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BACKGROUND

This Manager’s Budget Addendum (MBA) responds to direction received on February
10, 2026, when the City Council directed the Administration to prepare an MBA
reporting on the status of work performed on the modernization of the City’s General
Business Tax, which should include: a comparison of annual business tax receipts in
large cities in the Bay Area and California; the use and variations of gross receipts
models versus head count tax-based models, and any risks related to remote and
hybrid work or other business trends; the use or exclusion of tax caps; and how the
current business tax burdens small businesses compared to other models, and what
could be done to help small businesses in future options.

The City’s existing general business tax structure currently generates approximately
$31 million annually and is primarily based on employee counts, with a capped liability
for larger businesses and an annual indexed adjustment. While this model has provided
a stable and predictable revenue source, it has not been updated since voters last
approved a modification in 2016. The City is facing ongoing structural budget shortfalls,
attributable to broader shifts in the micro economy and changing business/workplace
models that forcibly impact revenue capture. Together, these factors underscore the
need to evaluate whether the existing structure continues to meet the City’s fiscal and
economic objectives.

Consistent with City Council direction, the Administration is continuing a phased and
transparent approach to business tax modernization options. A more comprehensive
policy and financial analysis will be conducted during Fiscal Year (FY) 2026-2027. The
FY 2026-2027 City Manager’s Proposed Budget includes $100,000 for non-personal
funding to assist with technical analysis, stakeholder engagement, evaluation of policy
alternatives, and possible polling activities.
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To facilitate near-term City Council discussion and provide early policy direction, staff
has completed a set of initial analyses focused on the three key areas provided in this
memorandum:

1. Peer Benchmarking. Comparing San José’s current general business tax
revenues and rate structures against comparable jurisdictions across the Bay
Area and California to assess regional competitiveness and revenue capacity.

2. lllustrative Modernization Scenarios. Evaluating two modernization scenarios:
(1) an increase to the current employee-based structure and (2) a shift to a gross
receipts-based model. These scenarios are intended to provide directional insight
only; additional analysis will be required to evaluate alternative structures,
administrative feasibility, and the implications of evolving business trends.

3. Future Policy Considerations. Identifying key policy considerations that will
require further evaluation, including impacts to small businesses, industry-
specific effects, unintended consequences, revenue stability, and implementation
complexity considerations.

Preliminary Findings

Preliminary findings are summarized in Table 1 and indicate that select adjustments to
increase the existing employee-based structure could generate additional revenue with
relatively limited economic and administrative disruption. In contrast, adopting a gross
receipts tax model represents a significant body of new industry research and costly
administrative restructuring that is unlikely to generate revenues significantly greater
than a modification to the existing structure and would result in more varied and
substantially distortive impacts across currently competitive industries, negatively
impacting revenue potential and stability. In particular, gross receipts tax assigns tax
liability on overall business sales activity rather than employee count. Statistically, a
gross receipts approach disproportionately affects tight-margin manufacturing
businesses, early-stage companies, and sectors with complex supply chains, while
making product outputs more expensive for consumers. A gross receipts model would
introduce significant implementation challenges that would need to be thoughtfully
considered, including system changes, compliance and enforcement capacity, and the
transitional burden on businesses.

Table 1. Preliminary Findings for Business Tax Modernization Scenarios

Scenario 1: Increase current | Scenario 2: Shift to gross
employee-based model receipts-based model
Revenue Potential High High
Economic Stability Medium Low
Administrative Viability | High Low
Business Simplicity Medium Low

The next phase of work will build on this preliminary analysis to develop refined,
actionable policy alternatives for City Council consideration. Based on this preliminary
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analysis, staff is focusing further analysis efforts on Scenario 1 as the most viable path.
Future refinement will be evaluated based on revenue potential, economic stability and
equity impacts, administrative complexity and viability, community outreach and voter
support, and alignment with City Council priorities, including support for small
businesses and the City’s broader goals of business attraction, retention, and long-term
fiscal stability. This phased approach is intended to support informed decision-making
while allowing sufficient time for detailed analysis and stakeholder engagement within
available resources.

While the City is evaluating options to modernize its Business Tax, it remains committed
to its long-standing economic development strategy focused on business growth and
job creation. Any transition should be carefully calibrated to mitigate to the extent
possible any unintended impacts on reinvestment, particularly for small, mid-sized, and
growth-stage businesses. To the extent that this reduces retained earnings, it may
affect a company’s ability to reinvest in operations, expand its workforce, or grow within
San José. Consideration should be given to thresholds, exemptions, and phased
implementation approaches that preserve the ability of businesses to expand and add
jobs locally.

ANALYSIS

Staff’s initial analysis provides early insight into the City’s current general business tax
structure, its position relative to peer jurisdictions, and the potential implications of
select modernization approaches. While this work is not intended to be comprehensive,
it highlights key tradeoffs that will inform future policy analysis and City Council
direction.

Current San José Business Tax Model

The City currently collects a general business tax from anyone engaging in business in
San José. The City issues a business tax certificate once a business is registered, and
the business pays its tax annually in alignment with its tax certificate/registration
renewal. The City’s current general business tax generates approximately $31 million
annually and is structured across seven categories shown in Table 2. The largest
component is Standard Businesses, which generated $20.6 million in FY 2024-2025,
while the other general business tax categories generated $10.8 million combined. The
City collects business tax revenue for other categories beyond general business tax,
including cardroom tax, cannabis business tax, and disposal facility tax. Figure 1 shows
general business tax revenue performance over time, representing a stable and growing
revenue source.

Beginning in FY 2017-2018, general business tax collections reflect changes approved
by San José voters (Measure G) on November 8, 2016, which took effect on July 1,
2017. The adjustments to the business tax included increasing the base tax, increasing
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the incremental tax and making it more progressive, increasing the cap, updating the
application of the tax to more classes of business, and adding inflation-based
adjustments for future tax rates.

Table 2. Current San José General Business Tax Categories’ and Revenue

Business Tax Category FY 2024-2025 Revenue

Standard Businesses (employee-based) $20,600,000
Residential Rental Property Units $4,730,000
Commercial Rental Property Units $3,780,000
Mobile Home Parks Rental Units $135,000
Water Meter Connections $205,000
Out-of-Town Businesses? (employee-based) $1,810,000

Total $31,260,000

San José General Business Tax Revenue
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Figure 1. General Business Tax Revenue Performance

The City’s current standard business tax is primarily structured as a per employee tax,
where liability is determined by the number of employees, as shown in Table 3. There is
a base tax rate covering the first one to two employees which incrementally increases
as employee counts rise. The structure also includes a cap on total tax liability for
businesses; in FY 2025-2026, the cap roughly equates to firms with over 2,600
employees. However, only a small number of businesses in San José reach this cap,
meaning that most firms experience the full marginal tax structure. As a result,
adjustments to the cap would primarily affect a limited set of large employers, while
changes to base or incremental rates would have broader impacts. The base rate is

' Business tax categories are further defined in San José Municipal Code Chapter 4.76
2 Out of town businesses doing business in the City pay a general business tax based on the number of
employees and by the number of days per year business was conducted in the City
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currently $219.60 and increases annually if the cost of living in the City has increased.
The increase is limited to 1.5% on the base tax, 3.0% on the incremental tax rates, and
3.0% on the cap.

The current general business tax outlines exemptions and a financial hardship program.
For example, senior citizens, small daycare providers, nonprofit organizations, veterans,
and certain business types may be exempt. To see a list of exemptions and
qualifications, please refer to Municipal Code 4.76.6. New-to-downtown businesses
locating within the Downtown Business Improvement District may be exempt from
paying the general business tax under certain criteria between January 1, 2025, through
December 31, 2026.3

Table 3. Current Standard Business Tax Employee Count Rates and Revenues

Per Er_nployee Rate Per Employee 2024-2025
Employee Count Effective July 2024 Rate Effective Revenue
—June 2025 July 1, 2025
Base Tax: 1-2 Employees $216.35 $219.60 $6,600,000
Incremental Tax: 3-35 $36.09 $37.06 $4,900,000
Incremental Tax: 36-100 $48.11 $49.40 $2,000,000
Incremental Tax: 101-500 $60.13 $61.75 $3,000,000
Incremental Tax: 501+ $72.21 $74.15 $2,600,000
Cap (per business) $180,674 $185,532 $1,500,0004
Total $20,600,000
Peer Benchmarking

For this analysis, a peer group was selected to reflect cities with similar economic
profiles and geographic proximity, allowing for more direct comparison of rate levels and
revenue performance. The peer group was further refined to allow for more comparable
analysis and to allow for evaluation from a specific San José competitiveness
perspective. Benchmarking results indicate that San José’s current general business tax
structure is broadly consistent with other jurisdictions in the South Bay and Peninsula,
where employee-based models remain the most common approach. Across the region,
the maijority of cities rely on employee-based (e.g., Campbell, Santa Clara, Sunnyvale,
Mountain View, San Mateo) or hybrid models (e.g., Milpitas, Redwood City, San
Carlos, Saratoga, Los Altos) that combine a base fee with an employee count
component, while a smaller number of jurisdictions utilize gross receipts or other
alternative structures such as square footage-based taxes (e.g. Cupertino, Palo Alto). A
limited number of cities have adopted gross receipts model (Los Gatos, Belmont,
Burlingame), indicating that employee-based frameworks remain the prevailing

3 https://www.sjeconomy.com/how-we-help/programs-and-services/downtown-san-jos-office-incentives
4 General business tax revenue for businesses that are currently paying the business tax cap, where
revenue is captured separately from the employee count tiers (not distributed by increment).
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approach among regional peer jurisdictions. Outside of the South Bay and Peninsula, it
should be noted that San Francisco and Oakland have a gross receipts-based business
tax model, with San Francisco operating administratively as both City and County.

Staff evaluated the employee-based rates for three sample companies (a company with
100 employees, 500 employees, and 1,000 employees) to evaluate regional
competitiveness, shown in Figure 2. Benchmarking results indicate that San José’s per-
employee tax rates are competitive compared to nearby cities with employee-based
models; however, overall revenue generation per business and on a per capita basis is
lower than several mid-sized peer jurisdictions. This suggests that while the current
structure is competitive in certain respects, it may not fully capture revenue potential
relative to comparable cities. Of the cities with employee-based tax structures, San José
is on the mid-range of the scale but is still less than the highest per-employee tax rates.
For a company with 1,000 employees, the annual cost per employee in San José is
$74.15.

The average annual general business tax cost to a company based in San José is $479
per year. Figure 3 shows a peer comparison of annual cost per business. This analysis
indicates that San José’s current average annual general business tax cost per
business falls in the middle of the range among South Bay and Peninsula jurisdictions.
While it is higher than several smaller cities, it remains below a number of regional
peers such as Mountain View, Palo Alto, and Menlo Park, where average costs exceed
$1,000 per business. Overall, this suggests that while San José is not currently the
lowest-cost jurisdiction, there may be capacity for moderate increases without making
the City an outlier regionally, depending on policy objectives and competitiveness
considerations.

Comparison of Employee-Based Business Tax Rates:
Tax Per Employee for Three Example Companies
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Figure 2. Comparison of Employee-based Business Tax Rates by Company Size.
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Comparison of Business Tax Rates:
Annual Tax per Business
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Figure 3. Comparison of Annual Business Tax Costs by Peer Cities.
lllustrative Modernization Scenarios

Staff evaluated two illustrative scenarios to better understand the range of potential
impacts associated with general business tax modernization policy alternatives. Note
that these scenarios were developed for simple modeling and illustrative purposes, and
do not represent the full possibilities in terms of policy approaches. The scenarios
modeled include:

» Scenario 1: Increase current employee-based model
» Scenario 2: Shift to gross receipts-based model

Scenario 1: Increase current employee-based model

Scenario 1 demonstrates a relatively simple approach to increasing revenue. Because
this option builds on the existing framework, it is more predictable, easier to administer,
and likely more understandable to the business community. This change would help
maintain the City’s regional competitiveness in its general business tax structure while
accommodating ongoing annual cost of living increases. The scenario is defined by
doubling the existing base tax, increasing the incremental tax rates and cap by 25%,
and increasing the income limits for both financial hardship exemptions within the
employee-based structure. These rates are shown in Table 5. The scenario assumes
that 15% of standard and residential business may qualify for the two hardship
exemptions. This scenario builds on the existing framework and aims to support the
small business community.
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Table 5. Scenario 1 Rates

Employee Count S:It;'?l?tzlgza;e SHEEMEE Scenario Rates
Base Tax: 1-2 Employees | $219.60 $439.20
Incremental Tax: 3-35 $37.06 $46.32
Incremental Tax: 36-100 $49.40 $61.75
Incremental Tax: 101-500 | $61.75 $77.18
Incremental Tax: 501+ $74.15 $92.68

Cap $185,532 $231,915

To address any potential impacts to smaller businesses, Scenario 1 modeled an
increase in income limits for the City’s two financial hardship exemption programs,
shown in Table 6. The income limits are determined by the federal poverty level each
year. The term "poverty level" means the income amount established by the United
States Department of Health and Human Services as the poverty guideline for a single
person. The first exemption for a low revenue-generating business requires the
business’s annual gross receipts be at or below twice the current poverty level. The
other exemption is for small business owners which requires the business owner(s)’s
annual household income be at or below four times the current poverty level. This
scenario would increase those limits to three times the poverty level and six times the
poverty level, respectively.

Table 6. Scenario 1 Financial Hardship Exemption Income Limits

. s 2025 Poverty | Current ALPs? Scenario SEEIENIE

Exemption Criteria o Income - Income
Level Multiplier s Multiplier s
Limits Limits

ousiness Gross 2x $31,300 3x $46,950
eceipts
Adjusted Household $15,650
o ! 4x $62,600 6x $93,900
ncome

Table 7 shows the revenue impact of Scenario 1. This scenario shows that increasing
each level of the general business tax rates (base, incremental, and cap), while also
expanding the two financial hardship exemptions, would generate a substantial increase
in general business tax revenue, raising total revenue to approximately $47.6 million
annually. Most of this increase is driven by Standard Businesses, which account for
roughly two-thirds of both current revenue and the projected increase.

Residential Landlords, Commercial Landlords, and Out-of-Town businesses also
contribute a notable share of the additional revenue. Smaller categories, including
Mobile Home Parks and Water Meter Connections, have minimal impact on overall
revenue due to their limited number of accounts.
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Overall, the distribution of impacts suggests that the increases would be well-distributed
across all businesses in the City. Larger businesses with more employees would pay

more based on the higher incremental tax rates and cap, while smaller businesses may
become exempt from paying general business tax altogether.

Table 7. Scenario 1 Revenue Projections

Number of 2025-2026 Scenario
Business Type Estimated Estimated Increase

Accounts

Revenue Revenue

Standard Businesses 43,691 $20,700,000 $31,085,000 $10,385,000
Residential Landlords 13,868 $4,820,000 $7,635,000 $2,815,000
Commercial Landlords 2,955 $3,880,000 $5,330,000 $1,450,000
Mobile Home Parks 54 $140,000 $180,000 $40,000
Water Meter Connections | 2 $210,000 $265,000 $55,000
Out of Town 8,943 $1,840,000 $3,130,000 $1,290,000
Total 69,513 $31,590,000 $47,625,000 $16,035,000

Scenario 2: Shift to gross receipts-based model

Scenario 2 represents a more significant structural change moving to a gross receipts

model. Cities set rates based on industry type. For ease of analysis, staff assumed the
same rate for all industry types, progressively increasing with revenues. It mimics the

lowest industry type rates in San Francisco and other peer cities. The rate ranges from
0.0% to 0.275% depending on revenue bracket. Staff assumed a maximum tax cap of
$500,000 and that businesses with gross receipts of $50,000 or less would be exempt
from tax, which would help those businesses with the lowest revenues. Table 8 shows
the potential revenue estimates from this analysis.
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Table 8. Scenario 2 Revenue Projections for Gross Receipts Model

Gross Receipts | Business Count Assumed Tax Rate Eot_e e [ evEmnE
stimate
$0-$50K 24,717 0.0% $0
$50K-$100K 13,138 0.1% $1,315,000
$100K-$500K 16,303 0.1% $4,075,000
$500K-$1M 1,730 0.1% $1,225,000
$1M-$5M 2,356 0.1% t0 0.15% $6,055,000
$5M-$10M 519 0.15% $4,445,000
$10M-$25M 314 0.15% $6,990,000
$25M+ 157 0.175% to 0.275% $21,125,000
Out of Town® 8,943 $50 to $200 $1,990,000
Total 68,177 $47,180,000

Similar to Scenario 1, Scenario 2 has the potential to generate significantly higher
revenue than the existing model, while aligning tax liability more closely with business
and economic activity. The analysis shows that this scenario would generate
approximately $47.2 million annually. Roughly 60% of this revenue ($28.1 million) would
be from businesses with gross receipts of over $10 million. Even so, Scenario 1 and
Scenario 2 are projected to achieve similar revenue levels.

However, further analysis indicates that impacts would vary considerably across
industries. Businesses with high revenues but low profit margins, including
manufacturing, utilities, car dealerships, and certain service sectors, could experience
disproportionately higher tax burdens. One of San José’s competitive advantages is the
network of companies and talent designing both high and low-margin products that
assemble to form a complex computer hardware ecosystem. If it becomes less
competitive for lower-margin outputs to be realized here, there will be rippling
consequences that disrupt the ecosystem at-large.

Additionally, early-stage and growth-oriented companies that reinvest revenue into proof
of concept and scaling innovations would be disincentivized to innovate in San José.
Many innovative and entrepreneurial firms reinvest their revenue wholly back into the
company for a period of time before profits are ever realized. Profit equals revenue
minus costs, and gross receipts tax models fail to take into account costs sufficiently. A
start-up company recognizing no profit would still have liability for gross revenue, even
though their costs diminish their profits. The gross receipts model, for this reason, is
more practicable in economies that are quasi-exclusively service economies.

5 Existing business tax data was used to incorporate a flat rate methodology based on the number of days
an out-of-town business operates within San José: 5 days or less = $0; 6-29 days = $50; 30-89 days =
$100; 90-119 days = $150; 120+ days = $200.
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Based on the experiences of other jurisdictions who have implemented a gross receipts
model, such as San Francisco, Scenario 2 also introduces additional considerations
related to administrative complexity, compliance, and economic behavior. For example,
a gross receipts model would require the Finance Department to procure and implement
a new business tax system and add additional staffing to handle the added
administrative complexity. Revenue data is not public information for all companies, so
companies in this model would self-report and file their own revenue data, making it
difficult to audit for accuracy. In San Francisco, which has an overwhelming majority of
its economy in the services sector, the change to a gross receipts model took several
years to accomplish. San Francisco implemented its gross receipts tax through a
phased transition that added significant administrative complexity and required
businesses to adapt. The transition temporarily maintained elements of the prior payroll
tax, introduced industry-specific rate structures, and required ongoing administrative
and policy adjustments following initial adoption. Notably, San Francisco continues to
make business tax reforms to attempt to stabilize their gross receipts model, reflecting
ongoing challenges in aligning revenue performance, equity considerations, and
administrative feasibility under a gross receipts framework.

Additionally, it is important to note that businesses operating across multiple
jurisdictions may choose to recognize sales in the jurisdiction with the most competitive
tax environment, resulting in a net loss of revenue to the City. These dynamics
underscore the need for careful consideration of tradeoffs, and examination of variability
of impacts across industry types, ecosystems and specializations, taxation thresholds,
and exemptions in an attempt to keep businesses from moving out of the City or
reporting receipts elsewhere to minimize their tax burden.

Future Policy Considerations

The preliminary analysis identifies several key policy considerations that will guide
future work. Maintaining regional competitiveness will be critical, particularly given the
mobility of businesses and the broader California tax environment. Emerging trends,
including the continued prevalence of remote and hybrid work, introduce additional
complexity, as businesses may have greater flexibility in where they locate employees
or recognize economic activity. This may reduce the effectiveness of any general
business tax modernization model over time and increase the importance of evaluating
structures that are resilient to these shifts.

The role of tax caps will also require further evaluation. While caps provide predictability
and limit tax exposure for large businesses, they may constrain revenue growth and
result in a disproportionate share of the tax burden being borne by smaller and mid-
sized businesses. Future analysis will consider whether adjustments to existing caps,
tiered caps, or elimination of caps could improve equity and revenue performance, while
balancing competitiveness concerns.
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Supporting small businesses remains a central priority. Under the current employee-
based model, small businesses benefit from a relatively low base tax; however, they
may still experience proportionally higher burdens compared to larger firms that benefit
from caps. Alternative models, such as gross receipts taxes, introduce different
tradeoffs, as low-revenue thresholds or exemptions can protect the smallest
businesses, but low-margin businesses may face higher effective tax burdens. Future
policy options may include targeted exemptions or graduated rate structures designed
to reduce impacts on small businesses while maintaining overall revenue capacity.

In addition, predictability and phased implementation are important to allow businesses
time to adapt to any changes. Building on the existing tax structure where feasible may
improve transparency, make any transition clearer for businesses, and reduce
administrative burden, while more complex models may require additional investment in
systems, enforcement, and business community education. Finally, ensuring
administrative efficiency and accountability will be essential to maintaining revenue
reliability and minimizing implementation costs.

Next Steps

Given the complexity of general business tax modernization, the initial analysis
reinforces the need for more refinement and evaluation. The next phase of work will
include more detailed financial modeling across a wider range of inputs across Scenario
1, robust stakeholder outreach and engagement with the business community and other
key stakeholders, and possible polling activities. The 2026-2027 Proposed Operating
Budget includes budgetary resources needed to accomplish this next phase. However,
future resources may be required for steps beyond that refinement analysis, which will
need to be carefully considered by the City Council as part of broader budget priorities.

This additional work will allow the Administration to refine policy options, better
understand distributional impacts, and develop mitigation strategies where appropriate.
The goal is to return to City Council during spring 2027 with well-defined, actionable
policy alternatives and refined analyses that balance revenue needs with economic
competitiveness and equity considerations.

In the interim, the current analysis is intended to support City Council in providing
direction on priorities, areas of focus, and policy objectives to guide the next phase of
work.

Other Revenue Opportunities

San José has historically faced challenges in reconciling relatively low levels of revenue
per capita with the service expectations of a large, full-service city. This imbalance
places ongoing pressure on the General Fund and limits the City’s ability to sustain and
enhance core services over time. In recognition of these constraints, staff are exploring
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a broader set of revenue options to support essential services and improve long-term
fiscal health.

As part of this effort, staff have continued to make progress exploring several potential
revenue initiatives, including an infrastructure general obligation bond, a parks parcel
tax, a library parcel tax, a sales tax renewal, and a sugar-sweetened beverage tax.
Each of these options presents distinct policy, financial, and implementation
considerations, including revenue potential, voter approval requirements, equity
impacts, and alignment with community priorities.

This work is ongoing and will be further developed alongside general business tax
modernization efforts. Collectively, these analyses are intended to provide City Council
with a comprehensive set of revenue strategies to consider as part of a broader
approach to addressing structural budget challenges and maintaining service levels
expected of a major city.

In addition, the City Council has already taken steps to pursue new revenue
opportunities by approving the placement of a proposed 2% increase to the Transient
Occupancy Tax on the June 2026 primary ballot for voter consideration, Measure A. If
approved by voters, this measure would provide an additional ongoing General Fund
revenue source tied to visitor activity, helping to diversify the City’s revenue base. The
outcome of this measure will be an important factor in shaping the City’s broader
revenue strategy and long-term fiscal outlook.

COORDINATION

This memorandum was coordinated with the City Attorney’s Office and City Manager’s
Budget Office.
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Emily S. Lam Maria Oberg
Director, City Manager’s Office of Director, Finance Department

Administration, Policy, and
Intergovernmental Relations
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Director, City Manager’s Office of Economic
Development and Cultural Affairs
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