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Item 1 
File 12-0377  
(Continued from May 24, 2012) 

Department(s):  
Treasurer/Tax Collector 
 

EXECUTIVE SUMMARY 

Legislative Objectives 
• The proposed ordinance would amend the City’s Business and Tax Regulations Code to 

establish a four-year Payroll Expense Tax exclusion for small businesses’ new payroll 
expenses. The intent of the proposed ordinance is to encourage small businesses to create 
new jobs in San Francisco or relocate existing jobs to San Francisco. 

 Key Points 
• Businesses that have annual payroll expenses of more than $250,000 currently pay annual 

Payroll Expense Taxes to the City of 1.5 percent of total payroll expense.  

• Under the proposed ordinance, a small business is defined as a business with annual payroll 
expenses between $1 and $500,000 in the base year. The proposed Payroll Expense Tax 
exclusion would be available to eligible small businesses in Tax Years 2012 through 2015. 

• Under the proposed ordinance, a small business would be able to exclude from its annual 
payroll expense whichever is less, either (a) $250,000 or (b) the amount of payroll expense 
that is greater than its base year payroll expense.  This exclusion would be available for 
small businesses for Tax Years 2012 through 20151.  

Fiscal Impacts 
• The Treasurer/Tax Collector’s Office would incur one-time General Fund costs of an 

estimated $150,000 for professional services to revise their Payroll Expense Tax documents 
and program their computer system.   

• The Controller’s Office estimates reduced Payroll Expense Tax revenues to the City of an 
estimated $2,000,000 annually, or a total reduction in City revenues of approximately 
$8,000,000 over the four-year effective term of the proposed ordinance. Based on the 
proposed maximum annual Payroll Expense Tax exclusion of $250,000 and the City’s 
current Payroll Expense Tax of 1.5%, the maximum savings to eligible businesses would be 
$3,750 per business per year.  

Policy Considerations 
• Although the stated purpose of the proposed Payroll Tax Exclusion is to create new jobs in 

San Francisco or to relocate existing jobs to San Francisco, the proposed exclusion of up to 
$250,000 of annual payroll expenses in Tax Years 2012 through 2015 would also be 
available to businesses whose annual payroll expenses increase as a result of (a) increased 
number of hours for existing employees, or (b) higher salaries for existing employees.  
 

• In addition, the City will not be able to verify whether any new and relocated jobs resulted 
from the proposed ordinance or whether such new and relocated jobs would have otherwise 
occurred. 
 

                                                 
1 A “Tax Year” is a calendar year. 
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• The proposed maximum Payroll Expense Tax exclusion of $250,000 would be available to 
businesses regardless of how much the businesses’ annual payroll expenses increase beyond 
the base year. This raises the question of whether there should be a maximum annual payroll 
expense threshold in order to only target small businesses for the proposed Payroll Expense 
Tax exclusion or whether the proposed Payroll Expense Tax exclusion is intended to assist 
all businesses.  

• On May 10, 2012, the Controller’s Office issued a report on possible alternatives to the 
City’s current business tax, including replacing the City’s existing Payroll Expense Tax with 
a potential Gross Receipts Tax. The proposed Gross Receipts Tax would be subject to San 
Francisco voter approval. The subject ordinance states that if San Francisco voters approve a 
Gross Receipts Tax measure prior to December 31, 2015, the proposed Payroll Expense Tax 
exclusion would terminate when such new Gross Receipts Tax becomes effective.  

Recommendation 
• Approval of the proposed ordinance is a policy decision for the Board of Supervisors. 
 

MANDATE STATEMENT  

Charter Section 2.105 provides that all legislative acts in San Francisco be by ordinance, and be 
subject to approval by a majority of the Board of Supervisors. 
 
In accordance with the City’s Business and Tax Regulations Code Section 902, every business 
entity, including sole proprietors with no employees, that conducts business in San Francisco 
must obtain a valid annual business registration certificate and pay business registration fees to 
the Office of the Treasurer and Tax Collector. In addition, the City’s Business and Tax 
Regulations Codes provides that (a) businesses that have annual payroll expenses of $150,000 or 
more are required to file annual Payroll Expense Tax statements with the Office of the Treasurer 
and Tax Collector, and (b) businesses that have over $250,000 in annual payroll expenses are 
subject to the City’s 1.5% annual Payroll Expense Tax. Under Business and Tax Regulations 
Code Section 905-A, San Francisco businesses with annual payroll expenses of $250,000 or less 
are exempt from Payroll Expense Taxes.   
 
Business and Tax Regulations Code Section 902.1(a) specifically defines Payroll Expense as 
compensation paid to individuals including shareholders of a professional corporation or a 
Limited Liability Company (LLC), for salaries, wages, bonuses, commissions, property issued or 
transferred in exchange for the performance of services (including but not limited to stock 
options), compensation for services to owners of pass-through entities, and any other form of 
compensation, who during any tax year, perform work or render services, in whole or in part in 
the City. 
 
In addition, the following provisions of the Business and Tax Regulations Code provide specific 
additional Payroll Expense Tax exclusions: 

• Sections 906.1 and 906.2 provide Payroll Expense Tax exclusions for businesses engaged 
in certain biotechnology enterprises and clean energy technology, respectively.  
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• Section 906.3 provides a Payroll Expense Tax exclusion for certain businesses that are 
located in or relocate to the Central Market Street and Tenderloin Area, expiring May 20, 
2019. 

• Section 906.4 provides a Payroll Expense Tax exclusion for that portion of an eligible 
person's payroll expense that is attributable to Stock-Based Compensation, expiring 
December, 31, 2017. 

 
The City’s FY 2011-12 budget includes $390,613,000 of Business Registration and Payroll 
Expense Tax revenues. 
 
According to Mr. Greg Kato, Policy and Legislative Manager with the Treasurer/Tax Collector’s 
Office, there are approximately 80,000 business entities with current business registration 
certificates in San Francisco, including sole proprietors and businesses that have no payroll 
expenses. Of the approximately 80,000 businesses currently registered with the City, 11,864 or 
14.8 percent of all registered businesses filed Payroll Expense Tax statements for Tax Year 2011 
indicating annual payroll expenses of $150,000 or more, as shown in Table 1 below.  
 

Table 1 
Payroll Expense Tax Statement Filings for Tax Year 2011 

Annual Payroll Expenses 
Number of 
Businesses 

$150,000 to $250,000  4,570 
$250,001 to $500,000 2,314 
Greater than $500,000 4,980 
Total 11,864 

Source: Treasurer and Tax Collector 

  

 DETAILS OF PROPOSED LEGISLATION 
 
The proposed ordinance would amend Article 12-A of the City’s Business and Tax Regulations 
Code by adding Section 906.5 to establish a four-year Payroll Expense Tax exclusion for small 
businesses’ new payroll expenses. Under the proposed ordinance, a small business would be 
defined as a business with annual payroll expenses between $1 and $500,000 in the base year. 
The proposed new Payroll Expense Tax exclusion would be effective for four tax years, 
commencing on January 1, 2012 and expiring on December 31, 2015, unless extended by the 
Board of Supervisors or the voters before December 31, 2015. In addition, if San Francisco 
voters approve a gross receipts tax prior to December 31, 2015, the proposed Payroll Expense 
Tax exclusion would terminate when such new gross receipts tax becomes effective.  
 
The proposed ordinance establishes a base year of (a) 2011 for those businesses that had payroll 
expenses in 2011, or (b) the first year a business has payroll expenses for those businesses that 
did not have payroll expenses in 2011.  In accordance with the proposed ordinance, a small 
business would be able to exclude annual payroll expenses (a) that are greater than the 
businesses’ base year payroll expenses in Tax Years 2012 through 2015, or (b) $250,000 in Tax 
Years 2012 through 2015, whichever is less. If the small business is exempt from filing a Payroll 
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Expense Tax return in the first year that the small business incurs the payroll expenses, the small 
business’ base year payroll expense is calculated as $150,000 for the purpose of calculating the 
exclusion. However, the proposed ordinance also provides that the subject Payroll Expense Tax 
exclusion cannot reduce a business’ annual Payroll Expense Tax liability for Tax Years 2012 
through 2015 to less than the business’ base year Payroll Expense Tax liability.  
 
In addition to the above requirements, in order to qualify for the proposed new Payroll Expense 
Tax exclusion, each business must: (a) maintain records and documents that objectively 
substantiate that the exclusions claimed that are acceptable and provided to the Tax Collector, (b) 
timely file annual Payroll Expense Tax returns with the Tax Collector, (c) timely remit any taxes, 
fees or penalties owed to the City and County of San Francisco, and (d) not claim any other 
Payroll Expense Tax exclusions. 

Under the proposed ordinance, small businesses that are delinquent in paying taxes, fees or 
penalties that are owed to the City are not eligible to claim the Payroll Expense Tax exclusion for 
the period in which they were delinquent in paying the taxes, fees or penalties. Also, small 
businesses that have been determined by the Office of Labor Standards Enforcement (OLSE) to 
have violated the City’s labor regulations2 are not eligible to claim the Payroll Expense Tax 
exclusion for the period for which they were determined to have violated the City’s labor 
regulations and for the period for which they were required by the OLSE to pay restitution to 
workers whose rights were violated. 
 
In accordance with the proposed ordinance, the Office of the Treasurer and Tax Collector (a) 
would be responsible for verifying each Payroll Tax Expense exclusion claimed by individual 
businesses, (b) may adopt rules and regulations to implement the proposed ordinance, and (c) 
must submit an annual report to the Board of Supervisors, including aggregate information on 
the number of persons and the dollar value of the exclusions approved each year that the 
proposed Payroll Expense Tax exclusion is in effect.  

In accordance with Section 906.5(a) of the proposed ordinance, the purpose of this proposed new 
Payroll Tax Exclusion is to provide small businesses with an incentive to create new jobs in San 
Francisco or to relocate existing jobs to San Francisco. 
 

FISCAL ANALYSIS 

Prospective Payroll Expense Tax Impact 
Under the proposed ordinance, businesses with between $1 and $500,000 in annual payroll 
expenses in their base year would be eligible for the subject Payroll Expense Tax exclusion over 
the four Tax Years 2012, 2013, 2014 and 2015. As noted above, businesses that currently have 
annual payroll expenses greater than $250,000 are required to pay Payroll Expense Taxes of 
1.5% of their annual payroll expenses to the City. Therefore, the proposed ordinance provides a 
maximum Payroll Expense Tax exclusion of $250,000. Based on the current Payroll Expense 
Tax of 1.5%, the proposed a maximum annual Payroll Expense Tax savings would be $3,750 per 
business per year. 

                                                 
2 Labor regulations include minimum wage, prevailing wage, health care and paid sick leave requirements.  
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According to Mr. Ted Egan, Chief Economist in the Controller’ Office, in Tax Year 2010, a total 
of 29,589 businesses had payroll expenses between $1 and $500,000. If the number of businesses 
with between $1 and $500,000 in payroll expenses in Tax Year 2011 is comparable to Tax Year 
2010, then up to 30,000 businesses would be potentially eligible for the proposed Payroll 
Expense Tax exclusion, although it is likely that many of these businesses had payroll of 
$250,000 or less.  
 
In addition, an unknown number of other businesses from the approximately 80,000 businesses 
with current business registration certificates that had no payroll expenses in 2011 would also be 
potentially eligible for the proposed Payroll Tax Expense exclusion, if these businesses’ annual 
payroll expenses increase to more than $250,000 in Tax Years 2012 through 2015. Additionally, 
businesses that did not exist in Tax Year 2011 could also eventually become eligible for the 
proposed Payroll Expense Tax exclusion if these new businesses’ annual payroll expenses are 
more than $250,000 in Tax Years 2012 through 2015. 
 
Assuming continued economic recovery, Mr. Egan estimates that the proposed Payroll Expense 
Tax exclusion would reduce the City’s Payroll Expense Tax revenue to the General Fund by 
approximately $2,000,000 annually, or a total reduction in City revenues of approximately 
$8,000,000 for the four Tax Years under the proposed ordinance.  

Administrative Impacts and Costs 

According to Mr. Kato, the Treasurer/Tax Collector’s Office would incur an initial one-time 
General Fund cost of approximately $150,000 for professional services to conduct the necessary 
revisions to the Treasurer/Tax Collector’s Office’s existing Payroll Expense Tax documents and 
to program the Tax Collector’s Payroll Tax computer system.  According to Mr. Kato, the 
Treasurer and Tax Collector does not anticipate any additional ongoing costs to implement the 
proposed ordinance. 

POLICY CONSIDERATIONS 

Number of Jobs Created or Relocated to San Francisco 

As noted above, the purpose of the proposed new Payroll Tax Exclusion is to provide small 
businesses with an incentive to create new jobs in San Francisco or to relocate existing jobs to 
San Francisco. However, the Budget and Legislative Analyst notes that the proposed exclusion 
of up to $250,000 of annual payroll expenses in Tax Years 2012 through 2015 would also be 
available to businesses whose annual payroll expenses increase as a result of (a) increased 
number of hours for existing employees, or (b) higher salaries for existing employees.  

In addition, the Budget and Legislative Analyst notes that even if new jobs are created or 
relocated to San Francisco during the term of the proposed ordinance, the City will not be able to 
verify whether these new and relocated jobs resulted from the proposed ordinance or whether 
such new and relocated jobs would have otherwise been occurred. 
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Maximum Annual Payroll Expense Threshold 

Under the proposed ordinance, small businesses would be able to exclude annual payroll 
expenses (a) that are greater than the businesses’ base year payroll expenses in Tax Years 2012 
through 2015, or (b) a maximum of $250,000 in Tax Years 2012 through 2015, whichever is 
less. However, the Budget and Legislative Analyst notes that, the proposed maximum Payroll 
Expense Tax exclusion of $250,000 would be available to businesses regardless of how much the 
businesses’ annual payroll expenses increase beyond the base year in which the proposed 
ordinance would be in effect. In other words, a business that initially has an annual payroll 
expense of less than $500,000 in 2011 could take advantage of the proposed maximum $250,000 
Payroll Expense Tax exclusion, even if the businesses’ annual payroll expenses increase beyond 
$500,000 and regardless of how much beyond $500,000 such a businesses’ payroll expenses 
grow in Tax Years 2012 through 2015.  

The Budget and Legislative Analyst therefore questions whether there should be a maximum 
annual payroll expense threshold in order to only target small businesses for the proposed Payroll 
Expense Tax exclusion or whether the proposed Payroll Expense Tax exclusion is intended to 
assist all businesses.  

Controllers Report on Possible Gross Receipts Tax Replacement of Payroll Tax 

In response to the Mayor and the President of the Board of Supervisors request, on May 10, 
2012, the Controller’s Office issued a report on possible alternatives to the City’s current 
business tax, including replacing the City’s existing Payroll Expense Tax with a potential Gross 
Receipts Tax. The proposed Gross Receipts Tax alternative would be phased-in over time as the 
current Payroll Expense Tax is phased-out and is proposed to generate as much revenue as the 
existing Payroll Expense Tax. The proposed Gross Receipts Tax alternative would assign 
businesses in San Francisco to one of six progressive rate schedules based on the types of 
business. The proposed Gross Receipts Tax would be subject to San Francisco voter approval. 
The subject ordinance states that if San Francisco voters approve a Gross Receipts Tax measure 
prior to December 31, 2015, the proposed Payroll Expense Tax exclusion would terminate when 
such new Gross Receipts Tax becomes effective.  

 

RECOMMENDATION 
 
Approval of the proposed ordinance is policy decision for the Board of Supervisors. 




