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February 9, 2009 

 

 

Chairman Parsky and Members of the Commission: 

At the Commission’s initial hearing in San Diego, Legislative Analyst Mac 
Taylor gave good counsel to the Commission with regard to the expansion of the 
sales tax base to include services.  Mr. Taylor advised the Commission to “walk 
down that road [the sales taxation of services] with your eyes wide open.” 

The sales taxation of services has proven to be difficult and controversial 
nationally, even in those states which have taxed services broadly for decades.  
Those difficulties are compounded in California, where the legal and political 
environment in which the sales tax operates presents additional issues which must 
be considered carefully by the Commission prior to making its recommendations. 

The following compilation of issues is by no means exhaustive, but is meant to 
illuminate some of the questions the Commission should be asking. 

Issues 1 through 3 discuss the often cited concern of “erosion of the base” and 
the difficulties presented when attempting to compare California’s sales tax base 
with that of other states.  Is there really an erosion of taxable sales that taxing 
services will stem or are we simply spending more on things we will not realistically 
be taxing anyway?   

Issues 4 through 12 discuss a myriad of economic, political and practical 
implementation issues that need to be addressed in route to any recommendation of 
expanding the sales tax base to cover services. 

Thank you for the opportunity to discuss these issues with you. 
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ISSUE #1: WHAT IS THE RATIONALE FOR EXPANDING THE 
SALES AND USE TAX BASE TO SERVICES? 

A. ASIDE FROM THE GENERAL TAX POLICY RATIONALE THAT A BROAD 
BASE AND A LOW RATE ARE DESIRABLE, OTHER RATIONALES 
ADVANCED FOR BROADENING THE CALIFORNIA SALES TAX ARE 
UNSUPPORTED BY THE DATA. 

Generally, broadening the base of a tax and lowering its rate promotes good 
tax policy.  Lower rates promote compliance and reduce the incentive to evade tax.  
Broadening the base of a tax may reduce its volatility1 and at least to some degree 
promotes neutrality and fairness.2

The argument goes something like this:  The Sales and Use Tax Law is 
essentially a tax on consumption designed at a time when consumption was largely 
of tangible goods.  Our economy, however, is in the midst of a radical 
transformation.  In this “21st century economy” consumption has shifted from 
consuming tangible goods to consuming intangible property (digital downloads for 
example) and services.  Consequently, California must expand the base of the sales 
and use tax to intangibles and services or face the inevitable decline of revenues 
needed to fund vital government services.  Expanding the base of the sales and use 
tax to intangible personal property and services will also substantially reduce, if not 
eliminate, the perceived ills of volatility and regressivity.

  Perhaps no predicate for expanding the sales 
and use tax base to services, however, is repeated more often than the idea that the 
existing sales tax base is eroding in light of a transformed 21st century economy.   

3

Over the last 35 years, taxable sales have declined seven percent as a 
percentage of total California GDP.

  

Unfortunately, there is simply no real data to support this scenario.  The most 
that can be said is that as a percentage of total consumption, consumption of items 
subject to the sales and use tax is lower than it was 30 or more years ago.  It does 
not necessarily follow, however, that the reduction of the percentage of 
consumption of taxable goods is equivalent to proof that consumption is 
proportionately increasing for services or purchases of intangible personal property 
that California can or has the political will to tax.  

4

                                                             

1  Assuming the base expansion is to activities which themselves are relatively inelastic. 
2  Although this too may not be true.  See discussion of the Hawaii Sales Tax, infra. 
3  See e.g., Mazarov, “Expanding Sales Taxation of Services: Options and Issues” (2003) Center on 
Budget and Policy Priorities (http://www.cbpp.org/3.24-03.sfp.htm); Paul, “Throw Out the Tax Code” 
(2008), New America Foundation 
(http://www.newamerica.net/publications/articles/2008/throw_out_tax_code_7063). 
4  See Appendix A – Taxable Sales as a Percentage of CA GDP.  

  While not totally insignificant, the decline does 
not illustrate a sales tax on the precipice of collapse.  More importantly, however, 
the decline may be explained by increases in consumption of exempt necessities, by 
services that California is not realistically going to tax anyway, or by the relative 
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prices of either of these increasing at a faster rate than those items comprising the 
taxable sales base.  

B.  THE DECLINE IN THE CONSUMPTION OF TAXABLE GOODS AS A 
PERCENTAGE OF TOTAL CONSUMPTION COULD BE PARTIALLY 
EXPLAINED BY A RELATIVE INCREASE IN THE PERCENTAGE OF 
CONSUMPTION OF EXEMPT NECESSITIES. 

Even if the argument that the percentage of taxable consumption relative to 
the percentage of non-taxable consumption is lower today than it was in the 1930s, 
it does not necessarily follow that the expansion of the sales tax base to services will 
“stop the erosion” of the California sales tax.5

1. The Sales Taxation of Food.  

 

For one thing, the growth in non-taxable consumption might be partially due 
to increased consumption of goods that California currently excludes from the sales 
tax base.  Of the $10 billion of sales attributable to exempt tangible goods, ninety 
percent is attributable to food ($5 billion), prescription drugs (almost $2 billion) and 
utilities (just over $2 billion).  An examination of each of these major exemptions 
from the sales tax is warranted. 

There is little debate that Americans on average consume more total food, 
more snacks, bigger portions of food, and more calories than they did 30 years ago, 
not to mention 80 years ago.  

The California experience, however, with trying to expand the sales taxation of 
food is worth noting.  In August of 1985, Governor Deukmejian’s Tax Reform 
Advisory Commission issued a final report in which it merely suggested: 

 “additional study of the food, health, and home utility exemptions to 
determine the effect of including these items in the base, together with a 
refundable credit or other tax-free expenditure program.”6

In 1991, faced with a budget deficit, the California Legislature expanded the 
sales tax base to include “candy and snack food”.  After tremendous implementation 
difficulties for the Board of Equalization, including having to explain why an ice 
cream bar was taxable, but a half-gallon of ice cream was not, there was a backlash.  
Within two years, the snack tax was repealed as part of a constitutional amendment 

 

News of this recommendation leaked to the press prior to the report’s release.  
The Commission’s work was thereafter quickly disavowed by the Administration 
and the Legislature, and had little impact. 

                                                             

5  It should be noted that “erosion” is a relative term.  The revenue generated by the California sales tax 
continues to grow, and while the rate the growth has generally slowed, it has kept pace with the rate of 
growth of California GDP, which itself has slowed over the last 30 years and even exceeded that of 
growth in population plus inflation. 
6  Final Report-Tax Reform Advisory Commission (August, 1985), p. 16. 
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prohibiting the sales taxation of all non-restaurant food products (including candy, 
snack food and bottled water).7

2. The State and Local Taxation of Utilities. 

 

Californians have purchased or rented more expensive housing which 
consumes a higher percentage of their disposable income than ever before.8  More 
and larger houses also mean more consumer durables which require electric, gas, 
telecommunications and water utilities.  Californians’ expenditures for utilities, as a 
percentage of total consumption are likely higher than they were in the 1930s.  It 
would be a misnomer, however, to state that because most utilities are exempt from 
state sales tax, that the consumption of utilities goes untaxed.  In fact; the State has 
simply ceded taxation of the consumption of utility services to local governments by 
way of the utility user tax.  While the rate and base of utility taxes vary by city and 
county, in the City of Los Angeles, the utility user tax is ten percent on electricity and 
gas and nine percent on telecommunications.  Were the state sales and use tax 
exemption eliminated, the base rate for gas, electricity and telecommunications 
could exceed fifteen percent in some areas.9

3. The Sales Taxation of Prescription Medicines. 

  This too raises significant barriers to 
expansion of the sales tax base which the Commission should recognize. 

The decline in the percentage of taxable goods purchases could also be 
partially explained by an increase in the percentage of consumption of exempt 
prescription medicines.  There has been a substantial growth in both the available 
number and the cost of prescription medicines since the 1930s.   If this explains a 
portion of the migration away from taxable consumption, however, it is unlikely to 
matter.  According to the Federation of Tax Administrators, as of 2008, 44 of the 45 
states imposing a state sales tax exempt prescription medicines.  It is highly unlikely 
that California would ever adopt a proposal to tax prescription medicines, and such 
a proposal would be undesirably regressive if it were adopted.  

4. No Meaningful, Achievable Revenue Stands to Be Gained from Eliminating 
Other Exemptions Currently in the Tax Base. 

The three exemptions described above total approximately $9.5 billion of the 
$10.6 billion of “revenue loss” attributable to exemptions and exclusions from the 
                                                             

7  Proposition 163 of 1992  (Cal. Const. art. XIII, sec.34). 
8  It is unclear whether proponents’ discussion of the decline of the consumption of taxable goods as a 
percentage of total consumption includes the consumption of housing services within the measure of 
total consumption.  Most economists view housing, even owner occupied housing, as a service. 
9  It would also raise the difficult issue of whether to include sales of utilities owned and operated by 
public entities within the tax base.  Currently, tangible personal property sold by California state and 
local government entities are subject to sales and use taxes.  These sales of goods are de minimus, 
however.  If utilities became subject to state sales taxes, presumably sales by public entities such as the 
Los Angeles Department of Water and Power would also be subject to tax.  If not, severe economic 
distortions would be introduced between areas served by investor-owned and governmentally owned 
utilities.  
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current sales tax base.  Of the remaining, $1.1 billion, approximately $465 million is 
attributable to undefined “other necessities of life” which presumably have the same 
political status as the categories described above.  Of the $635 million left, some 
categories appear suspect.10

• The sales tax was extended to candy and “snack food;” 

  Of what little remains, the political and policy fallout 
associated with eliminating the exemption appear hardly worth it.  Recent history is 
instructive. 

As mentioned above, California faced a major budget shortfall in 1991.  Then, 
as now, there was a hue and cry to “close tax loopholes” and for “reforming the tax 
system.”   Months were spent debating the options, with affected groups roaming 
the halls of the legislature making the case for and against each proposal. 

At the end of a long and contentious process, what emerged were a small 
handful of “loophole closures”: 

• The sales tax was extended to bottled water in containers of less than a 
half gallon; 

• The sales tax exemption for newspapers and periodicals was repealed; 
and 

• The sales tax exemption for “bunker fuel” (i.e., the fuel put into ships) 
and for domestic airline fuel consumed after the first out-of-state 
destination was repealed.11

The Commission should be aware of the fate of these “loophole closures”.  As 
discussed above, the snack tax was repealed by initiative and its exemption 
enshrined in the Constitution. 

 

With regard to the newspaper and periodical exemption, it was soon brought 
to the Legislature’s attention that while California-based publishers could be 
compelled to collect sales taxes on newspaper and magazine subscriptions, there 
was no ability to compel publishers in other states, with no physical presence in 
California, to do the same.  The Legislature had to reverse ground, and restore the 
exemption for magazine subscriptions, lest California publishers be at a significant 
competitive disadvantage.12

Finally, even the Legislative Analyst, when compelled by legislation to study 
the effects of removing the bunker fuel exemption was forced to recommend in its 
2001 study

   

13

                                                             

10  For example, $51 million is attributed to “fuel sold to air common carriers”.  California currently 
taxes 100% of jet fuel sold to common carrier in domestic carriage.  Sales of fuel to common carriers in 
international carriage are exempt under the Foreign Commerce Clause of the United States 
Constitution.  It may not be proper to view this type of exemption the same as those which are at the 
discretion of the legislature. 
11  Chapter 85, Statutes of 1991 (AB 2181 (Vasconcellos)). 
12  Chapter 903, Statutes of 1992 (SB 267-(Kopp)). 
13  “Sales Taxation of Bunker Fuel” Legislative Analyst’s Office, January 25, 2001. 

 that the Legislature partially restore the bunker fuel exemption 
because ships were bunkering in other ports outside California, not only costing 
California the fuel industry jobs, but also the revenue from ship repairs while the 
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ships were fueling.  The exemption (section 6385) was partially restored in 2003 
and sunsets in 2014.14

The airline industry was not as lucky as its nautical colleagues. When the price 
of aviation fuel skyrocketed past $3 per gallon in 2008, the domestic airline industry 
paid over a quarter billion dollars in additional sales taxes on fuel they were forced 
to purchase in California but do not consume here.  Despite legislative expressions 
of sympathy, and well publicized bankruptcies,

 

15

C. THE DECLINE IN THE CONSUMPTION OF TAXABLE GOODS AS A 
PERCENTAGE OF TOTAL CONSUMPTION COULD BE EXPLAINED BY A 
RELATIVE INCREASE IN THE PERCENTAGE OF CONSUMPTION OF 
SERVICES THAT CALIFORNIA IS UNLIKELY TO TAX. 

 California continues to collect a 
windfall. 

For all these reasons, while it is always good public policy to examine whether 
tax preferences in the tax code still make good economic and industrial policy sense, 
it is unlikely that further Commission work in the area of the elimination of 
exemptions within the current sales tax base would yield politically achievable 
results that would have meaningful revenue implications.  It would be productive, 
however, for the Commission to study how much of the decline in the consumption 
of taxable goods has shifted to the consumption of “exempt necessities.” 

The proponents’ claim of erosion may also be attributable to the consumption 
of services on which California would not likely choose to impose the sales tax  in 
any regard.  Examples of these include public and private education services, 
healthcare services, childcare, in-home supportive services and elder care services 
to name a few.  Each of these areas has seen a substantial growth in consumption 
since the early days of the sales and use tax law.  However, given their importance 
among voters, it is highly unlikely any would ever be subjected to sales or use taxes. 

It is appropriate as part of its deliberations that the Commission decide what 
services should be excluded from an expansion of the sales tax for policy or other 
reasons, and then examine how much of the expansion of services consumed has 
occurred in these nontaxable service categories.  Only then can the Commission 
determine whether any shifts in the revenue system are warranted in the name of 
either increased revenue stability, or revenue enhancement. 

                                                             

14  Chapter 712, Statutes of 2003 (SB 808 (Karnette)). 
15  It may be coincidence that two of the carriers, Aloha and ATA, had major route traffic between 
Hawaii and California, but the massive increase in sales taxes on aviation fuel purchased in California 
no doubted had some adverse impact on the carriers’ financial difficulties. 
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D. THE DECLINE IN THE CONSUMPTION OF TAXABLE GOODS AS A 
PERCENTAGE OF TOTAL CONSUMPTION COULD BE PARTIALLY 
EXPLAINED  BY A RELATIVE INCREASE IN THE PRICE OF EXEMPT GOODS 
AND SERVICES RELATIVE TO THE PRICE OF TAXABLE GOODS.  

None of the studies we have seen cited so far as support for the erosion of the 
sales tax base has appeared to control for the effects of inflation.  If this is the case, it 
might also be possible that the increase in the percentage of non-taxable 
consumption reflects the changes in the prices of taxable tangible personal property, 
exempt tangible personal property, intangible personal property and services 
relative to one another. 

For example, assume that a 100% of a household’s consumption consisted of 
only two items: restaurant meals which cost $10 per month and healthcare, 
consisting of a single monthly doctor’s visit, which also costs $10 per month.   At 
years end, 50% of the household’s consumption would be for taxable goods 
(restaurant meals), and 50% would be for nontaxable medical services.  In year two, 
assume the household consumed the same number of meals per month, and went to 
the doctor once per month as before, but the prices of the two items changed.  
Assume that the cost of restaurant meals rose 20% to $12 per month, while a 
doctor’s visit doubled to $20 per month.  At the end of year 2, the household would 
have spent $144 (37.5% of total consumption) on taxable restaurant meals, and 
$240 (62.5%) on nontaxable healthcare.  Thus, without any change in consumer 
behavior on an inflation-adjusted basis, or transition in the 21st Century economy, it 
would appear that the proportional taxable sales of tangible personal property are 
declining. 

Given the rapid increases in the relative costs of healthcare, medicines, 
housing, food and education relative to increases in the cost of taxable tangible 
personal property, this scenario could indeed at least partially explain the data 
advanced by proponents as justification for expansion of the sales tax base.  The 
Commission would be well served to either ensure that study data is inflation 
adjusted or to include the investigation of relative price changes in its 
recommendations for further study.  

E. THE RATIONALE FOR EXPANDING THE SALES TAX BASE IS 
UNSUPPORTED BY THE CURRENT DATA AVAILABLE. 

The point to be made here is not that that the erosion of the sales tax base 
argument is invalid per se, only that the arguments normally presented to support it 
are lacking conclusive data to back them up.  If policy makers want to tax a 
particular service simply to raise revenue, that is certainly a rationale.  But to argue 
that taxing certain services is required because California’s existing sales tax base is 
eroding due to a shift in consumption to non-taxable intangible property and 
services simply is not supported by any California-specific research or facts. 

Further study, addressing the issues discussed above, however, could shed 
additional light on the debate. 



Page | 7 

ISSUE #2: ARE THE PERCEIVED WEAKNESSES IN THE 
CALIFORNIA SALES TAX CAUSED BY “EROSION OF 
THE BASE” OR BY “EROSION OF THE RATE”? 

California has one of the highest state sales tax rates (6.25%) in the nation.16

Appendix B is a breakdown of the current California Uniform Sales and Use 
Tax rate.  Of the 6.25% rate, 1.25% (or 20%) of the state sales tax rate is not 
deposited in the State’s General Fund, but has been diverted to other uses.

 
With such a high rate, some reason that “weakness” in sales tax revenue statistics 
can therefore only be the result of the erosion of the sales tax base.  This may be 
flatly untrue.  

17  
Moreover, although it is not segregated in the sales tax rate, the sales tax on 
gasoline18 is also primarily diverted from the general fund to transportation uses 
(Revenue and Taxation Code section 7104).  The impact of these “earmarks” can be 
seen in a portion of the most recent Schedule 8 included as part of the Governor’s 
Budget. (Appendix C.)  In 2007-08, almost $5.4 billion in sales tax revenue was 
diverted from the General Fund to earmarked uses.  This does not include the 
revenue from the .5% rate imposed for Local Police and Fire Services that was 
approved as Proposition 172 in 1993, which for 2007-08 should also be about an 
additional $2.8 billion.19

                                                             

16  California is tied for 8th place (FTA , State Sales Tax Rates and Vendor Discounts-2008). 
17  .25% Fiscal Recovery Fund; .5% Local Revenue Fund (Realignment); and .5% Local Pubic Safety 
Fund. 
18  California is one of the few states that applies the sales tax to gasoline.  See discussion infra. 
19  This amount is completely “off budget”, meaning it is not reflected in the overall revenue 
performance of the sales tax reflected in the Governor’s Budget. 

 

These diversions of state sales tax revenues may be for valid public policy 
reasons, but they are diversions from the General Fund just the same.  It is not the 
fault of the sales tax program that revenue does not reach the General Fund where it 
can be used to address current legislative priorities.  The earmarking of these 
revenues also complicates the “high rate” discussion, because these diversions could 
be viewed as “erosion of the rate” which is just as relevant to discuss as “erosion of 
the base”. 

If the Commission believes exemptions from the sales tax should be an item of 
further research, it may be appropriate to research the public policy issues behind 
the earmarked programs which divert sales tax revenue from General Fund 
availability. 
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ISSUE #3: SHOULD CALIFORNIA EXPAND THE SALES TAX TO 
INCLUDE MORE SERVICES BECAUSE OTHER STATES 
TAX MORE SERVICES? 

There has been a great deal of discussion about California in comparison to 
other states with regard to services within the sales tax base.  The Commission 
should exercise extreme caution when comparing California’s sales tax program to 
those of other states.  The Commission should be asking: 1) what is the role of the 
sales tax in relation to all the other tax programs in the state; 2) what is not within 
the tax base of these other states that California taxes; and 3) what types of buyers 
or sellers are exempt from tax in these other states compared to California.   

The Commission should resist the temptation to “cherry pick” limited aspects 
of other states’ sales tax program, or their larger revenue system in general without 
recognizing that these other states may not tax goods, services, transactions or 
activities which California currently taxes.  

A. WHAT IS THE ROLE OF THE SALES AND USE TAX RELATIVE TO OTHER 
TAX PROGRAMS IN THE STATE? 

Jim Eads of the Federation of Tax Administrators spoke at the Commission’s 
first hearing, and showed the results of the FTA’s latest study of state taxation of 
services.  Hawaii led the list with 160 services taxed.  It appeared that at least Mr. 
Eads viewed this as a plus for Hawaii compared to California.  But as the Legislative 
Analyst cautioned, the Commission is well advised to take care about acting without 
the full picture. In 2007, Hawaii received a great deal of its revenue from the sales 
tax but substantially less from its income tax (about 30% of its total revenue) than 
California does from its personal income tax (46%) for the same year.  To achieve 
the same balance between the two taxes in California, California would have to cut 
the PIT by about $14 billion, and increase the sales tax by a like amount presumably 
through base broadening.  Understand, however, that achieving these state revenue 
ratios would mean that taxpayers actually would pay a far greater amount of tax 
overall, because California has a local tax component in addition to the state sales 
tax rate which would generate the revenue for the General Fund currently 
generated by the personal income tax.20

Moreover, the broad coverage of the Hawaii sales tax, which includes food, 
utilities, health services and other necessities, has been continually criticized as 
extremely regressive by a broad spectrum of commentators, ranging from the 
Center on Budget Policy and Priorities

 

21 to the Tax Foundation of Hawaii.22

                                                             

20  It bears noting that transitioning the California revenue balance to that of Hawaii would also 
generate windfalls for the programs with dedicated diversions of state sales tax described above. 
21  “The combination of the low income tax threshold with gasoline taxes, property taxes, and in 
particular Hawaii sales taxes gives Hawaii overall one of the nation’s most burdensome state and local 
tax system for the poor.” Zahradnik- “Reducing Hawaii’s Income Tax on Working-Poor Families: Three 
Options” Center on Budget and Policy Priorities, March 11, 2004. 

  To 

22  “State Lawmakers Must Alleviate Regressive 4 Percent Tax” Hawaii Reporter, February 7, 2005. 
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remedy the extreme regressivity of its sales tax, Hawaii has offered a phased-out, 
general excise tax credit and food tax credit (which were merged in 1990).  
However, this credit became a budget item which was narrowed and even 
eliminated when state revenues declined.  A credit like this would be difficult to 
enact in California, because California’s income tax threshold is among the highest in 
the nation, rather than the lowest like Hawaii.  This could be addressed by making a 
sales tax low-income credit refundable, but refundable credits have had a difficult 
political time in California, and would be expensive to administer. (See discussion, 
infra.) 

There are different stories in other states.  Two states that tax a large number 
of services (South Dakota and Washington) have no personal income tax.  A third, 
New Mexico, has a high mineral severance tax and has an even lower percentage of 
its total revenue base coming from income taxes (22%). 

The states that tend to broadly tax services tend to have lower or no income 
tax.  If applied to California, this would mean a transition from a sharply progressive 
tax (the personal income tax) to a tax which is regressive or neutral at best (the 
sales tax).  This is probably unachievable politically and is certainly undesirable 
from an economic standpoint.  For these reasons, we urge the Commission to 
carefully examine the entire revenue picture of any state to which they want to 
compare California as the Commission considers an expansion of the sales taxation 
of services. 

B. WHAT IS IN THE CURRENT CALIFORNIA SALES TAX BASE THAT OTHER 
STATES DO NOT HAVE IN THEIRS? 

1. The California Sales Tax Base and “Fiscal Federalism”. 

As noted above, although it is true that other states tax the consumption of 
more services than does California, the comparisons between these states and 
California are not always complete.  For example, some states impose the state sales 
tax on some, if not all, consumption of utility service purchases.  As described above 
California does as well, but it is not within the state sales tax base.  Taxation of 
utilities has been ceded to local government to tax through the local utility user tax. 
The same is true with rentals of hotel rooms.  While some states tax the rental of 
hotel rooms through the sales tax, this too has been ceded as a revenue source by 
California to its local governments, which tax hotel rentals through the transient 
occupancy tax.  Care must be taken when examining the expansion of the taxation of 
services to understand California’s own brand of “fiscal federalism.”   

2. Taxation of Manufacturing Inputs and Gasoline. 

It is also essential to understand that while California taxes fewer services 
than other states under the sales tax, it imposes the sales tax on items of tangible 
personal property and purchases by certain types of groups and individuals that 
other states do not.  Part of making a rational decision to reform the State’s tax base 
involves a decision to possibly exclude items that California currently taxes. 
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The best examples of this are the sales taxation of manufacturing inputs and of 
gasoline.  California is one of a handful of states in the nation that applies the sales 
tax to a manufacturer’s purchase of equipment and consumables23

Also unique is California’s taxation of gasoline under the sales tax.  Of the 45 
states that impose a sales tax, only six apply the sales tax to sales of gasoline.  Of 
those six, only four include the federal excise tax in the measure of tax. Of those four, 
only one, California, includes both the federal AND state excise taxes in the measure 
of tax.  Of the $4.00 Californians were paying for a gallon of gasoline in 2008, the 
actual price of the fuel was only $3.34.

 they use to make 
a product that is taxed when it is sold.  There are no published estimates by the 
Board of Equalization of the percentage of sales tax revenue that is generated by the 
taxation of manufacturing inputs, but it is likely to be a significant portion of the 
total revenue collected. The Commission has already discussed the issue of 
“pyramiding” that occurs when business inputs as well as the final product 
produced are subject to sales tax.  Pyramiding is an undesirable attribute of any tax 
system, and is a major reason why most industrial states do not tax such inputs.  
While there have been past efforts to address the issue of pyramiding in California , 
they have been resisted as too expensive, and eventually repealed.   

24  The remaining 66 cents per gallon were 
federal and state excise taxes of 36.4 cents per gallon and the sales tax of 29.6 cents 
per gallon.   This translates into many billions of dollars of California state and local 
sales taxes paid on tangible personal property which is not subject to sales tax in 
other states.25

3. Other States Exempt Purchasers by Status. 

 

The Commission should keep these features of the California sales tax base in 
mind when comparing it to other states’ sales tax bases.  

Unlike many states, California taxes transactions involving goods and services 
purchased by individuals or organizations that in other states are exempt from tax.  
As mentioned above, California taxes purchases of manufacturing machinery and 
consumables (with the exception of those physically incorporated into the finished 
goods sold at retail).  California also taxes sales and purchases by governmental 

                                                             

23  “Consumables” are items not physically incorporated into the tangible personal property 
manufactured, by nonetheless used in the manufacturing process, such as fuel for machinery, and the 
machinery itself. 
24  According to the Federal Highway Administration, California and federal excise taxes on gasoline 
were 36.4 cents per gallon (18.4 cents federal, 18 cents state).  On a $4.00 per gallon, tax included sale 
in a California jurisdiction with an 8 percent sales tax rate, where p = the underlying price per gallon ex 
tax, the formula is: 

$4.00 = p  +  .364  +  .08 (p + .364) 
$3.601 = 1.08 p 
$3.34    =(p) (ex tax price per gallon of fuel); $.364 federal and state excise tax and $.296 sales 

tax. 
25  The mere inclusion of federal and state excise taxes in the measure of the sales tax cost California 
drivers an estimated $462 million in 2007 (Board of Equalization Legislative Analysis of SB 540 
(Harman) of 2007.) 
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entities, (such as school districts) unlike many other states.  Other states exempt 
purchases by nonprofit or charitable organizations such as churches, which 
California does not.  A very limited number of California nonprofit organizations 
have their sales (as opposed to their purchases) exempt from California sales tax.  
The usual approach is to make the group the “statutory consumer” of those items 
which they sell, which means they pay sales tax to the vendors of goods they buy, 
but they do not collect and remit sales taxes when they resell the goods.  The net 
effect is to exempt the retail mark-up from tax. 

Thus, when comparing the sales tax base of California to that of other states, 
the Commission should be asking not only what services not currently taxed by 
California are taxed by other states, but also should ask what goods and services are 
currently taxed by California which are not taxed in other states, and which 
consumers are either taxed or not taxed by California and other states.   

ISSUE #4: HOW SHOULD CALIFORNIA HANDLE THE 
PROPOSITION 218 ISSUE CAUSED BY EXPANSION OF 
THE SALES TAX BASE TO SERVICES?  

California local government may have concerns with a move by the state to 
subject services to the sales tax. 

As noted above in the discussion of the composition of the California sales tax 
rate, there are at least two portions of the combined sales and use tax rate: the state 
sales tax, and the “Bradley-Burns” Uniform Local Sales Tax.26

“SEC. 21.6.4. SALES TAX 

  (A third portion, 
called “transactions and use taxes” may be added by transportation districts, cities, 
etc.) 

The Bradley-Burns portion of the sales tax is not imposed by the state.  That 
local portion is, in fact, imposed by each local government entity (city or county) by 
local ordinance.  State law (Revenue and Taxation Code section 7202) merely 
requires that as a condition of the State Board of Equalization contracting to collect 
and administer the local tax on the city or county’s behalf, the local ordinance must 
agree to conform to the state tax base, a ceiling on the tax rate and other 
requirements. 

These local ordinances limit their reach to sales of tangible personal property.  
For example, the Los Angeles Municipal Code states: 

(a)(1)  For the privilege of selling tangible personal property at retail a tax is 
hereby imposed upon all retailers in the City at the rate of one per cent 
(1%) of the gross receipts of the retailer from the sale of all tangible 
personal property sold at retail in the City of Los Angeles on and after the 
operative date of this ordinance. (emphasis added).”  

                                                             

26  Revenue and Taxation Code section 7200, et.seq. 
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In order to tax services (which are obviously not tangible personal property), 
each local government entity would have to amend its ordinance to expand its tax 
base to include services.27  In a perfect world, this would not seem to be 
insurmountable; however, Proposition 21828

But the biggest risk to local government would come from pressure to reduce 
the overall sales tax rate because the base has been broadened.  Many of the 
proponents of expansion of the taxation of services have included the rate-reduction 
suggestion as part of their discussion of the topic.  If the legislature were to lower 
the rate ceiling on sales taxes

 would arguably require that expansion 
of the tax base be placed before the voters and approved by either a majority or 
two-thirds vote (depending on the purposes for which  the money is used).  Even if 
this happens in some jurisdictions, it is unlikely to happen uniformly in all 
jurisdictions, creating possible competition between jurisdictions (or market 
distortions, depending on one’s view).  For example, if car repair charges are taxed, 
those car dealerships would tend to locate in those local jurisdictions where repair 
labor is not taxed.  The same would be true of theatre multiplexes which taxed 
movie admissions.  There would be an economic incentive for theatres to be built in 
cities which do not extend sales taxes to admissions.  This would also move the 
revenue from the concession stands that the city currently gets. 

29

                                                             

27   Most, if not all jurisdictions, like Los Angeles have an ordinance that automatically incorporate 
state-enacted changes to the sales and use tax law.  For example:   

 at both the state and the local level, local government 
could potentially lose revenue on sales of tangible personal property, without 
gaining on the services side because of the Prop. 218 problems described above. 

This issue, unique to California, should be thoroughly considered by the 
Commission in its deliberations. 

“SEC. 21.6.6.  AMENDMENTS.     All amendments of said Revenue and Taxation Code enacted 
subsequent to the effective date of this ordinance, including amendments adopted and 
effective to and including September 18, 1959, which relate to the sales and use tax and 
which are not inconsistent with Part 1.5 of Division 2 of the Revenue and Taxation Code, shall 
automatically become a part of this ordinance. (Amended by Ord. No. 115,042, Eff. 1/1/60.)”.   

The best argument the local governments would have is that this provision automatically would 
pick up the state sales tax on services, and that the Bradley-Burns Law (1950) and the local 
government’s sales tax ordinance automatically conforming the local base to the state base pre-dated 
Prop. 218 (1996).  This argument, however, squarely conflicts with the plain language of the local 
ordinance which limits the tax base to sales of “tangible personal property,” and it is difficult to predict 
how a court would harmonize the conflict.  This scenario also raises legal issues of delegation of local 
taxing authority under the local government’s charter, as well as the issue of whether the state or local 
governments can approve “tax increases by autopilot” under the Constitution.  At the very least, it 
introduces significant uncertainty and risk into the equation, both of which would complicate such a 
move to tax intangible property or services.  
28  Article XIIIC, sec. 2(c). 
29  They could do this again by saying if the local rate exceeds x percent, the BOE shall not agree to 
administer the tax on the local jurisdictions’ behalf.  This approach would probably not run afoul of 
Prop 1A (Art. XIII, Sec. 25.5) because it is not a restriction on the ability of the local government to 
impose a tax rate.  It simply restricts what the Board of Equalization can do. 
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ISSUE #5: HOW IS CALIFORNIA TO DEAL WITH THE MOBILITY 
OF SERVICES AND THE TAXATION OF INTERSTATE 
SERVICES?  

Despite the discussion of the taxation of the “21st Century Economy,” most 
states have instead focused on traditional, local services that have been around for a 
long time when considering a move to expand their sales tax to services.  These 
traditional local services are not “mobile” (i.e., they can’t be moved and performed 
outside the state).  For example, Californians are not all going to send their dry 
cleaning to Oregon (although people along the border might), and if California taxed 
landscaping services, its citizens can’t move their yards to Oregon either. 

But many significant services, including accounting, law, advertising, 
consulting, software development etc. can easily be moved out of state.  For 
example, if California were to tax accountancy and legal services, big accounts could 
easily switch from the San Francisco office of a large accounting firm to their New 
York office.  Litigation could just as easily be run from a law firm’s Denver office as 
their San Francisco office.  A move to tax custom computer software services in 
California would be a welcome economic incentive to expand the software industry 
in Utah or India. 

Unlike the sale of goods, there is no concept equivalent to the “use tax” in 
regard to the taxation of services.  Services are deemed consumed where performed, 
and if California tried to tax accounting services rendered and paid for in New York 
on the theory that they were “used” in California, the result would be problematic 
from both a legal and administrative perspective.  Nor do we “apportion” services 
between states. (See Oklahoma Tax Commission v. Jefferson Lines 514 U.S. 175 
(1995).) 

That is why most proposals to tax services focus on those services which are 
immobile and that are “old economy”.  For California, however, there is not enough 
money in these “old economy” services to justify the attempt to tax them, and so 
doing is certainly at odds with the most often heard rationale behind expansion of 
the base to include services (i.e., the changing “21st Century Economy”). 

ISSUE #6:  HOW WOULD CALIFORNIA HANDLE THE ISSUE OF 
REGRESSIVITY WHEN EXPANDING THE SALES TAX 
TO INCLUDE SERVICES?  

As noted earlier, states that seriously tax services (Hawaii, for example), are 
consistently criticized from all sides that their sales tax is regressive.  Indeed, it 
seems to be conceded that a refundable income tax credit, as well as the exemption 
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of entire categories of services such as “basic medical care”30

The experience in California with refundable income tax credits has been 
decidedly mixed.  They are generally not favored by the California legislature and 
have been difficult and expensive to administer.

 would be required to 
address regressivity. 

31 Moreover, as was the experience 
in Hawaii, such a refundable tax credit becomes something that can be reduced or 
suspended by the Legislature when fiscal times are hard, making it often a false 
promise of relief to low- and middle class taxpayers.32

ISSUE #7: HOW WOULD CALIFORNIA ADDRESS THE 
DISCRIMINATION AGAINST SMALL BUSINESS THAT 
EXPANSION OF THE SALES TAX TO SERVICES 
WOULD CAUSE? 

 

The Commission would be well advised not to cavalierly assume that the 
problem of severe regressivity caused by expansion of the sales tax base to include 
services and intangible property could be easily solved by a refundable income tax 
credit. 

The states that do tax services only tax them if they are purchased from third 
parties; in other words, even if a state taxes dry cleaning, they don’t tax dry cleaning 
by the consumer’s own employees.  For example, if a hotel had a dry cleaning plant 
to sell dry cleaning services to its guests, but also dry cleaned hotel uniforms 
furnished to its staff, there would be no sales tax on the service of dry cleaning the 
hotel staffs’ uniforms.  The same would be true of accounting or legal services.  
Large businesses have the ability to expand their payrolls to add providers of 
service, and thus escape paying taxes on services; small businesses must purchase 
those services from third parties, and would pay tax on those services. 

This could be addressed, of course, by exempting business inputs from 
taxation as discussed above.  This would place small businesses and large 
businesses on an equal footing.  Barring that possibility, however, the Commission 
should include as part of any recommendation to expand the sales tax to services 
how the issue of small business discrimination would be addressed. 

                                                             

30  It begs the question of if and how those proponents intend to identify “nonessential medical care” 
for taxation, potentially inserting a tax agency into the determination of whether, for example, cosmetic 
surgery to rectify a psychological condition was taxable or not. 
31  This is because the credit is likely to be for a relatively small amount, and phased out by a relatively 
low income level.  Combined with California’s high filing and personal income tax thresholds, this 
means that a significant number of income tax filers will be doing so simply to claim the refundable 
credit.  Auditing the eligibility for the credit alone, or of the relatively small amount of income claimed, 
is unlikely to be cost effective.  Under these circumstances, the California experience has been that 
these types of refundable credits are susceptible to fraud. 
32  Indeed, the Legislative Analyst is recommending a $1.44 billion reduction in the Dependent Credit in 
the current budget cycle (“Revenues” 2009-10 Budget Analysis Series, Legislative Analyst’s Office 
February 5, 2009, p. REV-17). 
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ISSUE #8: WHAT EVIDENCE IS THERE THAT TAXATION OF 
SERVICES WOULD REDUCE VOLATILITY OF 
GENERAL FUND REVENUE? 

California’s heavy reliance on the personal income tax, and that tax’s heavy 
reliance on upper income individuals whose income is often heavily influenced by 
capital gains, has made it more volatile as a revenue source than ever before.  
Expansion of the sales tax base to services, however, may result in the very same 
volatility problem being exported to the sales tax.  This could happen if consumers 
reduce consumption of taxable services at least as fast than as they have reduced 
purchases of taxable goods when the economy starts to suffer or when prices of 
those services rise drastically (such as with gasoline).   

There is an intuitive reason why this is true.  To the degree that disposable 
income is not saved, it is consumed.  Consumption is broken up between 
consumption of goods and services.  It is easier to fix one’s own car, mow one’s own 
lawn, or wash and iron one’s own clothes than it is to build one’s own car, build a 
lawn mower or build a washer and dryer.   It is also a fairly painless substitution to 
give oneself a manicure rather than purchase one at a salon if a consumer’s income 
drops. While it is true that some nonessential purchases of goods will be deferred or 
eliminated (a new car, or restaurant meals, jewelry, or expensive wine and cigars), 
when the economy really sours and disposable income drops to a certain point, 
services such as landscaping, dry cleaning and gym memberships will be jettisoned 
before the purchases of essential goods.33

ISSUE #9: WHAT ISSUES ARISE WHEN CONSIDERING THE 
EFFECTS OF THE “21ST CENTURY ECONOMY”? 

  Even essential services such as health 
care and child care can be more easily deferred or internalized than with purchases 
of essential goods. 

By relying more heavily on services which are price and income elastic, 
California could end up worse off in an economic position than if it just retained its 
existing sales tax base at the existing rate.   The Commission should engage in 
further research on the issue of the volatility of the services California would 
propose to tax in an expansion of the base before any proposal to do so is made. 

A. SHOULD CALIFORNIA BE CONCERNED ABOUT GOODS MOVING OUT OF 
THE SALES TAX BASE BECAUSE OF CHANGES IN TECHNOLOGY? 

Much has been printed and spoken about the so-called “digital age” and its 
impact upon the sales tax base.  The usual example which is trotted out is the 
transition of the music industry, as purchases of compact discs and records 
                                                             

33  “Gardeners Reap the Pain of Recession” Los Angeles Times, January 19, 2009 - reporting anecdotal 
estimates from landscapers interviewed of as much as 20% reduction of business since the start of this 
most recent recession. 
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(taxable) decline and downloading digital music from sources such as Apple’s 
iTunes (nontaxable) increases.   There are two elements of this discussion which 
policymakers should keep in mind. 

First, since the inception of the sales tax, items of consumption have moved in 
and out of the sales tax base based on changing technology.  For example, prior to 
the 1900’s, live entertainment (non taxable) was the primary entertainment option 
available.  By the 1930’s and the inception of the sales tax, talking motion pictures 
had replaced live entertainment (not taxed in California).  The invention of the 
television in the 1940’s again transformed entertainment, which was not taxed by 
California.  By the 1980’s, however, the invention of the video cassette for home 
entertainment again changed the way entertainment was delivered (taxable rental-
see Revenue and Taxation Code section 6006(g)(7)).  The expansion of cable 
television in the 1990’s took a formerly nontaxed service (broadcast television) and 
moved into the local tax base (utility users tax and local cable franchise fee which 
was passed on to customers).  The fact that purchases of music and movies are now 
moving out of the sales tax base again, when viewed in historical context, should not 
be grounds for hysteria.  Those proponents of expanded sales taxes who talk about 
the “erosion of the sales tax due to changes in the 21st Century economy,” would be 
well served to study history more closely. 

B. SHOULD CALIFORNIA POLICYMAKERS BE CONCERNED ABOUT 
COMPETITIVE PROBLEMS FOR CALIFORNIA RETAILERS? 

The second element of this debate is the competitive problem California 
businesses would face should California choose to expand the sales tax to intangible 
property (such as digital goods).  Because digital goods are easy to store and send 
across the country or around the world, an entire stock of music, or video, or 
digitalized books could be carried on storage media the size of a suitcase.  California 
could compel a retailer of digital goods to collect and remit sales tax if that retailer 
were physically located in California.  If the seller were not located in this state, 
California would be left to try and collect the use tax on the digital download from 
the California consumer of the product.34  The only use tax California would collect 
would be from California retailers who are already registered and filing returns with 
the Board of Equalization, and would therefore be compelled to report untaxed 
purchases.35

Far more likely to occur is that California sellers would move their digital sales 
operations out of California, which could easily be done by creating a subsidiary 
corporation in another state, placing the computer server and inventory with that 
subsidiary, and making all digital sales into California from that out-of-state 

 

                                                             

34  Quill Corp. v. Heitcamp (1992) 504 U.S. 298. 
35  This presumes that taxation of business inputs, and the undesirable pyramiding it causes, would be 
a feature of the expansion of the sales tax base to intangible property and digital goods. 
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location.  This would also have a potential negative income tax consequence for 
California.36

ISSUE #10: ARE THERE CONSTITUTIONAL LIMITATIONS WHICH 
PRESENT ISSUES FOR EXPANDED SALES TAXATION 
OF GOODS AND SERVICES IN CALIFORNIA? 

 

Nor would the much discussed “Simplified Sales Tax Project” and 
accompanying federal legislation (S.34-Enzi) ultimately address this issue, as the 
subsidiary or the business itself could just as easily be moved outside the United 
States as outside of California to another state.  It is doubtful that the U.S. Customs 
Services could be counted on to become the “state tax traffic cop” in Cyberspace. 

The Commission should also take these issues into consideration as it 
contemplates the sales taxation of the 21st Century Economy. 

In passing, it should be noted that state and national banks have limited 
immunity from state and local taxes other than the corporate income tax, real 
property taxes and vehicle registration and license fees.37  As the sales tax applies to 
the seller in California, a special legislative act would be required to include banks 
within the sales tax structure, requiring a 2/3’s vote of the Legislature pursuant to 
the California Constitution.38 Insurance companies that are subject to the gross 
premiums tax in section 28 of article XIII of the California constitution are exempt 
from most other state and local taxes.39

The California Sales and Use Tax Law deems leases of tangible personal 
property to be “sales” and “continuing sales” for the purpose of the application of 
the sales tax.

  This exemption would include the sales tax 
imposed on them as a seller of taxable goods or services, and the use tax on what 
they buy from outside the state of California. 

Article XIIIA, section 3 also presents an interesting legal puzzle when 
considering the expansion of the sales tax to services.  That section is most often 
cited for its limitation on the increase of state taxes, except by a supermajority vote.  
There is also, however, language which states that: 

“. . no new ad valorem taxes on real property, or sales or transactions taxes 
on the sales of real property may be imposed” (emphasis added) 

40

                                                             

36  For example, if sourcing of sales were made on a “cost of performance” basis (Revenue and Taxation 
Code section  25136), the California sales factor of the income apportionment formula could be greatly 
reduced.  The income tax loss in such a scenario could easily overwhelm any short term sales tax gain. 
37  Cal. Const. art XIII, sec. 27. 
38  Cal. Const art XIIIA, sec. 4. 
39  Cal. Const. art XIII, sec. 28(f). 
40  Revenue and Taxation Code sections 6006, 6006.1 and 6006.3; Sales and Use Tax Regulation 
1660(b). 

  If the same structure were applied to leases of real property (such as 
a short-term lease of a hotel room or vacation home, or a garden-variety lease of a 
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home or apartment) a legal question arises as to whether a state sales tax on such 
housing would be constitutionally barred.  If so, another large portion of potentially 
taxable services would be unreachable under the sales tax. 

These present more issues for the Commission to contemplate as it considers 
the expansion of the sales tax to services.  

ISSUE #11: SHOULD CALIFORNIA STATE AND LOCAL 
GOVERNMENT BE EXEMPT FROM SALES TAX ON ITS 
PURCHASE AND SALES OF SERVICES? 

As noted earlier, California does not exempt state and local government 
entities from the sales or use tax on its sales or purchases of tangible personal 
property.  Government, however, is a huge consumer of services from third parties.  
If there were a proposal to extend the sales tax to construction labor, for example, 
what would be the economic impact to state and local government when it contracts 
for the emergency replacement of a freeway damaged by an earthquake, or an 
interchange rendered unsafe by a fire?  Would charges to the state Medi-Cal 
program for caring for an elderly patient in a nursing facility be subject to tax?  

Issues also arise when government acts as a seller of services.  Would tuition 
and room and board charged by the University of California, the California State 
University System and the community college be subject to tax if sales of 
educational services are taxed? 

These issues could be rendered moot by the process of answering other 
questions, such as should California tax “necessities of life” such as health care.  But 
difficult issues concerning the services purchased and sold by government are 
bound to persist and must be anticipated by the Commission.   

ISSUE #12: WOULD THERE BE A POLITICAL BACKLASH FROM 
EXPANSION OF THE SALES TAX TO EXEMPT GOODS 
AND SERVICES? 

Finally, no discussion of expansion of the tax base in California would be 
complete without an acknowledgement of the unique political landscape here.  
Californians have repeatedly shown that they are ready, willing and able to use the 
initiative process to limit taxation which they consider excessive or undesirable.  
The best examples of this are Proposition 13 in 1978, which limited the imposition 
and growth of real property taxes, Proposition 16 of 1992, which repealed the snack 
tax and implemented a constitutional sales tax exemption for all non-restaurant 
food and Proposition 218 which closed several perceived loopholes in Prop. 13 
exploited by local governments.  Expansion of the sales tax base to include services 
that will generate significant new revenue are also services which are likely to have 
either sellers or consumers of that service with the financial means to mount an 
effective political opposition to the expansion.  As in the case of food, the result may 
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be a constitutional exemption effectively preventing the legislature from taxing the 
good or service on a permanent basis.   

The Commission, while trying to fashion recommendations based strictly on 
good public policy, must nonetheless not lose sight of the political ramifications of 
its recommendations, or risk wholesale disregard of its efforts as was the fate that 
befell the 1985 Tax Reform Advisory Commission.  

CONCLUSION 

The case for expanding the sales tax base beyond its current parameters is less 
than compelling based on the evidence presented to date.  Far from presenting a 
conclusive case for expansion of the sales tax, proponents have at most suggested 
data which may deserve additional study.  What is clear, however, is that extending 
the sales tax to services, currently exempt goods and intangible property/digital 
products faces significant hurdles, some of which are specific to California’s unique 
system of laws, and some of which are inherent weaknesses in the taxation of 
services and intangible property/digital goods generally.  In any event, given the 
relatively insignificant amounts of revenue associated with taxing the categories of 
goods and services which are politically and administratively possible and 
economically defensible, the constitutional barriers, competitive problems, and the 
offsetting costs to government as a consumer, one would hope California could 
identify better long run solutions to its revenue volatility problems. 
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A P P E N D I X  B  

Components of the Statewide 7.25 percent Sales and Use Tax Rate 

Rate Jurisdiction R & T Code 

4.75% State (General Fund) 6051, 6201 

0.25% State (Fiscal Recovery Fund) 6051.5, 6201.5 
(Operative 7/1/04) 

0.50% State (Local Revenue Fund) 6051.2, 6201.2 

0.25% State (General Fund) 6051.3, 6201.3 (Inoperative 
01/01/01- 12/31/01) 

0.50% State (Local Public Safety Fund) §35 Art XIII St. Constitution 

1.00% Local (County/City) 
  • 0.25% County transportation funds 
  • 0.75% City and county operations 

7203.1 
(Operative 7/1/04) 

7.25% Total Statewide Base Sales/Use Tax  

 

Source: California State Board of Equalization 
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