. Typically, a UUT is levied on each user or customer of a utility service (e.g. telephone, electricity, gas, water, or video services) within an agency’s boundaries.  Most UUT ordinances in California originated in a model ordinance developed by the League of California Cities in the 1970s drafted after negotiations with the major utilities for ordinance provisions intended to standardize collection by the utility companies and intended to ease the administrative burdens for cities and utilities companies. Since that time, however, telecommunication technology has changed dramatically, particularly with the demise of telegrams and the rise of cell phones, internet communications, satellite communication, and other communication media, as well as the advent of fixed-fee calling plans and other marketing trends that simplify billing and reduce costs. Meanwhile, municipal UUT ordinances have not kept pace with rapidly evolving technology – mostly because the modernization of tax ordinances has been made more difficult by the voter-approval requirements of Propositions 62 and 218. This growing gap between 1970s era ordinances and a rapidly changing marketplace has also fueled a number of legal and practical challenges to utility users’ taxes on telephony.

For example, most UUT ordinances based on the old League model ordinance (like Santa Barbara’s, exclude from the UUT tax base payments for services “exempt from” or “not subject to” the Federal Excise Tax (the “FET”) a tax which was first enacted in 1898.  For many years, the Internal Revenue Service imposed the FET on most telephone charges, including charges based on either time or distance. This UUT cross-reference to the FET exemption in local ordinances allowed the phone companies to standardize their service area billing methodology and, thus, to only worry about one “exemption” in their billing practices despite that they provided phone service to and sent phone bills to customers in many different cities and counties. However, in May 2006, following a number of federal court decisions adverse to the IRS, the IRS announced it would no longer collect the FET on telephone charges not based on time and distance. Because most of the California UUT ordinances, including Santa Barbara’s, cite the FET and because most phone billing plans are no longer based on time and distance, some telecommunication carriers are now concerned that the IRS’ policy change applies to California local agencies UUT ordinances.  If true, this would virtually eliminate UUT revenue on telephony, since charges for almost all telephone plans today, especially cellular plans, are now based on “minutes” only, regardless of the distance between the two phones served by a call and without regard to whether the call is local, intrastate, or interstate.

Technological Change: At the same time, It is likely that older telecommunication technologies (i.e., for e.g., landlines) will continue to be replaced by newer technologies.  Indeed, some experts predict that web-based communications, like voice-over-the-internet protocol (VolP) will take over a significant portion of the market in the next decade, perhaps even overtaking cellular telephony. Therefore, as technology continues to evolve, cities can expect continuing challenges of UUT ordinances which are based on the League’s 1970s model. Such challenges could be troubling, both because failure to tax newer technologies would result in a substantial reduction in revenue for local services and because they would create an inequitable situation where those who can afford newer technologies are not taxed, while those who cannot continue to be taxed. Similarly, the convergence of voice, data, video, and other services also poses challenges for the application of older UUT ordinances to new service plans offered by so-called “triple play” providers. 
Moreover, many large businesses now employ “broadband” technology for voice, data and internet services, using “private communication services” (typically T-1 lines) and the FET does not apply to these types of “private communication services.”  Consequently, use of this new technology has resulted in an unfair and inappropriate UUT loop-hole and some individual businesses are bypassing payment of the City’s UUT. As we have discussed, a number of state and local jurisdictions are now updating their UUT and tax statutes and local ordinances to close this unplanned exemption by specifically taxing “private communication services.”

Santa Barbara’s current UUT ordinance also taxes only “cable TV” service with this portion of the UUT collected for the City by our local cable franchisee from its customer base. This provision, however, has become somewhat outdated as state law was changed in 2007 so that cable companies and IP-TV companies can now receive state-issued franchises and need not obtain a local franchise. In this regard, it is also important to note that, under federal law, direct broadcast satellite video services (DirectTV and Dish Network) are not subject to local taxes. As a result, the City should update its UUT provisions for cable TV and convert it into a video UUT tax so that the tax simply applies to the broader and newer technological concept of “video services” and without regard to the existence of a local franchise. Again, such a change would be merely a technological clarification and would create a level playing field for all “video” customers and, ultimately, would most likely be revenue-neutral. 

Under Prop 218 these ordinance issues can only be addressed by voter approval of an updated UUT ordinance. The February 2008 ballot saw proposals to do so in Los Angeles, Pasadena and other cities around California – all of which were approved by voters. Ultimately, unless Santa Barbara addresses these concerns, the City is at risk of loosing virtually all of its telephone UUT revenue and a significant portion of its cable TV revenues – funds dedicated to essential services such as police, fire, park maintenance, recreation programs and street maintenance. 

Given these concerns, the Council Ordinance Committee is being asked to review and consider the proposed model telecommunication and video users tax ordinance attached to this report. This model ordinance has been developed in consultation with the impacted utility companies and other cities. This ordinance contains updated operative definitions and working provisions that negate the FET question and the other potential legal issues which some cities have faced over the operation of their UUT ordinance. At the same time, the proposed model ordinance will amend the City’s UUT so as to modernize the telecommunications and video tax definitions as well as other related provisions such as those related to “bundling” billing practices. It will also eliminate references to Federal Regulations to the maximum extent possible in case these regulations are inappropriately revised in the future. This sort of updating should occur regardless of the manner or basis by which the telecommunication services are delivered, calculated, or billed. Thus, the new definitions are technology-neutral and reflect the modern use of communications so that all taxpayers will be treated the same and fairly. 
The attached model ordinance, designated the “Telecommunications and Video Users’ Tax Reduction and Modification Act” for the City of Santa Barbara includes the following features:
· a modern, functional definition of telecommunications that is technology-neutral, and includes the use of internet protocol (VoIP), broadband service and private networks for providing such services, and

· extends to interstate and international calls so that all taxpayers are treated the same, and

· it incorporates definitions of “ancillary telecommunication services: that are commonly recognized by the industry as being part of “telecommunication services”, and

· Assures that the telecommunications tax will be properly collected by the service providers, and

· Anticipates the possibility of new technologies and services to provide telecommunication services, or changes in federal law so that all taxpayers will be treated the same, and

· Anticipates the likelihood that other UUT jurisdictions will modernize their UUT ordinances, and allows for a state-wide mechanism that will facilitate uniform interpretations and administration, and

· Provides other administrative tools for addressing telecommunication taxation issues including administrative rulings issued by the City Finance Department and sourcing, bundling, and nexus guidelines.
ATTACHMENTS:
Draft Model Ordinance 
SUBMITTED BY:
Stephen P. Wiley, City Attorney 
APPROVED BY:
City Administrator's Office
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