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CITY OF SANTA BARBARA


COUNCIL AGENDA REPORT

AGENDA DATE:
June 24, 2008
TO:
Mayor and Councilmembers

FROM:
Administration Division, Finance Department

SUBJECT:
Telecommunications Utility Users Tax Ballot Measure
RECOMMENDATION:
That Council provide staff with final direction on the proposed telecommunications utility users tax ballot measure including the draft utility tax ordinance, the proposed tax rate and the proposed ballot language.
EXECUTIVE SUMMARY:

Since early February, 2008, the City has been considering placing a measure on the November, 2008 asking the voters to reauthorize the City’s 6% telecommunications utility users tax. The City Council held a public work session on February 21, 2008 to consider this subject. Since that time, the matter has been reviewed by both the Finance Committee and the Ordinance Committee. We are now at the point in time where decisions must be made whether to proceed with the ballot measure and, if so, on the form of the ordinance and ballot language to be submitted to the voters as well as the tax rate. Staff is recommending that City Council make decisions and provide staff with final direction on each of these issues. If Council decides to proceed with the ballot measure, Staff will return on July 1st for formal Council approval of the finalized elections resolutions and the draft ordinance to be submitted to the voters.  This would constitute a “special election” for the City, however, the City’s ballot measure can be consolidated with the general and federal to be conducted the Santa Barbara County Elections Office.
BACKGROUND:

Since 1970 the City has received revenue from a utility users tax (UUT). Half of the UUT revenue is used to fund critical General Fund services including police and fire services, parks maintenance and recreation activities. In accordance with a City Council ordinance adopted in 1977, the other fifty percent is used to fund the reconstruction, maintenance and repair of city streets. Public safety, parks and recreation activities and the safety and the quality of our streets are all dependent on the UUT.
The City’s UUT is a general 6% tax levied on 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. As stated above, the revenue is split evenly between the City’s General Fund and the Streets Fund providing significant resources (over $6.5 million) to each. The following table summarizes the City’s total UUT revenue for Fiscal Year 2007.


[image: image1.emf]Utility Service Amount

Electric

4,198,045 $    

Telecommunications

3,879,244      

Water

1,497,254      

Natural Gas

1,336,518      

Cable TV

1,255,510      

Trash

966,310         

Total

13,132,881 $  


The following table shows how the City’s current telecommunications UUT, estimated to be almost $4.2 million in fiscal year 2009 is allocated in the Fiscal Year 2009 budget to be adopted on June 24th.
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Streets Fund 2,200,000 $  50%

General Fund

Administration 329,804        7%

Community Development 234,188        5%

Library 92,330         2%

Parks & Recreation 312,233        7%

Public Safety 1,088,243     25%

Public Works 143,202        3%

Total General Fund 2,200,000 $  50%

Total Telecommunications UUT 4,400,000 $  100%


Unfortunately, due to rapidly changing telecommunications technology and recent developments in the legal and regulatory environments, the City’s UUT revenue derived from telecommunications services (telephone) is now possibly at risk. As the table above indicates, the telecommunications UUT is the City’s second largest source of UUT, providing almost $3.9 million in Fiscal Year 2007.

Santa Barbara is similar to more than 100 California cities which fund local programs and services with a UUT. Typically, a UUT is levied on each user of a utility (e.g. telephone, electricity, gas, water, or video services) within an agency’s boundaries. Most UUT ordinances in California date from a model ordinance developed by the League of California Cities in the 1970s after negotiations with the major utilities intended to standardize collection and to ease the administrative burden for utility companies. Since that time however, communication technology has changed dramatically 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, UUT ordinances have not kept pace with rapidly evolving technology because modernization of tax ordinances has been made more difficult by the voter-approval requirements of Propositions 13 (1978) and 218 (1996). This growing gap between 1970s ordinances and a rapidly changing marketplace has fueled a number of legal and practical challenges to utility users taxes on telephony. Consequently, over the last two years more than twenty California cities with a telecommunications UUT have sought and received voter approval of a modern telecommunications UUT. The list of these cities is included as Attachment 3.  Voter approval is now required by Proposition 218 [Ant. XIII(C) and (D) of the state constitution as approved by the voters in 1996.
The Federal Excise Tax Issue:  Most UUT ordinances, including the City’s, are based on the old League of California Cities model ordinance and exclude from the tax base payments for services “exempt from” or “not subject to” the Federal Excise Tax (FET).  For many years, the Internal Revenue Service (IRS) imposed the FET on most telephone charges, including charges based on either time or distance. This cross-reference to the FET exemption in local ordinances allowed the phone companies to standardize their billing methodology across their various service areas (which, of course, covered many cities and counties) and, thus, to only have to deal with one set of rules and exemptions in their billing practices despite providing phone service to many 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 call charges not based on time and distance. Because most of the California UUT ordinances, including Santa Barbara’s, cite the FET, some carriers now argue that the IRS’ policy change applies to California local agencies UUT. If true, this would virtually eliminate UUT revenue on telephony, since charges for almost all telephone plans today, especially for cellular plans, are based on time only, regardless of the distance between the two phones served by a call.

A number of California cities have amended their UUT ordinances to clarify that they did not wish to adopt the IRS’ new practice, but rather intended to continue to impose their UUT as it had historically been imposed (i.e. on charges based on time or distance). Lawsuits challenging the right of local taxing authorities to clarify their ordinances without voter approval, or to continue to collect this revenue without an amendment, are now pending at the Superior Court level against the County and City of Los Angeles, the City of Sacramento and the City of Long Beach. Consequently, a number of cities have opted to seek voter approval of modernized and clarified ordinances in order to prevent this sort of challenge.

Technological Change:  It is also likely that older technologies (e.g., landlines) will continue to be replaced by newer technologies. Indeed, some predict that web-based communications, like voice-over-the-internet protocol (VolP) telephony as offered, for example, by Vonage, will take over a significant portion of the market in the next decade, perhaps even overtaking cellular telephony. Therefore, as technology continues to evolve, local agencies can expect continuing challenges to UUT ordinances dating from the League’s 1970s now outdated model ordinance. Such challenges could have adverse consequences because failure to tax newer technologies would result in a substantial reduction in revenue for local services and create an inequitable situation where those who can afford to adopt newer technologies are not taxed while only 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 to new service plans offered by so-called “triple play” providers. These technological issues can be addressed by voter approval of an updated UUT ordinance as well.
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 (AT&T and Verizon) 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 exempt from local utility taxes. As a result, it is apparent that the City should update its UUT provisions for cable TV and convert it into a video UUT tax so that the tax 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, more importantly, would create a level playing field for all “video” customers and providers.

Unless Santa Barbara addresses these concerns, the City is at risk of losing virtually all of its telephone UUT revenue – revenue currently dedicated to essential services such as police, fire, park maintenance, recreation programs and street maintenance.

DISCUSSION:
On February 21, 2008, the City Council held a work session on the potential risks to the City’s telecommunications utility users tax (UUT). At the work session staff:
· Provided background information – what is the utility users tax?

· Explained the potential exposure - why is the city at risk of losing virtually all of its $3.8 million in telecommunications Utility Users Tax?

· Described services at risk – what services might be affected by the loss of this revenue?

· Presented options – what can the City do?

· Discussed next steps and timelines for policy decisions and seek general direction on how to proceed.

· Proposed that following the Council work session staff would work with the Ordinance and Finance Committees to craft recommendations.

The Council expressed an interest in placing a revised UUT ordinance as a ballot measure before the voters in November, 2008 to update the City’s telecommunications UUT ordinance. Doing so would protect against potential legal and regulatory risks to this critical revenue source as well as updating the ordinance’s 1970’s language to reflect rapidly changing telecommunications technology. The City’s telecommunications UUT tax, in place since the 1970’s, provides approximately $4 million of critical revenue with 50% supporting the City’s streets programs and the other 50% supporting essential General Fund services such as police, fire, parks and recreation and the library.

As a result of the work session, the Council directed the Ordinance Committee to review a modern draft telecommunications UUT “model ordinance.” The Council also directed the Finance Committee to review the financial impacts of both the potential loss of this critical revenue source as well as of modernizing the ordinance language to ensure the tax is technology-neutral, is positioned to keep pace with rapidly changing technology and recognizes the market’s shift to fixed-fee calling plans and other marketing trends that simplify billing and reduce costs.

Ordinance Committee: The Ordinance Committee met three times to consider the draft model ordinance language. The draft model ordinance is essentially the same ordinance that has been approved in the last two years by the voters of more than 20 other California UUT cities.
The Ordinance Committee conducted a detailed review of the ordinance language and requested one substantive modification; that the draft ordinance be amended to make it expressly clear that the City does not propose to levy the UUT on telecommunication services that are dedicated to, or used exclusively for, internet access. Although federal law already currently precludes the City from taxing Internet access, the Committee wanted to specifically and clearly exclude Internet access from the tax even if, in the future, federal law changes to allow such a tax.

In addition, at the request of the City’s cable TV franchisee, Cox Communications, the Ordinance Committee asked Staff to meet with Cox to discuss how the model ordinance might impact Cox with respect to the services Cox currently provides or to those services which Cox may provide in the future. As requested by the Committee, staff met with Cox Communications representatives to discuss some of the concerns expressed by Cox, particularly with regard to the definitions section. Local Cox representatives as well as representatives from Cox’ corporate offices in Atlanta participated in a conference call with City staff and the City’s consulting attorney on UUT issues, Don Maynor. Although it is probably fair to say that Cox would have preferred different language in some portions of the ordinance’s definitions section, in the end staff believes Cox understood that, as a tax ordinance and not a regulatory ordinance, these definitions were fairly standard and ones that have been agreed upon and adopted within the State of California and, indeed, across the country as part of the Streamlined Sales and Use Tax Agreement being negotiated on a national level.
At its final meeting on the matter, the Ordinance Committee voted unanimously to recommend the draft ordinance that is attached to this agenda report (dated as of June 24, 2008).  As proposed and if approved by the voters, the ordinance would repeal the old provisions of the City’s 1977 UUT Ordinance (SBMC Chapter 4.24) related to “telephone” and “cable TV” services and replace them with a new “Telecommunications” Chapter (SBMC 4.26) structured as a general tax.. As a general tax, under Prop 218, majority approval by the City electorate is required.
Finance Committee: As requested by Council, the Finance Committee to reviewed the financial impacts of the potential loss of this critical revenue source and modernizing the ordinance language to ensure that the tax is applied equally to all technologies, continues to keep pace with rapidly changing technology and recognizes the market’s shift to fixed-fee calling plans and other marketing trends that simplify billing and reduce costs.

At the Council’s February 21st work session, Don Maynor, the City’s consulting attorney on the utility users tax, stated that although there is still no empirical evidence to be able to draw a conclusion with certainty, the adoption of a modern telecommunications UUT ordinance could result in a revenue increase of up to 10%. This is because the modern ordinance covers certain technologies and transactions that are not covered by the City’s current 1970’s ordinance. For example, a modern ordinance will cover VoIP (Voice over Internet Protocol) telephone services such as Vonage, which is not covered by our current ordinance. Also, the City’s current telecommunications UUT ordinance taxes intrastate calls but not interstate or international calls. The modern ordinance being proposed covers all calls. It is this “broadening of the base” that could produce a revenue increase. The value of a one percent increase is approximately $38,800. There is, however, no way to be sure that the revenue increase of adopting a modern ordinance will approach the 10% level. Based on Santa Barbara’s specific situation, a more conservative position may be to assume a revenue increase from an updated ordinance of no more than 5%.

Based on this information, and with a goal of “revenue neutrality,” the Finance Committee focused on a recommendation to lower the 6% rate. After evaluating potential rates at 5.75% and 5.50%, the Committee voted unanimously to recommend that Council adopt a 5.75% rate on the proposed model ordinance.

Public Opinion Research Survey: The City recently conducted a resident opinion survey to gauge voter perception and support for the UUT ballot measure under consideration for the November 4, 2008 election. With the potential loss of UUT revenues it was important to conduct the survey. We now have a better perspective on our community’s understanding of this essential revenue source. It is clear that voter support increases when voters receive more information about the UUT and the fact that the funds are used for essential government services.  These considerations have been incorporated into the recommended ballot statement.
The UUT Modernization Survey was conducted by Fairbank, Maslin, Maullin and Associates June 8-11, 2008. The survey canvassed 500 registered voters in the City of Santa Barbara. Attachment 3 is a summary of the results.

In summary, the survey revealed that:

· By informing Santa Barbara residents that the City’s utility user’s tax provides funding for essential City programs and services, such as police, firefighters and youth gang prevention programs, support for the measure increases significantly. 

· Reducing the UUT tax rate marginally increases support for a Santa Barbara UUT ballot measure

· A reduction measure provides strategic advantages that are worth considering

· Survey response to UUT ballot measure components demonstrates that providing more information about the individual elements of the measure increases understanding and support 

· Santa Barbara voters regard the state budget deficit and the impact of state funding cuts for local services to be top concerns

· Voters oppose cutting funding for public safety services and programs to serve vulnerable members of the community
Overall, the City of Santa Barbara has the feasibility to pass a UUT ballot measure.  However, because UUT ballot measures are more complex than traditional finance measures, such as a sales tax or bond, it is crucial to educate residents as to why this measure needs to be approved by the voters.
Representatives from Fairbank, Maslin, Maullin and Associates will be at the City Council meeting on June 24, 2008 to brief the Council on the findings.

Next Steps
If Council desires to proceed with placing the revised Telecommunications UUT ordinance before the voters this November, final actions need to be completed at the Council’s July 1st meeting in order to meet the County Elections deadlines for agendizing this request for consolidation with the November State and Federal Election. In order to return next week with the final actions and documents, staff is recommending that Council give staff final direction at today’s meeting on the following three items:

1.
The draft Telecommunications UUT Ordinance

2.
The tax rate to be placed on the ballot

3.
The proposed Election Resolution.

Staff has attached a draft of the necessary City Council election resolution (Attachment 2) which contains suggested language for the actual ballot statement to be submitted to the voters. Under Proposition 218, in order to place the proposed new UUT ordinance before the voters in November of this year, the Council’s resolution must contain an emergency declaration and be adopted by a unanimous vote of the Council in order to allow the voters to consider this ordinance at a non-regular (i.e., an even year election) City election.  This resolution will be submitted to the Council for adoption in final form on July 1, 2008.

With Council’s preliminary approval of these items and direction to proceed, staff proposes to return to the City Council on July 1, 2008 with recommendations to:

· Adopt Resolution Calling and Giving Notice of the Holding of a Special Municipal Election to Be Held on November 4, 2008, with the Presidential General Election to be held on that date Pursuant to Section 10403 of the Elections Code and declaring a Prop 218 Emergency and Requesting an Elections Code § 9212 report.
· Adopt Resolution Requesting the Board of Supervisors of the County of Santa Barbara to Consolidate a Special Municipal Election to Be Held on November 4, 2008, with the State and Presidential General Election to be held on that date Pursuant to Section 10403 of the Elections Code.
· Adopt Resolution Directing City Attorney to Prepare Impartial Analysis of the Measure to be placed on the ballot for the November 4, 2008 Special Municipal Election of the City of Santa Barbara.
· Determine if rebuttal arguments will be permitted and, if so, adopt Resolution Providing for the filing of rebuttal arguments for City measures submitted at Municipal Elections.
ATTACHMENTS:
1. Draft Telecommunications Utility Tax Ordinance dated June 24, 2008
2. Draft Election Resolution with draft ballot statement
3. Memo Dated June 18, 2008 from Fairbank, Maslin, Maullin & Associates on Results of Voter Opinion Research Survey

4. List of California City UUT Ballot Measures
SUBMITTED BY:
Robert D. Peirson, Finance Director
APPROVED BY:

City Administrator's Office
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								Amount				Percent

				Streets Fund				$   2,200,000				50%

				General Fund

						Administration		329,804				7%						16195444		0.1499110509

						Community Development		234,188				5%

						Library		92,330				2%
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				Total General Fund				$   2,200,000				50%						15332580		0.1419240609
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