


Findings

San Francisco Documentary Transfer Tax

in 1994, the City and County of San Francisco implemented a progressive scale for
the documentary transfer tax, with rates based on the price at the time of the sale. Recently,
voters have approved measures o establish higher sales value brackets with higher rates and to
close loopholes for acquisitions or transfers of ownership interests to ensure collection of the tax
(Measures N, 2008 and 2010).

Table 1. San Francisco Documentary Transfer Tax Structure per $1,000 of sales vaiue

Value at time of Sale Transfer Tax
$100 to $250,000 $5.00 (0.5%)
Over $250,000 to under $1,000,000 $6.80
$1,000,000 to under $5,000,000 $7.50
$5,000,000 to under $10,000,000 $20.00
$10,000,000 or more $25.00 (2.5%)

Additionally, the 2008 Measure N reduced the transfer tax rate by up 1o one-third for
sales of residential property with recent solar energy or seismic improvements. The reduction is
available to the party that made the improvement, and it cannot exceed the cost of the
improvement. Furthermore, the Assessor-Recorder excludes the improvement from
reassessment. In order 1o receive the reduction, the seller must submit a transfer tax exemption
form to the San Francisco Assessor-Recorder with supporting documentation. San Francisco’s
unique City-County governmental structure allows it to implement this policy. With regards to
providing a similar incentive in the City, this type of structure is not recommended at this time due
to the logistics of the collection of the transfer tax which would require coordination with Los
Angeles County.

Proposals for Documentary Transfer Tax

The Documentary Transfer Tax, as it is currently structured, has been collected by
the City since fiscal year 1991-92. The City currently receives $4.50 for each $1,000 of the home'’s
value at the time of the sale, typically paid by the seller from the sales amount. The current
projection for revenue for the current fiscal year is $108 million. This is 50 percent below the peak
of $217 million received in fiscal year 2005-06. The proposal to modify the tax rate would increase
General Fund revenues. The first option is to double the documentary tax from $4.50 to $9.00.
The second option seeks to limit this increase o sales in the highest price brackets while
concurrently reducing the rate for those in the lowest. The price brackets would be based on the
gquartiles of single family home sales. The quartiles would be recalculated annually io prevent
‘bracket creep” wherein home value appreciation pushes more sales into the higher transfer tax
brackets.

Based on the annual median home price of $365,000 in the City for fiscal vear
2011-12 as calculated by the consultant using County data, the City’s documentary transfer tax
would increase from $1,643 to $3,285 for a home sale under the proposed flat rate increase.
Under the proposed scaled rate, only homes sold above the 75th percentile of sales price would
see the full increase; homes between the 50th and 75th percentile would have a 50 percent
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increase; the rate for homes just below the 50" percentile {median) would remain unchanged;
while homes in the bottom 25th percentile would see a 50 percent reduction in the rate.

Table 2. Proposed Scaled Documentary Transfer Tax Structures per $1,000 of Sales Value

Proposed Flat  Proposed Tiered

Quartile Price Bracket* Current Rate Rate/$1.000 Rate/$1.000
25% or less $255,000 or iess $4.50 (0.45%) $9.00 (0.9%) $2.25 (0.225%)
25% to 50% Over $255,000 to $365,000 ¢ ¢ $4.50
50% to 756% Over $365,000 to $585,000 * ¢ $6.75
75% or more Over $585,000 “ “ $9.00 (0.9%)

*Price brackets determined using current City sales data from the Los Angeles County Assessor.
Median price of $365,000 is equivalent to the 50" percentile.

To analyze the resulting impact to home sales and resulting revenue from both
proposals, the consultant, Beacon Economics, conducted a literature review of previous research
on transfer tax increases and constructed its own empirical model to approximate how the tax is
assessed within the City. The consuliant reported that empirical work on the subject was scant
and that the circumstances of the studied transfer tax increases were not analogous 1o those of
the City. Specifically, research identified a negative impact (declining sales volume) in markets
where buyers pay half or all of the transfer tax, whereas the tax in California is typically paid by the
seller. Additionally, the declining volume might be attributed to the "shock” of a new tax when
previcusly there had been none, the acceleration of sales within a short period immediately
preceding and following a rate increase, or the larger impact of the real estate market collapse.

To analyze the potential impact of a transfer tax increase in the City where the seller
typically pays, the consultant identified seven other California cities that increased their rafes.
Data from these cities was studied to infer the likely effect of an increase in Los Angeles. When
controlling for economic (e.g. employment growth/unemployment rate) or real estate market
conditions, no significant impacts on either volume of sales or prices after the change in tax rates
were found. Only when there was no attempt {o control for these variables were declining sales
observed.

Proiected Revenue

Although the consultant concluded that the likely effects of the proposed transfer tax
system in the City would not result in a reduction in home sales, in consideration of the literature
review findings, the analysis of both proposed transfer tax increases include the possible impactio
sales. The consultant projects that the implementation of a tiered transfer tax system would
generate between $76.1 million and $82.4 million per year in additional revenues, while reducing
property sales by an estimated 283 transactions per year (1 percent), while a flat increase would
generate between $95.3 million and $103.2 million per year in additional revenues, with sales
declining by an estimated 1,070 transactions (3.8 percent). The projected revenue with and
without the sales effect and the impact to revenue and sales in the proposed price brackets are
summarized below.
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Table 3. Total Revenue for Flat and Tiered Rates with and without Sales Effects

Tiered Rale Flai Rate
FY12 With Sales  No Sales  With Sales  No Sales
Actuals Effects Effects Effects Effecis
Total Revenues $103.2M $182.6M $185.7M $206.0M $206.5M
Transactions 28,013 27730 26,043
Additional Revenues $76.1M $82.4M $95 3M $103.2M
Change in Transactions -283 -1,070

*Estimated revenue based on FY2011-12 aciual revenue

Table 4. Breakdown of Revenue for Fiat and Tiered Rates with Additive or Subtractive Sales Effects

Sales Price
_ »$256K o >$365K to

<=5255K $365K $585K >$585K Al Saies
FY11-12 Revenues $5.4M $7.8M $9.8M $80.2M $103.2M
FY11-12 Transactions 7,957 6,711 5,608 7,737 28,013
Flat Transfer Tax Rale
Change in Revenues $5.0M $7.2M $9.0M $741M $95.3M
Change in Transactions -304 -256 -214 -296 -1,070
Tiered Transfer Tax System
Change in Revenues -$2.7M 30 $4.6M $74.1M $76.1M
Change in Transactions 107 0 -95 -296 -283

*Estimated revenue based on FY2011-12 aciual revenue

Documentary Transfer Tax Criticism and Recommendations

Prior City actions to address the structural deficit have allowed the City to reduce the
projected budget gap from $1.1 billion (as projected in in January 2010) to $216 million for fiscal
year 2013-14. The City has largely exhausted its workable solutions fo address the structural
deficit, and a permanent solution is required to maintain City services for those who live in, do
business in, or visit our City. Restoring lost revenue will allow the City to fund basic City services,
including providing a mechanism for funding public infrastructure projects.

The proposed tax has been criticized by the real estate industry for its volatility and
its burden on a small fraction of City residents, specifically those completing home sales. The
Office of the CAO has met with industry representatives to discuss the proposed changes and {o
solicit input. With regards to specific criticisms, the revenue source’s volatility is addressed in the
proposed recommendations {0 use revenues above base for one-time expenditures, as discussed
below. While the documentary transfer tax may not place an equal burden on every City taxpayer,
a tiered tax structure would better distribute the burden according to ablility to pay. Additionally, the
transfer tax is part of balanced approach to City revenue which includes property, sales, business,
utifity, hotel and parking tax.

In order to maximize revenue with minimal impact to sales, it is recommended that
the City implement a tiered documentary fransfer tax siructure with price brackets based on the
guartites of single family home sales. This resulting rate structure reducss the transfer tax rate on
the lowest priced homes sales and relegates the fuli proposed rate increase to homes in the upper
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75 percent of home prices. To address bracket creep, the ballot measure should include language
for the quartile brackets to be recalculated annually. The calculation may be based on Los
Angeles County sales data or an established index, such as the 5&P/Case-Ghiller Los Angeles
Home Price Index which measures the average change in value of residential real estate the in
the Los Angeles—Long Beach—5anta Ana Metropolitan Statistical Area.

A general tax measure, such as this, requires 50 percent pius one vole of the
electorate fo pass, and the resulting revenue would be deposited directly within the General Fund
to address the City’s greates! needs. Tax measures which are designated for specific purposes
woulid require a two-ithirds approval rate for passage. Council should review its available options
for revenue opportunities {o identify those that align best with the City's priorities and those that
significantly reduce the General Fund structural deficit.

Revenue and Budget Stabilization Fund Recommendations

Because transfer tax revenue—a product of the number of sales and the home sale
value—is collected only at the time of the sales transactions, it is more vulnerable to a volatile real
estate market than property tax. For this reason, revenue from the tax increased sharply with the
real estate boom and plummeted with property tax with the collapse of the market. Revenue has
been gradually increasing as home values have stabilized and the number of sales has increased,
however, it is 50 percent below the peak of $217 million received in fiscal year 2005-06.

Chart 1. Documentary Transfer Tax Annual Receipts (§ thousands)
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i is recommended that any revenue above the proposed documentary transfer tax
base--$180 million estimated for 2013-14 based on the linear trend of receipts since 1892 and
projected receipts after the tax increase—be deposited in the City’s Budget Stabilization Fund to
be used 1o fund one-time expenditures, such as capital improvement projects or large court
settlements. This proposed practice should be part of the larger budget stabilization fund policy,
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wherein past receipts and current revenue trends are analyzed to determine a baseline revenue
growth rate for all General Fund revenues, Any receipts that exceed this baseline growth may then
be deposited in the Budget Stabilization Fund to address one-time expenditures or o provide a
source of funds in times of declining revenue.

Recommendations

1. Request that the City Attorney, with the assistance of the Chief Legislative Analyst
and the City Administrative Officer, 1o prepare the necessary Ordinance and
Resolution to place a tiered-rate Documentary Transfer Tax measure on the
March 5, 2013 Primary Nominating City Election ballot; said documents to be
transmitted no later than November 6, 2012;

2. instruct the City Clerk, upon submission of the ordinance and resolution, to place
them on the next available Council Agenda for consideration on or before November
13, 2012, and,

3. Instruct the Offices of the Chief Legislative Analyst and City Administrative Officer to

finalize a Budget Stabilization Fund policy and report to Councll with funding
recommendations.

Fiscal Impact Statement

Approval of proposed tiered rate documentary transfer tax structure by Los Angeles
City voters will generate approximately $76 million to $82 million in General Fund revenues and
would reduce the structural deficit in outgoing years. The cost for putling a measure on the City
Primary Nominating election ballot is included in the budgeted funds of the City Clerk.
MAS:RPC:BC/MCK: 01130041
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