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DEPARTMENT OF REVENUE JOHN C. MUSGRAVE
GOVERNOR ACTING SECRETARY
OFFICE OF THE SECRETARY
STATE CAPITOL

CHARLESTON, WEST VIRGINIA

October 23, 2006

The Honorable Joe Manchin Il
Governor

State of West Virginia
1900 Kanawha Boulevard, East
Charleston, West Virginia 25305

Governor Manchin:

At your direction earlier this year, | formed the West Virginia Tax Modernization
Project (the “Project”’). The Project is composed of a host of executives from the
Department of Revenue, including myself and State Tax Commissioner Virgil Helton, as

well as experts from the Center for Business and Economic Research at Marshall
University and the Bureau of Business and Economic Research at West Virginia
University.

Since the formation of the Tax Modernization Project, we have diligently focused on
fulfilling your charge to the Project: A comprehensive overview and analysis of West
Virginia’s system of state and local taxation.

Based on your challenge to the Project, we developed the following mission
statement, aimed at modernizing our system of State and local taxation:

The systematic research and analysis of State and local
taxation resulting in the creation of a more equitable and
improved tax structure which encourages economic growth.

We have ambitiously proceeded on this task and each member of the Project has
contributed an extensive amount of time and energy toward improving and modernizing
our tax system. Additionally, pursuant to your charge, we have sought a great amount of
public input through questionnaires, several public meetings, and the internet. We are
pleased to note that numerous Legislators took part in this process. In fact, our group, in
keeping the Legislature informed of our actions, made a presentation to the entire
Legislature in July 2006.

WEST WING, RooM 300 P.O. Box 963 CHARLESTON, WEST VIRGINIA 25324

TELEPHONE 304/ 558-0211 FAcCSIMILE 304/558-2324
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By using the collective knowledge and experience of the Project members and by
seeking and genuinely reviewing input from the public, the members have identified many
areas in which our tax system — at both the State and local levels — is in great need of
modernization. The conclusion of this work has resulted in the 2006 Report of the West
Virginia Tax Modernization Project (the “Report”), which | am pleased to present for your
review and consideration. The Report is the first significant step toward analyzing and
improving West Virginia’s system of State and local taxation. Importantly, the Report
includes specific proposals for modernization and identifies additional areas of concern that
necessitate further study and input from the citizens and elected officials of this State.

Specifically, given the complexity of our tax system, the need for further study and
analysis, and the need for stability of both State and local governments, the West Virginia
Tax Modernization Project recommends that the changes be undertaken in phases rather
than attempted at one time. Indeed, just as our economy is constantly changing, so is the
need to continually review and update our tax system. As such, this Report is in many
respects a starting point not only for beginning action, but also to inspire continued and
informed discourse concerning our system of taxation. Based on this approach, the Project
has identified:

(2) Changes that may be implemented immediately during
the initial phase of tax modernization or during future
upcoming sessions of the Legislature after debate and
further analysis; and

(2) Areas of concern that require in-depth analysis and
study before implementation.

It is our hope that the work we have undertaken and its culmination in this Report will
continue the process of developing our tax system in a manner that will benefit all West
Virginians now and for generations to come. | sincerely appreciate the opportunity to
participate in the tremendous challenge of the Tax Modernization Project. | hope that this
Report will meet with your approval and that it will continue to build on the recent successes
of your Administration and this State.

Sincerely,

Acting Cabinet Secretary

JCM/cn
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Roger Cox — Director, Research and Development Division
Wade Thompson — Director, Property Tax Division
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Calvin Kent, Ph.D. — Vice President of Business and Economic Research,

Center for Business and Economic Research

Jennifer Price — Research Associate, Center for Business and Economic
Research

Kent Sowards — Director, Data and Survey Services, Center for Business and
Economic Research
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Tom Witt, Ph.D. — Director, Bureau of Business and Economic Research

Amy Higginbotham — Economist, Bureau of Business and Economic
Research

Pavel Yakovlev, Ph.D. — Research Assistant and Professor, Bureau of
Business and Economic Research

Technical Support Staff:

A special thanks to Carol Nichols and Susan Fox, Office of the Secretary; and
Dana Miller, Tonja Oakes and the Research and Development Division, State
Tax Department, for their invaluable assistance.
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John C. Musgrave was appointed as Acting Cabinet Secretary for the
Department of Revenue in November 2003. He oversees ten State agencies, and in
June 2004, assumed the additional duty of State Budget Director. In addition, he
has served as Director of the State Lottery Commission since 1997.

Secretary Musgrave brings to State government a strong finance background
with more than two decades of public service at the federal, State, and local levels,
including United States Department of Agriculture; Rural Development
Administration; West Virginia Farmers Home Administration; Deputy Secretary of
State; Mason County Development Director; and Mayor of Point Pleasant.

Under Director Musgrave’s tenure with the State Lottery Commission, lottery
profit has risen from $72 million in 1997 to $605 million in 2005. A Mason County
native, Secretary Musgrave received his B.S. degree in Business in 1968 from

Morris Harvey College (now the University of Charleston).

Virgil T. Helton has served as State Tax Commissioner since the beginning
of the Manchin Administration in January 2005. He originally served in an Acting role
and his full appointment was effective July 1, 2006. Previously, he served the last
two administrations as Deputy Director and Chief Financial Officer of the West
Virginia Lottery. Early in his professional career, Mr. Helton was employed by two
different international accounting firms, both of which are now among the industry's
"Big Four." The Commissioner has 20 years of experience in the commercial
banking industry, including serving in the capacity of Chief Operating Officer of a
Baltimore based bank. The Commissioner serves on the Board of Directors of the
Economic Development Authority.

Mr. Helton is a 1967 graduate of Concord University, Athens, West Virginia,
and is licensed by the West Virginia Board of Accountancy to practice as a Certified
Public Accountant.

James Robert Alsop was appointed General Counsel for the Department of

Revenue in October 2005. Mr. Alsop previously served as Deputy General Counsel

a4 s
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to Governor Joe Manchin Ill. He received his bachelor's degree in political science
from West Virginia University and is also a graduate of the West Virginia University
College of Law. Mr. Alsop also served as a law clerk for the United States Circuit

Court of Appeals, Fourth Circuit, for the Honorable Robert Bruce King.

Christopher G. Morris was appointed Deputy Tax Commissioner/Chief of
Staff for the State Tax Department on March 1, 2005. Mr. Morris previously served
as the Acting Assistant Tax Commissioner and Assistant Cabinet Secretary for the
Department of Revenue, a position he was appointed to on September 17, 2003.
Mr. Morris attended public school in Mineral County, West Virginia. He earned his
Bachelor's degree in 1999 and a Master's of Public Administration in 2001, from

West Virginia University.

Michele Duncan Bishop, a Boone County native, serves as Deputy General
Counsel for the Department of Revenue. Mrs. Bishop received a B.A. in economics
from Marshall University and a J.D. from the West Virginia University College of
Law. She has nearly ten years of experience as an attorney, having worked in both
the private and public sectors, and having served as a law clerk for the Honorable
John T. Copenhaver, Jr., in the United States District Court for the Southern District
of West Virginia.

Roger Cox was named Director of the Research and Development Division
in March 2001. Prior to assuming the position of Director, he had been employed in
the Division since October 1980. Mr. Cox is a graduate of West Virginia University

Institute of Technology and the Marshall University Graduate College.

Mark S. Morton is General Counsel and Director, Legal Division, of the State
Tax Department. Mr. Morton is a graduate of West Virginia University with a B. S.

degree in Business Administration, majoring in accounting, and is a graduate of the
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West Virginia University College of Law. He has been an attorney with the State
Tax Department since 1983.

Mark Muchow is Director of Fiscal Policy for the State Tax Department,
where he works with the State Budget Director on matters of fiscal and budget
policies for the State. Prior to this current appointment, Mr. Muchow was the Chief
Administrator for Revenue Operations and assisted the Research Division with the
preparation of economic forecasts, revenue estimates, fiscal notes, and tax policy
studies. Mr. Muchow has over 22 years of experience with the State Tax
Department, including more than 18 years of revenue forecasting; assisting the
State Tax Commissioner in the role of liaison with the State Legislature; and
providing technical assistance to the State’s Development Office and others with
regard to tax incentive programs. Among other achievements, he was a consultant
to the 1999 Commission on Fair Taxation, and he co-authored a study of tax
incentive programs in West Virginia that contributed to the enactment of significant
reforms in 2002. He has a B.A. degree in History/Secondary Education from
Edinboro University and a M.S. in Public Management and Policy from Carnegie-

Mellon University.

Audrey Pennington, Executive Assistant to the Cabinet Secretary,
Department of Revenue, has over 21 years of professional management experience
in State government working in the Office of the Governor and the Department of
Revenue. She served as a member of the support staff of the 1999 Commission

on Fair Taxation.

Roger Smith has served with the State Budget Office since 1974 and was
named Director in 1988. In that capacity, he and his staff are responsible for
preparing the Governor's Executive Budget Document, which has received the
Distinguished Budget Presentation Award from the Government Finance Officers

Association for 11 consecutive years. Mr. Smith is a member of the National
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Association of State Budget Officers and has served on several State committees,
including the Governor's Cabinet Council on Government and was Chair of the
Governor’'s Salary/Benefit Study Group. He received a B.S. degree in Business
Administration from the University of Charleston in 1973 and was named a
Distinguished West Virginian in 2005.

Wade Thompson, a Charleston native, graduated from the University of
Charleston in 1972 with a B. S. degree in Management. He accepted a position as a
Tax Appraiser with the Property Tax Division, State Tax Department upon
graduation. Since that time he has also served as a Tax Examiner, Tax
Administrator, Chief of Appraisal Services, Assistant Director, and his current
position as Director of the Property Tax Division.

Mr. Thompson has in excess of 34 years experience in the administration of
property taxes in West Virginia. He has also been a speaker and instructor of
numerous property tax seminars and workshops in West Virginia. He is a member
of the International Association of Assessing Officers (IAAO) and past State

representative.

Marshall University*

Calvin Kent, Ph.D., is the Vice-President of Business and Economic
Research for the Center for Business and Economic Research at Marshall
University. Dr. Kent received a B.A. in economics from Baylor University in Waco,
Texas, and a Master of Arts and Ph.D. in philosophy and economics from the
University of Missouri. Dr. Kent also has engaged in post-doctorate study in law and
economics at the University of Virginia, Chicago University, Wichita State

University, and Rice University. He has served as a former staff economist for

! The opinions expressed by the Marshall University and West Virginia University

researchers on the West Virginia Tax Modernization Project are their own, and do not reflect
the positions of their respective institutional boards of governors nor the West Virginia
Higher Education Policy Commission.
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the United States Senate Finance Committee; Chief Economist for the South Dakota
Legislative Research Council, where during his tenure, the entire South Dakota
State Tax Code was rewritten; served as a consulting economist for the Texas
Research League, where he rewrote the Texas property taxes and school aid

formula; and was the Co-Vice Chair for 1999 Commission on Fair Taxation.

Kent Sowards serves as the Director of Data and Survey Services for
Marshall University's Center for Business and Economic Research. Mr. Sowards
received a B.A. degree in Management from Marietta College in 1998. He

completed his Master's in Business Administration at Marshall University in 1999.

Jennifer Price is a Research Associate for Marshall University’s Center for
Business and Economic Research. Ms. Price received a B.B.A. degree in Finance
from Marshall University in 1995. Ms. Price completed her Master's of Business
Administration at Marshall University in 1997. Past professional experience includes
three years as a full-time instructor in Marshall University’s Elizabeth McDowell
Lewis College of Business Division of Finance and Economics, and five years of

auditing and financial analysis in the banking industry.

West Virginia University?

Tom S. Witt, Ph.D., is the Director of the Bureau of Business and Economic
Research in the West Virginia University College of Business and Economics, a
position he has held since 1985. Dr. Witt also serves as a professor of economics at
West Virginia University. He received his B.A. degree from Oklahoma State

University and his M.A. and Ph.D. degrees from Washington University (St. Louis).

2 The opinions expressed by the Marshall University and West Virginia University

researchers on the West Virginia Tax Modernization Project are their own, and do not reflect
the positions of their respective institutional boards of governors nor the West Virginia
Higher Education Policy Commission.
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Dr. Witt joined the Department of Economics at West Virginia University in 1970 as
an assistant professor, rising to the rank of professor in 1980.

Dr. Witt'’s research spans the areas of regional economics, public finance,
economic development, and energy economics. In recognition of his economic
research expertise, Dr. Witt was selected for Who’s Who in West Virginia 2000 by
The State Journal, West Virginia’s leading weekly business newspaper. Dr. Witt is a

member of many professional associations, including the American Economics
Association, Regional Science Association and the National Association for

Business Economics.

Amy Higginbotham has been an economist at the West Virginia University
Bureau of Business and Economic Research since June 2005. She specializes in
economic impact analysis, cost of living analysis, and public finance.
Ms. Higginbotham graduated with her Masters in Economics in May 2005 from West
Virginia University, and is currently working on a Ph.D. in economics, with an

emphasis in Public Finance and Financial Economics.

Pavel Yakovlev, Ph.D., is a Research Assistant Professor of Economics at
the Bureau of Business and Economic Research at West Virginia University. His
research interests include state and local public finance, public choice, defense
economics, and economic growth. Dr. Yakovlev graduated with a B.S. degree in
economics from Shepherd University in 2002 with summa cum laude and Phi Kappa
Phi honors. He was awarded the West Virginia University Foundation Distinguished
Doctoral Fellowship in Social Sciences while working on his Ph.D. in economics,

which he earned from West Virginia University in May 2006.
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Il. Background and Development of the Report

Governor Manchin, in urging the review and analysis of our present tax
system, stressed that input from the citizens of West Virginia is essential to the
success of the Tax Modernization Project. Ultimately, it is the citizens of this State
who not only will carry the taxation burden, but also will receive the benefit of the
revenues derived therefrom. The system of revenue collection, therefore, must be
consistent with the desires and values of West Virginians. Accordingly, members of
the Project have engaged in extensive inquiry, offering constituents myriad
opportunities for idea-sharing. The information extracted from this process has been
invaluable.

The emphasis on public collaboration is not new to this Report or to West
Virginia tax modernization in general. The 1999 Commission on Fair Taxation
sought a significant amount of public input, and attempts at tax development have —
throughout the State’s history — placed special focus on community discourse and
involvement. In fact, in 1922, State Tax Commissioner Walter S. Hallanan said,

The future growth and development of this great State
depends in large measure upon the ability of its
citizens to recognize the necessity for a modernizing
of our present tax system and upon their willingness
to approve intelligent remedial legislation. It is
evident to all students that many far-reaching changes
must yet be made before the State can be said to have a
consistent, well-balanced, modern, adequate and
equitable system of taxation.

Cognizant of this philosophy and of the Governor’s directive, the Tax Modernization

Project obtained public input through a variety of methods.

First, to generate enthusiasm and invite continued public interaction, the
Project conducted a kickoff meeting on May 12, 2006, in Charleston, West Virginia.
Governor Manchin began the meeting by stressing the importance of tax
modernization to the State. He challenged everyone in attendance to “roll up their
sleeves” and provide sincere suggestions to improve our tax system. Economists

from Marshall University and West Virginia University, in conjunction with key staff
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members of the Department of Revenue, including the Office of the Secretary, State
Budget Office and the State Tax Department, made presentations concerning our
State’s economy, tax structure, and budget. Attending this meeting were
representatives from the Governor’s Office, the Department of Revenue, various
Constitutional Officers, Cabinet Secretaries and Commissioners from other State
Departments, former Department of Revenue Secretaries and former State Tax
Commissioners, and representatives from the Legislature. This meeting also was
the first opportunity for the Project members to collaborate with a number of key
private sector leaders representing labor, business and industry, energy and
environment, natural resources, construction, health care, retail, and various other
constituencies.

At the kickoff meeting, these leaders of our State were given a task: meet with
their respective peers to study the tax system in West Virginia and work to
recommend changes for modernization. A questionnaire®* was provided and also
was made available to the public via the Project website at

http://www.wvtax.gov/tmp.htm.*

A second public meeting was conducted on July 6, 2006, at the Charleston
Civic Center. This event, called the Tax Summit, gave West Virginia citizens
another opportunity to discuss alternatives for changing the State tax system. More
than 300 people attended the Summit, including State legislators; representatives
from business, labor, and other interest groups; local government officials;
economists; and experienced tax professionals from both the public and private
sectors.

After Secretary Musgrave opened the Summit, State Tax Commissioner,
Virgil Helton, served as moderator for the day. The first person to address the group
was the Honorable Robert S. Kiss, Speaker of the House of Delegates, who

delivered his thoughts on tax modernization, focusing on the lessons learned from

3 The Informal Questionnaire is attached as Appendix A.

4 Additionally, the Project invited questions or other feedback by electronic mail to

tmp@tax.state.wv.us.

14 N2 :
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the 1985 tax reform and the resultant 1989 tax increases. Speaker Kiss also
discussed the actions of the Legislature over the past 18 years, noting the
Legislature’s high degree of fiscal responsibility during that time. He pointed to the
Legislature’s diligence ascertaining the depth of, and then having begun managing
and paying down, the State’s significant unfunded liabilities. The Speaker
particularly imparted the importance of continued vigilance in seeking to solve the
State’s long-term debt problems.

Governor Manchin then addressed the group on his vision for a better,
brighter future for all West Virginians. The Governor discussed the importance of
conducting State government activities in a business-like manner, specifically
identifying two important concerns. First, he noted that we must ensure that the
State provides superior services to its customers, the citizens of West Virginia.
Second, the Governor echoed the sentiments of Speaker Kiss, stressing the
importance of the State achieving financial order and operating in a fiscally prudent
manner, making certain that the government has the ability to pay for the services it
is obligated to provide. The Governor also reminded those present that the State
must make changes to its tax system so that we can continue to work together to
make the State of West Virginia “Open for Business.”

Following Governor Manchin’s comments, Dr. Tom Witt and Dr. Calvin Kent
teamed with the State Budget Director, Roger Smith, and the State Director of Fiscal
Policy, Mark Muchow, to make presentations about West Virginia’s existing tax
structure, the current budget outlook, and the policies that should serve as the
fundamental building blocks of any system of taxation.

The Tax Summit participants then were divided into topic-oriented
workgroups. Each Summit participant was assigned to a room that dealt with one of
four subjects: Business Taxes, Personal Income Taxes, Property Taxes and
Local Government Finance, and the State Road Fund. Each group was
comprised of approximately 20 individuals. During the morning session, every group

member was given the opportunity to articulate issues that he or she regarded as
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problematic to our system of taxation. Moderators facilitated the group discussions,
and subject matter experts were available to answer technical questions.

During a networking lunch, Summit participants were treated to a presentation
by Harley Duncan, Executive Director of the Federation of Tax Administrators. Mr.
Duncan provided a lot of experience and insight to the Summit. He has served as
Executive Director of the Federation of Tax Administrators since August 1988, and
he has previously served as Secretary of the Kansas Department of Revenue, as
well as positions with state government in South Dakota. During his presentation,
Mr. Duncan highlighted some tax reform successes and failures of other states,
emphasizing the need for diligence and collective agreement in making changes to
any system of taxation.

After lunch, participants returned to the workgroups to develop at least four
solutions that would combat the problems the group identified in the morning
session, and that also would further the modernization of State and local taxation.
At the end of the Summit, the groups reconvened in one area, so that each group
could share its report with all attendees. By the conclusion of the Summit, dozens of
problems had been identified, with solutions proposed for each issue. °

The Tax Modernization Project provided the public with further opportunity to
participate in the tax modernization process by teaming with the Chancellor of the
Higher Education Policy Commission and eight colleges and universities around the
State to conduct public hearings. At each hearing, citizens were given the
opportunity to provide feedback, thoughts, and criticisms concerning our tax system.
In an effort to reach as many people as possible, and to accommodate concerned
individuals in every geographic region, the hearings were scheduled throughout the
State during the months of August and September 2006 at the following institutions

of higher learning:

> The Tax Modernization Project had the recommendations recorded and transcribed.

The transcription is included as Appendix B.
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Marshall University;

West Virginia University at Parkersburg;
Shepherd University;

West Liberty State College;

West Virginia State University;

Concord University;

West Virginia University; and

Pierpont Community and Technology College.

Project members have engaged in an ongoing effort to disseminate

information and solicit input for the tax modernization process by securing speaking

engagements with various groups and organizations, including:

West Virginia Association of Counties;
West Virginia Association of Engineers;
West Virginia Association of Retired School Employees;
West Virginia Bankers’ Association;
West Virginia Business Summit;
West Virginia Chamber of Commerce;
West Virginia Farm Bureau;
West Virginia Forestry Association;
West Virginia Hospitality and Tourism Association;
West Virginia Manufacturers’ Association;
West Virginia Municipal League;
West Virginia Oil and Natural Gas Association;
Putnam County Chamber of Commerce;
West Virginia Retailers’ Association;
West Virginia School Superintendents
= Annual Meeting, and
» Meeting of eight County Superintendents

from small school districts;
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West Virginia Sheriff's Association;
B West Virginia Society of Certified Public Accountants:
= Annual Meeting,
= State and Local Taxation Committee,
» Industry and Government Professionals,
= Charleston Chapter Meeting, and
* Huntington Chapter Meeting;
West Virginia State Bar's Taxation Committee;
West Virginia State Finance Officers’ Association;

West Virginia Tax Institute; and

West Virginia Woodland Owners’ Association.

The Tax Modernization Project team also addressed the Legislature. On July
23, 2006, during Legislative Interim Committee meetings, the Project members
made a presentation to the entire Legislature in the Chamber of the House of
Delegates.

Much like the West Virginia Tax Study Commission of 1984, the Tax
Modernization Project undertook review of our current system of taxation by
breaking into four study groups: the Business Tax Subgroup; the Personal Income
Tax Subgroup; the Property Taxes and Local Government Finance Subgroup; and
the State Road Fund Subgroup. Over the summer and into the fall, various
members of the Project began meeting in these subgroups to contribute a wide
range of expertise, to apply those skills to analyze the input received over the course
of the year, and to endeavor to develop proposals for modernization. Each
subgroup identified goals for its particular area of taxation, detailed the current
taxation scheme for that area, identified problems and issues for study, and
eventually developed, to the extent possible, ideas for modernizing our system of
taxation. The culmination of the Subgroups’ efforts is described in Chapters VIl

through Xl of this Report.
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Finally, it is important to note that the individuals involved with the Tax
Modernization Project also reviewed tabulations of the responses of the
Informational Questionnaire referred to above and set forth in Appendix A. A total of
182 on-line and mailed questionnaire responses were received. Each was reviewed
and included for consideration.® A full analysis of the input provided from the public
is attached as Appendix B.

The overwhelming majority of informational questionnaires were completed
by individuals or representatives of businesses. Respondents reported affiliation
with a wide variety of industries through the selection of a broad industry code
(based upon the North American Industrial Classification System). However, many
failed to provide an industry affiliation. Roughly two-thirds of respondents indicated
that they considered themselves either “familiar” or “quite familiar” with West
Virginia’s tax structure.

Respondents most often cited the Property Tax as the top tax issue in the
State. Specifically, the tax on personal property concerned many respondents,
including the tax on vehicles and the tax on inventories. Other broad taxes that
elicited a significant amount of responses included the Consumers Sales and
Service Tax (including the sales tax on food), the Corporation Net Income Tax, the
Business Franchise Tax, the Personal Income Tax (specifically, the tax rates), and
the Municipal Business and Occupation Tax.

These concerns and recommendations received by the Tax Modernization
Project have helped to focus and guide the members of the Project as we have
moved forward on this task. The Tax Modernization Project members are proud of
the fact that a significant number of West Virginians were willing to provide
meaningful input into West Virginia’s tax system. Moreover, we hope that this
Report will help further the dialogue necessary to make positive changes to the

current tax system. We do note, however, that although many respondents made

6 The survey database also contained some records without responses to the

guestions. The tabulations are based only on those surveys with a response to at least one
of the major questions.
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suggestions for tax reductions or eliminations, respondents had great difficulty in
coming up with alternative ways to pay for the reductions. An effort at tax changes
comes not only with the responsibility to make sound changes to the system of
taxation, but also to ensure that the State has sufficient resources to meet the
expected expenditures mandated by the citizens.
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Il. Principles of the Tax Modernization Project —the Standards of a Good
Tax System

The Tax Modernization Project members recognized that it would not be
prudent to offer suggestions about the tax structure without first identifying the
components of a successful tax system. Over the years, a great deal of time has
been devoted to such study, and many groups have provided elements that should
form the basis of any tax system. For example, the National Center for State
Legislatures has concluded that a high-quality state revenue system:

1. Comprises elements that are complementary, including

the finances of both state and local governments;

2. Produces revenue in a reliable manner, with an emphasis
on stability, certainty, and sufficiency;

3. Relies on a balanced variety of revenue sources;

4. Treats individuals equitably by, at a minimum, imposing
similar tax burdens on people in similar circumstances,
limiting regressive activity, and curtailing taxes on low-
income individuals;

5. Facilitates taxpayer compliance based on ease of
understanding and minimization of compliance costs;

6. Promotes fair, efficient, and effective administration,
emphasizing simple and professional administration,
efficiency in the raising of revenue, and uniform

application;

7. Is responsive to interstate and international economic
competition;

8. Minimizes its involvement in spending decisions and

makes any such involvement explicit; and

9. Is accountable to taxpayers.’

! National Center for State Legislatures, “Principles of a High Quality Revenue

System,” available online at http://www.ncsl.org/programs/fiscal/fpphgsrs.htm#principles.
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Similar principles were recurrent in the conclusions of various studies. The
members of the Project condensed the range of considerations into four
fundamental categories: (1) efficiency; (2) equality/fairness; (3) revenue adequacy;
and (4) simplicity/accountability. These components are essential to a successful

system of taxation for West Virginia. Each is described in greater detail below.
A. Efficiency

An efficient tax system encourages economic growth and job creation, and
does not impede or reduce the productive capacity of the economy. It allows West
Virginia taxpayers to remain competitive with those in other states. This concept is
related to some degree to that of equality, and specifically to the role that neutrality
plays in encouraging an equitable system, as mentioned below. As others have
noted: “economic growth and efficiency is impeded by tax rules that favor a
particular industry or investment thereby causing capital and labor to flow to such
areas for reasons not supported by economic factors which can potentially harm
other industries and investments, as well as the economy as a whole.”® For
example, the State of West Virginia in 2002 successfully eliminated several
ineffective credits that had improperly affected market decisions. The State should
attempt to develop a tax system that is consistent with the existing economic

principles and objectives of West Virginia.
B. Equality and Fairness

This principle is simply stated: “Similarly situated taxpayers should be taxed
similarly.”® It also has been observed that an equitable tax system has minimal
impact on low-income taxpayers. The concept of equity is more complicated than it

seems, however, inasmuch as the term “fair” is somewhat subjective. In any event,

8 American Institute of Certified Public Accountants, “Guiding Principles of Good Tax

Policy: A Framework for Evaluating Tax Proposals,” at 13, available online at
http://ftp.aicpa.org/public/download/members/div/tax/3-01.pdf.

o Id. at 9.
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to determine whether a system is equitable, lawmakers should consider the range of
taxes levied on each taxpayer, rather than evaluating any single tax in isolation.

One of the predecessors to the Tax Modernization Project, the 1999
Commission on Fair Taxation, suggested a number of factors that would contribute
to a fair system. For one, it determined that a tax system should be based on the
taxpayers’ ability to pay. Though current income often is regarded as the measure
of ability to pay, other measures of ability to pay like wealth, which cannot be
manipulated between tax years, and consumption, should not be disregarded.
Various taxes draw strength from different indicators. For example, personal income
tax is based on current income, estate and gift taxes draw on wealth, and sales
taxes are coextensive with consumption.

Another related concept adopted by the 1999 Commission on Fair Taxation to
develop a fair system was the belief that each taxpayers’ burden should reflect the
benefit that he or she receives from government. In order to be a fair tax system,
the taxes collected should match the benefits that taxpayers receive. Thus, general
benefits from the government are best supported by all taxes, while benefits used by

a limited number of individuals are paid for through the receipt of specific taxes.
C. Revenue Adequacy

The tax system should produce a stable yield in excess of collection costs,
and the yield should be sufficient to balance the State budget in the short run and
should change at approximately the same rate as government spending as the
economy grows. It should be capable of financing government services that citizens
and lawmakers have labeled important, at levels that have been deemed
appropriate. The need for stability is especially important to a state like West
Virginia that operates under a balanced budget requirement, where the State must
predict the amount of revenue it expects to receive.

This also means that the administrative cost should be as low as possible, so
that minimal intake is expended on collection. With this principle in mind, it is noted

that narrow, inefficient taxes often are a greater burden on the tax system than
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broad-based efficient taxes because the return from a narrow tax must be stretched
to cover administration. West Virginia has taken several recent steps to help reduce
the administrative costs of its tax system. First, the State entered into the
Streamlined Sales Tax Agreement, which will greatly decrease the burden of sales
tax collection on businesses. Second, the State Tax Department is currently
installing an integrated tax system, as explained below in Chapter IV.

Adequacy can be achieved by diversifying the tax base. When taxes are
collected from a variety of sources, the entire tax structure is less likely to feel the
effects of economic changes. Furthermore, broad-based taxes make lower rates
possible. For these reasons, broad-based taxes are preferable. It also is important,
however, that tax burdens remain low, consuming as little income as possible, so not
to interfere with economic growth or diminish capital investments.

Revenue adequacy is a special concern for West Virginia. Due to below-
average economic capacity and a tax structure that places significant limits upon
residential property taxes, West Virginia’s per capita total State and local tax
collections are less than 80 percent of the average state. West Virginia is, therefore,
a low-tax capacity state. Below-average tax revenues result in less-than-adequate
government services. However, demand for State and local government services in
West Virginia tend to be similar to demand in neighboring states. Members of the
Project note that over the past several months many groups proposed increasing
governmental services, ranging from increased spending on health care and
transportation to salary increases. In light of these demands and other demands for
government spending, members of the Tax Modernization Project feel that revenue
adequacy is important. As such, any proposals to significantly lower tax collections
will have to be monitored closely to ensure that the State of West Virginia retains the

ability to meet its required expenditures.
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D. Simplicity and Accountability

When the tax structure is easy to understand, or “transparent,” and when
payment is as convenient as possible to the taxpayer, voluntary compliance
increases. There are at least two reasons for the improved compliance: first,
taxpayers are not asked to navigate complex requirements; and, second, taxpayers
are able to confirm that the system is equitable. The increased compliance leads to
lower costs associated with enforcement.

A tax system should also be accountable in providing sufficient knowledge to
evaluate the system. To that end, any legislative action should be open with full
opportunity provided for public commentary.

These goals are served by maintaining stable laws. The Tax Foundation
suggests that changes to tax laws should not occur frequently. Such instability
impedes long-term planning and increases economic uncertainty. Taxpayers must
be afforded some degree of confidence in the system under which they operate. For
this reason, retroactive changes also are discouraged. The Project members
believe, nevertheless, that the system should be subject to ongoing review to ensure

that the State taxation system continues to meet these four goals described above.
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IV.  West Virginia’s System of Taxation: A Historical Perspective

When Governor Manchin charged the Tax Modernization Project with its
mission, he directed the group to provide a history and overview of our system of
taxation. The reason is simple. Prior to proposing any significant changes to West
Virginia's system of taxation, it is necessary not only to examine the current state of
affairs, but also to attempt to understand the development of the fundamental
underpinnings of our tax system. Only with a proper understanding of the specifics
of the system — including its history and development — can we begin to intelligently
determine whether any changes are needed and the extent of modification
required. As has been said time and time again, “Those who cannot learn from
history are doomed to repeat it.”*° As explained below, this history can be broken
into several broad categories or eras, each showing the continued evolution of our
system of State and local taxation.

First, it is important to understand the constitutional structure that was
adopted at the formation of the State by engaging in a brief analysis of taxation in
the Commonwealth of Virginia and continuing through West Virginia’s Constitutions
of 1863 and 1872. The next era, which lasts from the adoption of the 1872
Constitution until the 1930s, includes an analysis of issues of the day concerning
local taxation and the growth of State level taxation. The third portion of this
Chapter of the Report focuses on the Tax Limitation Amendment of 1932 and the
landmark changes that resulted from its adoption. This Report also examines the

permanent establishment of the personal and corporate income taxes in the 1960s

10 George Santayana. It is important to note that this history is neither exhaustive nor

cumulative, but is instead intended to provide a basic overview of the development of our
tax system so that the citizens and elected officials of this State can properly evaluate and
consider the recommendations and issues contained in this Report. Two sources have
been heavily relied upon in developing this history. First, beginning in 1905 and continuing
through today, the Biennial Report of the State Tax Commissioner has been published
regularly. Second, in the 120-year span between 1884 and 2003, the State of West
Virginia has commissioned several reports to examine all or significant parts of our system
of State and local taxation. Those sources, when combined with available literature,
provide great insight into the development of and the rationale behind our current system of
taxation.
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and the development of the tax structure prior to the 1980s. Then, this section of
the Report turns to the State’s most recent comprehensive tax reform, which
occurred in the 1980s. This included the repeal of the State Business and
Occupation Tax (on most businesses) in 1987 and the significant tax increases that
were enacted in 1988 and 1989. Finally, although not necessarily categorized as
tax reform, the last portion of this Chapter details the significant tax changes that
have occurred to our system of State and local taxation since 1989, including the
2002 review and overhaul of the State’s tax credits, our recent entry into the
Streamlined Sales Tax Project, and the current process of installing the State Tax

Department’s new integrated tax system.

A. Taxation in the Commonwealth of Virginia in the 1800s and West
Virginia’s 1863 and 1872 Constitutions

To understand our system of taxation, we logically begin with a survey of the
provisions relating to taxation in our State’s first Constitution in 1863, including an
analysis of the reasoning behind the adoption of those provisions and how our
Constitution has changed with respect to taxation since the State was founded.
Indeed, one must look prior to West Virginia’s formation to an analysis of the
Virginia Constitution of 1851 governing those areas of West Virginia that were part
of the Commonwealth of Virginia prior to our Statehood. An examination of
Virginia’s Constitution is important for two reasons. To begin with, West Virginia’s
first and second Constitutions (adopted in 1863 and 1872) relied heavily on
Virginia’s Constitution.”* Moreover, many of the differences between Virginia’s
Constitution and West Virginia’s Constitution “were direct responses to disputes
between the east and west about particular provisions of the Virginia

Constitutions.”*?

1 Robert M. Bastress, “The West Virginia Constitution: A Reference Guide” (1995), at
1 (hereinafter “Bastress”). Professor Bastress’s commentary and analysis is an excellent
source of information concerning West Virginia’s constitutional structure.

12 Id. at 1.
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During the 1800s, significant disputes arose between the eastern and
western portions of Virginia. The disputes between the east and west became so
contentious that a constitutional convention was called for in 1850. With respect to
taxation, the key facts relate to the development of the Virginia Constitution of 1851.
In this 1851 Constitution, assessments for all property were to be at true value. In
fact, taxation was to be “equal and uniform.” There were, however, exemptions
embedded in the Constitution that benefited property predominantly located in the
Tidewater Basin of Eastern Virginia. Accordingly, “citizens in the west were to pay
on the full value of their real estate and livestock, while easterners would be
assessed on only a fraction of the ever-increasing value of their [property].”*® This
conflict, embedded in the Virginia Constitution, led to great turmoil and unhappiness
in the west, and “ultimately became one of the reasons why the western counties
failed to follow the commonwealth into secession.”**

There are a few pertinent facts in West Virginia’s move toward statehood
and the development of its own Constitution in 1863." In January 1861, the
General Assembly of Virginia called for a convention to determine whether to
secede. In April 1861, the Convention voted in favor of secession (with the western
part of Virginia overwhelmingly opposed), subject to a statewide referendum
scheduled for May. At the same time, on April 22, 1861, a large meeting was held
in Clarksburg to discuss these matters, at which a proclamation was issued calling
for an additional assembly in Wheeling. On May 13, 1861, that second meeting
was held in Wheeling, denouncing the secession and calling for yet another
assembly in Wheeling that June in the event that the referendum was affirmed. On
May 23, 1861, the secession ordinance was affirmed, and, true to their word, more

than four hundred delegates convened in Wheeling on June 11, 1861. During this

Bastress at 8-9. The property in question was “slave property.”

14 Bastress at 240.

15 See generally West Virginia Archives and History, available online at

www.wvculture.org/history/statehood.
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meeting, the delegates created the “Re-Organized Government of Virginia,” calling
for a General Assembly and a constitutional convention for later in 1861.

The First Constitutional Convention of West Virginia began in November
1861, and continued until February 1862. The delegates at this First Constitutional
Convention spent a significant amount of time discussing taxation. Delegate J.W.

Paxson stated, for example:

| apprehend that there can be little doubt in the mind of
anyone that the fundamental cause of this division and
desire for a new state may be found in the injustice and
oppression which our people have suffered from
unequal taxation, from oppressive taxation and unequal
representation.*®

On the second day of the Convention, the delegates appointed the Committee on
Taxation and Finance. The result of the dialogue was Article VIII of the Constitution

of 1863, the “Taxation and Finance” article, which provided as follows:

Taxation shall be equal and uniform throughout the
State, and all property, both real and personal, shall be
taxed in proportion to its value, to be ascertained as
directed by law. No one species of property from which
a tax may be collected, shall be taxed higher than any
other species of property of equal value; but property
used for educational, literary, scientific, religious or
charitable purposes, and public property, may, by law,
be exempted from taxation.

16 Debates and Proceedings of the First Constitutional Convention of West Virginia,

Volume lll, at 54-55.
o Constitution of West Virginia, Article VIII, § 1, available online at
www.wvculture.org/history/statehood/constitution.html. Article VIII also provided, “A
capitation tax of one dollar, shall be levied upon each white male inhabitant who has
attained the age of twenty-one years.” Additionally, it is important to note that the
Constitution of 1863 required the Legislature to “provide for an annual tax, sufficient to
defray the estimated expenses of the State for each year; and whenever the ordinary
expenses of any year shall exceed the income, shall levy a tax for the ensuing year,
sufficient, with other sources of income, to pay the deficiency, as well as the estimated
expenses of such year.” W. Va. Const., Article VII, § 3.

34,/=
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These changes are illustrative of the discord between the east and west with
respect to taxation. As one commentator has stated, “Having grown to thoroughly
resent the tax break given the wealthy eastern slave owners in the 1851
Constitution, the delegates ensured their new state would not enact similar
inequities.”® Thus, although the West Virginia Constitution of 1863 used language
borrowed from the Virginia Constitution of 1851 (i.e., taxation was to be “equal and
uniform”), it did not include exemptions similar to those in place in Virginia. More
importantly, all property was to be taxed in proportion to its value, except for the
narrow categories of public property and property being used for educational,

literary, scientific, religious, or charitable purposes.

West Virginia became a State on June 20, 1863, under the Constitution of
1863. Eight years later, the voters of West Virginia called for a Second
Constitutional Convention to be held in Charleston. The Second Convention had its
first meeting on January 18, 1872, and finished its business on April 9, 1872, by
proposing a new Constitution. The voters of the State of West Virginia approved
the new Constitution in the summer of 1872. Although amended more than 60

times since its adoption, the Constitution of 1872 remains in effect today.

The “Taxation and Finance” provisions contained in the 1863 West Virginia
Constitution were left largely intact, with few changes made. Changes between the
Constitutions of 1863 and 1872 are set forth below. Section 1 of the Taxation and

Finance provisions of the 1872 Constitution reads as follows:

Taxation shall be equal and uniform throughout the
State, and all property, both real and personal, shall be
taxed in proportion to its value, to be ascertained as
directed by law. No one species of property, from which
a tax may be collected, shall be taxed higher than any
other species of property of equal value; but property
used for educational, literary, scientific, religious or
charitable purposes; all cemeteries and public property,
may, by law, be exempted from taxation. The
Legislature shall have power to tax, by uniform and

Bastress at 12.
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equal laws, all privileges and franchises of persons
and corporations.*®

Clearly, delegates to the 1872 Convention remained concerned with equal and
uniform taxation, and especially the equal treatment of property for tax purposes.

This section differed from the 1863 Constitution in only two respects, as is
indicated in bold. First, the Legislature was given the authority to exempt all
cemeteries from taxation. Second, and importantly, the Legislature was given the
authority to tax — by uniform and equal laws — all privileges and franchises of
persons and corporations.?

In apparent concern about the over-taxation of property in the State, the
1872 Constitutional Convention placed additional restraints on such taxation.
Section 7 of the Taxation and Finance provisions of the 1872 Constitution read as
follows:

County authorities shall never assess taxes, in any one
year, the aggregate of which shall exceed ninety-five
cents per one hundred dollars valuation, except for the
support of Free Schools; payment of indebtedness
existing at the time of the adoption of this Constitution;
and for the payment of any indebtedness with the
interest thereon, created under the succeeding section,
unless such assessment, with all questions involving the
increase of such aggregate, shall have been submitted
to the vote of the people of the county, and have

19 W. Va. Const. art. X, 8 1 (emphasis added), available online at

www.wvculture.org/history/government/1872constitution.html.

0 As in the 1863 Constitution, the 1872 Constitution’s Section 2 of the Taxation and
Finance provisions related to a capitation tax. The provisions in the 1872 Constitution read
as follows: “The Legislature shall levy an annual capitation tax of one dollar upon each
male inhabitant of the State, who has attained the age of twenty-one years, which shall be
annually appropriated to the support of free schools. Persons afflicted with bodily infirmity
may be exempted from this tax.” Three changes were made to this section. First, all males
were made subject to the tax. Second, the moneys from the capitation tax were dedicated
to support education. Finally, the last sentence of this section was added. As noted below,
the capitation tax was repealed by an amendment to the West Virginia Constitution in 1970.
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.rezcleived three-fifths of all the votes cast for and against
It.

Two remaining provisions are worth mentioning. First, the Legislature was
empowered to “authorize the corporate authorities of cities, towns, and villages, for
corporate purposes, to assess and collect taxes.” Again, concerned about
consistency, this authority was limited by the requirement that “such taxes shall be
uniform, with respect to persons and property within the jurisdiction of the authority
imposing” the tax. Finally, the 1872 Constitution confirmed that the authority of the
Legislature with respect to taxation extended to “provisions for the payment of the
State debt, and interest thereon, the support of Free Schools, and the payment of

the annual estimated expenses of the State.”
B. Continued Development: 1872 through 1932

The discussions concerning the 1863 and 1872 Constitutions in West
Virginia indicate that the greatest concern with respect to taxation for West
Virginia’s founding fathers at our Constitutional Conventions was the taxation of
property. This focus was well founded. Virginia's system of taxation at the time of
secession relied heavily upon the taxation of property. Moreover, at the time of
West Virginia’'s formation in 1863, real and personal property were the most readily
available source for taxation. Indeed, West Virginia’s undeveloped economy in its
formative years was based heavily on agriculture, and such property was in reality
the only available source for taxation. As the 1999 Commission on Fair Taxation
stated:

2 Additionally, counties, cities, school districts, and municipal corporations were

limited in their ability to authorize bonds in that bonds were not allowed to be issued in an
amount “including existing indebtedness, in the aggregate, exceeding five per centum on
the value of the taxable property therein to be ascertained by the last assessment for State
and county taxes.” W. Va. Const., art. X, 8 7. The local governmental entities also had, at
the time of issuing debt, to provide for a “direct annual tax, sufficient to pay, annually, the
interest on such debt, and the principal thereof, within, and not exceeding thirty-four years.”
Id. Finally, no debt could be issued “unless all questions connected with the same shall
have been first submitted to a vote of the people, and have received three-fifths of all the
votes cast for and against the same.” Id.
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In 1863, West Virginia became the 35" State in the
Union. At that time, West Virginia was still primarily an
agricultural state with pockets of industrial development.
Much of the economic activity in the State involved
either making your own clothes, growing your own food
or the barter system. Thus, the property tax was the
primary source of generating public revenues since
property was the only thing that could be taxed to any
appreciable degree.?

As such, during the first fifty years of West Virginia's existence, revenues
were derived primarily from ad valorem real and personal property taxes, and those
taxes were administered, collected, and used almost exclusively at the local level.
Indeed, until 1904, the State of West Virginia did not have a state tax commissioner
to oversee the State’s system of state and local taxation, and local officials were
solely charged with taxing authority.

Thus, it is fair to conclude that during its initial few decades of existence, the
State did not have an elaborate scheme of taxation. Indeed, when compared to the
current tax structure, which involves a high degree of centralization, resources at
the State level were very limited prior to the 1930s.

Given these facts, the first fifty years of development of the State’s system of
taxation can be divided into three categories. First, the State was very concerned
about equal treatment and attempted to ensure that taxes were uniform, as
embodied (a) in the law, (b) in administration, and (c) in collection. Second, the
State struggled with providing sufficient resources necessary to pay for the
expenses and policies of the State. Finally, as time passed, a belief surfaced that
the Constitution of 1872, with respect to property taxation, was too limited and
restrictive upon the Legislature. As explained below, the struggle with these issues
caused West Virginia to examine its system of tax administration in the early 1880s,

only twenty years after the formation of the State.

22 The Governor's Commission on Fair Taxation, Recommendations to the Governor

(1999), at 2-71 (“1999 Commission on Fair Taxation”).
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For example, in the early 1880s, the State of West Virginia became
concerned with its system of revenue collection, and the first recorded study of our
system of taxation was ordered. Specifically, the West Virginia Tax Commission
was created to study and report on the problems associated with West Virginia’s tax
structure.”® The Commission was directed to “ascertain and report such facts and
suggestions as would enable the Legislature to give effect to Section 1, Article X of

»24 " Moreover, the Commission was to collect and report such

the Constitution.
information as will enable the “Legislature to legislate intelligently and with safety
upon subjects calculated to promote the development of the resources of this

State.”” The Commission concluded that three problems existed in taxing

property:

1. How to get all the property on the assessor’s books;
2.  How to procure the fair valuation of listed property; and

3.  How to compel each person to pay the assessed tax amount.

With respect to getting all of the property on the assessor’s books, the Commission
made a distinction between visible property (e.g., land and horses) versus invisible
property (e.g., stocks, bonds, and money). Generally speaking, the Commission
was of the opinion that much invisible property escaped taxation in West Virginia,
and it made several suggestions with respect to subjecting invisible property to

taxation.?®

2 Preliminary Report of the 1884 West Virginia Tax Commission at 3-5.

2 d. at 5.
% Id. at 5. See also Final Report of the 1884 West Virginia Tax Study Commission at
4 (“This Commission was appointed to collect and bring within the reach of the members of
a Legislature the character of information which will enable them to act with intelligence
and safety.”).

% Final Report of the 1884 West Virginia Tax Study Commission at 8-10 (“In view of
what has been published we presume that the Legislature will be disposed to adopt
measures which will be more effective than the present statute, to reach and place on the

tax books such invisible property as has heretofore escaped the assessor.”).
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With respect to fair valuation, the Commission concluded that “in some
counties property is assessed at its full market value, yet in others it is rated at one-
half and others again at less than half.” The Commission indicated that the lack of
uniform standards, due in part to the State’s failure to create a statewide office to
deal exclusively with the administration of tax laws, contributed to this problem.?’
As with the Constitutional Conventions of 1863 and 1872, the Commission Report,
delivered in 1884, was enamored with the fair and equal taxation of property.
Despite the Commission’s recommendations, the Legislature, in the wake of the
1884 Report, did not make any landmark changes to the system of revenue
collection before it decided to obtain another study in 1901.%

On February 20, 1901, the West Virginia Legislature authorized the
appointment by the Governor of a new State Tax Commission to perform a study
and report to the Legislature:

What changes are required in the tax assessment of
revenue laws of this State, to equalize taxation, to reach
property, firms, persons, and corporations not now
bearing their just proportion to the burdens of taxation,
and to raise the necessary amount of revenue, with the
least possible burden upon the people and property of
the State, and to secure a proper disbursement of the
same.”
In this Report, issued in late 1902, the Commission was concerned that the

property values of the State were low and not uniform, and that the State lacked

27

Preliminary Report of the 1884 West Virginia Tax Commission at 7-8, 12-19. The
1884 Commission concluded that only a small amount of individuals failed to pay taxes.
28 As the Legislature found in 1901: “The system of tax assessment and revenue laws
and laws in relation to disbursement of revenue, now in force, in this State, is substantially
the same as that adopted at the organization of the State.” Preliminary Report of the West
Virginia Commission on Taxation and Municipal Charters at 1 (1902) (citing Joint
Resolution No. 15 from the 1901 Legislature). It is important to note, however, that the
State of West Virginia enacted an inheritance tax in 1887.

2 Id.

“a0,/=
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sufficient revenues to cover its expenses. The Commission believed that these
problems could be solved with one action: The Commission proposed providing
sources of “State revenues entirely separate and distinct from those which county
and local revenues can be derived.”® Reliance on State collection would also, in
turn, create statewide uniformity in administration and collection of those taxes.

The 1901 Commission also looked for ways to increase uniformity at the
local level, specifically focusing on inequalities between districts and individuals; the
expediency of ensuring full valuations of property; and the need to ensure that
intangible personal property was properly valued. As the 1884 Commission had
focused on the problem with “invisible property,” the 1902 Report concluded that
much intangible personal property was not properly reported. Finally, like the 1884
Report, the 1902 Report also recommended the appointment of a state tax
commissioner.

Although the Legislature did not immediately act upon the 1902 Report,
Governor A. B. White called it into Extraordinary Session during the summer of
1904. In that session, several changes were enacted with respect to our system of

1

taxation,®! including the creation of the Office of the State Tax Commissioner,

30 Id. (“Early in its deliberations, the Commission was impressed with the importance

of raising revenues sufficient for general State purposes, and for the State’s share of the
support of free schools, without levying any tax upon property real or personal in the
State.”)

3 First Biennial Report of the State Tax Commissioner at 6.

32 As part of the creation of the Office of the State Tax Commissioner, the Legislature
mandated that this newly-created official was responsible for preparing “a report in writing
to the governor biennially, on or before the first day of October next preceding the regular
session of the Legislature, in which he shall show his official transactions during the period
not covered by any preceding report; shall give information respecting the operation of the
tax laws throughout the State; and shall recommend such changes in the laws concerning
the assessment and collection of taxes, and kindred subjects, as he may think ought to be
made, and shall report upon any special matter which may be referred to him by the
governor, auditor or board of public works; his report shall be printed, communicated to the
Legislature and distributed as in the case of other like reports.” W. Va. Code § 11-1-4. In
the First Biennial Report, the State Tax Commissioner confirmed that the creation of the
new statewide office had been long in demand to ensure that the revenue laws of the State
were faithfully executed and based on calls for changes to the system of taxation: “The
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which was intended by the Legislature to “see that the laws concerning the

assessment and collection of all taxes and levies, whether of the State or any

county, district, or municipal corporation thereof, are faithfully enforced.”?

As the State moved forward, beliefs began to surface that it needed to
review Section 1 of Article X of the West Virginia Constitution. In 1908, State Tax

Commissioner White concluded:

Under [Section 1, Article X], of the Constitution the State
is wedded to the ad valorem or general property tax
system. The command of West Virginia's Constitution is
that all property shall be taxed and taxed at a uniform
rate. It should be borne in mind that this
Constitution was adopted in 1872, before the State
began to develop and at a time when there was little
to tax except real estate and tangible personal
property. The presently developed industrial
conditions call for a change in the Constitution.?*

The State Tax Commissioner further explained his reasons for such a claim.

First, he believed that there should be a separation of sources upon which State

necessity for such a department had long been felt in this State, and is the result of a
growing demand and agitation for a more modern tax system for the past decade.” First
Biennial Report of the State Tax Commissioner at 5.

% First Biennial Report of the State Tax Commissioner at 5, 11-12. Other changes
included shifting the basis of property valuation from “fair cash value” to “true and actual
value,” making each county a single unit for assessment purposes; charging assessors
with valuing both real and personal property and including such values in land books;
moving toward the reassessment of all real property in the State; and providing that the
Board of Public Works was to assess the property of all public service corporations.

3 Second Biennial Report of the State Tax Commissioner at 14 (emphasis added).
The Commissioner also relied upon studies by a then recent International Tax Conference,
which resolved in 1908 that, “The greatest inequalities have arisen from laws designed to
tax all the widely differing classes of property in the same way, and such laws have been
ineffective in the production of revenue . . .. The appropriate taxation of various forms of
property is rendered impossible by the restrictions upon the taxing power contained in the
constitution in many states.” Id. at 14-15. On this basis, the International Tax Conference
resolved that “all state constitutions requiring the same taxation of all property, or otherwise
imposing restraints upon the reasonable classification of property, should be amended by
the repeal of such restrictive provisions.” 1d. at 15.
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and local revenues are derived. Second, he believed that the Legislature ought to

be given more flexibility in terms of taxation.*®

Indeed, as explained below,

subsequent State Tax Commissioners made the same calls for reform to our

Constitutional structure during the 1910s and 1920s.>®

As individuals in West Virginia contemplated changes to the West Virginia

Constitution during the 1910s and 1920s, leaders also were focused on ensuring

that the State had sufficient resources to meet its expenses. Until 1914, the State

of West Virginia derived its income from three sources:

1.
2.

A direct levy on real and personal property;

A charter or license tax on corporations;*” and

35

36

Second Biennial Report of the State Tax Commissioner at 15-16.

concerning Section 1 of Article X:

Here is the weight that pulls us down. Under this
constitutional provision we are linked to the general property
tax system — that is, taxation at the same rate upon all
classes of property. The Legislature does not have the power
to classify property for taxation, or to select distinct subjects
of taxation for State and local purposes. We have been tied
to this body of death since the State was created, and will
continue to march under the yoke of an inequitable system of
taxation until a couraged and long-suffering public raises the
embargo and lets our people go.

The present constitution was framed in 1872. It contains
substantially the same provisions on the tax question as was
found in the Constitution of 1863. And the framers of the
1863 Constitution borrowed this constitutional provision from
the Commonwealth of Virginia.

Two years later in 1910, State Tax Commissioner Townsend stated the following

Third Biennial Report of the State Tax Commissioner at 6-7. Commissioner Townsend
went on to speak at length about the need for classifications for property taxes. Id. at 20-

22.

37

In 1909, the Legislature gave the State Tax Commissioner the authority to collect

license taxes. Third Biennial Report of the State Tax Commissioner at 30 (citing Chapter
68, Acts of the Legislature of 1909).
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3. Liquor and other licenses.*

In 1914, however, the State went “dry” and lost liquor taxation revenues.*
Combined with an already present need for additional resources at the State level,
the loss of liquor taxation revenues required the State to adopt additional methods
of taxation. Importantly, around the turn of the century, the shift from an agrarian-
based economy to one built upon the “extraction of mineral resources and the
production of goods” provided a new basis for taxation in West Virginia.*

Thus, the Legislature, in Extraordinary Session in 1915, enacted a measure
that placed an excise tax on the privilege of doing business in a corporate capacity
in West Virginia.** This tax was based on the net income derived from business
transacted or capital invested in the State of West Virginia and used the same
classifications and amounts as required for federal income tax purposes.* The tax
rate for 1915 and 1916 was one-half of one percent. After only two years, the rate
was increased to three-quarters of one percent in 1917.%

This new excise tax apparently met with some degree of popularity. Three
years after its institution, in 1918, the State Tax Commissioner made the following

comment:

3 Ninth Biennial Report of the State Tax Commissioner at xviii.

%9 In fact, the State Tax Commissioner was named the ex-officio State Commissioner
of Prohibition. Sixth Biennial Report of the State Tax Commissioner at 16.

40 1999 Commission on Fair Taxation at 2-71, 2-72.

i Chapter 3, Acts of the Second Extraordinary Session of the Legislature of 1915.
Specifically, this legislation required “every corporation, joint stock company, or association
organized for profit under the laws of the State of West Virginia, or under the laws of any
other state or government and engaged in business in West Virginia, to pay a special
excise tax equivalent to one-half of one per centum upon the entire net income received by
it from all sources during the year from business transacted and capital invested in the
State of West Virginia.” Sixth Biennial Report of the State Tax Commissioner at xiv.

42 Sixth Biennial Report of the State Tax Commissioner at 14 — 14b.

43 Id. at 14.
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The principle of the excise tax based upon net income of
corporations is growing in public favor. There is a wide-
spread sentiment that an indirect tax of this character
which is borne by those corporations receiving privileges
at the hands of the State, and which are able to bear this
burden of taxation is a just measure of taxation.**

In 1921, the Legislature continued on its two-pronged track of (1) ensuring
that property taxes were collected in an equal and uniform manner and (2)
broadening its indirect tax base for State revenues. With respect to the first prong,
in 1921, three changes were made to “secure a literal enforcement of our tax laws
and to bring into effect an equalized and uniform assessment of property
throughout the [State].”*

These changes were as follows: First, the assessment date was changed
from April 1 to January 1 of each year to allow assessors adequate time to make
valuations and assessments. Second, the assessor’s office was made a full-time
position and given fixed responsibility. Finally, the State Tax Commissioner was
granted additional powers to resolve inequities.*°

In 1919, the Legislature imposed a privilege tax on pipelines equivalent to
two cents per barrel of oil and one-third of a cent per thousand cubic fee of gas
transported into or through the State. The act was held unconstitutional by the
United States Supreme Court and the ruling was one of the reasons why, in 1921,
the State moved to the Gross Sales Tax on businesses.*’

As to “[rlesponding to the need for additional revenue and the general feeling
that the burden of taxation should be spread more widely,” the Legislature, in 1921,

repealed the excise tax and passed the “Business-Profession” Tax Law, putting into

a4 Id. at 14b.

5 Ninth Biennial Report of the State Tax Commissioner at vi.

46 Ninth Biennial Report of the State Tax Commissioner at vi-vii.

4 Tenth Biennial Report of the State Tax Commissioner at x.
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operation in the State of West Virginia a gross receipts tax. “® The computation of
the tax was broken down into the following classes: mining and production of coal,
oil, gas, and other minerals; manufacturing; selling tangible property other than at
wholesale; selling tangible personal property at wholesale; banking and public
utilities; and an “all other” category.*

In 1920, the voters of the State ratified the Good Roads Amendment of 1920.
It specifically provides that the:

Legislature shall make provision by law for a system of

state roads and highways connecting at least the

various county seats of the state, and to be under the

control and supervision of such state officers and

agencies as may be prescribed by law. The Legislature

shall also provide a state revenue to build, construct,

and maintain, or assist in building, constructing and

maintaining the same.
Thus, with this amendment the State of West Virginia, as opposed to local
governments, became responsible for a State road system to connect the State’s
55 counties. The following year, in 1921, the Legislature established a fund
specifically dedicated to maintaining a system of roads.

Four years later, the Legislature decided to reform the Gross Sales Tax.
During an Extraordinary Session of the Legislature in 1925, the Gross Sales Tax
law was repealed and in its place the State Business and Occupation Tax was
enacted. Similar to the Gross Sales Tax, the State Business and Occupation Tax
was based on gross receipts, as it was a law “providing a tax for the privilege of
engaging in any business and the value being determined by the application of
specified rates against gross receipts.”® The tax was collected at a rate per $100

of gross receipts, with each class of taxpayer given the ability to deduct $10,000

48 Tenth Biennial Report of the State Tax Commissioner at Xix.

49 Tenth Biennial Report of the State Tax Commissioner at x-xi.

%0 Eleventh Biennial Report of the State Tax Commissioner at ix. See also Chapter 1,

Extraordinary Session of the Legislature of 1925.
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from sales proceeds or gross income. In 1925, the rate for each class per $100 of

receipts was as follows:

1. Mining and production of coal, oil, gas, and other minerals:
A Coal $0.42
B. 0]] $1.00
C. Natural gas $1.85
D. Limestone, sand and other minerals $0.45
E. Timber $0.45
2. Manufacturing $0.21
3. Selling tangible property — other than wholesale $0.20
4. Selling tangible property at wholesale $0.05
5. Banks and public utilities
A. Banks $0.30
B. Steam railroads $1.00
C. Street railroads $0.40
D. Operation of pipelines for oil and gas $1.00
E. Telephone, telegraph, express, power $0.60
F. Other public service or utilities $0.49
Contracting $0.30
Operating places of amusement to the public $1.00
All other businesses $0.30

Following their adoption in 1925, the Business and Occupation Tax statutes

remained unchanged for nearly eight years, until an Extraordinary Session of the

1933 Legislature revised the rates, exemptions, and business activities subject to

tax. As explained below, this eight-year period from 1925 to 1933 represented the

longest time interval that the law for the Business and Occupation Tax remained

unchanged until its complete overhaul in 1985.

The 1920s also saw continued calls for a reform or “modernization” of our

system of taxation. State Tax Commissioner Hallanan in 1922 stated:
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reform, as he stated: “My study of the tax problems of West Virginia convinces me
that the Constitution should be changed. The hands of the Legislature should be
untied.

however, he believed that “the Constitution should contain a limitation upon all tax

It should be free to deal with existing conditions.

The power of taxation is a sovereign right essential to
the existence of government. However, although a
necessary burden, public contribution has never been
popular. [Indeed], taxation is a branch of economics
and in some measure affects every citizen either directly
or indirectly.... Taxation should, therefore, be the subject
of careful study on the part of every element of our
citizenship.... The future growth and development of this
great State depends in large measure upon the ability of
its citizens to recognize the necessity for a modernizing
of our present system and upon their willingness to
approve intelligent remedial legislation. It is evident to
all students of the subject that many far-reaching
changes must yet be made before the State can be said
to have a consistent, well-balanced, modern, adequate
and equitable system of taxation. We have veritably
outgrown the limitations prescribed by our present and
constitutional tax provisions.>*

Moving into 1930, the State saw the State Tax Commissioner again call for

n52

rates.” He continued:

Real estate, since the creation of the State, has been
the basis of all taxation for local purposes. |If a
Constitutional amendment should be submitted to the
people of the State and adopted, it will be necessary,
following the adoption of such an amendment, to
comprehensively revise the entire taxing machinery,
including an adjustment of real estate values to meet
existing conditions. . . . Whether the Constitution is
amended or not, it will be necessary in my judgment, to
secure at least, in part, a more equitable distribution of
the tax burdens, and that legislation be enacted to

51

52

At the same time,

Ninth Biennial Report of the State Tax Commissioner at v-vi.

Thirteenth Biennial Report of the State Tax Commissioner at v.
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provide for a special reappraisement of all property to be

made by officers particularly qualified for this purpose.®
As demonstrated above, between 1872 and 1932, the State’s tax system
went through a significant period of development. Indeed, as evidenced by the
creation of the Office of the State Tax Commissioner, lawmakers were very
concerned with equality and attempted to ensure that taxes were uniform. Also, the
State struggled with providing sufficient resources necessary to pay for its
expenses and policies. As the economy developed, the Legislature attempted to
solve this problem by creating indirect forms of taxation at the State level with the
Business and Occupation Tax. Finally, as time passed, a belief emerged that the
Constitution of 1872, with respect to property taxation, was too limited and
restrictive upon the Legislature.> This development, along with several studies of
West Virginia’s existing tax structure, set the stage for the 1932 Tax Limitation

Amendment to the Constitution.

C. The Great Depression and the 1932 Property Tax Limitation

Amendment

In the early 1930s, the Great Depression had a significant effect on West
Virginia’s economy and the tax structure. Many citizens could not afford to pay
property taxes and lost their homes. The resultant deterioration of the property tax
base caused significant revenue shortfalls. Additionally, the State of West Virginia
finally passed a constitutional amendment in 1932 regarding property taxes.
Although the Constitution did call for different classifications of property, it restricted

the classifications and imposed significant restrictions on property tax rates.

53 Id. at v-vi.

>4 The State Tax Commission again reviewed and made recommendations to the
Legislature in 1927. The first and foremost of the recommendations related to the
classification of property, again setting forth the argument that the provisions of the West
Virginia Constitution requiring all property to be classed equally were antiquated. Report of
the West Virginia State Tax Commission to the Legislature of the State of West Virginia:
1927 Session at 173-204. See also Roy G. Blakey, Report on Taxation in West Virginia at
1-37 (1930).
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Several developments of this structure are key. First, the Legislature
provided for four classifications of property:
Class| - Intangible personal property, personal
property used for agricultural purposes,

and other certain agricultural products.

Class 1l — Owner-occupied residential property and
agricultural property.

Class 1l —  All other property outside municipalities.

Class IV —  All other property inside municipalities.

The classes could be taxed differently, but taxation was to be uniform within the
class. Second, maximum rates were established for each class. For Class | the
maximum rate was $0.50 per $100 in value; for Class Il $1.00 per $100; for Class
$1.50 per $100; and for class IV $2.00 per $100.

Although these maximums could be exceeded by excess levies, such levies
could only exist for three years and only upon approval by 60 percent of the votes
cast. This structure, with significant limitations on taxation of property, led to a
further reduction in local revenues and, as one commentator stated, had the
following purpose: “to reduce the tax burdens for farmers and homeowners and to

»n55

increase it for commercial and industrial interests. The amendment was

successful, having led to a significant and further reduction in local revenues.
Finally, the State’s ability to use property taxes as a revenue source was severely
limited. The effect of the 1932 Tax Limitation Amendment was summed up thirty

years later in the following manner:

A radical change in West Virginia’s structure developed
as a consequence of the tax limitation amendment of
1932. The adoption of the amendment, together with
the necessity for increased services at the State level,
required a shift away from the property tax to indirect
taxation. Also, the tax limitation amendment coincided,

s Bastress at 240.
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unfortunately, with a deterioration in property tax

assessments and the property tax base was somewhat

eroded.*
Moreover, the revenues resulting from the State Business and Occupation Tax
peaked in Fiscal Year 1927 (which, coincidentally, was the first full year of
collections), and revenues declined steadily thereafter, with the Great Depression,
beginning in 1929, further depressing revenues.

In response to the Tax Limitation Amendment of 1932 and the problems
caused by the Great Depression, the State turned to statewide indirect taxation to
sustain itself. First, the Business and Occupation Tax was significantly changed.>”
The Business and Occupation Tax was expanded to encompass additional
business activities through broadened definitions. Also, the $10,000 exemption of
gross receipts was modified significantly. Specifically, most taxpayers were only
permitted a $25 credit against their tax liability.”® Other significant features of the
1933 law included the taxation of electric power production, which was not
produced by public utilities previously subject to the tax, and the placement of taxes
on "transportation” activities into a new article of the West Virginia Code.>® Finally,

in 1933, an emergency surtax was enacted as an addition to the Business and

% Thirty-Second Biennial Report of the State Tax Commissioner at 1.

> The State, in 1933, also adopted the Chain Store Tax, which required that all
persons, firms, corporations, associations, and partnerships register and obtain a license
from the State Tax Commissioner. Twentieth Biennial Report of the State Tax
Commissioner at xx. The Chain Store Tax was replaced with a similar Store Tax in 1957,
with dramatically increased fees. Twenty-Seventh Biennial Report of the State Tax
Commissioner at 727. Finally, a license tax, requiring further registration for certain
entities, was passed in 1957. Id. at 742.

%8 Sixteenth Biennial Report of the State Tax Commissioner at xi (citing Article 12 of
Chapter 33, Acts of the First Extraordinary Session of the 1933 Legislature). Other than
these changes, this act “provided for substantially the same rules and regulations regarding
the administration of the” Business and Occupation Tax.

%9 Although the "transportation™ activities were accorded a new article in the Code, the
revenue was reported together with the Business and Occupation Tax.




The 2006 Report of the West Virginia

Tax Modernization Project

Occupation Tax in the amount of 50 percent.”® In 1933, the Business and
Occupation Tax rates escalated substantially.®* These changes, all occurring
between 1933 and 1935, had a significant impact on State revenues. In Fiscal Year
1927, the State Business and Occupation Tax yielded $1.7 million. When these
changes were fully realized in Fiscal Year 1937, $13.1 million was collected.

To provide additional revenues, lawmakers also implemented a consumers
sales tax in 1933. The Consumers Sales and Service Tax, which became effective
April 1, 1934, was imposed on all retail sales of tangible personal property in West
Virginia and also on the furnishing of all services except personal and professional
services, and required vendors to collect the tax from consumers and remit all
receipts to the State Tax Department. When the Consumers Sales and Service
Tax was introduced, it was imposed at a rate of two percent and was to be a
‘temporary tax.” The “temporary tax” was reenacted each year until made
permanent, at the two percent rate, in 1937.

The reforms continued. In 1935, the West Virginia Personal Income Tax Act
was passed by the Legislature, together with modification of gross income taxes
passed as part of the Business and Occupation Tax reform of 1933.°2 The
Personal Income Tax was based on federal income tax law and provided that “all
residents must file an income tax return who have a gross income in excess of
$1,000, if single, or $2,500 if married.”®®

60 Sixteenth Biennial Report of the State Tax Commissioner at xiv. The 50 percent

surtax was applicable to all taxpayers “with the exception of retailers, water companies,
contractors, banks, all businesses taxable under subsection H of Article 12 of Chapter 33...
and the operations of telephone systems.” Id. In 1935, the surtax was reduced to 30
percent. Id. at xv.

61 Sixteenth Biennial Report of the State Tax Commissioner at xiv-xv.

62 Sixteenth Biennial Report of the State Tax Commissioner at xi.

63 Nineteenth Biennial Report of the State Tax Commissioner at 1096. Partnerships
were also required to file returns disclosing net income paid to partners and all estates and
trusts were required to file if gross income exceeded $1,000.00. Id.
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Obviously the 1930s saw significant change in the State’s tax structure.
Prior to 1932, a significant majority of revenues was raised at the local level. By
1937, local revenues plummeted and State indirect taxes increased both in number
and in rate. During the remainder of the 1930s, 1940s, and 1950s, the State
continued to modify and enhance the State Business and Occupation Tax, the
Personal Income Tax (until its repeal in 1943), and the Consumers Sales and
Service Tax on an almost annual basis. For example, in 1943, the State increased
the exemption for each taxpayer under the Business and Occupation Tax from $25
to $50 and provided a 10 percent credit on any tax due thereafter.®® In fact,
throughout the history of the Business and Occupation Tax, until its overhaul in
1985, the structure and scope of the tax was changed many times. The changes
included expansions and reductions in the definitions of taxable activity and
income, implementation of credits against the tax, and revision of the tax rates.
The method of change has ranged from a simple alteration in definition or tax rate for
a particular activity to the complete overhaul of the statute.

With respect to the Consumers Sales and Service Tax, the initial statute
provided exemptions for the following isolated transactions: professional and
personal services; public utility services; gasoline; public school textbooks; sales for
resale; and sales to federal, State and local governments. In 1937, an exemption
was created for sales of motor vehicles, which were subject to the State's Title
Privilege Tax; and, in 1941, certain food products were exempted from the
Consumers Sales Tax and Service Tax. The list of food items that were exempt
was modified several times over the next ten years and, in 1951, all exemptions for
food products were repealed.

Two amendments to the Constitution from the 1940s are relevant. First, in
1942, the voters of the State ratified an amendment to the Constitution mandating

that certain revenues be dedicated to roads. Specifically,

64 Twentieth Biennial Report of the State Tax Commissioner at ix.
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Revenue from gasoline and other motor fuel excise and
license taxation, motor vehicle registration and license
taxes, and all other revenue derived from motor vehicles
or motor fuels shall, after the deduction of statutory
refunds and cost of administration and collection
authorized by legislative appropriation, be appropriated
and used solely for construction, reconstruction, repair
and maintenance of public highways, and also the
payment of the interest and principal on all road bonds
heretofore issued or which may be hereafter issued for
the construction, reconstruction or improvement of
public highways, and the payment of obligations
incurred in the construction, reconstruction, repair and
maintenance of public highways.

Thus, the State “permanently establishe[d] a fund dedicated to the improvement of
the state’s highway and road system.”®® And, in 1946, the voters of this State
ratified the Forestry Amendment to our Constitution. The amendment provided as

follows:

The Legislature may by general law define and classify
forest lands and provide for cooperation by contract
between the state and the owner in the planting,
cultivation, protection, and harvesting thereof. Forest
lands embraced in any such contract may be exempted
from all taxation or be taxed in such manner, including
the imposition of a severance tax or charge as trees are
harvested, as the Legislature may from time to time
provide. But any tax measured by valuation shall not
exceed the aggregate rates authorized by section one of
article ten of this constitution.®®

Thus, the Forestry Amendment provided for a tax preference property tax
program, and if so desired by the Legislature, for the full exemption of such property
from property taxation.

Additionally, as explained below, the 1940s and 1950s saw the creation of

specialized taxes and fees that were dedicated for particular purposes. For

& Bastress at 183-84.

66 W. Va. Const. art. VI, § 53.
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example, 1947 saw the creation of the Cigarette Tax — specifically intended to raise
money for the General Revenue Fund, payment of veterans’ bonus bonds, and additional
revenue for the support of free schools.®’ In 1951, the State adopted a Soft Drinks Tax,
which was an excise tax on the sale, use, handling, or distribution of soft drinks and soft
drink syrups. The tax, as initially imposed, was to be used solely for the construction,
maintenance, and operation of a four-year school of medicine, dentistry, and nursing.®®
Also in 1951, a Use Tax was passed to complement the Consumers Sales and Service
Tax. It was established as a two percent tax on the price of all tangible personal property
purchased outside West Virginia for use in this State.®® In 1959, a Motor Carrier Road
Tax was passed, requiring operators of heavy vehicles to purchase as much gasoline in
West Virginia as they used in West Virginia.”®

The Great Depression and the Tax Limitaton Amendment of 1932 had a
significant impact on West Virginia's tax structure. Property taxes, the dominant portion
of State and local revenues, were significantly reduced and indirect State taxes were
increased. Throughout the 1940s and 1950s, State taxation, as a percentage of
revenues, continued to enlarge as West Virginia modified its major State taxes and

created new specialized taxes. The 1960s would continue that development.
D. The 1960s and Continued Development of State Taxation

In the late 1950s, the State of West Virginia again decided to engage in a tax
study. The State Tax Study Commission was created by Senate Concurrent

Resolution No. 3 of the 1959 Legislature “for the purpose of considering all phases

o7 Twenty-Fourth Biennial Report of the State Tax Commissioner at 872.

&8 Id. at 873.

69 d. at 866.
0 Twenty-Eighth Biennial Report of the State Tax Commissioner at 725. Finally, in
1958, the Legislature modified the Constitution by adding a new section to Article X of the
Constitution. The section provided as follows: “Notwithstanding the provisions of [Section
1] bank deposits and money shall not be subject to ad valorem taxation.”
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of the tax structure of the State and to make recommendations for improvements.

n7l

The Commission expressed the concern that the State tax system was comprised

of numerous taxes and fees that had

({13

twenty years.”? The following four main objectives were identified:

1.

To study [the] tax structure (State, county, and
municipal), including requirements, sources,
yield, inequities and impact, having due regard to
the effect on the State’s economic growth and
development;

That after such study, a tax plan or program be
formulated in the form of a recommendation to
the legislative session of 1961, and in the interim
to furnish statements of findings and progress to
the Joint Committee on Government and Finance
and Commission on Interstate Cooperation at six
month intervals;

That to this end, suggestions be invited from all
State, county, and municipal officers and from all
interested groups, associations, businesses,
organizations, individuals, and the public
generally; and

That a series of public meetings be held
throughout the State, to which would be invited
representatives of various organizations and the
public generally to attend and present their
views.”

grown up’ like Topsy” over the prior ten to

By its conclusion, three reports were submitted by the 1959 Commission.

The first, submitted November 13, 1959, and the second, submitted May 16, 1960,

were labeled “preliminary” to the full report, submitted November 28, 1960. As a

broad summary, the Commission concluded that the improvement of highways and

71

72

73

First Report of the State Tax Commission at 1 (1959) (“1959 First Report”).
Second Report of the State Tax Commission at 1 (1960) (“1960 Second Report”).

1959 First Report at 1.
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educational facilities was “probably the prime prerequisite to economic growth and
for the attraction of industry,” and that “any attempt to attract industry by extreme

"% The Commission favored

tax concessions is certainly not the answer....
industrial expansion to promote increases in personal income, corporate income,
and property valuations to broaden the tax base, and was not of the opinion that tax
incentives played a feasible part in achieving that goal. Nevertheless, some of the
more notable recommendations with respect to the tax structure are described
below.

The 1959 Commission began its final report by noting several facts
concerning the tax system and West Virginia’s economy.” It noted that, in 1933,
substantial costs for schools, highways, and public welfare were shifted from the
local to the State level. Indeed, the Commission noted that the significant increases
in the State’s budget were caused by three particular expenses — education,
highways, and public assistance. Between 1940 and 1957, annual expenditures
rose from $92 million to $318 million. The Commission reported that, according to
a Commerce Department study based on 1957 data, West Virginia’s tax burden
was below the national average, with total state and local revenues ranking 47th of
the 48 states on a per capita basis, or 38th on a percentage of income basis.”® It
was noted that the State ranked 38th in ability to raise taxes, with per capita income
for 1957 at $1,554, compared to the national average of $2,027.

With respect to the tax structure, the Business and Occupation Tax received
particular attention from the Commission. The 1959 Commission determined that

the effective rates for the Gross Sales Tax were not based on impact, ability to pay,

74 Final Report of the State Tax Study Commission (1960) (“1960 Final Report”).

s 1960 Final Report at 3.

7 1960 Final Report at 10. Comparatively, it was noted that taxes on businesses

were near average, after taking into account low property tax rates.
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or other equitable measures.”” The rate variation was considered extreme among
various classes, impacting newer and smaller firms to a greater degree than
established and larger companies, and the tax was estimated to amount to an 11
percent levy on net income for those businesses filing returns for the Gross Sales
Tax — a significantly higher rate than corporate income taxes in other states.
However, citing the ease and economy of administration of the Business and
Occupation Tax, the 1959 Commission recommended keeping the tax rather than
replacing it with the Corporation Net Income and Personal Income Taxes, both of
which would have, in the Commission’s determination, involved high rates of
taxation.

With respect to property taxes, the 1959 Commission concluded that West
Virginia's property tax collections were a significantly smaller percentage of the tax
load than in other states, a factor that the Commission found to be an impediment
to moving from a sales and excise base to a net income base. (As mentioned
above, the Personal Net Income Tax enacted in 1935 was repealed by the
Legislature in 1943.) Among the concerns related to property taxation were
inequitable assessment and the need for uniform appraisal. Focusing on the
concern that West Virginia’s property tax was lower than that imposed by other
states (ranking 45th on a per capita basis, and 46th as a percentage of income),
and noting that 71 percent of taxes were collected at the State level, in comparison
with an average of 50 percent among all other states, the 1959 Commission
dedicated a substantial portion of its report to a discussion of county taxes.”® In
1958, the Legislature had provided for the reappraisal of all non-utility property
throughout the State, with 90 percent of the program cost borne by the State. The

1959 Commission recommended furtherance of the property revaluation program to

" This was confirmed by other sources: “Without detailing the desirability or

undesirability of the tax, it should be noted that various tax studies and the report of the
State Tax Study Commission indicated that the rate structure has not remained consistent
with economic changes which have occurred in the various classifications over the past
thirty-six years.” Thirty-second Biennial Report of the State Tax Commissioner at 3.

8 1960 Final Report at 37.
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reduce property assessment inequities, and further concluded that the property tax
should be used to bear the growing costs for local government and for schools.

Some discussion was offered on the issue of municipal finance, as well,
perhaps due to the decreasing reliance of municipalities on property taxation, and
the increase of the Business and Occupation Tax. Municipalities had heretofore
been given discretion as to the businesses on which to levy the Business and
Occupation Tax. It was the recommendation of the 1959 Commission that
municipalities be required to levy the same percent of the maximum rates on all
businesses, and that municipalities be required to grant businesses across-the-
board a percentage of the allowed $50 State tax credit equal to the percent of the
tax levied. Both measures were intended to curb inequity.

Additionally, without significant discussion, the 1959 Commission noted its
disfavor toward the dedication of the proceeds of particular taxes, the imposition of
nuisance taxes that would discourage business on the State border or encourage
out-of-state purchases, and the authorization of a percentage of proceeds of
specific taxes for administrative expenses.

Although it did not recommend specific action, the 1959 Commission did set
forth several possible potential changes that would create sources of revenue for
the State.”” Some of those sources included: imposing a personal net income tax;
raising the Consumers Sales and Service and Use Taxes to three percent;
extending the Business and Occupation Tax to all professional income and salaries
and wages not covered; increasing the ratio of property tax assessments over the
50 percent required by law; imposing a corporation net income tax; and adding a
percentage increase of the Business and Occupation Tax through a surtax.

Not long after the 1960 report, the Legislature took action. ¥ In 1961, the
Legislature enacted the modern day West Virginia Personal Income Tax. The law

. Id. at 47-50.

80 As for the Consumers Sales and Service Tax, a temporary additional one percent

Sales Tax was passed in 1961. This temporary additional tax was continued for Fiscal
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adopted the provisions of the federal Internal Revenue Code, as in effect on
January 1, 1961, relating to the determination of income and deductions. The basis
of the tax was federal adjusted gross income, with certain modifications, minus
personal exemptions and standard or itemized deductions.

With the exception of minor tax base changes brought about by annual
routine legislation updating the State law to conform to changes in the federal tax
code, the Personal Income Tax base remained essentially unchanged from its
enactment in 1961 through 1972. However, the Legislature created several new
decreasing modifications to income and retirement exclusions beginning in 1973.

In 1967, the Legislature adopted the Corporation Net Income Tax, to be
imposed upon domestic and foreign corporations doing business in West Virginia or
earning income from property or activity within the State.®* From the time the tax
was enacted until 1983, the tax rate remained at six percent of allocated and
apportioned federal taxable income with certain statutory modifications.

Until 1983, the Corporation Net Income Tax was a fairly minor tax because
businesses subject to either the Business and Occupation Tax or the Carrier
Income Tax could apply such tax paid as a dollar-for-dollar credit against their
Corporation Net Income Tax liability. Such credit generally resulted in a zero
Corporation Net Income Tax liability for most taxpayers, because only non-business
income was effectively subjected to tax.

In an attempt to stimulate economic development, the Legislature passed an
act providing for a credit against the Business and Occupation Tax for qualified
investment for industrial expansion. The credit permitted those taxpayers subject to
tax under the manufacturing class to claim a credit equal to 10 percent of the cost
of the qualified investment to be used over a ten-year period, provided that the

credit could not exceed 50 percent of the tax due.

Years 1963 through 1965, and a permanent three percent Consumers Sales and Service
Tax became effective July 1, 1965.

81 1967 W. Va. Acts 11509.
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In the 1970s, the Legislature again modified the West Virginia Constitution
with respect to taxation. First, in 1972, the Legislature exempted household goods
and personal effects, so long as those items were not held or used for profit, from
ad valorem property taxation.® Then, in 1973, the Legislature created a
homestead exemption that provided as follows:

Notwithstanding any other provision of this Constitution

to the contrary, the first $5,000 of assessed valuation of

any real property used exclusively for residential

purposes and occupied by the owner or one of the

owners thereof as his residence who is a citizen of this

State and who is sixty-five or older shall be exempt from

ad valorem property taxation, subject to such

requirements, limitations, conditions, as prescribed by

general law.®
Again, the Legislature’s concern with the amount of taxation on real and personal
property is apparent. As explained below, in Section 5, this trend continued in the
1980s.

Also, at the end of the decade, in 1979, State legal issues developed that
would spark years of struggle for compliance. After hearing the appeal from the
Circuit Court of Kanawha County of five public school students’ parents, the
Supreme Court of Appeals of West Virginia determined that a “thorough and
efficient” education is a fundamental constitutional right and that “under our equal

protection guarantees any discriminatory classification found in the educational

82 Specifically, the revision was to Article X, section 1la of the West Virginia

Constitution. After the amendment, section 1a provided as follows:

Notwithstanding the provisions of [section 1, article x], bank
deposits, money, and personal effects if such household
goods and personal effects are not held or used for profit,
shall be exempt from ad valorem property taxation.
8 In 1980, the provision was expanded to $10,000. Mobile homes were made subject
to the exemption and a provision was incorporated to provide that the Legislature would
reimburse the local governmental entities for the lost revenue caused by increasing the
exemption from $5,000 to $10,000.
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financing system cannot stand unless the State can demonstrate some compelling

State interest to justify the unequal classification.”®*

A “thorough and efficient”
education, according to the Court, necessitates the development in each
schoolchild, to his individual capacity, of a number of skills and abilities.
Furthermore, various “support services” are required to ensure appropriate
development. The Supreme Court remanded the case for additional findings
consistent with its guidelines, and Special Judge Arthur Recht issued a 244-page
final order, on May 11, 1982, setting forth a number of standards that he found
necessary to achieve a thorough and efficient school system. Judge Recht also
found that the school financing system was unconstitutional, thereby raising the
question of how county school districts should finance their systems of education.®

According to Judge Recht, many school districts were unable to meet their
educational responsibilities because the amount of money that could be collected
by the excess levy varied largely based on the amount and type of wealth in the
county, and the counties were forced to rely on the excess levy — an inadequate
funding source — as an essential component of finance.®® Moreover, a county
unable to pass an excess levy would face a monumental challenge in providing a
thorough and efficient education to its schoolchildren. As described in further detalil
below, the State grappled with the school-funding issue over a number of years,
insofar as the excess levy for educational finance is directly affected by the

uniformity — or lack thereof — of assessed property values.?’

8 pauleyv. Kelly, 162 W. Va. 672, 707, 255 S.E.2d 859, 878 (W. Va. 1979).
8 The 1999 Commission on Fair Taxation at 3-848 through 3-861.

8 Id. at 3-864 and 865.
87 Judge Recht ultimately dismissed the case in 2002, upon finding that legislation had
been enacted to ensure that a thorough and efficient system of free schools. See W.Va.
Code § 18-1-1 et seq.
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E. The 1980s: Recession, Reform, and Instability

One change enacted near the end of the 1970s should be mentioned prior to
our review of the 1980s. In 1979, the Legislature passed a measure calling for the
elimination of the sales tax on food for home consumption. The plan required a
three-year phase out of the tax.®® Thus, beginning on July 1, 1979, food for home
consumption was taxed at a two percent rate while all other items remained subject
to the three percent Consumers Sales and Service Tax rate. Under the statute, the
rate fell to one percent effective July 1, 1980, and was eliminated entirely on July 1,
1981. The State, however, was unable to afford the repeal and, on June 1, 1981,
the tax rate for the Consumers Sales and Service Tax was increased from 3
percent to 5 percent on all taxable items except mobile homes and food.®® This
increase was made effective July 1, 1981, the same day the full repeal of the sales
tax on food took effect.

The State again began moving to alter its Constitution with respect to
property taxes as 1982 approached. This constitutional change was apparently the
result of a decision by the Supreme Court of Appeals of West Virginia decision in
Killen v. Logan County Commission.® In that case, the court interpreted Section 1
of Article X to require all property to be assessed at full value. Because property
had apparently not been so assessed prior to Killen, this decision seems to have
caused uproar over a fear of significant property tax increases upon appropriate
assessment.” Thus, later that year, the Legislature met in Extraordinary Session

to propose the following amendments:

88 1979 W. Va. Acts 400-09
89 1981 W. Va. Acts 1331-36.

% 295 S.E.2d 689 (W. Va. 1982).
o Bastress at 241 (“The court held that ‘value’ means ‘worth in money’ or ‘market
value’ and that a system in which assessments could vary among the counties at some
fraction of market value could not produce equal and uniform taxation. Assessment at 100
percent of true and actual value is required, the court said. That conclusion provoked an
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1. All property must be assessed, not at 100 percent, but at
60 percent of actual value unless two-thirds of the
Legislature pass a higher rate;

2. The Legislature is from time to time to provide for a
statewide reappraisal;

3. The homestead exemption was to be raised to $20,000;

4, Any increases from a statewide reappraisal had to be
phased in equal amounts over a ten-year period; and

5. The Legislature was given the authority to require local
school districts to levy rates at the maximum rate
allowed under Section 1, Article X.
These proposals were ratified by the people of West Virginia in November of that
year.

Also by 1982, the nation's economy fell into recession. By Fiscal Year 1983,
the full effects of the national recession hit the State. For example, total Business
and Occupation Tax revenue for Fiscal Year 1983 was only $479.0 million, a
decline of $39.5 million or 7.6 percent from the previous year. Wage and salary
income actually declined by 2.2 percent while personal income grew only 1.3
percent. Inresponse, the Legislature in 1983 enacted several measures, including
significant personal and business tax increases. The maximum Personal Income
Tax rate was increased from 9.6 percent to 13 percent.’? An additional 12 percent
surtax on taxable income in excess of $10,000 ($20,000 if a joint filer) was also
included within this rate structure. Accordingly, the top rate was actually 14.56
percent with the inclusion of the surtax. Additionally, a Personal Income Tax

minimum tax provision was established, making the State tax equal to at least 25

immediate popular and legislature response that let to the passage of the Property Tax
Limitation and Homestead Amendment of 1982.”).

92 1983 W. Va. Acts 919, 926-36.

64, =
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percent of an individual's federal minimum tax liability.”® Finally the personal
exemption for individuals, heads of households, and joint taxpayers was increased
from the original $600 to $700 in 1983 and $800 in 1984.

Significant changes were also made to the Corporation Net Income Tax. As
mentioned previously, the Corporation Net Income Tax was not of significant
consequence prior to 1983 because the law provided for a 100 percent credit
against the tax for Business and Occupation Tax liabilities. In 1983, however, the
Business and Occupation Tax credit application was reduced from 100 percent to
50 percent of Corporation Net Income Tax liability.>* Additionally, the tax rate on a
taxpayer's net income in excess of $50,000 was increased to 7 percent. This
caused a significant increase in Corporation Net Income Tax revenues. Those
revenues increased from $12.7 million in Fiscal Year 1982 to $73.6 million by Fiscal
Year 1984. These measures, along with significant changes in the Personal
Income Tax, helped the State to deal with the large budget deficit caused by the
recession.

At the same time, however, the State began an attempt to reduce the high
rates associated with the Business and Occupation Tax. Specifically, in 1983 the
Legislature enacted provisions that called for a 5 percent reduction in the tax rates
for the Business and Occupation Tax (except for the additional tax on the
severance, extraction, and production of coal designated for local governments) for
five consecutive years.”® The first 5 percent reduction was to take place July 1,
1985, and the last reduction was scheduled for July 1, 1989. The act also provided
for a transitional period for the increase in the annual credit from tax from $50 in
1983 to $500 for the period after June 30, 1985.

9 Separate tax brackets and tax rates were created for head of household filers.

These new rates generally provided most head of household filers with a slightly lower tax
liability for a given amount of taxable income than provided to the single filer.
94 1983 W. Va. Acts 919, 937-42.

% Id.
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As the State’s finances deteriorated during the recession, the Legislature
decided once again to review the State’s system of taxation. The West Virginia Tax
Study Commission, created by the Legislature in 1982, was directed to study State
and local tax structures and administrative processes and report its
recommendations to the Legislature in 1984.% In its Report, the 1982 Commission
remarked that State and local governments were dependent on the three “big”
taxes — property, business and occupation, and personal income. The major
challenges faced by the government were said to be shrinking State and local
revenues, federal cutbacks, and “court decisions with expensive implementation

»n97

costs. It was further noted that State citizens had “very reasonable appetites for

average or above average public goods,” even though State government was
drawing from a “below average tax base.”®®

One area of evaluation concerned the adequacy of local taxing authorities.
The report reflected 1978 data that showed per capita own-source municipal
revenue was only $110, compared to a range of $144 to more than $300 in
neighboring states. The primary sources for larger municipalities, accounting for
approximately 90 percent of revenue, were the Business and Occupation Tax, user
and service fees, the two percent Utility Excise Tax, and Property Tax. The 1982

Commission determined that West Virginia’s reliance on Property Tax for municipal

% A Tax Study for West Virginia in the 1980s: Final Report to the West Virginia
Legislaure (the “1984 Report”).

o7 1984 Report at 2.
% Id. at 4. The proposed reform did not promise immediate reductions for all
taxpayers, but instead was intended to result in a broader, strengthened tax base
stemming from the encouragement of economic development. The Report advised that the
Legislature should act at the earliest possible time, but warned, “The Commission has
addressed West Virginia’s tax structure systematically, recognizing the interrelationship of
[S]tate taxes to each other and to federal and local taxation. Only in the rarest of
instances, and then only with the greatest of caution, should the Legislature consider
individual items in this report outside the context of the entire report.” In all, the 1982
Commission’s report contained eighty-seven specific, enumerated recommendations.
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revenue was far below that of other states, while the reliance on Business and
Occupation Tax was far greater.”

With respect to property taxes, the 1982 Commission noted that the role of
Property Tax had significantly declined, accounting for only 13 percent of State and
local own-source revenue. The Commission said that property tax should be
applied equitably and, to this end, said that further homestead exemptions should
not be instituted inasmuch as Class Il owner-occupied residential rates were
significantly lower than Class Il and IV commercial and industrial property rates. It
suggested a “circuit breaker” program to provide relief for renters or owners
occupying property, with benefits based on the proportion of income dedicated to
housing.*®

Seeking diversification of revenues for the following municipalities and
county governments, the 1982 Commission recommended: giving local
governments the authority to impose a personal income tax, a sales tax in lieu of
the Utility Tax, and a business franchise tax in lieu of the Business and Occupation
Tax; allowing a hotel and occupancy tax and an extension of the Amusement Tax;
and permitting the implementation of user fees. It suggested that local
governments “cooperate in the collection of taxes to save administrative costs” and
be authorized, but not obligated, to maintain certain bridges and roadways not in
the State system.'®*

With respect to business taxes, the 1982 Commission concluded that “[t]he
structure of business taxes in West Virginia is in urgent need of reform.”*%> Most
notably, it advocated the abolition of the Business and Occupation Tax, together
with elimination of the Carrier Tax. This recommendation was significant, given that

the Carrier, Business and Occupation, and Corporation Net Income Taxes

9 1984 Report at 5.

100 Id. at 11.
101 Id. at 6.
102 Id. at 7.
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accounted for 40 percent of the General Fund, and the Business and Occupation
Tax generated stable yield. But various activities were subject to different rates,
and transactions were taxed well below the retail level, leading the Commission to
conclude that there was no apparent rationale in the Business and Occupation Tax
structure. 1%

It sought to supplant the Business and Occupation Tax with “a system of
privilege taxes that would contain (1) a severance tax on the privilege of extracting
natural resources [based on gross receipts less certain limited exemptions for third-
party transportation expenses]; (2) a utilities and carrier tax on the privilege of
conducting certain types of business in the State [using a basis of gross receipts
with possible selected rates for classification]; and (3) a general, apportioned
franchise tax for the privilege of conducting all other business activities in the State

»104 It was

[based on an apportioned measure of the wealth of business activity].
necessary that an entire system be engaged as a replacement for the Business and
Occupation Tax, according to the Commission, because no single tax could cover
the burden it had borne.®

Together with this significant recommendation, the 1982 Commission also
addressed the Corporation Net Income Tax, suggesting that it continue to be based
generally on federal income tax structure, with some adjustments made necessary
by the elimination of the Business and Occupation Tax. The new privilege taxes
were to be allowed only as deductions when determining West Virginia taxable
income. The Commission further suggested that the Legislature consider

broadening the base of the Corporation Net Income Tax to compensate for

103 Id. at 7.
104 Doing so, the 1982 Commission reasoned, would serve its goals of generating
adequate revenue, compelling businesses to pay for the privilege of doing business while
achieving consistency with each business’ ability to pay, and improving the economic
neutrality of business taxes.

105 1984 Report at 7 through 8.
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revenues that might be lost through elimination of the Business and Occupation
Tax.'%®

The 1982 Commission recommended that the Personal Income Tax continue
to have progressive rates; all income be included as taxable, except income
denoted by the Legislature for special equity considerations; and adjustments be
made to the tax tables to remove inequities for single, as opposed to joint,
taxpayers.*’’

The State Road Fund, the 1982 Commission found, did not produce
sufficient revenues to maintain the State highway system. It had been supported
almost entirely by the Gasoline and Motor Carrier, Privilege, and License Taxes,
and the Commission noted that a Consumers Sales Tax on gasoline had been
added to offset General Fund transfers to the Road Fund. West Virginia was
responsible for maintaining about 88.9 percent of the roads and bridges in the State
— significantly more than some states, but less revenue per mile was generated
than in neighboring states. Additionally, the buying power of the Road Fund had
decreased significantly in little more than a decade, with 1981 tax revenues capable
of purchasing only 76.6 percent of what was purchased in 1970, despite a revenue

increase.®

106 1984 Report at 8.
107 1984 Report at 12. According to the report, the Personal Income Tax was the
largest revenue source for the General Fund, generating $310.6 million for 1982-83, or
nearly 25 percent of the fund. Having increased the nominal tax rates in 1983 to attack
revenue shortfalls, West Virginia rates for lower-income families (under $25,000) were
below any neighboring State except Ohio, and for higher-income families (above $50,000)
those rates were equal to or greater than those of neighboring States except Ohio.

108 1984 Report at 13. Included in the 1982 Commission’s report were
recommendations that the Legislature index registration fees and motor fuel excise taxes to
federal construction or maintenance indexes, and adjust the rates at least every two years
to ensure that revenues keep pace with the cost of maintenance. Also, the 1982
Commission suggested that counties be authorized to maintain roads and bridges in
unincorporated areas, the government seek additional support from Congress, and the
Legislature dedicate additional revenue sources to the road fund. Some proposed sources
for additional dedicated revenue included increased license and registration fees to near
those of surrounding States with the highest fees, periodic review of exemptions and
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As the Report neared completion in 1984, the Legislature again modified the
taxation provisions of the Constitution. Specifically, Section 1la of Article X was
amended at the General Election of 1984. After the amendment, Section la
authorized the Legislature to exempt any amount of certain intangible personal
property, or all of it, so long as the tax applied evenly throughout the State.

Inspired by the 1984 Report, the Legislature, in 1985, also enacted House
Bill 1693, which revised the major business taxes imposed by the State.'® As it
applied to the Business and Occupation Tax, House Bill 1693 rescinded the five
percent rate reduction plan passed by the 1983 Legislature. The legislation also
provided that, effective July 1, 1987, the Business and Occupation Tax would
become a tax on public utilities and electric power generators only. Those
individuals or entities formerly subject to taxation as natural resource producers
would become subject to the Severance Tax on July 1, 1987. Everyone else (i.e.,
corporations and partnerships in the non-utility and non-natural resource production
categories) became subject to a new tax on net equity, the Business Franchise Tax.

The 1985 Legislature also passed an act creating the Research and
Development Credit and the Business Investment and Jobs Expansion Credit (later

10 To stimulate the use of coal in

to become known as the "Super Credit").
generating electricity, the 1986 Legislature passed an act providing for a tax credit
for electric power producers who increase power generation in West Virginia,
thereby consuming coal produced in mines employing miners who were residents
of West Virginia.

Significant changes to the State tax structure also occurred in 1986. First,

the Constitution was amended again. Specifically, a new provision, Section 1c, was

refunds of the motor fuel excise and ad valorem taxes, introduction of a third-tier tax, and
dedication of new revenues resulting from severance taxation. The 1982 Commission also
said that some highway-connected revenues could be “reassigned” from the General Fund
to the Road Fund, but discouraged General Fund transfers as an ongoing source of
support for the highway system.

109 1985 W. Va. Acts 1472-1561.

110 1985 W. Va. Acts 1567-71.
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added to Article X of the Constitution, to exempt certain personal property of

inventory and warehouse goods from ad valorem. Section 1c provided as follows:

Notwithstanding any other provisions of this
Constitution, tangible personal property which is moving
in interstate commerce through or over the territory of
the State of West Virginia, or which was consigned from
a point of origin outside the State to a warehouse, public
or private, within the State for storage in transit to a final
destination outside the State, whether specified when
transportation begins or afterward, but in any case
specified timely for exempt status determination
purposes, shall not be deemed to have acquired a tax
situs in West Virginia for purposes of ad valorem
taxation and shall be exempt from such taxation, except
as otherwise provided in this section. Such property
shall not be deprived of such exemption because while
in the warehouse the personal property is assembled,
bound, joined, processed, disassembled, divided, cut,
broken in bulk, relabeled, or repackaged for delivery out
of State, unless such activity results in a new or different
product, article, substance or commodity, or one of
different utility. Personal property of inventories of
natural resources shall not be exempt from ad valorem
taxation unless required by paramount federal law.

The exemption allowed by the preceding paragraph
shall be phased in over a period of five consecutive
assessment years, at the rate of one fifth of the
assessed value of the property per assessment year,
beginning the first day of July, one thousand nine
hundred eighty-seven.

This section, commonly known as the “Freeport” amendment, was designed
to prevent federal Commerce Clause violations and to encourage the shipment and

storage of goods in the State, thus encouraging business and employment
opportunities in West Virginia.***

1 More changes were underway for 1986. Importantly, the Federal Tax Reform Act of

1986 made sweeping tax changes to the Internal Revenue Code, including broadening the
definition of federal adjusted gross income to include the full amount of dividends,
unemployment compensation and capital gains received. Because West Virginia's tax
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By late 1987, however, the State’s tax structure was unable to meet the
needs of government, and significant tax increases were passed. Specifically,
certain business exemptions for the Consumers Sales and Service Tax were
removed. Then, on June 1, 1988, the Consumers Sales and Service Tax rate was
“temporarily” increased to 6 percent for the period June 1, 1988, through June 30,
1989.1*2 The additional revenue from the one percent tax increase was dedicated
for the payment of Public Employee Insurance Agency benefits and to repay a loan
to the General Revenue Fund from the coal-workers' pneumoconiosis fund.

In 1989, the State was in a financial crisis and the Fiscal Responsibility Act
of 1989 was passed.'*® Approximately $400 million in revenue enhancements were
necessary to balance the State budget, and were as follows: the permanent
adoption of the “temporary” rate increase to six percent on Consumers Sales and
Service Tax; the repeal of the exemption for food for home consumption; an
additional narrowing of business exemptions for the Consumers Sales and Service
Tax; and the subjection of all purchases by contractors to the Consumers Sales and
Service Tax. Rates on business taxes were also increased. The Business
Franchise Tax, for example, increased from 0.55 to 0.75 percent or $50, whichever
is greater. Severance Tax rates increased by 25 percent. The State Business and
Occupation Tax rate, applicable only to public utilities and electric power

generators, was significantly increased. These tax changes helped to resolve the

structure was coupled to the federal tax structure, the Federal Tax Reform Act of 1986 had
powerful consequences for the State. In particular, the State was presented with a choice
of either adopting or rejecting the federal changes. Simple adoption would have meant a
revenue enhancement of up to $47 million due to changes relating to capital gains at the
federal level. The Legislature chose to adopt the federal changes, but revise the State tax
structure to return any potential windfall to the taxpayers. The results were the most
significant changes to the Personal Income Tax since its inception in 1961. Several
modifications to adjusted gross income, including itemized deductions, were eliminated,
while the personal exemption was increased from $800 to $2,000. Tax rates were also
reduced significantly.

112 1988 W. Va. Acts 992.

13 1989 W. Va. Acts 1699 — 1735.
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State’s financial crisis. These reforms were the last major changes to our system of

taxation.

F. The 1990s and Current Tax Modernization in the State of West
Virginia

Although the State has not engaged in any landmark “tax reform” recently,

that is not to say that there have been no significant revisions to our system of

taxation since 1989. The State through the years has made substantial changes to

the tax system. The highlights are as follows:

1. The West Virginia Health Care Provider Medicaid
Enhancement Tax was imposed in 1991 on various health care
providers to enhance State Medicaid reimbursement levels;***

2. The West Virginia Health Care Provider Tax was enacted to
replace the Medicaid Enhancement Tax in 1993;'*

3. The minimum coal severance tax rate was increased from 50
cents per ton to 75 cents per ton in 1993;**° and

4, The $10,000 low-income earned-income provision was enacted
in 1996, as was a reduction in the Business Franchise Tax rate

from 0.75 percent to 0.7 percent.**’

Despite the numerous changes, state leaders continued to evaluate the

system in search of improvement. Governor Cecil H. Underwood created the

Commission on Fair Taxation in July 1997, charging it to review the State’s system

of taxation to determine whether that system adequately embodied the principles

and values of West Virginia citizens, and to propose any modifications that the

114

115

116

117

1991 W. Va. Acts 65-98.
1993 W. Va. Acts 1804 -1898.
1993 W. Va. Acts 1132, 1139-40.

1996 W. Va. Acts 1914-20.
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Commission may have found necessary to promote those principles and values.
The Commission filed a status report on February 2, 1998, outlining the values it
had identified. An “Agenda for Fair Taxation” followed on July 2, 1998. Finally, the
Commission filed a document entitled “Executive Report” on January 11, 1999,
outlining its ultimate recommendations. In its plan, the 1999 Commission on Fair
Taxation identified six general goals and, for each, set forth between one and three
objectives meant to help achieve the broader goal. The goals were:
1) A simple broad-based tax system with fewer
taxes and limited tax preferences;
2) A less regressive tax system,;
3) A stable tax system that reflects the shift in the
State’s economy;
4) Local flexibility to generate revenues;
5) Improved tax appeals systems; and

6) A constitutional method of funding education.*®

The 1999 Commission on Fair Taxation first challenged lawmakers to make
a “philosophical choice” and embrace a new approach: the attraction of capital
investment, meant to broaden the tax base, through the use of a simple, fair, stable,

and accountable tax structure with little reliance on credits.**®

A number of
recommendations detailing this strategy were set forth in the Commission’s report.
The 1999 Commission recommended the repeal of the Business Franchise
Tax and the Corporation Net Income Tax and the adoption of a new tax — the Single
Business Tax at a rate of two percent on all business enterprises in West Virginia,
reasoning that such a broad-based tax would ensure that a company’s burden more
accurately reflected the benefits it receives from government. The Commission

proposed that the tax base for such a tax consist of the amount of compensation,

18 1999 Commission on Fair Taxation’s Executive Report at 5-6.

119 Id. at 6.

74 /=
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rents, royalties, and interest paid, together with a consideration of profits made and
business depreciation each year. Deductions would be permitted for the cost of
capital expenditures in the State. In addition, some relief would be offered for small
businesses in order to encourage the growth of start-ups, but any such exemption
was to decrease as the company’s tax base or as its gross receipts increased.*®

The 1999 Commission on Fair Taxation also proposed that the Consumers
Sales and Service and Use Taxes be replaced by a broader general excise tax at a
rate of six percent, together with the elimination of most of the exemptions
theretofore applied. This proposal flowed from the Commission’s determination that
the State’s Consumers Sales and Service and Use Tax system complicated
compliance and administration and “unfairly and arbitrarily . . . liftfed] the burden of
taxation from certain sectors which benefit as much from government services as
do those who have to pay the tax.”*?*

Looking to expand the progressive nature of the State tax system, the 1999
Commission on Fair Taxation advised the establishment of exemptions for some
goods and services, specifically mentioning health care and medicine. It also
sought to avoid double and pyramid taxation through the exemption of employee
compensation and certain transactions like the purchase of advertising or the
purchase of goods and services specifically intended for resale or for use in
production. Exemption of the purchase of goods and services by government
entities and, in some cases, non-profit organizations, also was proposed. However,
the Commission specifically advocated for the inclusion of some items like non-
health care professional services and various utility services.*?* The Commission

also recommended that the sales tax on food remain.

120 Id. at 15.

121 1999 Commission on Fair Taxation’s Executive Report at 11.

122 Id. at 12.
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The 1999 Commission on Fair Taxation sought to preserve the progressive
state of the Personal Income Tax by curing two ills that it believed plagued the tax
structure: first, a failure to provide adequate tax relief for low-income households
and, second, the existence of discriminatory exclusions for some types of
retirement income. The Commission’s proposed solution was the institution of a
two-rate system (5.0 percent on the first $40,000 of taxable income and 6.5 percent
on the taxable income in excess of $40,000), and “the use of generous exemptions
in order to achieve an effective measure of progressivism.”* It suggested that the
use of exemptions be linked to the federal poverty level, which exemptions would
decrease as personal income increased.*?*

The retention of a number of special revenue sources was advised to offset

125 Those

burdens beyond government’s “usual or customary responsibilities.
particular taxes, fees, and proceeds were: gasoline excise, gasoline sales,
severance, liquor, nonintoxicating beer, wine, estate, racing, bingo, and lottery. The
1999 Commission on Fair Taxation also suggested expansion of the Cigarette Tax
to a tobacco products tax that would include a wider range of products, and
restructuring of the Excess Acreage Tax, for which the rate had been unchanged
since 1905, to be collected at a higher rate and on an annual basis rather than on a
single occasion.

The 1999 Commission recommended the “orderly discontinuation of the use
of tax credits,” which it found to “violate most of the values of fair taxation” and to be

of doubtful effectiveness.?®

It further questioned the ability of credits to withstand
Commerce Clause scrutiny. Additionally, this Commission, like some before,

recommended the establishment of an independent State board of tax appeals,

123 Id. at 8.
124 |d
125 Id. at 16.

126 Id. at 19-20.
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along with various other administrative changes. The Commission recommended
the “immediate” repeal of the personal property tax on vehicles, which it labeled as
“one of the most despised levies in the State.”*?’

But the 1999 Commission noted that the broad principles it established
would be violated by the continued dependence on the revenue sources on which
local governments were most reliant. It proposed that counties and cities be “held
harmless” for the loss of the personal property tax by permitting them to use the
vacated education real property levy and to use the Severance Tax on coal and
natural gas. It also suggested that localities “piggyback” on the personal income
tax and the proposed general excise tax, and that municipalities be permitted to
retain the ability to impose their Business and Occupation Taxes uniformly to all
businesses. Finally, cities and counties could impose excess real property levies if
passed by a majority of voters in the jurisdiction, but the law would be amended to
require only 50 percent voter approval, rather than the 60 percent then in effect.!?®

Beyond its recommendations with regard to the tax structure, the 1999
Commission on Fair Taxation detailed its conclusion that the State Constitution
should be amended to permit the reauthorization of only the taxes ultimately
retained in the reformed tax structure. It further suggested that each tax base be

specifically defined to assure accountability, simplicity, consistency, and stability,

127 Id. at 22.

128 1999 Commission on Fair Taxation’s Executive Report at 22 through 26. The 1999
Commission on Fair Taxation looked to improve fairness in the tax structure related to the
raising of revenue for public schools and ensure Constitutional compliance in the process.
Three measures were suggested to achieve these goals: (1) eliminating the local regular
education levy as a source of funding and replacing that portion of the budget supported by
local property taxes with State level funding; (2) providing that local voters retain the right to
approve excess levies to pay for educational programs that are not required to be furnished
or supported by the State; and (3) amending the Constitution to empower the Legislature to
determine the necessary spending plan for a thorough and efficient school system. The
1999 Commission recommended providing additional State funding through (1) the
reformed State tax structure proposed by the Commission; (2) a State education levy upon
real property that would consist of 10 percent of a board of education's then-current
maximum levy allocation; and (3) all property tax revenues then attributable to public
utilities.
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while at the same time remaining sufficiently general to allow for adjustment in
response to changing economic circumstances. The Commission had opined that
provisions of the West Virginia Constitution, while purporting to limit the power of
taxation, had “not effectively assured adherence to the fundamental principles that
the people of West Virginia expect in their tax structure.”*?

The State did not opt for wholesale implementation of the recommendations
of the 1999 Commission on Fair Taxation, but a few points should be made. First,
the 1999 Commission, in a very thorough and sincere manner, identified several
problems that exist with respect to our system of taxation. In so doing, even without
implementation, the Commission helped to frame a number of issues for West
Virginia policymakers and to continue the long debate that has existed in this State
concerning our system of taxation. That alone is an accomplishment. The 1999
Commission on Fair Taxation’s Report has also been a valuable tool for the Tax
Modernization Project members in identifying issues and in recommending
changes.

Finally, the Legislature has dealt with at least two of the issues identified by
the 1999 Commission. First, the Legislature in 2002 overhauled its tax credit
system, eliminating ten ineffective tax credits and refining and overhauling three

others.**

Second, the Legislature established the Office of Tax Appeals, an
independent, quasi-judicial body that provides taxpayers with a new avenue to seek
redress on certain issues related to taxation.'3*

In 2003, the State of West Virginia also became a part of the Streamlined

Sales Tax Project. The Streamlined Sales Tax Project
is an effort created by state governments, with input

from local governments and the private sector, to
simplify and modernize sales and use tax collection and

129 1999 Commission on Fair Taxation’s Executive Report at 36.

130 2002 W. Va. Acts at 776-923.

131 Id. at 2269-2306.
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administration. The Project’s proposals include tax law
simplifications, more efficient administrative procedures,
and emerging technologies to substantially reduce the
burden of tax collection. The Project’s proposals are
focused on improving sales and use tax collections for

both Main Street and remote sellers of all types of

commerce.*?

The goal of the Streamlined Sales Tax Project is to provide the following key
features with respect to Consumers Sales and Service Taxes: uniform definitions;
rate simplification; state level tax administration of all state and local sales and use
taxes; uniform sourcing rules; simplified exemption administration for use-based
and entity-based exemptions; uniform audit procedures; and state funding of the
system. Additionally, the Streamlined Sales Tax Project set forth a mechanism in
which businesses with no physical presence in West Virginia — i.e., remote sellers
who sell products to West Virginia — can collect and remit sales tax without an
additional burden. This key feature will help to offset reductions in the Consumers
Sales and Service Tax base that has been created due to the proliferation of
remote purchases by West Virginians from businesses with no physical presence in
West Virginia. And in taking steps to provide that sales destined for West Virginia
are subject to the appropriate tax, the State is ensuring that West Virginia
businesses who are obligated to collect and remit sales taxes are competing on a
level playing field.

During the enactment of the legislation implementing workers’ compensation
privatization, several taxes were increased to help reduce the multi-billion dollar
workers’ compensation debt. Effective December 1, 2005, additional Severance
Taxes equal to 56 cents per ton of coal, 4 and 7/10 cents per 1,000 cubic feet of

natural gas, and 2.78 percent of timber severance gross receipts®®® were

132 Streamlined Sales Tax Project, “Executive Summary,” available online at

http://www.streamlinedsalestax.org/execsum0105.pdf.

133 The Regular Timber Severance Tax rate will decrease from 3.22 percent to 1.22

percent effective January 1, 2007. See W. Va. Code § 11-3A-6b (2005).
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imposed.** The total yield of these new taxes is expected to average roughly $92
million per year. Additionally, $45 million of Personal Income Tax collections each
year have been dedicated to pay down the workers’ compensation debt. On
September 1, 2005, the rate of the sales tax on food for home consumption fell from
6 percent to 5 percent.**®
Finally, a landmark administrative change is currently underway at the State
Tax Department. In early 2005, after a three-year analysis and investigation of the
tax accounting systems available in the market, as well as a review of actions of
other states in updating tax accounting systems, the State Tax Department
developed a plan to upgrade its 30-year-old computer processing system and to
replace the 22 stand-alone systems for tax administration. During the 2005 Regular
Session of the Legislature, the Legislature approved the upgrade and
modernization, appropriating $22 million to secure the implementation of a new
integrated tax accounting system. The State Tax Department immediately began
the process, and during 2005 successfully procured a vendor to develop a modern
integrated tax system for personal income and business taxes.
In 2006, the State Tax Department officially dubbed the
system upgrade the “RAPIDS Project” (i.e., the Revenue

Accounts Processing Integrated Development System

T

Project), and began implementation of its new tax system,

-LG ROJECT known as GenTax®. GenTax® is built specifically to support

%

£
iy . . ..
xoepae revenue agency business processes and functions, and is in

REVENUE ACCOUNTS PROCESSING
INTEGRATED DEVELOPMENT SYSTEM

production at multiple North American jurisdictions. It runs on

industry standard hardware, is designed for performance and scalability, and

134 These taxes, along with the statutory provisions implementing the privatization of

the State-run workers’ compensation system, were passed in the First Extraordinary
Session of the Legislature in 2005. S. B. 1004, 77" Leg., 1st Extraordinary Sess. (W. Va.
2005).
135 The reduction on the sales tax on food for home consumption was enacted during
the Fourth Extraordinary Session of the Legislature in 2005. S. B. 401, 77" Leg., 4th
Extraordinary Sess. (W. Va. 2005).
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supports multiple database management systems. Indeed, the West Virginia State
Tax Department is not alone in its employment of GenTax®. The Department joins
a number of other state revenue agencies including: ldaho, Montana, New Mexico,
Louisiana, Wisconsin, North Dakota, Alabama, Georgia, Utah, and lllinois.

At the conclusion of the RAPIDS Project, planned for August 2009, the State
Tax Department will have converted 36 tax types to the new accounting system;
implemented stand-alone audit and compliance modules to support field operations
and enforcement; established a discovery “data warehouse” for information analysis
and gathering; and provided taxpayers with a fully functional internet service center
for transacting business with the Department. As shown below, the project is

divided into five rollouts.
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TABLE 1
West Virginia

Q1 [Q2|Q3 | Q4 O] Q2| Q3| Qqf O [Qz2 | Q3| Q4] Q1| Q2 | Q3

Business Registration & Sub-taxes H

Licensing of Collection Agencies

Licensing of Employment Agencies

Licensing of Itinerant Vendors

Licensing of Drug Paraphemnalia

Sparklers & Novelties Registration Certificates

Consumer Sales & Service Tax & Sub-taxes H

Local Consumer Sales & Service Taxes

Streamlined Sales Tax Implementation Rules

Economic Opportunity District Excise Taxes R

Local Excise Tax on Purchases of Liquor & Wine

Employer Withholding Tax

Combined Corporate Income & Franchise Tax

Personal Income Tax

Business & Qccupation Tax
Cemetery Company Registration
Corporation License Tax
Discovery

Taxpayer Access Point

Severance Taxes (== ——¥

Gross Receipt Severance Taxes

Coal Production by County

Minimum State Coal Severance

Special 2-Cent per Ton Tax

Workers' Compensation Debt Reduction
Solid Waste Assessment
Telecommunications Tax

Health Care Provider Tax = ry—

Motor Fuel Excise Taxes

Maotar Carrier Road Tax
Mon-Intaxicating Beer Barrel Tax
Soft Drink Excise Tax

Tobacco Products Tax

Wine Liter Tax

Charity Bingo Licensing & Reporting
Charity Raffle Licensing & Excise Tax

Each rollout concentrates development efforts around a specific group of
taxes. At the end of each rollout, the taxes go “live” in production and the

Department will begin utilizing GenTax® to administer those taxes.
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The resources dedicated to the RAPIDS Project are significant. Currently,
20 State Tax Department employees are working with 18 employees of the vendor.
In addition to the project staff, the State Tax Department has dedicated several
senior executives to oversee RAPIDS. Dana Miller serves as State Project
Director. The RAPIDS sponsor is Deputy Tax Commissioner Chris Morris. Mr.
Morris provides direction, approves significant decision requests, and has the final
say in resolving issues. Commissioner Virgil Helton and Director of Fiscal Policy
Mark Muchow are the “project champions.” As project champions, they promote
RAPIDS both internally and externally, with private and public business partners,
various revenue agencies, and other stakeholders. Nine senior and executive-level
managers within the Department make up the RAPIDS steering committee. The
steering committee meets monthly, monitors the status of the project, and resolves
management, policy, and directional issues that impact the project. Two
independent project oversight advisors monitor the progress of the project and
report to the State Tax Commissioner and the State’s Chief Technology Officer.
Five employees in the Department are serving on a “letters committee.” The letters
committee reviews all printed documents that the Department generates and
determines how they should be worded. As time progresses, many employees in
the Department will become involved in the RAPIDS Project. Twelve Department
employees have been trained to instruct internal users how to utilize GenTax®.
Also, approximately 25 Department employees are involved in system unit testing
to ensure that GenTax® has been properly configured to administer West Virginia’s
taxes.

The RAPIDS Project is an extensive, complicated, and daunting task. The
implementation of this new, state-of-the-art system, however, will allow the State
Tax Department to become a much more efficient service provider and will bring the

West Virginia revenue collection process into the 21st century.
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G. Summary: Reflections and Conclusions About Our Tax System

The review of West Virginia’s system of taxation leads to a few inescapable
conclusions. First, the citizens of West Virginia place great interest in their real
property. Inthe 1930s, when the economy was in chaos and many individuals were
losing their homes due to the inability to pay taxes, West Virginians responded with
a constitutional amendment designed to ensure that real property taxes on owner-
occupied homes would not increase. And in the 1980s, in the wake of potential
residential real property tax increases due to reappraisals of property, the people of
the State again sought to limit the extent of real property taxation.

Moreover, the State has a history of increasing indirect state taxes in times
of trouble (and to compensate for low real property taxes). In the 1930s, the yield
for the State Business and Occupation Tax increased six fold. And in the late
1980s, when the State was again in financial crisis many indirect taxes were
increased.

The system of taxation has seen a great deal of turbulence. Many times the
State has enacted changes designed to improve the tax system. On several of
those occasions, the initial reforms contained reductions which the State in the long
term was unable to sustain, and lawmakers were required to either undo reforms or
find other sources of revenue. For example, in 1969, the State provided a tax credit
to manufacturers — only to double their Business and Occupation Tax rate two
years later. And in 1979, the State called for the phase out of the sales tax on food,
only in 1981 to be forced to raise the regular sales tax rate to offset revenue losses.
And in 1985 and 1986, the State cut taxes that ultimately reduced revenues for the
General Revenue Fund by fifteen percent. Three years later, the State was in
financial crisis and was forced to enact a $400 million tax increase.

Finally, the fact that real owner-occupied property taxes in West Virginia are
significantly lower than other states (and are a lesser percentage of total revenues
than in other States) means that the State and local governments must derive their

revenues from other sources. Those other sources include a broad Consumers
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Sales and Service Tax, a Personal Income Tax, and higher than average taxes on
businesses. The lack of revenues from owner-occupied residential real property
also deprives local governments of a key revenue source that is available in many
other states. Without such revenue, the State of West Virginia has to make up the
difference. As a result, West Virginia is one of the most centralized states in the

nation with respect to tax administration and tax sourcing.
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V. An Overview of West Virginia’s Current Budget and General Revenue
Collections
The State of West Virginia receives approximately $14 billion in total revenue
for operations and programs each year, excluding funds held in trust such as public

employee, State Police, and judicial retirement system contributions.

CHART 1

Total Estimated Revenue FY 2007
$13.96 Billion

Federal General State
Funds Revenue Road

39.4¢ 26.3¢ 7.4¢

Special Revenue
Funds

26.9¢

Revenues received by the State are divided into four general categories.

1. General Revenue Fund. The General Revenue Fund is comprised of
Personal Income Taxes, Consumers Sales and Service Taxes, Use Taxes, Business
and Occupation Taxes, Tobacco Taxes, Corporation Net Income Taxes, Business
Franchise Taxes, Severance Taxes, and various other taxes of a lesser nature. All
money in the General Revenue Fund must be appropriated by the Legislature and is
used to provide most of the basic services required of state government, including
public and higher education, basic health services, public safety, and the payment of
debt. It also provides for basic government functions such as legislative and judicial
operations, tax collections, public defender services, personnel administration, and
general administrative services. The following table shows the amount each tax

contributes to the General Revenue Fund:

89 /=




Chapter V

TABLE 1

WEST VIRGINIA GENERAL REVENUE FUND COLLECTIONS
Net Revenue for Fiscal Year 2005-2006

Percentages
State Tax
Revenue Source Collections Component Group

Initial Business Taxes

Business Registration 1,818,860 0.05%

Corporate License 5,361,113 0.15% 0.20%
Business Taxes

Corporation Net Income 347,560,611 9.49%

Business Franchise Tax

Severance 314,726,682 8.60%

Business and Occupation 185,456,897 5.07%

Telecommunications -430,021 -0.01%

Insurance 95,655,187 2.61% 25.75%
Consumers Sales and Service and
Use Taxes

Consumers Sales and Service 1,012,450,612 27.65%

Use 113,315,058 3.09% 30.75%
Personal Taxes

Personal Income 1,297,720,394 35.44%

Estate & Inheritance 591,724 0.02% 35.46%
Excise Taxes

Liquor Profit Transfers 11,508,649 0.31%

Beer Tax & Licenses 8,547,760 0.23%

Tobacco Products Excise Tax 112,027,627 3.06% 3.61%
Miscellaneous Fees and Transfers

Racing Fees 1,089,011 0.03%

Departmental Collections 13,834,314 0.38%

Interest Income 34,411,122 0.94%

Lottery Transfers 77,900,000 2.13%

Lottery Reimbursement for 4,035,650 0.11%

Senior Citizen Tax Credit

Miscellaneous Fees and Transfers 5,563,296 0.15% 3.74%
Taxes Collected by Counties

For the State

Property (State Share Only) 4,590,635 0.13%

Property Transfer (State Share Only) 13,658,145 0.37% 0.50%
Total* 3,661,402,326 100.00% 100.00%

*Percentage totals may not equal 100.00% due to rounding.
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2. Special Revenue Funds. Special Revenue Funds are created by statute
and allow agencies to charge specific fees for particular services, with the fees
dedicated to the providing agencies to cover service costs. For example, a person
staying in a cabin or lodge at a State park operated by the Division of Natural
Resources pays a fee for the cabin or room. The money collected is earmarked and
used to defray the cost of operating the entire park system. The collections do not
become part of the General Revenue Fund, but instead, by statute, stay with the
Division of Natural Resources. The payment of tuition to colleges and universities is
another example. Lottery funds also are considered special revenue.

3. Federal Funds. Federal Funds are received from the federal government
and may only be expended for the specific purposes allowed by federal law. Federal
funds are provided to the State for a wide variety of projects. Most federal funds in
West Virginia are dedicated to the building and maintenance of highways and the
Department of Health and Human Resources’s Medicaid program. The State also
receives federal grants for many other projects such as environmental protection,
nutrition services for the aged, behavioral health services, homeland security, and
many other areas. In all cases, the federal funds are restricted and may only be
expended in accordance with the terms of the federal grant.

4. State Road Fund. State Road Funds are made up of taxes on gasoline
and motor fuels, privilege taxes, and vehicle registration fees. Under the West
Virginia Constitution, these taxes and fees are devoted solely to building and
maintaining the State road system and may not be used for other purposes.

As mentioned above, much of the attention in this document has focused on
the General Revenue Fund. The following chart indicates the General Revenue

Fund Appropriations by Department for Fiscal Year 2007.




CHART 2

General Revenue Fund
Appropriations
Hscal Year 2007

(In Millions of Dollars)

% Health/Human Resources Higher Education
Education & Arts $29.4
Claims §13 AN $837.1 (3.1%) $336.8  (9.3%)

Legislative $34.1 — \\
AN

Administration $9.1

Judicial $94.1

Other

Transportation $7.6 — (8.3%)

Commerce $54.0 —]

Environment $7.4 / / (37.9%)
Executive $36.9 / (9.4% $341.0 $l,. 376.9
Revente $273 Unfunded Liability Egglclgﬂon

(4.1%)  $150.5
One-time Paydown of

$285.6  (7.9%)
Unfunded Liability Military Affairs & Public Safety

Prepared by: State Budget Office
May 2006

Total FY 2007 $3.629 Billion
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The General Revenue Fund of $3.6 billion pays for many of the basic services
that citizens require of government. Of this fund, 47.2 percent is used to provide
both public and higher education, not including the unfunded liability attributed to the
Teachers’ Retirement System.

Public health (e.g., Medicaid, behavioral health, child protective services,
women-infants-children (WIC) and public health hospitals) and public safety (e.g.,
State Police, correctional and juvenile facilities, parole services, emergency
services, and homeland security) account for another 31 percent.

The payments to the unfunded liability in the State retirement systems are
13.5 percent, ($491.5 million). Of this amount, $484.5 million is for the Teachers’
Retirement System.

All remaining government services provided from the General Revenue Fund
constitute only 8.3 percent of the total General Revenue budget. These services are
the operation of the Legislature; the Supreme Court; the Departments of
Administration, Transportation, Commerce, Environment, Revenue; and the elected
Constitutional offices of the Governor, Auditor, Treasurer, Commissioner of

Agriculture, Secretary of State, and the Attorney General.
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Finally, it is often suggested that significant tax cuts could be enacted if the
State reduced its workforce. Although it is certainly beyond the scope of the
Project’s mission and expertise to comment on the appropriate staffing levels for the
State of West Virginia, the following chart illustrates the amount of revenues that are
actually expended on personnel:
CHART 3

Total Estimated Expenditures
All Funds
Hscal Year 2007

Nonpersonnel Expenditures

/ $10.63 billion (76.4%)
Medicaid payments

Road construction

School construction

Sr. citizen programs & centers
Social services

Womens Infants Children
Childrens Health Ins. Program
Public Defender Services.
Inmate medical & other exp.

All other operating exp.

Debt Service

Unfunded Retirement

Jail construction

Budgeted
Salary/Benefits
State Employees

$1.20 billion (8.6%)
Higher Education
$0.81 billion (5.8%)

Budgeted

Budgeted
SalaryBenefits
Public Education

$1.26 billion (9.1%)

d

_ Total FY 2007
Prepared by: Mas;azheogudgetofflce $139 B||||0n

Although the number of personnel the State employs is significant and all
efforts should be made to provide services in the most efficient manner using the
fewest employees possible, the total cost of personal services and benefits,
including public education, is less than 25 percent of total State expenditures. More
than 75 percent of all funds expended by the State are for non-personnel related

items such as debt service; Medicaid payments; road, school, and correctional
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facility construction; social services; Children’s Health Insurance Program; senior
citizen programs and centers; and other items of a service nature.

Indeed, the State of West Virginia provides myriad services to the citizens of
the State, including education, public safety, health, environment, senior services,
judicial, commerce, and other services. Providing the needed services requires
approximately 35,000 employees. Of this number, approximately 10,800 are
employed by colleges and universities and another 11,500 are employed in various
health and public safety areas. The State also funds basic aid to counties for public
education, including salary and benefits for approximately 32,900 public school
teachers and school service personnel.

Finally, many individuals have suggested that the State of West Virginia
would have the ability to enact significant tax cuts if it decided to reduce
governmental programs. Again, the members were tasked with reviewing the
State’s tax system. Although members are aware of the amounts necessary to fund
governmental programs, and have kept those amounts in mind when reviewing the
State’s tax system, it is really beyond the scope of the Project to review and
recommend program cuts as part of this Report. Many individuals suggested that
the State of West Virginia cut programs, but few actually singled out any significant
programs to be eliminated.

The Project members thought it was very important to recognize the State of
West Virginia's recent fiscal discipline in paying down the significant unfunded
accrued liabilities (UAL) of the State. As is common knowledge, this State is
saddled with an extremely low-funded Teachers’ Retirement System, as well as a
significant workers’ compensation debt. By identifying a revenue stream sufficient to
manage the workers’ compensation liabilities, and by using one-time surplus dollars
to pay down debt in the Teachers’ Retirement System (as well as the State’s
additional pension systems), the State has saved hundreds of millions of future
taxpayer dollars over the next few decades. In so doing, the State has prudently
directed current revenue collections to provide more long-term flexibility with respect
to taxation and spending. The following chart is indicative of the significant sums of
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money appropriated by the Legislature to pay down long-term debt for the State’s
retirement systems:

CHART 4

UNFUNDED RETIREMENT LIABILITIES

(In Millions)
Surplus

System UAL %Funded  Contributions *
Teachers Retirement System $408.4

7/1/2003 5,052.9 19.1%

7/1/2004 5,013.3 22.2%

7/1/2005 4,990.4 24.6%
Public Safety Plan A $294.0

7/1/2003 348.5 22.2%

7/1/2004 344.0 25.6%

7/1/2005 124.0 74.4%
Judges Retirement System $0.0

7/1/2003 43.9 54.6%

7/1/2004 22.2 74.1%

7/1/2005 15.8 82.6%

* Will save $700+ million over the life of the retirement plans

Again, these unprecedented efforts to address the unfunded liabilities in the
various State retirement systems have resulted in additional contributions or
appropriations in excess of $700 million to those accounts as of May 2006. All of the
additional funding has taken place since April 2005, using surplus funds from the
General Revenue Fund, generated from a stronger than anticipated economy, and
Lottery proceeds. The surplus funding available was not used to enlarge existing
programs or to create new programs, but was used almost exclusively to assist in
reducing the unfunded liability, thereby saving the taxpayers an estimated additional

$700 million in future payments.
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VI.  Analyzing West Virginia’s System of Taxation

Members of the Tax Modernization Project divided into subgroups to focus on
four main areas of taxation in West Virginia: Business Taxes, Personal Taxes,
Property Taxes and Local Government Finance, and the State Road Fund. Each
group was tasked with comprehensively reviewing the applicable taxes and fees and
providing recommendations for change, as well as identifying areas for further study.
The members of the Tax Modernization Project hope that this Report takes the first
significant steps toward modernization and provides a blueprint for further analysis.
The Tax Modernization Project members know that much work remains to be done
and this Report is simply a starting point for continued analysis. Engaging in a
comprehensive review of a tax system and making proposals to correct all issues
related to that system takes significant time, energy, effort, and resources. It also
takes a judicious approach to realizing what can be accomplished and what
necessitates further study before modifications can be successfully implemented.
Members of a recent study in the Commonwealth of Virginia made comments which
echo the thoughts of members of this Tax Modernization Project:

While this [Project] endeavored to consider during the course
of its study each of the issues referred to it for consideration,
not all are the subject of recommendations subsequently found
in this report. Time constraints and inadequacy of available
data precluded our ability to offer recommendations on all
[issues]. The issues submitted to this Commission for
consideration were too consequential for our submission of
recommendations where the potential ramifications could not
be examined to our satisfaction. Alternatively, the
recommendations that are presented in this report rest upon
our judgment that they are substantiated by relevant evidence
and that they clearly serve the interest of the [State] and its
citizenry.**®

With those thoughts in mind, the following are the conclusions, recommendations,

and areas identified for further study by each of the four subgroups. Finally, please

note that an additional chapter has been added, relating to the Consumers Sales

136 Report on the Commission on Virginia’s State and Local Tax Structure for the 21

Century.
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and Service Tax and excise taxes. Each subgroup considered various portions of
the Consumers Sales and Service Tax and excise taxes as they related to the

particular group. Recommendations were then compiled into the following Chapters.
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VIl. Personal Income Tax
A. Introduction

Before proceeding into the specific proposals of the members of the Personal
Income Tax Subgroup, it is important to note a few aspects of the West Virginia’'s
Personal Income Tax. As previously mentioned, the Personal Income Tax was
enacted in 1961. It is a significant source of revenue for the State of West Virginia.
Almost $1.3 billion was collected during Fiscal Year 2006 through the Personal
Income Tax. That amounted to over 35 percent of all collections for the General
Revenue Fund.

West Virginia’s Personal Income Tax is imposed on West Virginia taxable
income of resident individuals, estates, and trusts, regardless of where their income
is earned. Nonresident individuals, estates, and trusts are also subject to this tax on
income from West Virginia sources. Most taxpayers who file Personal Income Tax
returns file only one return per year. Only those individuals who have non-wage
income must file quarterly returns and pay estimated taxes.

The West Virginia Personal Income Tax is based on federal income tax law.
Specifically, any term used under West Virginia law for purposes of the Personal
Income Tax has the same meaning as when used in a comparable context in federal
income tax law unless a different meaning is clearly required. Moreover, the
computation of West Virginia taxable income begins with federal adjusted gross
income. Using that figure as a baseline, specific increasing and decreasing
modifications required by West Virginia law are then applied. Federal adjusted
gross income is modified by several increasing and decreasing adjustments for West
Virginia Personal Income Tax computation purposes.™’

Taxpayers are entitled to a Personal Income Tax exemption in the amount of
$2,000 for each federal income tax exemption to which the taxpayer is entitled for

the taxable year. A husband and wife who file a joint federal return, but separate

187 For a summary of these increasing and decreasing modifications, see The Forty-

Sixth Biennial Report of the State Tax Commissioner of West Virginia.
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West Virginia returns, may each claim only the exemptions to which they would have
been entitled as individuals if they had filed separate federal returns. A surviving
spouse is allowed one additional $2,000 exemption for two taxable years following
the year of the death of his or her spouse. Those claimed as dependents on
another's return are entitled to a $500 exemption. Estates and trusts are allowed
only one $600 exemption. With the exception of those who are married but filing
separately, all taxpayers with federal adjusted gross income of $10,000 or less may
claim an exclusion for earned income of up to $10,000 per year. Married filing
separate taxpayers, with federal adjusted gross income of $5,000 or less, may claim
an exclusion for earned income of up to $5,000.

Personal Income Tax rates differ with each taxable income category.
Although the rates increase as taxable income increases, each rate is independent
of every other rate. For example, for an individual taxpayer, an income of $24,000
falls into the over $10,000, but not over $25,000, category. However, only $14,000,
or the amount by which the income exceeds $10,000, is taxed at the four percent
rate. The tax liability for the first $10,000 is $300. The tax rate tables follow.
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TABLE 1
Single, Head of Household, and Married Filing Jointly Returns
Taxable Income Tax Liability
Over Bgtv'::)t Plus of gégtr—:-ss
$0 $10,000 $0.00 3.0% $0
10,000 25,000 300.00 4.0% 10,000
25,000 40,000 900.00 4.5% 25,000
40,000 60,000 1,575.00 6.0% 40,000
60,000 2,775.00 6.5% 60,000
TABLE 2
Married Filing Separate Returns
Taxable Income Tax Liability
Over BgtVI;I;)t Plus of gégtr—:-ss
$0 $5,000 $0.00 3.0% $0
5,000 12,500 150.00 4.0% 5,000
12,500 20,000 450.00 4.5% 12,500
20,000 30,000 787.50 6.0% 20,000
30,000 1,387.50 6.5% 30,000

Once the amount of tax liability is determined using the above rates, West

Virginia provides certain credits against tax liability. If certain conditions are met, a

West Virginia resident may be entitled to a credit because of income tax imposed by

another state, but not for taxes imposed by any city, township, borough, or political

subdivision of a state. Likewise, some credit may be granted to nonresident West
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Virginia taxpayers when income they receive from West Virginia sources is also
subject to income taxation by their state of residence, provided their state has
entered into a written reciprocal agreement with West Virginia. Third, a one-time
credit against Personal Income Tax liability is allowed for non-family adoptions. The
credit is equal to $2,000, which may be taken in the year of the adoption of each
non-family child who, at the time of the adoption, is under 18 years of age.

A tax credit is also available for certain low-income taxpayers who are eligible
for the Homestead Exemption for property tax purposes. The tax credit is based on
the amount of ad valorem property taxes paid on the first $10,000, or portion thereof,
of the taxable assessed value over the $20,000 Homestead Exemption. In order to

qualify for the credit, the taxpayer must meet all of the following criteria:

(A) He or she must incur and pay a property tax
liability on the Homestead Exemption eligible
home;

(B) His or her federal adjusted gross income must
meet the low income test, and

(C) He or she must file a document to verify the
annual income and the amount of the credit.
Importantly, “low income” is defined as federal adjusted gross income for the year
that is 150 percent or less of the federal poverty guideline for the corresponding

household size for the year.**

138 Several additional tax credits may be available to some taxpayers. These include the

Economic Opportunity Tax Credit, the Strategic Research and Development Tax Credit, the
Historic Rehabilitated Buildings Credit, the Credit for Qualified Rehabilitated Residential
Building Investment, the West Virginia Capital Company Credit, the Military Employment
Incentive Credit, the Neighborhood Investment Credit, and the Environmental Agricultural
Equipment Credit. Taxpayers that had gained entitlement to the Alternative-Fuel Motor
Vehicles Credit as of June 2006 may continue to use the credit. A similar situation is true for
taxpayers that had gained entitlement to the Business Investment and Jobs Expansion
Credit. Those taxpayers who had placed qualified investment into service or use prior to
January 1, 2003, may continue to use the credit.
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The Personal Income Tax Subgroup believes that West Virginia’'s Personal
Income Tax has a number of favorable characteristics. First, because the tax is
based on the federal income tax system, it is relatively easy to enforce and, as a
general matter, easy to administer when compared with most other taxes.**® And
second, West Virginia is in the majority of states in using federal adjusted gross
income as the starting point of taxation. Therefore, any proposed changes to West
Virginia’s Personal Income Tax structure should continue to use federal adjusted
gross income as the starting point for the calculation of Personal Income Tax, as
does the current Personal Income Tax structure.

The current Personal Income Tax structure also produces relatively
competitive tax liabilities when compared to those of surrounding states, and the
current top marginal rate is competitive as well.'*® The following chart indicates that
West Virginia's Personal Income Tax is competitive at most income levels with other

states.

139 There is a potential drawback to the linkage to the federal income tax system. As the

1999 Commission on Fair Taxation concluded: “[Clhanges in the federal income tax system
can cause problems with the stability and predictability of revenues produced by the State
system. Moreover, realization of a potential overhaul of the federal system might create the
need for a massive revision of the State system in order to maintain necessary revenues.”
1999 Commission on Fair Taxation Report at 2-53.

140 For additional information concerning personal income tax rates across the country,
see Appendix D to this Report.
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TABLE 3

AVERAGE STATE AND LOCAL INCOME TAX DEDUCTION-2003
SOURCE: IRS-Statistics of Income

Average $39,000 $61,000 $86,000 $131,500

Income Income Income Income Income
Tax Tax Tax Tax Tax

STATE Deduction Deduction Deduction Deduction Deduction
NEW YORK $8,130 $2,221 $3,642 $5,116 $8,851
CALIFORNIA 6,638 1,398 3,014 3,993 7,703
MARYLAND 6,053 2,346 3,805 5,451 8,632
KENTUCKY 5,112 2,430 3,816 5,362 8,157
NORTH CAROLINA 4,930 2,022 3,267 4,766 7,812
OHIO 4,913 2,037 3,321 4,896 8,158
VIRGINIA 4,726 1,680 2,720 3,959 6,530
WEST VIRGINIA 4,614 1,708 2,779 4,199 7,104
PENNSYLVANIA 3,974 1,773 2,652 3,650 5,559
AVERAGE ALL
STATES $5,085 $1,725 $2,833 $4,007 $6,738

Because the Personal Income Tax rates in West Virginia are competitive, the
Personal Income Tax Subgroup does not recommend an increase in the top
marginal rate, as it could hinder capital formation. Finally, as previously referenced,
the Personal Income Tax generates over 35 percent of the State’s general revenue
fund dollars. This Subgroup recommends that the revised Personal Income Tax
structure should generate roughly as much revenue as the current Personal Income
Tax structure, so that the State has the ability to continue to balance its budget.
Despite several positive aspects of the Personal Income Tax, there is
significant improvement to be made. The Personal Income Tax Subgroup’s review
of the Personal Income Tax structure has led to the identification of four primary

objectives for West Virginia Personal Income Tax modernization:
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1. West Virginia’s Personal Income Tax changes
should relieve families with income below federal
poverty guideline from an income tax liability.

2. To the extent allowed by Federal law, personal
income tax changes should provide equitable tax
treatment to all pensioners, regardless of the source
of their pension.

3. The “marriage penalty” *** inherent in the current

Personal Income Tax structure should either be

reduced or eliminated.

4. The State should continue efforts to simplify the
Personal Income Tax.

B. Recommendations

Based on these objectives, the Personal Income Tax Subgroup developed

both short-term and long-term proposed Personal Income Tax changes:
1. The Family Tax Credit

One of the significant problems with the Personal Income Tax relates to the
taxation levels of low income individuals and families. Two aspects of the tax
highlight this problem. First, the $2,000 personal exemption has not been changed
in 20 years and the “effects of inflation have diminished the relief the exemption is
designed to provide.”**?> The Legislature, in 1996, attempted to rectify this inequity
by enacting a provision that exempted from income tax the earned income of
taxpayers whose federal adjusted gross income was $10,000 or less.  Similar to
the conclusions of the 1999 Commission on Fair Taxation, the Personal Income Tax

Subgroup believes that this exemption level is too low and, contrary to its intended

141 A so called “marriage penalty” occurs where, under a bracketed progressive tax

structure, the combined income of a married couple reaches a higher tax bracket than the
brackets that would apply if the tax were imposed on two single individuals filing separately
with the same combined income.

142 1999 Commission on Fair Taxation at 3-101.
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purpose, the exemption benefits “individuals who work part-time or have seasonal
employment and not the working poor.”*** Moreover, the $10,000 threshold creates
a rather high marginal rate in that a taxpayer who earns just under $10,000 owes no
tax, while a taxpayer that earns just over $10,000 is faced not only with full taxation
on the amount of income over $10,000, but also on the first $10,000 dollars of
income as well.

To cure this problem, the Personal Income Tax Subgroup recommends that
the State implement an indexed family tax credit, based on family size and federal
poverty guidelines, to eliminate West Virginia Personal Income Tax on families with
incomes below the federal poverty guideline. The Personal Income Tax Subgroup
recommends the creation of an indexed tax credit modeled after a similar program in
Kentucky. The credit would be available to lower income individuals and families,
and the credit would phase out as modified federal adjusted gross income** levels
rise. This credit would affect 100,000 West Virginians, but would cost the General
Revenue Fund approximately $20 to $24 million. The indexed family tax credit
would eliminate West Virginia Personal Income Tax on families with incomes below
the federal poverty guideline.

The federal poverty guideline is based on family size, and is adjusted each
year by federal authorities. The following table shows the federal poverty guideline
for 2006.

143 |d
1a4 Modified federal adjusted gross income is equal to federal adjusted gross income,
plus any increasing West Virginia modifications, and any tax exempt interest income
reported on the federal tax return.
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TABLE 4

2006 Federal Poverty Guidelines'®

Number of Federal Exemptions Income Level

$9,800
13,200
16,600
20,000
23,400
26,800
30,200

8 33,600
For each additional person, add 3,400

~N (O (0| W N

Starting at the dollar amount of the federal poverty guideline applicable to the
taxpayer’'s family size, the taxpayer gets a 100 percent credit against the West
Virginia Personal Income Tax for modified federal adjusted gross income equal to or
below the federal poverty guideline. The amount of credit decreases by 10 percent
for each $300 of modified federal adjusted gross income that is above the federal
poverty guideline, until the credit reaches zero.

145 Federal Register, Vol. 71, No. 15, January 24, 2006, pages 3848-3849.
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The following tables show the relief that the proposed Family Tax Credit
would provide:
TABLE 5

Personal Income Tax — Family Tax Credit
Tax Proposal Impact on Hypothetical Taxpayers

Married Couple with 2 Children and Income at Federal Poverty Guideline

Current Family

Law Credit

Exemptions 4 4
Federal Adjusted Gross Income $20,000 $20,000
Additions to Income $0 $0
Subtractions from Income $0 $0
West Virginia Adjusted Gross Income $20,000 $20,000
Low-Income Earned Income Exclusion $0 $0
Exemptions ($2,000 per exemption) $8,000 $8,000
Taxable Income $12,000 $12,000
Tax Before Credit* $382 $382
Credit Phase-out Factor n/a 100%
Credit n/a $382
Tax Due $382 $0
Tax Change Under Family Credit -$382

TABLE 6
Single Parent with 2 Children and Income at Federal Poverty Guideline

Current Family

Law Credit

Exemptions 3 3
Federal Adjusted Gross Income $16,600 $16,600
Additions to Income $0 $0
Subtractions from Income $0 $0
West Virginia Adjusted Gross Income $16,600 $16,600
Low-Income Earned Income Exclusion $0 $0
Exemptions ($2,000 per exemption) $6,000 $6,000
Taxable Income $10,600 $10,600
Tax Before Credit* $326 $326
Credit Phase-out Factor n/a 100%
Credit n/a $326
Tax Due $326 $0
Tax Change Under Family Credit -$326

* Tax from Tax Tables
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This credit would be superior to the current $10,000 earned income exclusion
because the value of the credit rises as family size increases. Under the indexed tax
credit structure, the taxpayer is no longer abruptly subject to full taxation beginning
with the first dollar of income above the $10,000 earned income exclusion cut-off
point. Moreover, under the Personal Income Tax Subgroup’s proposal, the amount
of the credit would be adjusted each year to reflect changes in the federal poverty

guideline.
2. The Personal Income Tax Alternative Minimum Tax

The Personal Income Tax Subgroup recommends repeal of the State
Personal Income Tax alternative minimum tax provisions. Under West Virginia law,
West Virginia’s personal income is also subject to an alternative minimum tax.
Specifically, the West Virginia Code imposes a minimum tax, which is the “excess, if
any, by which an amount equal to 25 percent of any federal minimum tax or
alternative minimum tax for the taxable year exceeds the sum of the primary tax and
the temporary surtax imposed by this section for the taxable year.”**® Thus, this
provision guarantees that liability for Personal Income Tax must be equal to at least
25 percent of any federal minimum tax or alternative minimum tax for the taxable
year. If a person’s West Virginia Personal Income Tax liability does not equal the
25 percent minimum, then the minimum tax for West Virginia purposes becomes
25 percent of that federal minimum or alternative minimum tax.

As of today, only a few taxpayers are subject to the alternative minimum tax.
The Personal Income Tax Subgroup has identified a key problem with respect to the
West Virginia minimum tax: it is tied to the federal government’s alternative
minimum tax. Because the federal government’'s alternative minimum tax is not
adjusted for inflation, more and more taxpayers at the federal level are becoming

subject to this tax. Accordingly, more and more citizens of West Virginia will become

146 W. Va. Code § 11-21-3(a)(3) (2005). This alternative minimum tax was made
effective on April 1, 1983, as part of the Personal Income Tax increases necessary to meet
budget deficits that year. Id. at 11-21-3(a)(4).

;ﬁil3¥”::
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subject to this alternative minimum tax, and it could grow to apply to West Virginia
citizens of only average incomes. The Personal Income Tax Subgroup, therefore,
believes that the alternative minimum tax should be repealed. This is a tax
simplification measure that will continue to ensure the progressive nature of West

Virginia’s Personal Income Tax and will cost the State approximately $1 million.
3. Senior Citizens’ Personal Income Tax Credit for Property Tax

In the Report by the 1999 Commission on Fair Taxation, the Commission
recognized not only the plight of the working poor, but also the burdens on
individuals above the age of 65 and those with permanent and total disabilities.
Specifically, those individuals may have limited capacity to earn additional income
(or may be on a fixed income), yet must shoulder additional expenses, particularly
with respect to medical care and transportation.*”  This problem can be
compounded if property in the area in which the eligible citizen lives increases in
value, thereby causing an increase in ad valorem real property taxes.

In 2001, the Legislature responded to this problem and enacted legislation
providing for the Senior Citizens' Tax Credit for Property Tax paid on the first
$10,000 of taxable assessed value of a homestead in West Virginia. The credit is
essentially a refundable credit applied against the Personal Income Tax liability for
ad valorem property taxes paid on the first $10,000 of taxable assessed value of a
homestead in this State. To provide some form of relief to senior citizens that may
be faced with this problem, the Personal Income Tax Subgroup proposes that this
credit be expanded by increasing the amount of credit to an amount equal to the
amount of property taxes paid on “up to” the first $20,000 of taxable assessed value.
The following tables provide hypothetical examples of the relief provided by this
proposed modification:

1471999 Commission on Fair Taxation at 2-35. The 1999 Commission on Fair Taxation

recommended the following “to relieve the burden of the tax on low-income families and the
aged: avanishing tax credit based on the poverty level that would apply to the working poor
and the elderly alike.” 1d.

/114, =
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TABLE 7

Senior Citizens Tax Credit for Property Taxes Paid —
Credit for Tax Paid on First $20,000
Above Homestead Exemption

Tax Proposal Impact on Hypothetical Taxpayers

Homeowner in Rural Kanawha County

Current Proposed
Law Law
Residence Appraised Value $100,000 $100,000
Assessed Value at 60% $60,000 $60,000
Homestead Exemption Deduction $20,000 $20,000
Taxable Assessed Value $40,000 $40,000
Levy Rate (cents /$100) 120.08 120.08
Local Property Tax Paid $480 $480
Senior Citizens Income Tax Credit for Property Tax Paid $120 $240
Net Tax Effect $360 $240
Tax Change Under Proposal -$120
TABLE 8
Homeowner in Charleston
Current Proposed
Law Law

Residence Appraised Value $100,000 $100,000
Assessed Value at 60% $60,000 $60,000
Homestead Exemption Deduction $20,000 $20,000
Taxable Assessed Value $40,000 $40,000
Levy Rate (cents /$100) 145.34 145.34
Local Property Tax Paid $581 $581
Senior Citizens Income Tax Credit for Property Tax Paid $145 $291
Net Tax Effect $436 $290
Tax Change Under Proposal -$146

Some may suggest that the appropriate mechanism with respect to ad

valorem real property taxes would be to provide relief at the local level instead of
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forcing the individual to pay the tax at the local level and then seek a credit.
However, to prevent local jurisdictions from suffering lower net property tax revenues
resulting from offset of property taxes at the local level by a tax credit, a credit
against Personal Income Tax is the chosen alternative. Also, for administrative
ease, the Personal Income Tax Subgroup would establish eligibility for the credit at a
minimum of ten dollars. This small threshold would eliminate issuance of de minimis
tax credits that exceed certain basic costs of administration of this program by the

State. The cost of this expansion is approximately $2.5 million.
4, Withholding Tax Changes

The Personal Income Tax Subgroup believes that an administrative change is
necessary. Most joint filer taxpayers use the income tax withholding tables for single
filers instead of the two-earner table. This causes the amount withheld from
taxpayers to fall short of actual tax due at the end of the year. The Personal Income
Tax Subgroup proposes that the State Tax Department administratively replace the
current income tax withholding tables for joint filers with the two-earner table. This is
not a tax increase, and the taxpayer may still opt for the lower withholding option.
By implementing this change, the year-end Personal Income Tax bill for taxpayers
will decrease, and fewer taxpayers will pay a significant amount of taxes to the State

on April 15 of each year.
5. Withholding Compliance Mechanisms

West Virginia law currently provides that “a partnership, S corporation, estate
or trust, which is treated as a pass-through entity for federal income tax purposes
and which has taxable income for the taxable year derived from or connected with
West Virginia sources any portion of which is allocable to a nonresident partner,
nonresident shareholder, or nonresident beneficiary, as the case may be, shall pay a
withholding tax” for Personal Income Tax purposes.’*® Our law also provides that

‘the amount of withholding tax payable by any such partnership, S corporation,

148 W. Va. Code § 11-21-71a (2005).




Chapter Vi

estate or trust,” is only 4 percent of “the effectively connected taxable income of the
partnership, S corporation, estate or trust, as the case may be, which may lawfully
be taxed by this State and which is allocable to a nonresident partner, nonresident
shareholder, or nonresident beneficiary of a trust or estate.”**® The withholding rate
for such non-residents is therefore below the maximum tax rate of 6.5 percent. The
Personal Income Tax Subgroup believes that, as a compliance measure, the
withholding rate should be increased from 4 percent to 6.5 percent. It is important to
note that this measure is not a tax increase. It is instead an enforcement measure
designed to ensure that non-residents who derive income attributable to West
Virginia pay their fair share. As always, the taxpayer can file a return and obtain a
refund of any amount withheld in excess of the taxpayer’s liability for the year.
Additionally, the Personal Income Tax Subgroup recommends applying
Personal Income Tax withholding provisions at the 6.5 percent rate to capital gains
on non-residents’ transfers of West Virginia real estate. This is a compliance
measure designed to ensure that the State of West Virginia receives the appropriate
level of taxation from such income earned related to the transfers of West Virginia
real estate. For administrative ease, the taxpayer would be provided with an option
to not file a Personal Income Tax return if that individual has no other source of West
Virginia income. And of course, the taxpayer can file a return and obtain a refund of

any amount withheld in excess of the taxpayer’s liability for the year.
6. The Rehabilitated Residential Building Investment Credit

The Rehabilitated Residential Building Investment Credit is allowed for
rehabilitation of owner-occupied certified historic residential structures. An individual
is allowed to take as a credit 20 percent of eligible rehabilitation expenses incurred
in rehabilitating a certified historic residential structure.

The Tax Modernization Project recommends that the Rehabilitated
Residential Building Investment Personal Income Tax credit should be eliminated.

The credit has a significant administrative burden: The Division of Culture and

149 Id. at 11-21-71a(b)(1).
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History must review and approve all rehabilitation expenditures for the credit. A
review by the State Tax Department reveals that the credit has only been “somewhat

effective.”**°

This proposed modification by the Tax Modernization Project
constitutes a realignment of State tax credit policy to cause a more effective and
more targeted credit structure, and it also represents a tax simplification measure.

Elimination of this tax credit would save approximately $1 million.
7. Issues for Further Study and Analysis

In addition to the changes referenced above which may be implemented in
the immediate phases of tax modernization, the Personal Income Tax Subgroup has
also identified several areas that need additional study and refinement before
implementation. These changes would be considered for the later phases of tax
modernization.

The first order of business for the long-term phase of study for the Personal
Income Tax is further consideration and potential implementation of a reduction in
the number of tax brackets and a change in the overall rate structure. Such a move
would have several beneficial aspects. First, a reduction of this sort would provide
simplification by reducing the number of brackets into which a Taxpayer may be
categorized. Second, West Virginia’'s Personal Income Tax structure currently
contains a marriage penalty. By realigning tax brackets as described above, the
maximum marriage penalty could be reduced if there were fewer tax rate brackets
and a narrower difference between the lowest and highest marginal tax rate. The
marriage penalty could potentially be further reduced or eliminated through a tax rate
convergence (similar to the tax bracket realignment described above), or through the
creation of a two-earner couple tax credit based upon a calculation associated with
the second income, or through a combination of both. The Personal Income Tax

Subgroup will investigate mechanisms to further reduce the “marriage penalty.”

150 Analysis and Recommendations for West Virginia Tax Incentives, West Virginia

Department of Tax and Revenue and West Virginia Development Office (January 9, 2002).
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Finally, the Tax Modernization Project suggests investigating mechanisms to
provide equitable treatment of all public and private pension income under the
Personal Income Tax. Under current State law, several pensions receive favored
status. Such an array of retirement benefit exclusions from income causes
significant problems. First, the exclusions are based upon the source of income
among retirees.  As the 1999 Commission on Fair Taxation concluded: “By
providing discriminatory exclusions, the present Personal Income Tax structure has
created inconsistencies not only among public employees, but also among retirees
in general.”*>* Additionally, with varying requirements, the exclusions are difficult for
the State Tax Department to administer. Finally, “as the population in West Virginia
ages, more taxpayers will become eligible for these exclusions, thus providing
further erosion of the tax base.”**?> Accordingly, the Personal Income Tax Subgroup
recommends that pension income exclusions and related retirement income
exclusions be the subject of long-term study.

Finally, the Personal Income Tax Subgroup believes that the Personal
Income Tax structure should be reviewed to determine whether additional
mechanisms can be established which will ensure that the taxable income received
by non-residents that is attributable to West Virginia is properly collected on income

such as royalties and related income.

151 1999 Commission on Fair Taxation Report at 3-101.

152 1999 Commission on Fair Taxation Report at 2-68.







Chapter VIII

Business Taxes







Chapter VII

VIlIl. Business Taxes
A. Introduction

As a result of economic globalization, capital now migrates more easily than ever
before, and it migrates to those geographic areas with the greatest potential for return
on investment. The current West Virginia tax structure on businesses, however,
creates artificial barriers that prevent the flow of capital into West Virginia. This, in turn,
hinders the growth and development of the West Virginia economy. Specifically, the
West Virginia tax structure places a much heavier burden on business capital, and on
business in general, than other states’ structures impose on their respective
enterprises.

As previously mentioned in the Historical Perspective, West Virginia's State and
local tax structure was largely established during the midst of the Great Depression.
During that era, the major objective of enacting and implementing tax changes was to
reduce the property tax burden on farmers and homeowners. The Tax Limitation
Amendment of 1932 largely accomplished this objective by shifting the tax burden away
from farms and homeowners to business personal property and businesses in general.

This property tax change coincided with a significant shift from local government
financial control to State financing of most government services. To pay for these
services and to compensate for the real property limitations embedded in the
Constitution, State taxes were drastically increased. For example, the State
Consumers Sales and Service Tax was created in 1934, and the State Business and
Occupation Tax burden (i.e., the broad tax on business gross receipts) was increased
by more than six fold to raise sufficient revenues. Thus, during the 1930s, property

taxes on businesses and State taxes were significantly increased.
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In contrast to low property taxes on houses and farms, the typical tax burden on
industrial personal property is significantly above the median state level. Moreover,
municipal business and occupation taxes are in place primarily to compensate for the
lack of significant local property tax revenues for municipalities. Thus, businesses
are bearing a large portion of the burden necessitated by reduced real property taxes.
A comparison of property tax burden, using information from a Minnesota Taxpayers
Association study, also indicates a significantly higher than median level of tax burden
on business personal property, particularly business inventory property and industrial
personal property.'*>

It is also important to note that, since 1932, the State’s taxes on business have
been dramatically altered. Primarily, in 1987, the State of West Virginia repealed its
Business and Occupation Tax for most business activities. The State, however,
replaced the Business and Occupation Tax with alternative sources of business tax
revenue. Those changes did not reduce the overall burden on capital formation. In
fact, according to the results of a comparative analysis of state and local tax burden on
business, West Virginia's combined Corporation Net Income Tax and Business
Franchise Tax burden, as a share of private sector gross state product, is roughly 70
percent greater than the average state. A comparison using hypothetical taxpayers
illustrates a tax burden that is roughly 70 percent greater then the median tax burden
imposed by surrounding states.*>*

In summary, the comparative tax burden studies indicate that current tax policy
greatly favors investment in residential property over business capital formation. As
a possible consequence, the resident population level is high relative to economic
activity in West Virginia.

Based on these facts, the Business Tax Subgroup has identified key objectives
regarding business tax policy in West Virginia.  First, and foremost, the goal of

modernizing the tax system should be to reduce the tax burden on capital formation

153

2003).

Minnesota Taxpayers Association, 50-State Property Tax Comparison Study (May

124 For these comparisons, see Appendix E.
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and job creation. The reduction of the tax burden on such capital formation will
promote long-term growth and will allow West Virginia’'s economy to compete with
surrounding states as well as on a global scale.

In addition to reducing the tax burden on capital formation and job creation, the
second goal should be to reduce compliance costs and promote a friendlier tax
environment. This simplification, which can be accomplished through the elimination of
certain “nuisance taxes,” has the added bonus of simplifying the administration of the
tax system and, in turn, allows the State Tax Department to be a more responsive and
better service provider. The third goal identified by the Business Tax Subgroup is the
elimination of certain tax loopholes and credits. By eliminating ineffective or inefficient
tax credits, the State will broaden the tax base and allow for an overall reduction in tax
on business capital formation.

Although business taxes certainly would include certain local property taxes, it is
important to note that this section addresses only certain State taxes and licensing fees.
Local property taxes have been left to the Property Taxes and Local Government
Finance Chapter of this Report. The following taxes, fees, and related tax incentives
and credits — all of which apply to businesses — have been reviewed: (1) Business
Franchise Tax; (2) Corporation Net Income Tax; (3) Business Registration Tax; (4)
Corporate License Tax; (5) Attorney-in-Fact Fee; (6) State Business and Occupation
Tax; (7) Telecommunications Tax; (8) Health Care Provider Tax; (9) various
severance taxes; and (10) various credits.

The Business Tax Subgroup has developed several recommendations that
may be implemented immediately in the initial phase of tax modernization to reform
the business tax structure in West Virginia. Additionally, the Subgroup has set forth
several goals toward which the State should strive during the latter phases of Tax

Modernization.
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B. Recommendations
1. The Business Franchise Tax and the Corporation Net Income Tax
a. Introduction

The State of West Virginia imposes two primary business taxes: the
Corporation Net Income Tax and the Business Franchise Tax. In Fiscal Year 2006,
these two taxes combined to produce almost $350 million for the State’s General
Revenue Fund. In terms of percentages, the Corporation Net Income Tax and the
Business Franchise Tax accounted for almost nine and one-half percent of the total
collections for the General Revenue Fund. Both taxes have been a significant focus
of the Tax Modernization Project, and much of the public input concerning business
taxes was directed at them. As explained below, the Business Tax Subgroup

believes that both taxes are in need of significant change.
(A)  The Business Franchise Tax

The Business Franchise Tax, created in 1987 as a replacement for the State
Business and Occupation Tax, is a tax on the privilege of engaging in business in
West Virginia. It applies widely to a plethora of entities. Specifically, all partnerships
and corporations, including S corporations, are subject to the Business Franchise
Tax. Moreover, the Business Franchise Tax applies to all domestic corporations,
corporations that have a commercial domicile in West Virginia, and foreign or
domestic corporations or partnerships that own or lease real or tangible personal
property or do business in West Virginia.

When initially established in 1987, the Business Franchise Tax rate was
established at 0.55 percent of apportioned net equity or $50, whichever is greater.
In 1989, the rate was increased to 0.75 percent. In the 1990s, the rate was reduced
to its current rate of 0.70 percent. The $50 minimum alternative remains in place
today.

The Business Franchise Tax is essentially a tax on net equity. In West

Virginia, net equity is generally defined as the average annual value of capital stock,
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paid-in surplus, and retained earnings, as reflected within the federal balance sheet of
the corporation or partnership. More specifically, for corporations, the measure of the
tax is their capital.’> With respect to apportionment and the Business Franchise
Tax, corporations subject to taxation in West Virginia and one or more other states
must use a three-factor apportionment formula to determine the portion of total
capital subject to taxation in West Virginia. The three factors consist of property,
payroll, and sales. The sales factor is given a 50 percent weight while the other two
factors each receive a weight of 25 percent. Special apportionment rules apply to
multi-state financial organizations as a one-factor customer location gross receipts
factor is applied to apportion the tax base of such organizations.**®

West Virginia is one of only ten states imposing both a franchise tax based upon
net equity and a net income tax on corporations, and the 0.7 percent tax rate on net

equity is the highest in the country.’®” The tax may discourage capital formation in

195 These items of capital are taken from Schedule L of the corporation's federal form

1120 or the partnership's federal form 1065, as filed with the Internal Revenue Service for
the taxable year.

156 In addition to the entities that are exempt from the Business Franchise Tax, the State
has a variety of credits against the Business Franchise Tax. Specifically, taxpayers subject
to the State Business and Occupation Tax may take a credit equal to the amount of West
Virginia Business Franchise Tax liability multiplied by the percentage that gross income
subject to Business and Occupation Tax is of total West Virginia gross receipts.

Additionally, a parent corporation may take credit for its proportional share of Business
Franchise Taxes paid by a partnership in which it is a member or by a subsidiary corporation
if a consolidated return is not filed.

Moreover, the West Virginia Code provides for a variety of other tax credits that may
be applied against Business Franchise Tax liability in some cases. These include the
Economic Opportunity Tax Credit, the Manufacturing Investment Tax Credit, the Strategic
Research and Development Credit, the Industrial Expansion and Revitalization Credit for
electric power producers, the West Virginia Capital Company Credit, and the Neighborhood
Investment Program Credit. Taxpayers that gained entitlement to the Business Investment
and Jobs Expansion Credit, the Industrial Expansion and Revitalization Credit, the
Residential Housing Development Projects Credit or the Research and Development Credit
prior to January 1, 2003, may continue to use those credits until they are exhausted or
otherwise expire.

157 Those states include Pennsylvania, Massachusetts, Alabama, South Carolina,
Louisiana, Mississippi, Tennessee, North Carolina and Oklahoma.

127,/ =
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this State, and may be a detriment to expanding West Virginia’s economy. It is also
subject to some manipulation and can arguably be an inequitable tax.
The 1999 Commission on Fair Taxation aptly summed up the problems

associated with the Business Franchise Tax:

[T]he business franchise tax is clearly an anti-growth, anti-

capital formation tax especially for small firms.

Furthermore, the relatively high rate decreases the state’s

competitive position and apportionment is difficult. The

business franchise tax is not based on the ability to pay and

does not embody the value of the benefits received. Lastly,

extensive enforcement problems persist due to the ability of

taxpayers to manipulate the tax base to avoid the tax.**®
Finally, in comparison with other states with similar taxes (e.g., North Carolina and
Tennessee), the West Virginia tax base is more narrowly defined and does not
include borrowed capital. Thus, net equity is taxed but debt is not. This narrow tax
base results in some degree of inequity between similarly situated business entities and
it encourages entities to use debt financing over equity financing.

At public meetings throughout the State, business representatives singled out
the Business Franchise Tax as the most unfair State level tax on business.
Complaints against the Business Franchise Tax centered upon three or four major
themes. The tax applies regardless of whether a business makes a profit or suffers a
loss. The tax is a disincentive to capital investment, particularly equity investments, in
the State. Our border states, with the exception of Pennsylvania, do not impose such a
tax. Certain businesses may largely avoid this tax through tax planning maneuvers.
Finally, and of great significance, the majority of business responses in both public
forums and on the Informational Questionnaire favor a more aggressive approach to
reduction in the Business Franchise Tax than a reduction in the Corporation Net
Income Tax.

The Business Tax Subgroup recommends reduction in the current Business

Franchise Tax rate, which would reduce the level of taxation on capital investment.

%8 1999 Commission on Fair Taxation at 2-59 to 2-60.
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Providing relief by reducing the Business Franchise Tax would have the effect of
lowering the ultimate tax burden on a broad spectrum of businesses.

Each reduction of 0.1 percentage point of the Business Franchise Tax rate
would result in a reduction in General Revenue Fund collections by approximately
$17 million. Accordingly, a reduction in the tax rate from 0.7 percent to 0.3 percent
would cost roughly $69 million. A smaller reduction in the tax rate to 0.55 percent
would cost roughly $26 million. The Business Tax Subgroup believes that a
responsible reduction in the Business Franchise Tax percent would be beneficial to
businesses across the State. Of course, any reduction in the Business Franchise
Tax must be considered simultaneously with any other changes or reductions
planned for taxes providing revenues for the State.

In the long term, if the State has the ability, this Subgroup believes that the
Business Franchise Tax should ultimately be repealed. The Business Tax Subgroup,
however, does not recommend that the Business Franchise Tax be repealed
immediately. The estimated $120 million yield that would be lost from the complete
repeal of the Business Franchise Tax is far too large for the State’s General Revenue
Fund to absorb and still provide sufficient resources for the State to meet its mandated
expenses.

On this point, the Business Tax Subgroup again would like to emphasize that
fiscal stabilization is a key for future economic growth, and it makes little fiscal sense to
cut business taxes today only to raise the business tax burden tomorrow in some other
fashion. Therefore, when the State has the ability to reduce the Business Franchise
Tax, it should do so. If, however, the State budget is unable to fully absorb a $120
million tax reduction over the long run, but West Virginia policymakers still desire to
repeal the Business Franchise Tax, alternative policies need to be explored to avoid a
repeat of West Virginia’s all too familiar past — a tax reduction followed in one or two
fiscal years by tax increases. As explained below, the Business Tax Subgroup — as
part of its long term goals — will be exploring alternative sources of revenue to replace

the Business Franchise Tax.
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(B)  Corporation Net Income Tax

West Virginia is one of 45 states imposing a net income or equivalent
tax on corporations. Domestic and foreign corporations doing business in West
Virginia, or deriving income from property, activity or other sources within the
State, are subject to the Corporation Net Income Tax. The tax also applies to the
unrelated business income of nonprofit corporations. The Corporation Net Income
Tax is imposed at the rate of nine percent of allocated and apportioned federal
taxable income as modified by West Virginia statute.

A taxpayer may claim deduction for West Virginia net operating loss carry-
overs. In addition, gains from pre-1967 property are excluded from taxation.
Corporations generally use a three-factor apportionment formula to determine the
portion of their total income that is subject to taxation in West Virginia. The three
factors consist of property, payroll, and sales. The sales factor is given a 50
percent weight while the other two factors each receive a weight of 25 percent.
Any factor with a zero denominator is eliminated from the apportionment
computation.

The Business Tax Subgroup has identified several problems with the
Corporation Net Income Tax. The current 9 percent Corporation Net Income Tax
rate is among the highest in the country, sharing the distinction of being tied for
seventh place with New Jersey and Rhode Island, as indicated in the following

table:




TABLE 1
STATE CORPORATION NET INCOME TAX RATES™

TOP MARGINAL TAX TOP MARGINAL TAX RATE
RANK STATE RATE (PERCENT RANK STATE (PERCENT)
1 lowa 12.00% 24 lllinois 7.30%
2 Pennsylvania 9.99% 25 Kentucky 7.00%
3 Dist. Of Columbia 9.98% 25 Maryland 7.00%
4 Minnesota 9.80% 25 North Dakota 7.00%
5 Massachusetts 9.50% 28 Arizona 6.97%
6 Alaska 9.40% 29 North Carolina 6.90%
7 New Jersey 9.00% 30 Montana 6.75%
7 Rhode Island 9.00% 31 Oregon 6.60%
7 West Virginia 9.00% 32 Alabama 6.50%
10 Maine 8.93% 32 Arkansas 6.50%
11 Vermont 8.90% 32 Tennessee 6.50%
12 California 8.84% 35 Hawaii 6.40%
13 Delaware 8.70% 36 Missouri 6.25%
14 Indiana 8.50% 37 Georgia 6.00%
14 New Hampshire 8.50% 37 Oklahoma 6.00%
14 Ohio 8.50% 37 Virginia 6.00%
17 Louisiana 8.00% 40 Florida 5.50%
18 Wisconsin 7.90% 41 Mississippi 5.00%
19 Nebraska 7.81% 41 South Carolina 5.00%
20 Idaho 7.60% 41 Utah 5.00%
20 New Mexico 7.60% 44 Colorado 4.63%
22 Connecticut 7.50% 45 Kansas 4.00%
22 New York 7.50%

159 Federation of Tax Administrators, March 2006. Non-traditional business activity taxes are imposed in Michigan, Nevada, Texas and

Washington. Additionally, Ohio is in the process of phasing out its corporate franchise tax and replacing it with a gross receipts tax.
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With respect to our surrounding states, only Pennsylvania has a higher Corporation
Net Income Tax rate. The high tax burden caused by the high rate for Corporation
Net Income Tax is only compounded by West Virginia’s Business Franchise Tax.
Second, as the Corporation Net Income Tax is only applicable to corporation
entities, it has a significantly narrowed tax base. The proliferation of limited liability
partnerships and limited liability companies instead of corporations has only served
to further narrow its base. While the number of C corporations expected to file
Corporation Net Income Tax returns has actually declined over time, the number of
limited liability companies on the State Tax Department’s Business Master File has
increased by at least 22 percent annually from 1994 to 2006. As shown in the chart
below, limited liability companies now comprise over 10 percent of all active

accounts registered with the State Tax Department.

CHART 1

Limited Liability Company Accounts As a
Percentage of All Accounts
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Additionally, studies have indicated that corporations have been shifting
income from West Virginia into lower tax (or no tax) jurisdictions; thus, the State of
West Virginia is losing a significant amount of revenue through the current tax
structure for income that would be properly attributable to West Virginia. The
Multistate Tax Commission, for example, published an analysis in 2003 in which it

examined corporation tax sheltering and its effect on corporation income tax
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collections.® In that study, the Multistate Tax Commission concluded, “it is
apparent that various corporations are increasingly taking advantage of structural
weaknesses and loopholes in the state corporation tax systems.” And, in
particular, the study concluded that West Virginia was losing significant revenue
due to this problem.

Because the tax is based on net income, it is an unstable tax from a revenue
perspective. As shown in the chart below, Corporation Net Income Tax collections
were lower than the previous year over one-half of the time, and one-third of the time

the collections were more than 10 percent below the prior year.

CHART 2
Annual Percent Change in Corporation Net
Income Tax Collections
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In the short term, a reduction in the Corporation Net Income Tax rate would
reduce the level of taxation on capital investment. Each one percentage point
reduction would equate to a reduction in the General Revenue Fund of
approximately $20 million. A reduction in the tax rate to 6.5 percent, the same rate

that applies to personal income, would equate to a $50 million reduction.

160 Multistate Tax Commission, Corporation Tax Sheltering and the Impact on State

Corporate Income Tax Revenue Collections (July 15, 2003).
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Because the Corporation Net Income Tax Rate is significantly high compared
with other states, the Business Tax Subgroup recommends a modest reduction in
the Corporation Net Income Tax rate at the present time. Because it is more
important from an economic standpoint to reduce the Business Franchise Tax, the
group recommends that the Corporation Net Income Tax rate be reduced to not less
than 8.5 percent. Even a small reduction in tax rate — from 9 percent to 8.5 percent
— would substantially lower the State’s current corporation tax rate ranking from the
7th highest to 14th highest percentage in the country.

One additional short-term recommendation to broaden the corporation net
income tax base is to repeal the statutory exclusion for pre-1967 gain income. Pre-
1967 gains largely arise from real property sales by corporations in West Virginia.
The Business Tax Subgroup recommends repeal of this provision in favor of lower
corporate tax rates to stimulate economic growth within the State.

With respect to the future phases of study, the Business Tax Subgroup
suggests review of two different options for potential reform of the Corporation Net
Income Tax. The State should attempt to revise the Corporation Net Income Tax
structure to increase fairness and improve administration. For example, as of now,
combined reporting for corporations is not required in this State, but could help to
solve some of the problems associated with the Corporation Net Income Tax. Thus,
as a long-term project, the Corporation Net Income Tax should be reviewed for
additional ways to broaden the tax base, lower the tax rate, and enhance tax
compliance in the long term. The State has already taken steps to improve
Corporation Net Income Tax collections.

The West Virginia Legislature began addressing abusive tax avoidance
transactions, and abusive tax shelters with legislation enacted in 2006 relating to
requiring disclosure of certain tax shelters used to avoid paying state income taxes;
extending the statute of limitations for issuing assessments related to failures to
disclose a listed transaction; and imposing penalties for promoting abusive tax

shelters relative to failing to report listed transactions, reportable transaction
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understatements, failing to participate in the voluntary disclosure program, and for
failing to register a tax shelter or maintain required lists.

In addition to the abusive tax avoidance transactions legislation that was
passed in 2006, the Tax Modernization Project group recommends further study of
potential legislative measures to counteract abusive tax avoidance transactions and
abusive tax shelters and trust arrangements designed to evade or avoid the West
Virginia Corporation Net Income Tax.

First, the Legislature could enact a so called "throwback” rule in place of the
“throw out” rule currently in effect in the West Virginia Corporation Net Income Tax
statute. This would cause profits earned in West Virginia that are not subject to an
income tax in another state to be taxed by West Virginia. Second, the State could
consider provisions to counteract corporate tax avoidance involving passive
investment companies or other related entities to prevent the artificial creation of
royalty expenses, intangibles licensing expenses and trademark expenses as
deductions for West Virginia Corporation Net Income Tax purposes to transfer
taxable income earned in West Virginia out of the State and into a jurisdiction where
the payments are not taxed.

Third, the State could enact certain statutory definitions relating to allocable
and apportionable business income to enhance West Virginia’s ability to tax certain
capital gains resulting from the sale of corporate subsidiaries or other assets, and
other extraordinary income such as damage awards resulting from litigation or
reversions of over-funded pension plans. Finally, the Legislature may deem it
desirable to enact certain provisions relating to the filing of consolidated Corporation
Net Income Tax returns in West Virginia and authorization of the State Tax
Commissioner to exercise more wide ranging discretion to mandate certain
consolidated, composite, separate, or integrated filing configurations for purposes of
the Corporation Net Income Tax and Business Franchise Tax.

As explained below, the State could also move toward some sort of

alternative tax structure. Again, the Business Tax Subgroup believes that these
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options need significant study and should not be attempted in the initial phase of tax
modernization.

b. Potential Alternatives for the Business Franchise Tax and the Corporation

Net Income Tax

The Business Tax Subgroup suggests examining alternative business tax
structures for potential implementation in West Virginia. At this time, there are some
alternatives to the Business Franchise Tax and the Corporation Net Income Tax. At
least two warrant further examination. The first alternative is one which is becoming
more popular in at least a few states. The State could return to a gross receipts tax.
The State of Ohio, for example, undertook a complete overhaul of its tax system and
enacted a new broad-based gross receipts tax. Ohio phased out its tangible
personal property tax, reduced individual income taxes, cut the sales tax rate, and
increased the cigarette excise tax.'®® Ohio also repealed its corporation franchise
tax. The corporation franchise tax was based on alternatives of either a tax on a
company’s net worth or a company’s net income, depending on which resulted in a
higher tax. In place of the corporation franchise tax, Ohio adopted a commercial
activity tax (the “CAT” tax). The CAT tax is imposed on gross receipts generated
from commercial activities. The rate for the CAT tax will ultimately be set at a rate of
0.26 percent of gross receipts.®?

Ohio’s decision to move away from the corporation franchise tax and toward a
gross receipts tax was based in part on a decline in revenue generated by the
corporation franchise tax. The belief apparently existed that the tax was no longer a
stable, consistent source of revenue for the state. Specifically, there was a belief
that entities were manipulating the amount of tax owed by shifting income to
jurisdictions with lower taxes and by the use of illegal tax shelters. Additionally,

policy makers in Ohio believed that the tax credits given for the corporation franchise

161 Ohio Department of Taxation, Ohio Reforms Tax System, available online at

http://tax.ohio.gov/divisions/communications/news_releases/news_release 063005.stm.

162 Texas is abandoning its tax on earned surplus and net worth in favor of a new tax on

gross margins.
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tax were inappropriate, ineffective, and inequitable. Based on Ohio’s experience,
one commentator confirmed the reasons that states have seen a decline of
revenues for corporation net income and franchise taxes nationally: “Some of the
reasons include the increased use of tax incentives, not requiring combined
reporting, the increase in tax shelters, and the lack of uniformity in tax laws.”*®3

The Business Tax Subgroup does not believe that a return to some form of a
gross receipts tax would be in the best interest for West Virginia, for the following
reasons. First, the State of West Virginia abandoned its statewide gross receipts tax
— the Business and Occupation Tax — in 1987, because it had significant problems.
Reimplementation of a tax that was abandoned only 20 years ago should be
considered in a very cautious manner. Second, the tax burden imposed by a broad-
based business gross receipts tax tends to pyramid, thereby distorting and
improperly influencing economic behavior. Third, as mentioned above, most states
use some form of a corporation net income tax. By moving to a gross receipts tax,
West Virginia would become one of a small minority of states. Additionally, a gross
receipts tax is not based on the ability to pay, but instead on the amount of an
entity’s receipts. Therefore, it is subject to some of the same criticisms that plague
the Business Franchise Tax. Finally, the Business Tax Subgroup notes that a
number of responses received from the Informational Questionnaires contend that
the most problematic tax currently imposed in West Virginia is the Municipal
Business and Occupation Tax that is based upon gross receipts.  Moving to an
expansive gross receipts tax would, therefore, be contrary to the input received from
the citizens of West Virginia.

The second alternative to the Corporation Net Income Tax and the Business
Franchise Tax is a value-added tax. Michigan and New Hampshire currently have
different versions of a value-added tax. The 1999 Commission on Fair Taxation

proposed such a tax known, as the “Single Business Tax.” The Single Business Tax

163 Brian Sigritz, Examining Ohio’s Commercial Activity Tax, Tax Analysts (February 20,

2006) at 567, 571.
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proposed in 1999 was similar to Michigan’s version, and was proposed as a tax on
the privilege of doing business in West Virginia measured by the entity’'s economic
value. In other words, West Virginia’s proposed Single Business Tax “base would
consist of compensation, rents and royalties paid, interest paid, depreciation and
profits made in a given year,” and be applicable to a broad range of businesses in
West Virginia.'®*

Some in New Hampshire have raved about that state’s version of the value-
added tax, the “Business Enterprise Tax,” which has been suggested as an answer
to state tax reform.*®® Specifically, those favoring New Hampshire’s value-added tax
assert that it is economically neutral. Proponents of the tax assert that the tax is
simple to compute and administer, inasmuch as consumption in an economy may be
measured in several ways. Proponents also contend that New Hampshire's
Business Enterprise Tax is a “fair tax.” In other words, in New Hampshire, the
Business Enterprise Tax was “enacted specifically to ‘broaden the base’ so that all
business entities that use labor and capital in the state would be required to
contribute to supporting the cost of government.” Moreover, some have contended
that the base of New Hampshire's tax is “not susceptible to the income-shifting
transactions that have reduced corporate income taxes.” Finally proponents believe
that value-added taxes tend to be both financially and politically stable.

Seventy nations including the European Economic Community (EU) have
abandoned corporate income taxes in favor of some form of value-added tax.'®®

Among the reasons are ease of collection and administration as there are fewer

164 1999 Commission on Fair Taxation at 3-335 to 3-347.
165 Stan Arnold and William F. J. Ardinger, Top Ten Reasons Why New Hampshire’s
BET May Provide an Answer to State Tax Reform, State Tax Notes (November 29, 2004).
The authors conclude that “[e]fforts to shore up traditional tax systems may simply be
prolonging the inevitable demise of these systems.” It is important to note that New
Hampshire’s value-added tax was an “income style” tax while the Michigan value-added tax
and the proposed Single Business Tax were “consumption-style” taxes.

166 For a recent review see Schenk and Oldman, Oliver (2006) Value Added Tax: A
comparative Approach, New York: Cambridge Law Series.
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exemptions and deductions. It is also impossible to move the value-added tax from
a higher tax to a lower tax jurisdiction. All forms of business are taxed which
eliminates the problems of “pass through” entities such as partnerships and limited
liability corporations avoiding the corporate income tax as is now the case in both
the United States and West Virginia. Because the value-added tax is a much
broader-based tax than the corporate levy tax, it raises more revenue at a lower
rate.

The Tax Modernization Project, however, does not believe that the
Corporation Net Income Tax and the Business Franchise Tax structure should be
repealed in favor of a value-added tax at this time. Only two states currently have
attempted what could be called a value-added tax: Michigan and New Hampshire.
Michigan recently repealed its version because of apparent dissatisfaction with that
tax. By moving toward a value-added tax, West Virginia would be unique among the
states. As emphasized above, the Business Tax Subgroup has attempted to
remove from West Virginia’s tax system unique or unfamiliar taxes that could serve
to hinder the attraction of companies to this State.

Notwithstanding the initial rejection in the short term of a value-added tax, a
value-added tax may be appropriate for West Virginia at some point in the future. If,
for example, the United States Government were to abandon its current income tax
structure in favor of a value-added tax, then the entire analysis would be different.
The Business Tax Subgroup also notes that recent federal tax reform study efforts and
suggested federal tax changes would likely move the country away from the
traditional business income tax toward a value-added tax concept. If the federal
government successfully moves in that direction, we would expect most states to
follow. The Business Tax Subgroup recommends that, so long as the United States
Government retains its income tax, the State should be very cautious before
abandoning the Corporation Net Income Tax.

Instead of replacing the Corporation Net Income Tax with a new tax structure,
the State of West Virginia may move toward an alternative minimum tax to

complement the corporation net income tax. In any given year, more than half of all
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corporations report net income of $0 or less because of net operating losses or other
factors. As illustrated in the table in Appendix F, at least 33 states impose a
minimum tax, an alternative minimum tax, or a secondary tax (e.g., the West Virginia
Business Franchise Tax) to guarantee some minimum tax payment from
corporations. Roughly 26 states impose a minimum annual fee ranging from $10 in
Oklahoma and Oregon to $800 in California. Another 11 states impose one or more
alternative minimum taxes on corporations. Some states tie their minimum taxes to
the federal minimum tax. Kentucky, Ohio, and Texas recently moved to eliminate
their capital-based franchise taxes by replacing such structures with alternative
structures that generally guarantee a minimum tax payment even when the
corporation reports $0 net income. Roughly 16 states, including West Virginia,
impose a secondary tax on capital stock (Arkansas), net equity and long-term debt

(North Carolina), or a Business Enterprise Tax (New Hampshire).

In fact, unlike Michigan’s value-added tax, New Hampshire’'s Business
Enterprise Tax is an alternative tax to its corporate profits tax. Such an alternative
minimum or “complementary business” tax has several advantages if structured
properly, including stabilizing the state tax base, helping to capture growth in the
economy, and broadening the base to include businesses other than corporations.®’

The Business Tax Subgroup advocates exploring these potential long-term
alternatives to the current Corporation Net Income Tax and Business Franchise Tax
structure. Prior to replacing those taxes with any new major business tax, an
appropriate system for modeling should be used to determine tax incidence. Indeed,
the various alternatives will require significant additional research and
contemplation before implementation. These alternatives should be considered for
long-term analysis.

A fundamental tax reform should be accompanied by a thorough analysis of
its economic consequences and distribution of the new tax burden over time. A good

understanding of how taxes can impact the economy involves a sophisticated

167

Daphne A. Kenyon, “A New State VAT? Lessons from New Hampshire.” State Tax
Notes, December 2, 1996.
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analysis of consumer and business behavioral responses to changes in the tax
structure and environment. This kind of analysis is often synonymous with dynamic
scoring. Dynamic scoring analyzes how current tax changes affect individual
behavior and the entire economy over an extended period of time.

In other words, dynamic scoring incorporates the economic feedback or
behavioral responses on various parts of the market due to changes in the tax
structure and rates.

Therefore, dynamic scoring can potentially result in a more accurate
forecasting of future economic impact and tax burden (incidence) of the proposed
changes compared to a short run static analysis.

As a hypothetical example, a reduction in the Business Franchise Tax may
lower tax revenues by a given amount in one fiscal year. Longer term, however, the
lower tax rate might lead to more new businesses as well as an expansion in
existing business, along with increasing employment and income opportunities in the
State. This long-term expansion in economic activity may generate additional
business and Personal Income Tax revenues. Dynamic scoring would enable an
economist to estimate the additional revenue and economic activity relative to the
short-run reduction in the tax rate.

Dynamic scoring can be accomplished through the use of economic modeling
programs such as IMPLAN® and REMI Policy Insights.’®® These programs can be
used for economic impact and tax revenue forecasting under a variety of scenarios
regarding tax rate structures and changes in the economy. IMPLAN is based on the
input-output framework that shows how changes in the final demand or specific
industries impact the economy. REMI is a long-term dynamic macroeconomic
hybrid model that captures the advantages of computable general equilibrium, input-
output, and econometric modeling. Because REMI is a long-term model, it is not

very useful for short-term or over-the-business cycle forecasting. IMPLAN is less

168 www.implan.com.

169 WWW.remi.com.
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costly to learn and operate than REMI, but it requires additional work outside of
IMPLAN to calculate the tax effects on final demand and convert the resulting
economic impacts back into tax revenue.

Analysis of tax incidence involves estimating who ultimately bears the burden
of any change in the tax rate or structure. Estimating the tax burden can be fairly
complex and may require the use of dynamic scoring as well. Economists argue
that the true economic burden of a tax may not be the same as the legal tax liability.
Who actually bears the tax burden depends on how much individuals or firms can
change their behavior in response to taxation. For example, businesses might be
able to shift the entire tax burden to workers (in terms of lower wages and/or fringe
benefits) or to consumers (in the form of higher prices). Moreover, the ultimate tax
burden or tax incidence may change over time as people age, change their
consumption patterns, and move up or down the income distribution.*” Therefore,
policymakers need to be aware of who actually bears the tax burden at a particular
moment and how this will change over individuals’ lifetime. This knowledge requires
a sophisticated tax incidence analysis that considers economy-wide (national or
state) ramifications of a tax change. In other words, the analysis of who actually
bears the tax burden can be made more precise with the use of dynamic scoring.

However, dynamic scoring is not without its problems. Despite potential
improvements in the accuracy of economic impact and tax revenue analysis that
dynamic scoring can bring, the benefits of a more accurate economic insight from a

171 Moreover, the estimates

complex dynamic model may not outweigh its costs.
obtained from dynamic scoring are dependent on the modeling assumptions and

scenarios, which could be chosen for political rather than economic reasons.

170 Entin, S. J. "Tax Incidence, Tax Burden, and Tax Shifting: Who Really Pays the Tax?" Center

for Data Analysis Report, #04-12, November 5, 2004, available online at
http://www.heritage.org/Research/Taxes/cda04—12.cfm

o Charney, Alberta H., and Marshall J. Vest. “Modeling Practices and Their Ability to Assess

Tax/Expenditure Economic Impacts,” Prepared for the AUBER Conference, New Orleans, October
2003; available online at http://ebr.eller.arizona.edu/research
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Regardless of the theoretical issues involved in economic analysis of the
proposed tax changes, the reliability of economic estimates will ultimately depend on
the amount and quality of the available economic and tax data; hence the need for

informational reports from the business community.
2. Business and Registration Related Fees and Taxes

All businesses are required to register to do business in West Virginia.
Related to this registration requirement, West Virginia has three primary taxes or
fees that impose requirements on businesses in West Virginia. They are as
follows: the Business Registration Tax, the Corporation License Tax, and the
Attorney-in-Fact Fee. Additionally, the State of West Virginia has continuous
renewal requirements for its businesses. A comparative analysis of registration
and other annual fees imposed upon business indicates an above-average level of
complexity in West Virginia. In fact, West Virginia and Nevada are the only two known
states to require a periodic renewal of the business registration and additional renewal
fees. These registration and related taxes are in urgent need of reform in West
Virginia.

a. Business Registration Tax

Persons or corporations intending to do business in West Virginia must first
apply for a Business Registration Certificate and pay a Business Registration Tax. If
business income for a person or corporation was more than $4,000 in all states for
the previous filing year, there is a $30 registration fee due for each two-year
certificate. Moreover, a separate certificate is required for each fixed business
location from which property or services are offered for sale or lease or at which
customer accounts may be opened, closed, or serviced. The Business Registration
Certificate is important — not necessarily because of the revenue it produces directly,
but because registration requires the taxpayer to describe his or her business so that
the State Tax Department can correctly identify the various taxes to which the
business is subject or that the business must collect and remit to the State. Once a

Business Registration Certificate is issued, the taxpayer will receive all tax forms and
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information necessary to pay State taxes before the due dates. This procedure of
requiring an initial certification and payment of a fee or tax is common throughout the
United States.

Unlike most other states, however, the Business Registration Certificate is
only valid for two years, usually beginning July 1 and ending June 30. Every person
or corporation intending to do business in West Virginia at a specific business
location must re-register every two years and pay the Business Registration Tax.

The two-year business registration renewal requirement is both burdensome
and unnecessary for proper notification to the State Tax Department. Indeed, there
are more efficient, alternative ways to maintain and update registration data including
direct correspondence with those taxpayers who have such changes.

The administrative and compliance costs associated with the approximately
100,000 filings each year are disproportionately large relative to the revenue yield of
roughly $1.8 million. The Business Tax Subgroup therefore recommends that the
ongoing requirement to renew the Business Registration Certificate be repealed.
Removal of the registration renewal requirement and the $30 renewal fee is consistent
with the Tax Modernization Project’s goal of simplifying the tax structure.

Removing the requirement that a business register biennially would not hinder
the proper functioning of the State Tax Department. It is important to note that,
under this plan, the State would continue to impose an initial registration fee
for new business registrations. Indeed, businesses would still be required to
display their Business Registration Certificate at all times at the place of business.
Similarly, the Business Tax Subgroup would recommend that contractors also be
required to have a copy of their Business Registration Certificate available at each of
their construction sites until the work at that site is completed, as they are required to
do under current law. Likewise, the State should retain its initial filing and bonding
requirements to transient vendors. Accordingly, the business registration
certification process should be overhauled to require a one-time registration and fee

with no renewal requirements.
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b. Corporate License Tax and Attorney-in-Fact Fee

In addition to the requirements related to the Business Registration
Certificate, domestic and foreign corporations must also pay a Corporate License
Tax before engaging in any business activity in West Virginia.'’?> The tax is levied
for a license year that begins July 1 of each year and ends the following June 30.
As explained below, the measure of the tax depends on whether the corporation is
domestic (i.e., a West Virginia chartered corporation) or a foreign corporation (i.e., a
corporation that is chartered in another state).

For every domestic corporation, the annual corporate license tax is based on
the stated par value of the corporation's authorized capital stock. The higher the
capital stock, the higher the rate levied.

The following chart provides the current tax rates for the Corporate License

Tax.
TABLE 2
Capital Stock
But Not

More Than More Than Tax
$ O $ 5,000 $20
5,000 10,000 30
10,000 25,000 40
25,000 50,000 50
50,000 75,000 80
75,000 100,000 100
100,000 125,000 110
125,000 150,000 120

150,000 175,000 140

175,000 200,000 150
200,000 1,000,000 180*

1,000,000 15,000,000 $340**

15,000,000 $2,500

*plus $0.20 for each $1,000 or fraction of it in excess of $200,000

**plus $.15 for each $1,000 or fraction of it in excess of $1 million

172 Nonprofit corporations are exempt from the Corporate License Tax.
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Every foreign corporation (i.e., a corporation that is not chartered in West
Virginia) must remit an annual corporate license tax based on that proportion of its
issued and outstanding capital stock that is attributable to West Virginia. The tax is
to be assessed on the prorated stock value using the same rates as domestic
corporations multiplied by 1.75. The annual fee for a foreign corporation may not be
less than $250.

Coupled with the Corporate License Tax is the Attorney-in-Fact Fee. Under
West Virginia law, the West Virginia Secretary of State is attorney-in-fact for foreign
corporations, domestic corporations, and limited partnerships. For this service, an
annual Attorney-in-Fact Fee of $25 must be paid by all corporations and
partnerships.

There are several problems associated with the Corporate License Tax and
the Attorney-in-Fact Fee. When measured against the goals stated for business
taxes for the State, the Corporate License Tax and the Attorney-in-Fact Fee fail in all
respects. As explained below, the Corporate License Tax is a deterrent against
capital formation. Additionally, both the Corporate License Tax and the Attorney-in-
Fact Fee are contrary to principles of ease of doing business in West Virginia, and
are an administrative nightmare for the State Tax Department and the Secretary of
State’s Office. Finally, West Virginia is one of only seven states imposing an
annual license tax on corporations, and is the only State to impose both the annual
license tax and an additional Business Franchise Tax based on net equity.

Corporations have great difficulty understanding and complying with the annual
license tax requirements. As evidence of this fact, more than 20 percent of the
annual tax yield is attributable to delinquent billings. Moreover, the Corporate
License Tax is subject to a significant amount of litigation before the Office of Tax
Appeals. For Fiscal Year 2005, 64 petitions were filed challenging the application of

173

the Corporate License Tax. It is the third most litigated tax at the Office of Tax

173 West Virginia Office of Tax Appeals, Annual Activity Report to the Legislature 2005,

http://www.wvota.gov/docs/ANNUALACTIVITYREPORT2004.pdf.
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Appeals, despite the fact that it only generates approximately $6.5 million in
revenue. In contrast, the Consumers Sales and Service Tax generated only 132
petitions during Fiscal Year 2005, though it was responsible for generating nearly
$1 billion in revenue that year. The administrative and compliance costs of the
Corporate License Tax are significant relative to the revenue yield of only an
approximate $6.5 million.

Finally, the administration of the Corporate License Tax and Attorney-in-Fact
Fee is unnecessarily complicated. To begin the process, all taxes and fees that are
due must be paid when a corporation applies for a certificate of incorporation or
authority to do business in West Virginia. The Secretary of State collects the
Corporate License Tax for the first year before issuing a certificate of incorporation.
For each succeeding year, however, the State Tax Commissioner collects the
Corporate License Tax and the Attorney-in-Fact Fee. But there is an exception: for
applications made between May 2 and July 1 of each year, the Secretary of State
must collect the Corporate License Tax for the full year beginning July 1, in addition
to the initial amount of tax due.

After the first year, the State Tax Commissioner is also responsible for
providing the necessary tax returns to the taxpayer for the Corporate License Tax
and the Attorney-in-Fact Fee. Then, the State Tax Commissioner must forward the
returns to the Secretary of State, along with a list of all corporations that paid the
Corporate License Tax.

In the first year, the Secretary of State collects payments of the Corporate
License Tax and deposits one-half of the revenue into the General Revenue Fund
and one-half into a special revenue account for the operation of the Office of the
Secretary of State. Payments of the tax in subsequent years are collected by the
State Tax Department and deposited into the General Revenue Fund.*”*

In consideration of the above, the Business Tax Subgroup recommends

repealing the Corporate License Tax. It is a nuisance tax that fails to generate a

4 See W. Va. Code § 11-12C-3(b) (2003).
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substantial amount of revenue. The Business Tax Subgroup proposes a simplified fee
structure for the future registration of corporations in West Virginia. The fee would be
$50 for the initial registration of a domestic corporation and $100 for the initial
registration of a foreign corporation. Thereafter, an annual fee of $25 would apply for
the combined purpose of the annual report filing and the Attorney-in-Fact Fee. This
simplified fee structure would be competitive with similar fees in other states. In order
to keep the budget for the Secretary of State's Office whole, the Business Tax
Subgroup recommends that the Secretary of State be authorized to retain the full
$25 Attorney-in-Fact Fee, as opposed to keeping only half the fee as under current
law. The additional funds would offset any loss of revenue to the Secretary of State's
Office associated with the first-year Corporate License Tax revenue. Also, future

annual report due dates could be staggered to limit peak period volumes.
3. Specialized Business Taxes and Credits

In addition to the Corporation Net Income Tax and Business Franchise Tax,
which are applicable to a significantly broad base of businesses, the State of West
Virginia also depends on a number of taxes on businesses that apply to a much
narrower base and are applicable only to specific industries or types of businesses.
The taxes include: the State Business and Occupation Tax on specialized industries,

Severance Taxes, the Telecommunications Tax, and Health Care Provider Taxes.
a. State Business and Occupation Tax on Specialized Industries

Over a period of years, the State Business and Occupation Tax (B&O Tax)
has evolved from a broad-based business privilege tax based upon gross receipts to
a narrow-based business privilege tax with an assortment of alternative tax bases.

A brief description of these taxes follows:

TABLE 3
Approximate
Tax Type Tax Base Tax Yield
Electric Power Generation Generation Capacity $147 million
Electric Power Distribution Kilowatt-hours Sold 3 million
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Natural Gas Utility Service Gross Receipts 19 million
Water Utility Service Gross Receipts 5 million
Other Public Utility Service Gross Receipts <1 million
Natural Gas Storage Net Dekatherms 8 million
Coal-Based Synthetic Fuel Tons of Production 11 million

Almost 80 percent of total Business and Occupation Tax collections are
attributable to the capacity tax on electric power generation. While West Virginia
taxes the generation of electricity, most other states impose consumption taxes on
sales of electricity to ultimate consumers either through a gross receipts tax or a
general sales tax. However, the tax yield from the current generation tax exceeds
the potential tax yield from an alternative consumption tax by at least a two-to-one
margin. West Virginia currently exports roughly 70 percent of its generation to other
states. Electric power generators annually utilize roughly $25 million in Industrial
Expansion and Revitalization Tax Credits against their Business and Occupation
Tax. These tax credits generally equal 10 percent of capital investment in power
plants in West Virginia.

The general rate of tax is $22.78 per kilowatt of taxable capacity. A lower
tax rate of $20.70 per kilowatt of taxable capacity exists for power units utilizing
desulfurization equipment. The taxable capacity for existing power plants in service
prior to 1995 generally equals the actual average capacity utilization level in
kilowatts for the period between 1991 and 1994. Most new power plants are taxed
at 40 percent of nameplate capacity in kilowatts. Peaking plants and wind power
plants are taxed at 5 percent of nameplate capacity. Municipally-owned plants are
exempt from the Business and Occupation Tax.

With respect to changes for the Business and Occupation Tax, the Business
Tax Subgroup believes that changes may be warranted with respect to the taxable
capacity rate on peaking plants, wind power, and municipal power plants. For
example, wind power plants operate at 20 to 30 percent of nameplate capacity. With

a taxable rate of 5 percent of nameplate capacity, those plants have an effective rate
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of just 16.7 percent (5 percent/30 percent) of actual capacity utilization. Most other
plants, however, are taxed at an effective operating capacity of 40 percent or more
of nameplate capacity. A fairer approach may be to change the taxable percentage
factor for wind power plants and peaking plants from 5 percent to a percentage
factor reflective of approximate actual average capacity usage.

The Business Tax Subgroup does not recommend any other potential
changes to current policy regarding either the Capacity Tax or the Industrial
Expansion and Revitalization Tax Credit for electric power producers.’”> The tax
credit promotes additional investment in West Virginia facilities, including pollution
abatement investment. Even after the application of available tax credits against tax
liability, the West Virginia electric power industry’s State tax burden is still greater
than similar tax burdens in other states. In the absence of these tax credits, West
Virginia consumers would face higher prices for electric power. As stated, the
Project does recommend additional evaluation of the tax equity associated with
existing preferential tax provisions afforded wind power plants, peaking plants, and
municipal power plants.

The 4.29 percent Business and Occupation Tax on natural gas utility gross
receipts only applies to public utility firms. In a deregulated environment, non-utility
gas marketing firms compete for sales with public utility firms. Sometimes, the only
difference in sales price offered between the public utility and the non-utility
marketers relates directly to difference in tax treatment. The Business Tax
Subgroup recommends a long-term study of a more equitable alternative
consumption tax on natural gas sales.

The Business Tax Subgroup also recommends further study as to whether
the natural gas storage tax and related Natural Gas Industry Jobs Retention Tax
Credit should be repealed. The Business and Occupation Tax on natural gas

storage applies only to storage fields in operation prior to March 1, 1989. The tax is

175 However, a long-term study of an alternative tax structure for electric power may be

beneficial.
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imposed at a rate of 5 cents multiplied by the net monthly total of the lesser of daily
net withdrawals or daily net injections of gas, measured in dekatherms, or the
average monthly difference between injections and withdrawals for the five-year
period between 1990 and 1994. The resulting tax yield is reduced by the application
of the Natural Gas Industry Jobs Retention Tax Credit, a credit equal to $1,000
multiplied by the number of individuals employed by the taxpayer in West Virginia. A
portion of any lost tax revenue associated with the repeal of the Natural Gas Storage
Tax would be offset by additional Business Franchise Tax collections from this
industry. Under current law, Business and Occupation taxpayers are generally
exempt from Business Franchise Tax on activities subject to the Business and
Occupation Tax.

The 50 cent per ton B&0O Tax on coal-based synthetic fuel is currently
scheduled to sunset on December 31, 2007, the date that corresponds to the
expiration of the federal Section 29 tax credits for coal-based synthetic fuel
production. The industry cannot survive absent the federal tax credit. The Business

Tax Subgroup recommends no changes with regard to this tax statute.
b. Severance Taxes

The regular Severance Tax is a gross receipts tax imposed upon the privilege
of coal, natural gas, oil, and other mineral extraction, certain coal processing
activities, and timber extraction. The general tax rate for coal, natural gas, oil,
limestone, sandstone, sand, and other minerals is 5 percent. However, the tax rate
on qualified thin-seam coal mines is either 1 percent for average underground
seams below 37 inches or 2 percent for average underground seams below 45
inches. An alternative Minimum State Coal Severance Tax of 75 cents per ton
applies whenever the regular State Severance Tax yield falls below 75 cents per ton.

The 5 percent regular Coal Severance Tax rate includes both a State tax rate of 4.65




The 2006 Report of the West Virginia

Tax Modernization Project

percent and a local tax rate of 0.35 percent.'”® The regular Severance Tax rate on
timber is 3.22 percent (1.22 percent on or after January 1, 2007), and the regular
Severance Tax rate on waste coal is 2.5 percent. In addition to the regular
Severance Tax, the State imposes a 56 cent per ton tax on coal production, a 4.7
cent per 1,000 cubic feet tax on natural gas production and a 2.78 percent gross
receipt tax on timber production to fund workers’ compensation debt. The State also
imposes a separate 7 cent fee per ton of coal to fund coal reclamation projects, a
separate 2 cent fee per ton of coal to fund mining inspectors, and a separate 5 cent
fee per ton on coal truck haulers to fund coal road transportation road
improvements. A brief description of these taxes follows:

TABLE 4
Approximate
Tax Type Tax Base Tax Yield
Regular Coal Severance Gross Receipts $315 million
Minimum Coal Severance 75 cents per clean ton 0 million
Waste Coal Gross Receipts < 1 million
Workers’ Comp Coal 56 cents per clean ton 81 million
Coal Reclamation 7 cents per clean ton 10 million
Coal Mine Inspector Fee 2 cents per clean ton 3 million
Coal-Roads Fee 5 cents per ton 3 million
Regular Natural Gas Gross Receipts 60 million
Workers’ Comp Gas 4.7 cents per Mcf 9 million
Qil Gross Receipts 3 million
Regular Timber Gross Receipts 2 million
Workers’ Comp Timber Gross Receipts 3 million
Other Natural Resources Gross Receipts 1 million

In excess of 80 percent of all West Virginia severance taxes are attributable
to the coal industry. Assuming an average market price of $48 per ton, the current
average combined effective tax rate associated with all of the above listed coal

severance taxes and fees is roughly 6 percent of gross receipts. If the price of coal

176 Seventy-five percent of the local tax remains in the county where the coal is

produced and the remaining 25 percent is distributed across West Virginia on the basis of
population, to be used exclusively for recreational and economic development purposes.
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decreases below $48 per ton, the overall effective tax rate increases due to the fixed
fee per ton tax attributes of the workers’ compensation tax and other taxes and fees.
West Virginia is the largest coal-producing state east of the Mississippi River, and its
coal severance tax burden is also highest of any state east of the Mississippi River.
For comparison purposes, the state east of the Mississippi River imposing the
second highest severance tax burden, Kentucky, imposes its coal severance tax at a
rate of 4.5 percent. Over the past three decades, West Virginia has lost some of its
domestic coal market share to Wyoming and other western states. The West
Virginia market share gradually fell from roughly 23.7 percent in 1970 to 13.5
percent in 2005. The loss of market share is attributable both to changes in
environmental laws regarding sulfur dioxide emissions from power plants and to a
growing competitive market for coal.

The second-largest source of West Virginia Severance Tax collections is the
natural gas industry, an industry with roughly 50,000 producing wells distributed
among roughly 5,000 taxpayers. Some of these wells produce small amounts of oil
in addition to natural gas. Due to significant price volatility in recent years, natural
gas severance tax collections have ranged from a low of less than $20 million in
1999 to a high of nearly $70 million in 2005. At a current well-head price in the
neighborhood of $6 per 1,000 cubic feet, the overall effective rate of tax is roughly
5.5 percent. However, larger producers (i.e., those with annual receipts in excess of
$500,000) tend to have a higher effective tax rate than smaller producers due to the
impact of the $500 tax credit. This tax credit may be a contributing factor to the
existence of a relatively large number of taxpayers in this industry.

There are two different timber severance taxes, the regular tax dedicated to
funding the Division of Forestry operations, and the special tax dedicated to funding
workers’ compensation debts. Both taxes are based upon gross receipts associated
with the severance of timber in the forest. The regular tax rate is currently set at
3.22 percent, but is scheduled to fall to 1.22 percent on January 1, 2007. The
special tax rate is set at 2.78 percent. Safe-harbor calculations are available to

taxpayers to remove value-added activities from gross receipts subject to the
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Severance Tax. For example, if the first sale of product occurs beyond the sawmill
activity, gross receipts are discounted by 75 percent to arrive at the proper value of
receipts subject to the Severance Tax.'”” Wood product manufacturers who also
sever timber products in West Virginia may use their Manufacturing Investment Tax
Credit to offset up to 50 percent of their Regular Severance Tax liability, but the
credit may not be used against the special Severance Tax. Taxpayers may also use
the annual $500 tax credit against their Regular Severance Tax liability, but not
against their special Severance Tax liability. As the following chart illustrates, West
Virginia imposes the highest timber Severance Tax per 1,000 board feet of

production of any state east of the Mississippi River.

i The tax base of the timber severance tax is the gross value of the timber at the point

where the production privilege ends. This is an amount equal to the fair market value of the
timber at the point where the tree is severed and delimbed. When a sale occurs at that
point, taxable value is gross proceeds of sale. In the absence of such a sale, taxable value
is that amount which corresponds as nearly as possible to the gross proceeds from the sale
of similar products of like quality or character determined under the following uniform and
equitable rules.

A person who produces timber and sells logs, and by-products of timber production
and bucking operations, on the ground, either where the trees were felled in the forest or at
a central collection point, shall report seventy-five percent (75%) of the gross proceeds of
sale under the Severance Tax.

A person who produces timber, and sells and delivers timber products, in the same
condition as when those products leave the forest, to a saw mill, other manufacturer or
consumer, shall report fifty percent (50%) of his gross proceeds of sale under the Severance
Tax.

A person who produces timber and further saws, mills or otherwise manufactures the
same into lumber, cross ties, timbers, veneer and other products for sale, profit of
commercial use shall report twenty-five percent (25%) of his gross proceeds of sale under
the Severance Tax. Where no sale is made, the fair market value of lumber, cross ties,
timbers, veneer or other products must nevertheless be determined as provided in the
severance tax regulations and twenty-five percent (25%) of that amount is reported under
the Severance Tax.

1154,/
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CHART 3
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Also relevant to Severance Taxes is a discussion of the applicable credits. In
the past, taxpayers claimed significant levels of various investment tax credits
against the Severance Tax. In the early 1990s, tax credits against the Severance
Tax annually approached or slightly exceeded $75 million. Legislation enacted in
1990 eliminated the future use of Business Investment and Jobs Expansion Tax
Credit (Super Credit) against the Severance Tax with grandfather provisions for
investment generally made prior to March 10, 1990. Legislation enacted in 1993
eliminated the future use of the Super Credit by the mining industry. Legislation
enacted in 2002 eliminated the Super Credit, the Industrial Expansion and
Revitalization Tax Credit (except for electric power generators), and the Research
and Development Projects Tax Credit. In recent years, the Legislature has annually
scaled back the Capital Company Tax Credit from a maximum of $10 million per
year to either $0 or a maximum closer to $1-$2 million per year. As a result of all of
these changes, total investment tax credit claims against the Severance Tax are
expected to drop below $10 million in 2006 and to continue a decline toward an
annual amount of generally less than $5 million and possibly closer to $2 million per

year in the near future.
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The Business Tax Subgroup recommends no short-term changes to current
policy regarding severance taxes. However, the Project does recommend that the
temporary special severance taxes funding workers’ compensation debt be allowed
to expire as directed in current law. The Project recommends additional study of the
following topics:

First, the Project suggests the review of the actual average production cost
differential between a conventional coal mine taxed at 5 percent and thin-seam
mines taxed at 2 percent or 1 percent under the Regular Severance Tax, to
determine whether the tax preference accurately accounts for such differences.
Second, the relationship between the $500 tax credit and taxpayer behavior
regarding the structure of new entities in the natural gas industry should be studied
to determine whether the tax credit encourages formation of a separate tax entity for
each well. Finally, an evaluation of coal-bed methane well taxation policy is

warranted.
C. Telecommunications Tax

The current Telecommunications Tax is a 4 percent gross receipts tax
imposed upon telecommunications services that are not subject to competition.
Services subject to competition as determined annually by the State Public Service
Commission are exempt from tax. This exemption was added to the statute effective
July 1, 1988, or one year after the Telecommunications Tax was first created. The
graph in Appendix G, illustrates annual Telecommunications Tax collections since
Fiscal Year 1988.

Collections peaked during the first year at slightly more than $18 million, even
though that year reflected less than 11 full months of tax receipts. The list of
competitive services initially included both interstate long distance service and
certain in-state long-distance services. However, various other services were

gradually added to the list over the years, especially after 2000. The current
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exemption applies to virtually all telecommunications services. Therefore, the
current annual tax yield is roughly $0.*"®

Telecommunications services are also excluded from the Consumers Sales
and Service Tax by means of a Statute enacted in 1937 that excludes services
provided by companies subject to regulation by the Public Service Commission from
sales tax. In comparison with other states, West Virginia imposes below-average
consumption taxes on telecommunications services.

Even though there is \virtually no State consumption tax on
telecommunications services in West Virginia, the State Public Service Commission
does impose a variety of regulatory fees, including fees to fund local 911 services
throughout the State. Also, a number of West Virginia municipalities impose a local
two percent municipal excise tax on certain telecommunications services. These
miscellaneous fees tend to be rather complex and sometimes awkward to the
telecommunications taxpayer. As the industry changes, the complexity and variety
of 911 fees also tends to grow.

The Business Tax Subgroup recommends a comprehensive study of
telecommunications tax policy in West Virginia. The Project notes that it took the
State of Virginia more than three years to reform its telecommunications tax
structure. The objective of reform would be to eliminate most of the regulatory fees,
the current local tax, and the current State tax and replace this structure with single,
equitable broad-based consumption tax that is imposed at a rate roughly
approximating the general sales tax rate. The new tax structure could become a
local tax collected by the State and generate significant revenue. As a local tax,
local government flexibility would be enhanced. In addition, the use of local tax
revenues to pay for 911 services may improve the overall efficiency of the various

local 911 service centers.
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See Appendix G.
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d. Health Care Provider Taxes

More than half of all states impose one or more health care provider taxes to
raise funds for their Medicaid programs. Medicaid is the fastest growing component
in state budgets and one of the fastest growing components of the federal budget.
The federal government pays for more than half of all Medicaid expenditures by
matching funds provided by the states. In West Virginia, the current match rate is
roughly three federal dollars per every State dollar. Both levels of government are
concerned about rising costs. This concern has led to a tug-of-war atmosphere
between the federal government and the states. The federal government is
concerned that states are gaming the system and artificially raising their match
dollars at the expense of the federal treasury. States are concerned that the federal
government’s mandates and rules are too restrictive, thereby driving up the cost to
the states. West Virginia Health Care Provider Taxes meet current federal
guidelines as a qualifying source of state funds available for federal matching
Medicaid funds.

In West Virginia, the Medicaid budget expanded from approximately $400
million in Fiscal Year 1989 to about $2.3 billion in Fiscal Year 2007, an annual
increase averaging more than 10 percent. During the past two decades, Medicaid
spending grew at more than double the rate of growth in State General Revenues.
Despite such growth, a number of groups, including the State Chamber of
Commerce are concerned that the State is not spending sufficient funds for the
Program and that excess costs are being shifted to the private sector.

Health Care Provider Taxes account for nearly 30 percent of the total current
matching State funds for Medicaid in West Virginia, a total of more than $172 million
in Fiscal Year 2006. The General Revenue Fund and the State Lottery Fund provide
most of the remaining matching funds. In recent years, the annual growth rate for
Health Care Provider Tax collections has been far less than the medical inflation rate
and for the State Lottery Fund the growth rate has been flat. The State Lottery Fund

is generally capped due to a Legislative change creating the State Excess Lottery




Chapter VII

Revenue Fund. Health Care Provider Tax collection growth has been anemic due to
the implementation of a 10-year phase out of the tax on services of physicians,
chiropractors, dentists, emergency ambulances, nurses, opticians, optometrists,
podiatrists, psychologists, and therapists that began on July 1, 2001. These taxes
originally accounted for roughly one-third of total Health Care Provider Tax
collections. The sixth year of the tax rate phase-out program began on July 1, 2006,
when tax rates fell from 50 percent to 40 percent of their original statutory rates. For
example, the physician tax rate is now 0.8 percent in comparison to the original rate
of 2.0 percent.

The Business Tax Subgroup recommends no changes to current policy with
regard to Health Care Provider Taxes, unless policymakers devise alternative tax
revenue sources to fully replace the funds associated with these taxes. When the
current tax phase-out program is complete, Health Care Provider Taxes will continue
for ambulatory surgical centers, independent laboratory or X-ray services, inpatient
hospitals, intermediate care facilities for the mentally retarded, nursing homes,
outpatient hospitals, and behavioral health facilities.*"®

e. Excise Tax on Soft Drinks

West Virginia is one of just six states and the City of Chicago currently
imposing a special license tax or consumption tax on soft drinks in addition to the
general sales tax. The West Virginia soft drinks excise tax generates nearly $15
million per year or more than $8 per capita. The proceeds of the tax are specifically

dedicated for the “construction, maintenance and operation of a four-year school of

179 Additionally, it is important to note that taxation of insurance entities is an important

source of revenue in West Virginia. An Insurance Premium Tax is collected from every
insurance company transacting insurance in West Virginia. Moreover, an additional one
percent Premium Tax for fire and casualty insurance is dedicated for the Municipal Pensions
and Protection Fund. Additionally, every fire and casualty insurance policyholder must pay
a surcharge equal to one percent of the gross direct premium paid on the policy to benefit
volunteer and part-volunteer fire departments and the Teachers Retirement System. The
Tax Modernization Project recommends a long-term review of all insurance taxes.
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medicine, dentistry and nursing of West Virginia University.”**°® Only Arkansas levies
a more significant soft drink excise tax for the benefit of that state’s Medicaid
Program.*8*

The excise tax on soft drinks, syrups, and dry mixtures is difficult to
administer due to requirements related to the indicia markings and definitional
issues. The definition of what constitutes a “soft drink” is constantly changing as
new products are constantly being created. The current definition includes items
such as chocolate flavored milk and any fruit or vegetable juices containing a
sweetening additive. Due to definitional issues, some companies are reluctant to
introduce new products to the West Virginia market. Finally, unlike most other
excise taxes which produce static revenue flow absent periodic tax rate increases,
soft drink excise tax revenues tend to rise over time due to an increase in consumer
demand.

The Tax Modernization Group recommends that the excise tax on soft drinks,
syrups, and mixes be further analyzed as part of a long-term modernization plan.
Prior to any reduction in this tax, a source of replacement tax revenues is necessary
to eliminate the $15 million revenue loss that would be associated with repeal of this
tax. Within the past year, legislation was enacted to reduce the Consumers Sales
and Service Tax rate on food for home consumption, including both soft drink sales
and vending machine sales, from 6 percent to 5 percent. Slightly more than 10
percent of the total revenue loss associated with a repeal of the Soft Drink Tax could
be made up by increasing the sales tax rate on soft drinks for home consumption

and vending machine sales back to the general rate of 6 percent.

% W.Va. Code § 11-19-2.
181 In the case of bottled drinks, the West Virginia tax equals one cent per every 16.9
fluid ounces or fraction thereof. In the case of dry mixtures, the tax equals one cent per
every ounce. In the case of syrup, the tax equals 80 cents per gallon. Soft drink distributors
may generally claim a 12.5 percent discount or deduction in tax to account for possible
breakage or spoilage of soft drink products. In addition, this discount helps compensate
distributors for the cost of placing West Virginia tax-paid indicia markings upon their
products. Id.
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f. Business Investment Tax Credits

Policymakers created a number of independent investment tax credit
incentives over the years beginning with the creation of the Industrial Expansion Tax
Credit in 1969, the Industrial Revitalization Tax Credit in 1981, and the Business
Investment and Jobs Expansion Tax Credit (Super Credit) in 1985. The general
objectives of each one of these incentive programs was to stimulate the economy,
create jobs and promote investment. By 2000, the number of incentive tax credits
grew to more than 20 completely separate and sometimes overlapping programs. At
the request of former Governor Wise, a cooperative study by both the Tax
Department and the Development Office of the various tax credit programs and their
effectiveness was conducted in 2001. The results were presented to the Legislature
and the Legislature responded by enacting comprehensive legislation in 2002
repealing or eliminating 13 programs and replacing them with three new
programs.®2

Significant scrutiny of tax credit programs began during the late 1980s when
total tax collections were in a state of decline at the same time tax credit claims were
increasing in magnitude. In response to the First Report on Super Credit,
Legislation was enacted in 1990 to restrict the availability of the credit to those firms
who create new jobs and to eliminate the application of new credits against the
Severance Tax. In 1993, legislation was enacted to exclude mining and retail trade
from Super Credit application. Legislation was also enacted to provide greater
accountability for venture capital funds created under the West Virginia Capital
Company Credit Act.

As a result of the Legislation enacted in 1990, 1993, and 2002, business tax
credit expenditures gradually declined in ratio to total General Revenue Fund
revenues. As illustrated below, Super Credit claims against the Severance Tax
declined from a high of $67 million in 1991 to roughly $10 million in 2006. Due to

periodic Legislation reducing the available annual allotment of the Capital Company

182

See Appendix H.
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Credit, authorizations of this credit declined from a high of roughly $10 million per

year in the mid 1990s to an average of less than $3 million per year in recent years.

CHART 4

Super Credit Claims Against Severance Tax
Phase-Out from 1990 Legislation
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with one or more of the various terminated tax credit statutes, total costs of existing
programs are generally less than $25 million. This cost figure does not include
credit claims by the electric power and gas storage industries related to their unique
tax structures. A discussion of tax credits relating to the electric power and gas
storage industries may be found in the State Business and Occupation Tax on
Specialized Industries section of this chapter.

The Economic Opportunity Tax Credit was created as a replacement program
for the Super Credit, effective January 1, 2003. This credit is available to
businesses who generally create at least 20 new jobs and who are engaged in
manufacturing, information processing, goods distribution, warehousing, corporate
headquarters relocation, or destination oriented recreation and tourism activities
within the State. During peak years, the expenditure value of all Economic
Opportunity Tax Credits is not expected to exceed $10 million.

The Manufacturing Investment Tax Credit was created as a replacement
program for the Industrial Expansion and Revitalization Tax Credit, effective January
1, 2003. The credit is generally equal to 5 percent of annual qualified investment in
manufacturing facilities within the State and may be used to reduce Severance Tax,
Business Franchise Tax, and Corporation Net Income Tax liability by up to 50
percent. During peak years, the expenditure value of all Manufacturing Investment
Tax Credits is not expected to exceed $10 to $15 million. The Business Tax
Subgroup recommends retaining this tax credit unless the State is otherwise able to
eliminate both the Business Franchise Tax and local personal property taxes on
inventory, machinery, and equipment.

The Strategic Research and Development Tax Credit was created as a
replacement program for the Research and Development Projects Credit. This
credit is generally equal to the greater of 3 percent of total qualified research
expenditures or 10 percent of qualified expenditures over a three-year base
average. The Legislature recently expanded the scope of tax credits for the support
of research and development to also include a credit of 50 percent for capital

investments made by individuals in qualified small research and development firms

iﬁi63¥f::
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and a refundable credit provision for qualified small research and development firms.
The Tax Modernization Group recommends a thorough study of the costs and
benefits of these programs in the near future.

The Tax Modernization Group also makes the following additional short-term

recommendations regarding tax credits:

1. The Capital Company Tax Credit should be repealed in favor of
lower Corporation Net Income Tax rates.

2. The High-Growth Business Investment Tax Credit should be
allowed to terminate as scheduled on July 1, 2008.

3. The High-Tech Zone provisions of the Economic Opportunity
Tax Credit and the Strategic Research and Development Tax
Credit should be repealed with appropriate grandfather
provisions for existing claims.

4, The Refundable Strategic Research and Development Tax
Credit provisions should be allowed to sunset as scheduled on
January 1, 2008.

5. The Natural Gas Jobs Industry Retention Tax Credit should be
eliminated along with the Business and Occupation Tax on gas

storage.
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IX. Consumers Sales and Excise Taxes
A. Consumers Sales and Service Tax and Use Tax

The Consumers Sales and Service Tax and Use Tax is a significant source of
revenue for the General Revenue Fund. Collections for the Consumers Sales and
Service Tax last year were over $1.1 billion, and accounted for over 27 percent of
collections for the General Revenue Fund. The Tax Modernization Project has not
as of yet undertaken an analysis of the entire Consumers Sales and Service Tax
structure. The members of the Project have, however, identified three particular

areas of the Consumers Sales and Service Tax that warrant consideration.

1. Sales Tax on Food and Food Ingredients Intended for Home
Consumption

The State of West Virginia has a detailed history with respect to exempting
food for home consumption from sales taxation. When the West Virginia Consumers
Sales and Service Tax was originally enacted in 1934, no specific exemption for
food was provided. On July 1, 1941, an exemption was made for certain food items
including bread, butter, flour, eggs, and milk. This partial food exemption lasted only
ten years, and was repealed in 1951. The Consumers Sales and Service Tax on
food and food intended for home consumption (hereafter, sales tax on food for home
consumption) remained until 1979, when the State provided a three-year phase out
of sales tax on food for home consumption, with complete elimination in 1981. To
replace revenues lost by the food for home consumption exemption, the State’s
overall Consumers Sales and Service Tax was increased to 5 percent. In March
1989, the exemption for food for home consumption was once again removed. The
6 percent tax rate on food for home consumption was applied. Effective January 1,
2006, the rate on food for home consumption was reduced to 5 percent.®® Thus,
West Virginia has a history of providing an exemption, then either increasing the

general Consumers Sales and Service Tax rate or repealing the exemption, or both.

183 See W. Va. Code §§ 11-15-3a; 11-15B-2 (Supp. 2006).
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Taxpayer appetite for the general sales tax and the sales tax on food for
home consumption varies across the country. States with high sales tax on food for
home consumption (e.g., Alabama and Arkansas) tend to impose significantly below
average residential property taxes. States with no sales tax on food for home
consumption tend to impose some combination of a higher than average overall
sales tax rate, higher than average personal income taxes or higher than average
residential property taxes. Residents in South Dakota recently voted against a
referendum to eliminate the sales tax on food for home consumption out of concern
that other taxes would rise to fill the gap. Virginia recently reduced its sales tax on
food for home consumption from 4.5 percent to 2.5 percent, and raised its overall tax
rate to 5 percent at roughly the same time. New Mexico recently raised its overall
state and local sales tax rate by 0.5 percent at the same time it eliminated its sales
tax on food for home consumption. The ldaho Legislature recently enacted an
increase in its general sales tax rate, including taxes on food for home consumption,
to finance a property tax relief program. A group of legislators in Pennsylvania
recently advocated the extension of that state’s sales tax to food for home
consumption in exchange for residential property tax relief.

The sales tax on food for home consumption is currently imposed by state
government and/or local government units, or both, in 20 states, including West
Virginia. In a number of states, the sales tax on food for home consumption is either
levied at a lower rate than the general sales tax rate (e.g., West Virginia) or the tax is
imposed only by local governments (e.g., Alaska). The following table contains

more details.
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TABLE 1
Sales Tax On Food For Home Consumption™®
Maximum Maximum Maximum
Rate Rank State State Rate Local Rate Total Rate
1 Arkansas 6.000% 5.500% 11.500%
2 Alabama 4.000% 7.000% 11.000%
3 Oklahoma 4.500% 6.000% 10.500%
4 Idahoe 6.000% 3.000% 9.000%
5 Tennesseeq 6.000% 2.750% 8.750%
6 Kansase 5.300% 3.000% 8.300%
7 Mississippi 7.000% 0.250% 7.250%
8 Alaskaw No Tax 7.000% 7.000%
8 Utah 4.750% 2.250% 7.000%
10 Louisianaa 0.000% 6.250% 6.250%
11 South Dakotagw 4.000% 2.000% 6.000%
11 Wyomingee 4.000% 2.000% 6.000%
13 Missourie 1.225% 4.500% 5.725%
14 South Carolinag 3.000% 2.000% 5.000%
14 West Virginiae 5.000% 0.000% 5.000%
16 Hawaiie) 4.000% 0.000% 4.000%
17 North Carolinae 0.000% 3.000% 3.000%
17 Georgiae 0.000% 3.000% 3.000%
19 Virginiacs 1.500% 1.000% 2.500%
20 lllinoise 1.000% 0.000% 1.000%

a - No State Sales Tax Rate Applies, But Local Taxes Do Apply.
b - These States Provide an Income Related Tax Credit to Offset Food Tax to Compensate Poor

Households.

c - These States Tax Food for Home Consumption at a Lower Tax Rate Than Other Taxable Purchases.

d - Virginia reduced its tax rate on groceries after raising the overall tax rate by 0.5 percentage points.
e - Wyoming enacted a temporary exemption from July 1, 2006 to June 30, 2008 for both the State and

local rate.

Additional Notes: New Mexico recently eliminated its tax on groceries and partially offset the loss by
increasing the sales tax rate by 0.5 percentage points.

184

Department Web Pages.

Sources: Federation of Tax Administrators -- January 2006 Survey. State Revenue
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The remaining 26 states that impose the general sales tax totally exempt food for
home consumption from their sales tax base.

The concept of an exemption for sales tax on food for home consumption
grew out of criticism that such a sales tax is regressive, because lower-income
households spend a higher share of their income on food for home consumption
than do those in higher-income households. This problem, however, has been
mitigated to some extent. The sales tax on food for home consumption became less
regressive in 1987 when federal law effectively created a State and local sales tax
exemption for purchases of food made with food stamps or Women, Infants and
Children (“WIC”) program vouchers.

The 1999 Commission on Fair Taxation studied the sales tax on food for
home consumption in an in-depth fashion and concluded that reductions in the sales
tax on food for home consumption may not benefit low-income individuals as much

as some had alleged.'®®> As the 1999 Commission stated:

It was the opinion of the Commission that equity
could better be served by a more progressive personal
income tax than by exempting groceries from the State
sales tax, as had been suggested by some. . . . In
addition, low-income families that receive food stamps or
women’s, infants and children’s programs (WIC)
payments do not pay sales tax on food purchased with
food stamps or with WIC coupons. Almost 70 percent of
food expenditures by low-income West Virginian families
are covered by some assistance program. As a result,
they would benefit little, if at all, from the repeal of the
sales tax on food.

While it is true that lower income individuals and
families spend a higher percentage of their incomes on
food than do higher income individuals and families, the
persons who would derive the greatest benefit from
repeal of the food tax would be the higher income
individuals and families because they spend more dollars

185 1999 Commission on Fair Taxation, Supplement D, Current Proposed Sales Tax

Systems: Their Effects on West Virginia’s Economically Disadvantaged Citizens, August
1998.
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on groceries even though those dollars represent a
smaller percentage of their budgets. While lower income
individuals would see their total sales tax bill decline by
less than $20, higher income individuals would see
reductions of over $200.%°

A recent study confirmed that the sales tax on food for ho