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Dear Delegate Michael:

As Chairman of the Governor's Commission on Fair Taxation, | want to
thank you for the many tireless efforts you contributed to this Commission’s study
over the past 17 months, and | am pleased to present to you the Executive
Report of the Commission's Agenda for Fair Taxation: Recommendations to
Governor Cecil H. Underwood, January, 1999.

This report contains a synopsis of the recommendations to Governor
Underwood’s charge of July 25, 1997, to members of the Commission.

The Executive Report, in addition to the technical report which we will
subsequently provide, represents our best efforts to achieve a deliberate,
comprehensive review of our tax structure in order to provide these proposals
which we feel best serve the interests of the people of the State of West Virginia.

Governor Underwood has asked me to express to each of you his
appreciation for your contribution to the success of this review and your
willingness to serve the State of West Virginia. He hopes we will continue to
advise him as the process proceeds.

Sincerely yours,
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Robin C. Capehart
Chairman ,
Governor's Commission on Fair Taxation
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EXECUTIVE REPORT

PART | - BACKGROUND

A. Process

On July 25, 1997, Governor Cecil H. Underwood created the Commission on Fair
Taxation (“the Commission”). Governor Underwood charged the Commission to:
(1)  Review our present system of taxation to determine whether it adequately
embodies the principles and values of the people of the State of West
Virginia, and

(2) Based upon this review, develop and propose for consideration any
modifications that may be found to be necessary to promote these
principles and values.

The Commission sought public input through a series of 13 public forums held
throughout West Virginia. Following the public forums, the Commission received
presentations from 27 resource teams that represented various economic, social,
commercial and public interests. |

The Commission conducted a series of deliberation and discussion conferences
to review the information received and address Governor Underwood's first charge.

The Commission received further input from a group of special advisors and
consultants from the Urban Institute, Muitistate Tax Commission and the Federation of
Tax Administrators in Washington, D.C.

On February 2, 1998, the Commission presented Governor Underwood with a
status report that included its findings regarding the principles and values of the people
of West Virginia that should be embodied in their tax system. The report also included
findings regarding the present tax structure. |

Based upon this process, the Commission established a set of six goals to be
achieved in order to produce a fair system of taxation. The Commission also



established one or more objectives to serve as the means to achieve each goal. For
each objective, the Commission formulated specific strategies. These strategies
consisted of recommended methods of taxation and specific structural changes that the
Commission believed would create a fairer system of taxation by more effectively
embodying the principles and values of the people of West Virginia. The Commission
set forth these recommendations in the Agenda for Fair Taxation that it presented to
Governor Underwood on July 2, 1998,

Following the release of the Agenda for Fair Taxation, the Commission pursued
further discourse with its resource teams, legislators and the public. Moreover, the
Commission held additional deliberation and discussion conferences to review more
specific issues and move toward a refinement of its recommendations.

On November 18th through 20th, 1998, the Commission conducted a symposium
on tax reform. The symposium inciuded nationaily known economists who provided
critical insight and analysis regarding the Commission’s proposals. The Commission
subsequently used many of the observations and comméntary provided at the
symposium as a basis for additional development of its proposals.

B. West Virginia Values

The predominant value that is desired in any tax system is fairness. The

Commission reviewed fairness in three different relationships:

.1. Fairness among taxpayers,
2. Fairness between the tax system and taxpayers as a whole; and
3. Fairness ih the operation of government.

1. Fairmess among Taxpayers

In short, fairness among taxpayers means that each taxpayer receives the same
or equal treatment. In common parlance, each taxpayer pays his or her fair share.
The Commission adopted four values that pertain to fairness among taxpayers.

a. Ability to Pay
A taxpayer's tax burden should increase as his capacity to pay increases.

b. Match Benefits to Burdens




As much as possible, a taxpayer's burden should reflect the benefits he receives

from government.

c. Neutrality

Tax preferences are inherently partial and biased and, thus, create inequities.
Therefore, the use of the state and local tax system to achieve social and economic
goals should be minimized.

d. Consistency

Like-situated persons with equal economic capacities should pay the same
amount of tax. Such consistency creates a level playing field for all taxpayers.
2. Fairness fo Taxpayers as a Whole

The Commission adopted four values that assure taxpayers as a whole are not
treated unfairly.

| a. Simplicity

The tax laws and the tax structure developed to implement and enforce such
laws should be easily understood by the taxpayers as a whole in order to increase
public understanding and support of the tax system.

b. Accountability

Changes in tax rates, tax burdens or the distribution of the tax burden should be

the result of explicit legislative action that is easily discernable by the taxpayeré.

C. Economic Growth

West Virginia’s tax structure should not unduly inhibit the ability of its taxpayers
to grow economically. | '

d. Competitiveness

West Virginia's tax system should not place its taxpayers in an uncompetitive
position with those in other states.
3. Faimess to Government

Government uses the tax system to generate the revenues necessary to provide
the services desired by the people through government. In order to perform its duties
effectively and efficiently, it is necessary that the tax system does not place an unfair

burden upon government.




Therefore, the Commission identified certain values necessary to achieve such
fairness. Previously, we mentioned simplicity and neutrality. A simpler and more
neutral tax system makes tax administration and enforcement easier.

However, the Commission identified four values that are specific to government.

a. Revenue Yield

The tax system should be capable of generating the revenue necessary to

provide the services people want the government to provide.

b. Stability
A tax system should be designed to create a high degree of certainty and
predictability as to the revenue needs of government. Likewise, a taxpayer shouid, year

in and year out, be assured of his tax liability.

C. Enforceability

Tax laws should be easily enforceable at a reasonable cost in order to preserve
an equal distribution of tax responsibilities.
d. Local Flexibility

An impartial system of various local taxes should afford each local unit of

government sufficient flexibility to generate revenues to provide the services desired by
its people.
4. Balance of Values

The Commission recognizes that no one tax can embody all of these values and
that, in fact, values often conflict. Therefore, the Commission believes it is necessary to
seek a balance of values in the tax structure as a whole.

C. Commission’s Findings

After applying these values, the Commission found the present system:

1. Too regressive;

2. Contains too many taxes;

3. Contains too many exemptions,

4. Not adaptable to our shifting economy;



5. Lacks sufficient revenue producing capability for local governments;
6. Uses tax appeals processes that are unfair and inequitable; and

7. Needs a constitutional method of funding education.

D. Goals and Objectives

As a result of the foregoing process, the Commission established six goals.
These goals represent broadly defined measures of achievement at which the
Commission’s efforts are concentrated.

For each goal, the Commission established a set of objectives that represent
specific measures of achievement. In short, the Commission’s objectives are the

recommended means for achieving their goals.
‘GoalNo. 1: A simple broad-based tax system with fewer taxes and limited
tax preferences
Objective 1. A broad-based consumption tax with few exemptions.

Objective 2: A limited number of broad-based general business taxes with
limited exemptions that balance the ability to pay with the matching
of burdens to benefits.

Objective 3: A limited number of special revenue taxes imposed to reflect the
special burdens placed on government. |

Goal No. 2: A less regressive tax system

Objective 1. A progressive persona!l income tax system consisting of generous
exemptions for all taxpayers. |

Objective 2. Less reliance upon property taxes.

Goal No. 3: A stable tax system that reflects the shift in the State’s

economy

Objective 1: A balance of consumption, income and property taxes that more

accurately reflects the State's economic activity.

Goal No. 4: Local flexibility to generate revenues




Objective 1: Increased ability of local governments to utilize alternative methods
of generating revenues.
Objective 2: Continued availability of the property tax system for funding of local

governmental services.
L3

Goal No. 5 Improved tax appeals systems

Objective 1: A state tax appeals system that provides for both the administrative
and independent review of disputes.
Objective 2: A property tax appeals system that provides greater due process.

Goal No. 6: A constitutional method of funding education

Objective 1. A fair, stable and accountable source of support for a thorough and
efficient system of public education.
Objective 2: A fair, consistent, competitive and accountable property tax

structure.

PART It — A FAIR AND SIMPLE TAX SYSTEM

A, A Philosophical Choice

Against the background of its elaborate, but relatively uncoordinated, public
- revenue system - involving a myriad of narrow-based, high rate taxes — West Virginia
has also endeavored to expand its overall base through a plethora of targeted tax relief
investment incentives. The Commission has concluded that public revenues should be .
generated through a structure that is designed to stimulate a growing and broader tax
base.

At the heart of such a new approach is the belief that capital investment in plant
and equipment is the key to expansion of the tax base. To attract additional capital,
West Virginia needs to present potential investors, in both existing and new businesses,
with a fair, simple, stable and accountable tax structure.

That approach rests on the view that, with its fiscal limited resources, West
Virginia cannot hope to succeed, in the ferocious interstate competition for job-creating
investment, by relying so heavily on targeted tax credits. Rather, the Commission




believes that the new tax structure itself, by better providing the elements of fairness to
all its taxpayers, can favorably distinguish West Virginia from other states. This should,
in turn, make the State more attractive to many potential investors from both within and
outside its borders.

To act on that philosophical change, it is recommended that the process to
replace the current system be both cautious and systematic. Further, the Commission
believes that to remain credible, West Virginia must keep its word.  Thus,
implementation of a new tax system should fully preserve, for affected taxpayers, the
economic benefit of previously earned investment incentives. At the same time, those
current programs should be curtailed in a prospective and orderly manner.

Finally, the Commission recommends that, for long-term stability, the fairness of
the new tax structure should be preserved by building, into the State's constitution, a
high degree of accountability for any future changes in its basic elements. Such
constitutional provisions, once adopted by a vote of the people, would both embody the
taxpayers’ principles of fair taxation and establish the procéss by which any future
adjustments to that fair structure are to be made.

These provisions for accountability would be designed to assure adequate
flexibility for the Legislature to respond to evolving fiscal requirements. Most notably,
they would make it more likely that the fundamental political question of changes in the
State’s ‘annual expenditure-taxation equation will be openly and forthrightly addressed
through the tax rates of all taxpayers - rather than by selective manipulation of the tax

base to aiter the burden of particular economic interests.

B. Progressive Income Tax

1. Policy Considerations

West Virginia's strong reliance upon a variety of consumption and property-
based taxes has produced a highly regressive tax structure. The Legislature has
attempted to balance the overall regressive nature of the tax structure by maintaining a

progressive personal income tax.




The present personal income tax structure consists of five marginal tax rates and
a $2,000 exemption for each dependent. This system serves as the primary source of
progressivism for the overall tax structure of the State.

However, the present system has two major problems.

First, the $2,000 per dependent exemption established in 1987 fails to provide
the appropriate amount of tax relief to low-income households. Although the Legislature
exempted from income tax the earned income of taxpayers with federal adjusted gross
income of less than $10,000, this level is still below the federal poverty standard for
West Virginia.

Second, the present tax system provides for discriminatory exclusions for various

types of retirement income.
2. Recommendation

Initially, the Commission recommended the use of a flat tax rate. However, upon
further examination, the Commission recommends the use of a two-rate system and the
use of generous exemptions in order to achieve an effective measure of progressivism.

The recommended rate structure is as follows:

2.0% on the first $40,000 of taxable income
6.5% on the taxable income in excess of $40,000

It is the Commission’s intent to preserve tax relief presently afforded modest
income senior citizens and persons who are permanently and totally disabled and to
extend tax relief to low-income individuals and families in West Virginia while increasing
the progressive nature of the income tax. Accordingly, the Commission further
recommends the use of exemptions linked to the federal poverty level that decrease as |
a person's (or family’s) income increases. Using the 1998 federal poverty level, the.

following chart illustrates the Commission’s recommendation.



1998 Federal Poverty Level (FPL) — One Person: $8,050

Starting Exemption:

Level of Income for Decrease in Exemption:

100% of FPL-1
$40,000 adjusted gross income

25% for each additional $4,000 of
adjusted gross income until
exemption becomes $2,012.

Adjusted
Gross Income 1 Exemption* 2 Exemptions” 3 Exemptions*®
Amount % FPL Amount % FPL Amount % FPL
$40,000 or 8,050 100 16,100 200 18,112 225
less

44,000 6,038 75 14,088 175 16,100 200
48,000 4,025 50 12,075 150 14,088 175
_52,000 2,012 25 10,063 125 12,075 150
56,000 2,012 25 8,050 100 10,063 125
60,000 2,012 25 6,038 75 8,050 100
64,000 2,012 25 4,025 50 6,038 75
Adjusted

Gross Income

4 Exemptions*

5 Exemptions®

6+ Exemptions*

Amount % FPL Amount % FPL Amount % FPL
$40|£S%0 or 20.125 250 22,137 275 24150 300
44,000 18,112 225 20,125 250 | 22137 275
48,000 16,100 | . 200 18,112 225 20,125 250
52,000 14,088 . 175 16,100 200 | 18,112 225
56,000 12,075 150 14,088 175 16,100 200
60,000 10,063 125 12,075 1501 14,088 175
64,000 8,050 100 10,063 1251 12,075 150

* Each senior citizen or person who is permanently and totally

disabled would be allowed two exemptions.

The following chart shows the effect of the Commission’s Agenda on low and

middle income individuals and families;
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C. General Excise Tax
1. Policy Considerations

Given its relative ease of compliance and administration, and its capacity to
spread the burden of financing government to virtuaily all elements of society, a broad-
based consumption tax is an important component of any state's tax system.
Unfortunately, West Virginia's current version of such a tax fails to fully realii_e those
fundamental benefits.

Specifically, the ever-expanding list of exemptions and exceptions to our sales
and use taxes both complicates compliance and administration, and unfairly and
arbitrarily, lifts the burden of taxation from certain sectors which benefit as much from
government services as do those who have to pay the tax. For example, how can we
justify imposing tax on the purchase of groceries but not on the service of a haircut?

2. Recommendation

Accordingly, the Commission recommends replacing the current sales and use
tax with a broader-based General Excise Tax (GET) to be imposed on the purchase,
sale or use of tangible personal property and services. The recommended rate of the
GET is 6% of the purchase price of such goods and services - the same rate as the
current sales and use taxes. Just as is the case under those current taxes, rentals of
tangible personal property will be treated as purchases, but transactions involving
interests in intangible assets and real estate will not be taxed.

Significantly, the Commission recommends elimination of most, but not ali, of the
current array of exemptions. from such tax. Furthermore, the Commission firmly
believes that mitigation of the regressive effect of taxing the purchase of most of life’s
necessities, such as food and clothing, is more efficiently addressed through the
Progressive Income Tax.

However, under the Commission's proposal, additional relief from the regressive
effect of a consumption tax for purchases of health care services and medicine would
be provided. Additionally, the GET would also recognize a few other exemptions to -
reduce the adverse economic impact of pyramiding tax burdens and to avoid the
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inefficiency that inherently results when one unit of government taxes the purchases of
another.

Among the principal current exemptions, which would not continue under the
GET, are those for non-health care professional services {e.g. legal, accounting,
engineering, etc.) and for various utility services (e.g. water, sewer, gas electric,
transportation, communication, etc.). As explained elsewhere in this report, the
imposition of the GET, on most regulated utility services, would be appreciably mitigated
by the concurrent repeal of the current State business and occupation tax, the
telecommunications tax and other business taxes, all of which are embedded in the
prices consumers now pay for such services.

As under our current sales and use taxes, the obligation to pay the GET would
be imposed on and collected from either (but not both) parties to a transaction. In most
cases, it will be expected that the seller of goods or services will collect the tax from the
customer and remit it to the State. A discount would be offered to sellers who promptly
remit the GET. |

However, if a seller fails to collect and remit the tax, or fails to retain proper
documentation of the customer's exemption or direct payment of the tax to the State,
the seller will be liable for the tax, interest and likely, penalties. Alternatively, the State
could also pursue the customer for payment.

In the case of an out-of-state seller, whose contacts with West Vifginia are
insufficient to bring it under the State’s taxing jurisdiction, the in-state purchaser would,
as a practical matter, be the only one legally obligated to pay the tax on goods or
services purchased elsewhere. As a corollary, fairness mandates giving credit against
the GET for sales taxes legitimately paid on purchases in another state.

This has important and favorable implications for newcomers who title their
vehicles here after having already paid an excise tax on them in another state. Instead
of having to also pay the current motor vehicle titie tax, new residents would only be
liable for any amount by which the GET, on their vehicle's current remaining value,
exceeds the excise tax they had already paid on its original purchase price.

However, to generally protect all in-state sellers from unfair, out-of-state
competition, a non-intrusive, but determined, effort must continue to be made by the

12



Department of Tax and Revenue to enforce the use tax portion of the GET on other
goods and services. Taking a broader view, the Commission also firmly believes that
the overall impact of the proposed new tax structure — particularly relief from personal
property tax on inventories, machinery and equipment — will generally tend to make
West Virginia retailers more competitive than under the current system. That is
important because who actuaily bears the economic burden of the GET (or any tax for
that matter) will depend, in part, on the relative competitiveness of the market.

Ultimately, depending on competitive circumstances, the party who immediately
pays the tax may, instead of absorbing it, be able to shift its economic incidence to
others through pricing adjustments. While, because of the complexity of our economy,
it is generally impossible to precisely project where the actual economic incidence of a
tax falls, in the few instances where pyramiding of the GET burden can be firmly
demonstrated, exemptions are recommended.

3. Limited Exemptions

To avoid demonstrable adverse competitive impabt of double taxation,
exemptions will be provided for purchases of advertising and goods and services
purchased for resale or direct use in the production of natural resources, manufactured
goods and agricultural products. Likewise, purchases of goods and servicas, by the
affiliated units of a single economic interest, should be exempt from paying tax on such
items more than one time. |

Similarly, because employees’ compensation will form part of the base of the
Single Business Tax paid by their employers, it will not again be taxed under the GET.
On the other hand, in most cases, services rendered to businesses by independent
contractors will be subject to the GET.

Further, an exemption will be provided for all purchases of goods and services by
government entities to avoid the inherent inefficiency of having funds flow through the
hands of muitiple government agencies. Similarly, non-profit, charitable organizations
will be exempt from the GET on their purchases of goods and services directly used in
performing functions which are, otherwise, the traditional obligation of government. '
Examples of such functions include public safety, education and assistance of the

needy and handicapped.
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Likewise, isolated or occasional sales by such organizations, for legitimate
fundraising purposes, and by others, not in the business of regularly selling particular
goods and services (e.g. family garage sales, bulk sales of business operating assets),
would continue to be exempt from the GET.

Given both the inherent administrative complexities and pervasive government
involvement surrounding most payments for heaith care services and prescription
medicines, an exemption for such charges will also be included. This exemption also
recognizes that these are unavoidable expenses that cannot be controlled by the user.

Finally, purchases made with food stamps and WIC vouchers, and any other

transaction exempted by federal law, will not be subject to the GET.

D. Single Business Tax

1. Policy Considerations

As separate entities, business enterprises receive the benefits afforded by both
state and local government. These publicly funded social costs include access to a
jurisdiction’s court system, education, roads, police and fire protection, infrastructure
development and other public services. The purpose of levying taxes against business
entities is to pay for these services.

The Commission believes that, under a fair system of taxation, the extent of a
business’s tax burden should accurately reflect the benefits received from goﬁernment.
The Commission feels that this objective can be met through the use of a few broad-
based taxes. '

West Virginia's present tax system of numerous narrow-based taxes does not
embody this philosophy. Instead, taxation in West Virginia is based upon such artificial
criteria as the efficiency of a business enterprise in the marketplace, its form of
organization or the nature and composition of its resources.

For example, only certain types of businesses (so-called C corporations) pay the
corporation net income tax. The personal property tax on inventory falls only on
merchants such as shoe stores and flower shops and hardly at all on service-oriented |
businesses such as lawyers and accountants. The personal property tax on machinery

and equipment and the business franchise tax are disproportionately borne by capital-
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intensive business. An efficient C corporation that makes a profit will pay a business
profit tax, while a similar but inefficient business that does not make a profit but incurs
the same social costs and places the same demands for services on government will
not.

2. Recommendation

The Commission recommends the adoption of a single business tax (SBT) at a
rate of 2% on all business enterprises in West Virginia'. The tax would be imposed
upon the privilege of doing business in West Virginia. The exercise of this privilege
would be measured by the extent of the firm's particlipation in the State’'s economy
during the year. In paricular, the SBT base would consist of the amount of
compensation, rents and royalties paid, interest paid, depreciation and profit made in a
given year. These payments by a business enterprise represents the costs of labor and
capital used by the organization providing the goods and services it sells. It excludes
the costs of previously taxed inputs. The SBT also permits deductions for the cost of
current capital expenditures in West Virginia when determining the West Virginia SBT
base of the business. Unused deduction may be carried over until used.

Due to the unique nature of businesses that serve as financial intermediaries,
banks and insurance companies would not include interest they pay on deposits and
financial assets in determining the SBT base. They would include interest paid in other
contexts — just as other businesses would. |

The Commission further recommends a small business exemption that would
provide relief to new or existing businesses with a limited SBT base or a small amount
of gross receipts. The Commission determined small businesses warrant this type of
relief due to the administrative costs that would be incurred and to permit new
businesses a chance to become established and grow. As a result, the exemption is
designed to decrease as the SBT base or gross receipts increase. A business may
gualify by electing to use either its SBT base or its gross receipts.

! This rate is 2.1% the first year.
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SBT Base Gross Receipts Percentage of SBT Base
Exempted
$ 50,000 or less $100,000 or less 100%
$50,001 to $100,000 $100,001 to $200,000 80%
$100,001 to $150,000 $200,001 to $300,000 60%
$150,001 to $200,000 $300,001 to $400,000 40%
$200,001 to $250,000 $400,001 to $500,000 20%
$250,001 or greater $500,001 or greater 0%

E. Special Revenue Taxes

1. Policy Considerations
Certain types of economic activity or particular circumstances present
government with burdens beyond the usual or customary responsibilities.
2. Recommendations
In such cases, the Commission recommends that the following special revenue
sources be retained as under current law. |
1. Gasoline Excise Tax
Gasoline Sales Tax
Severance Tax
Liquor Tax
Nonintoxicating Beer Tax
Wine Tax

Estate Tax

@ N OO RN

Racing Fees

8. Bingo Fees

10.  Lottery Proceeds

The Commission recommends expanding the present cigarette tax to a tobacco
products tax, which includes other tobacco products.

Under present law, a corporation purchasing 10,000 acres or more of property in
West Virginia are subject to a one-time tax of $.05 per acre on the privilege of owning
such property. This tax has remained unchanged since 1905. The Commission

recommends increasing this tax to a level commensurate with the benefits received
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under present standards. The Commission also recommends that (1) the State collect
this tax on an annual basis instead of one time and (2) the Legislature adopt attribution
rules similar to those used by the Internal Revenue Service in order to prevent tax

avoidance through the construction of various ownership structures.

F.  Summary of Tax Proposals

A summary of the Commission’s recommendations appear on the following page.
Examples illustrating how these changes affect five businesses appear in

Appendix D.
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Present Tax System

Proposed Tax System

Property Taxes

Property Taxes

Real Property Tax

Retained Primarily for Local Use

Personal Property Tax on Automobiles

Repealed

Personal Property Tax on Machinery

Phased-out over 3 years

Personal Property Tax on Equipment

Phased-out over 3 years

Personal Property Tax on Inventory

Phased-out over 3 years

Tax on All Public Utility Property subject
to limitations of federal [aw

Retained for Education

Business Franchise Tax

Repealed

Corporate Charter Tax

Repealed

State Property Tax Used for Education

10% of Local Maximum Levy
Estate Tax Retained
Property Transfer Tax Retained for Local Use

income Taxes

Income Taxes

Personal Income Tax

Replaced by Progressive Income Tax
Rates: 5% and 6.5%

Corporation Net Income Tax

Replaced by Single Business Tax
Rate: 2% (2.1% first year)

Consumption Taxes

Consumption Taxes

Consumers Sales and Use Tax

Replaced by General Excise Tax
Rate: 6%

Gasoline Excise Tax

Retained

Gasoline Sales Tax

Retained .

Severance Tax

Retained partially for local use, balance
for state use

Cigarette Tax Replaced by Tobacco Tax on cigarettes
and other tobacco products

Nonintoxicating Beer Tax Retained \

Liquor Profits Retained

Wine Tax Retained

Business Registration Tax

Repealed after 3 years

Telecommunications Tax

Phased out over 5 years

Health Care Provider Tax

Repealed for individual practitioners;
Phased out over 5 years for institutions

Insurance Premiums Tax

Reduced to retaliatory tax

Auto Privilege Tax

Replaced by GET

Business and Occupation Tax

Phased out over 5 years; replaced with

Generation Tax of $3.25 KW
Soft Drink Excise Tax Repeaied
Excess Acreage Tax Reformed
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G. The Use of Tax incentives

1. Policy Considerations

Like many states, West Virginia has enacted a host of tax and nontax incentives
designed to attract or retain business investment within the State. In all, West Virginia
offers 22 different types of tax credits, each designed to encourage particular types of
economic activity. Proponents' feel that credits are necessary to attract new industry
and expand existing ones. Moreover, supporters contend that a system of tax credits is
necessary to make West Virginia economically competitive noting that all the states with
which West Virginia competes have tax credit systems. In addition, defenders assert
that the lack of level sites for industrial expansion creates a cost disadvantage for West
Virginia that may be offset by tax credits.

West Virginia’s use of tax incentives is typical of a tax structure that utilizes a
number of narrow-based taxes with relatively high tax rates. In short, the credits are
used to offset the high tax rates by giving preferential treatment to selected business
activities.

2 Recommendation

The Commission recommends a shift away from this philosophy. Instead, the
Commission recommends a tax structure consisting of a few broad-based téxes, with
lower rates and few tax preferences. This recommendation includes the orderly
discontinuation of the use of tax credits.

In general, the Commission believes that a simple broad-based tax system with
fewer taxes and lower tax rates provides businesses with a sense of stability and
accountability that is at least as attractive as a system based upon volatile taxes and tax
credits. In addition, the Commission offers several other reasons.

First, tax credits violate most of the values of fair taxation, including all the
values that determine fairness among taxpayers such as neutrality, consistency,
simplicity, and revenue yield. Moreover, the use of tax credits is not based upon the
ability to pay nor does their use result in an equitable matching of benefits to burdens.

Supporters may note that tax credits do promote economic growth and competitiveness.
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However, the Commission believes that the availability of tax incentives actually plays
only a small part in a business's decision where to locate or expand. Besides, the
proliferation of tax credits in competing states further minimizes the effects of the
incentives offered in West Virginia.

Second, there is the questionable effectiveness of tax incentives. Numerous
studies have challenged the economic benefits that tax credits purport to generate and
the costs entailed with respect to both state revenues and the national economy.
Studies have also concluded that tax incentives have not produced the intended effect
of expanding economic activity and overall job production.

Whether or not tax incéntives are effective tools for economic development coulid
be a moot issue in light of a third compelling reason to discontinue the use of tax credits
— the questionable legal validity of tax credits under the Commerce Clause of the
United States Constitution.

In recent years, a number of well-reasoned commentaries have concluded that
the Commerce Clause will likely serve as the basis for nationwide legal challenges to a
state’s use of tax incentives by public interest groups representing the beneficiaries of
state government expenditures.

The Commission’s concern is that the proliferation of these lawsuits throughout
the country could ignite similar litigation in West Virginia and threaten the present
structure. Obviously, in light of the extensive use of tax incentives over the last 20

years, a significant economic and fiscal crisis could develop. This crisis can be avoided

by adopting a philosophical shift toward a simple broad-based tax system with lower

rates for everyone and fewer tax credits.

H. Appeals Process Reform

The Commission, just as did its predecessor in the 1980s, finds that the current
system for administrative review of State tax disputes suffers from the appearance of
bias and lack of independence. While such a review process, conducted within the
taxing agency, can be a valuable arrangement to identify 'and correct erroneous

assessments, it is no adequate substitute for review by a truly independent body.
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Despite the fact that the current in-house administrative review system likely
satisfies minimal due process standards, it inherently lacks the independence
necessary to earn any taxpayer’s confidence in the fairness and objectivity of the review
process.

Even more troublesome is the current system for reviewing challenges to
property tax assessments. With its inadequate notice, institutional bias, illusory hearing
opportunities and lack of uniformity and accountabiity, the current system may well
violate minimal due process standards. Perversely, this system also exposes local
government units to fiscal uncertainty and the risk of catastrophic disruption when
assessments are overruled upon appeal.

Accordingly, the Commission recommends the establishment of an independent
State board of tax appeals to hear challenges of both state and local tax assessments.
The Governor with the advice and consent of the Senate would appoint the members of
such a board. Parties, appearing before such board, would have the right to obtain
review of its decisions before the Circuit Court of their home cdunty, and, if necessary,
the Supreme Court of Appealis.

Additionally, several related proposals, long advanced by the West Virginia Law
Institute, should also now be adopted to improve fairness for taxpayers and to help
assure stability in local government finances. Specifically, with more adequate pre-
assessment notices, improved availability of general assessment information and more
objective and consistent county commission hearing procedures, far greater fairness
and accountability for taxpayers can be achieved without losing the advantage of their
informality or disrupting the current fiscal timetables of local government.

At the same time, the Law Institute's related recommendations requiring payment
of taxes as they come due during the course of an appeal, and allowing an orderly
deferred pay-back of larger refunds, should afso be adopted to protect the integrity of

local government finances.
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PART il — PROPERTY TAX and LOCAL GOVERNMENT FINANCE

A. Personal Property Taxes

1. Policy Considerations

Most states have repealed in total or in part the tax on personal property. In
West Virginia the personal property tax falis predominately on vehicles, inventories,
equipment and fixtures. The car tax is one of the most despised levies in the State. In
a state with a mountainous terrain where much of the population is dependent on their
automobiles for transport to work or for medical care, this tax should be repealed.

The personal property tax has a very strong negative effect on business. This
tax has been correctly labeled as a tax on jobs. The tax on inventories discourages
retail and wholesale operations. It discriminates against firms which must carry large
inventories relative to sales and weighs in favor of firms which need to have little or no
stock. Out-of-state mail order and Internet sellers also are helped as they pay no West
Virginia tax on their inventories.

The personal property tax on equipment and fixtures discourages investment in
capital. This investment is needed to raise productivity of West Virginia workers and to
make the State’s producers more competitive. With the vast majority of West Virginia's
output being sold in other states or in foreign nations, being competitive is essential.

2. Recommendations

The Commission recommends the immediate repeal of the personal property tax
on vehicles. The personal property tax on inventories, machinery and fixtures would b_e
phased out over a three-year period. The lost revenues to local governments would be
made up from the use of the vacated portion of the real property tax previously used for

local schools and, where needed, the severance tax.

B. Local Finance

1. Problems of Local Finance

Local governments have depended on the sources of revenue which most clearly

violate the principles established by the Commission. Counties and cities, as well as
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special entities, such as park districts and libraries, have used the property tax on both
real and personal property. Of the $775 million (1996) billed from the property tax, cities
received $59 million, and counties $190 million. The remaining $523 million went to
schools with a token $3.1 million reverting to the State. The Commission has
advocated repeal of the tax on tangible personal property. Such property constitutes
42.86 percent of the property tax base. Unless replaced, this would cost cities $25
million and counties $81 million using 1996 biflings.

The Commission noted a further problem. Local governments are hamstrung by
having virtually no flexibility to use different sources of revenue to meet their needs.
The Commission found that West Virginia provides less local revenue flexibility than any
state in the union.

The State Constitution establishes the maximum levies that can be applied by
local governments to property. Competitive pressure and limited enforcement
capabilities restrict the use of city business and occupation taxes. While cities can levy
user charges to defray the costs of some municipal services‘, these changes cannot
exceed the cost of the service and are limited to certain types of services such as
garbage collection, sanitation and fire protection.

2. Holding Local Governments Harmless

The first method recommended by the Commission to hold counties and cities
harmless for the loss of the personal property tax is to permit them to use a portion of
the real property tax vacated by State assumption of education finance. The real
property tax for education being vacated totaled approximately $230 million in 19986.
Under this recommendation, there would be no increase in real property tax levies
compared to current limits. The Commission proposes that 60 percent of the vacated
education levy be made available to the counties (except for Class ill property where 90
percent would be available for counties), 30 percent available to the cities and 10
percent to the State for education. Special provisions may need to be enacted to
prevent windfalls that may occur in certain circumstances using this approach.

Since not all counties and cities will be able to raise sufficient revenue by using
the vacated education real property levy, the Commission also proposes the limited,
additional use of the severance tax on coal and natural gas ($175 million 1996) as
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another source of replacement revenue. Currently, all counties and cities share a
portion of the severance tax, but the majority goes to the State general fund. Of the 5
percent severance tax on coal, 0.35 percent is distributed to counties and cites with 75
percent of the 0.35 percent going to the counties where the coal is produced. The other
25 percent of the current local share goes to all cities and counties based on population.
Ten percent of the oil and natural gas severance tax goes to cities and counties using
the same distribution formula.

The replacement process works as follows. Current local levies for schools now
range from 22.95 cents per $100 valuation for Class | property to 45.90 for Class Il with
Class IV property subject to a rate of 91.80 cents per $100 valuation. These levies
would be turned over to the counties (60%) and cities (30%). The current levy rate for
schools on Class ill property may not exceed 91.80 cents per $100 valuation. Ninety
percent of this levy would be turned over to counties. The remaining 10 percent of
these levies would revert to the State for education. In no case would the new
maximum levies exceed the total levies now allowed under the West Virginia
Constitution.

After repeal of the levy on real property for local schools the maximum levy for a
county could increase from 14.30 cents per $100 valuation on Class | property by 13.77
cents for a total maximum county levy of 28.07 cents. For Class |l real property, the
levy increases by 27.54 cents and, when added to the current county maximum levy of
28.60 cents, yields a total Class Il levy of 56.10 cents. For Class IlI property, the county
levy increases 82.62 cents and, when added to the current county maximum rate of
57.20, yields a total Class Ill county levy of 139.82 cents. For Class |V property, the
maximum county levy increases by 55.08 cents for a total county levy of 112.20 cents.

The new maximum levies for cities can be calculated in the same way. For Class
| property, the rate rises from 12.50 cents to 19.39. For Class |l property, the rate goes
from 25.00 to 38.77 cents. For all other real property, the municipal rate expands from
50.00 to 77.50 cents.

Each city or county would then apply the new maximum rates against its |
assessed valuation. If the yield were not equal to the combined real and personal

property tax before the repeal of personal property taxes, then the county or city would
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be eligible for replacement monies from the State's current portion of the severance
taxes.” The amount of replacement monies from the severance tax could not exceed the
shortfall as calculated above. |

When local real property taxes increase due to an increase in assessed
valuations, counties and cities, which nonetheless remain eligible for replacement
monies, would not be penalized by having their severance tax replacement monies
decrease. The Commission recommends that the amount of severance tax
replacement monies going to a city or county increase by half the percentage that
assessed valuation of real property increase. This means that a 2 percent increase in
real property assessed valuations would result in a 1 percent increase in replacement
monies from the severance tax in those counties and cities eligible for repiacement
monies.

3. Providing Local Flexibility

The second problem related to local governments was to increase their fiscal
flexibility to finance the services they provide. This is to be done by allowing the
localities to piggyback on the State GET and PIT. This would allow each local
government to decide, based on its particular situation, which tax base is the most
appropriate. The Commission makes no recommendation as to whether the rate for
local piggybacking should be capped. The Commission does feel that the imposition- of
piggyback taxes should be subject to referendum.

The GET and the PIT were considered to be the better bases for local use than
the SBT. Local governments could decide if either of these are appropriate depending
on local conditions. If a county piggybacks a State tax, the revenue raised would have
to be shared with incorporated cities based on population. Allocating the SBT base
among the various jurisdictions that might seek to use it poses insurmountabie
administrative difficulties.

In order to provide an undiminished' amount of local flexibility, the Commission
recommends that municipalities retain the ability to impose a business and occupation
tax. However, the Commission further recommends that the Legislature amend State
law to require a municipality imposing the business and occupation tax to impose the
tax on all businesses in the municipality, not just some. The Commission also
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recommends that the current maximum rates be retained. Cities currently using the
B&O tax may wish to substitute a piggyback tax as replacement revenues.

Two final recommendations were made by the Commission. The first would
allow cities and counties to impose excess real property levies if passed by a majority
of the voters in their jurisdictions. Current law requires 60 percent approval. The
second recommendation is to reduce the vote required to pass a bond ievy from 60 to
50 percent. In both instances, these changes conform with the current requirement for
school bonds and school excess levies. Both of these actions would further increase
the financial options available to the local governments.

4. Transition

The Commission recognizes that there will be a transition period as local
governments move into the new fiscal environment. There will be a phase-in period of
three to five years to permit an orderly transition from the old system to the new. The
Commission working with the Governor and the Legislature will develop the details of
that transition.

There are also special situations regarding park districts and libraries that must
be resolved. The way these are funded differs as each was established under special
legislation and there is no uniform method by which they are financed. Some have their
own separate levy. Others share the levy for the schools counties or municipalities. For
that reason, holding them harmless must be handled on a case-by-case basis.

C. Funding Education

1. Policy Considerations

There are two separate but related issues that need to be addressed when
considering West Virginia's responsibility to provide a system of education.

The first issue is providing an education system that is “thorough and efficient” as
required under Article Xll, Section 1 of the West Virginia Constitution. The
determination of this standard is subjective in nature. It is based upon a review of not
only the resources put into the system, but alsc an assessment of the system’s output.

True, public monies are necessary to provide the personnel, facilities, materials

and other elements necessary to achieve such a standard. However, the level of
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resources is but one factor in making such an assessment. Such an evaluation cannot
be made based solely upon the level of spending for education.

The Commission’s purpose is not to determine the composition of a “thorough
and efficient” system of education or whether or not the present system meets such a
standard or, if it does not, recommend changes to attain such a standard. Moreover,
this Commission is not charged with determining the appropriate level of spending on
education.

Rather, the purpose of this Commission is to propose a fairer method of funding
government, including the responsibility of public education. This consideration would
include the second issue - how to constitutionally pay for education. While the level of
spending alone does not establish constitutionality or unconstitutionality, a system of
funding education may face constitutional problems if its method of paying is found fo
be discriminatory. The West Virginia Supreme Court of Appeais has found the State’s
system of funding education unconstitutionally discriminatory.

In West Virginia, counties pay for education through four mechanisms — the local
regular levies; a special or excess levy; bonded indebtedness; and State foundation aid.
Most counties can meet State standards for funding through the regular levy and State
aid. However, many property-poor counties must rely upon excess levies to fund the
basic needs of its school system. Thus, many counties must rely upon the passage of
an excess levy every five years, while in other counties the regular levy is sufficient. |

In short, the West Virginia Constitution places the responsibility squarely on the
shoulders of the State while not providing, in certain circumstances, the ability to
provide the necessary resources.

2. Recommendations

The Commission recommends three specific changes to our tax structure to
assure constitutionality and to improve the fairness of the way our tax structure raises
money for public schools. These changes are among several other highly
interdependent components of the comprehensive proposal to restructure our entire tax
system.

First, the problems associated with relying on the property tax, in general, and on
local excess levies, in particular, to fund public schools should be addressed by
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eliminating the local regular education levy as a source of funding the “thorough and
efficient” public education system required of the Legislature. As a consequence, the
quarter or so of the public school budget presently supported by local property taxes
would be replaced by State level funding.

The Commission recommends providing this 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% of a board of education’'s current
maximum levy allocation; and (3) all property tax revenues presently attributable to
public utilities.

As a result, no person or firm would endure a property tax increase. Moreover,
educational funding would maintain a higher degree of stability through reliance upon all
three sources of tax revenue: income, consumption and property.

Second, the Commission recommends 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. This capability will alloy;f these voters and local
boards of education a meaningful degree of educational decision-making power.

Subject to Supreme Court standards, the Legislature presently controls how local
share and State aid to education dollars are spent and sets the tax rates for the part of
the regular local property tax that goes to schools.

The Commission further recommends that current school excess levies be
retained, utilizing their current tax base minus the tax base attributable to the personal
property tax on vehicles. Losses from this tax base would be made up by the State
until the expiration of the presént levy. At such time as current excess levies expire, all
new and renewed levies shall be based upon real property only with an increase in the
allowable excess levy rate to provide sufficient replacement revenue.

Third, the Constitution should be amended to make the Legislature - not the
courts - the sole and final arbiter of what spending plan is necessary to provide a
thorough and efficient public school system. West Virginia will never have a fair, stable,
and competitive tax structure until control of the public school budget - which represents |
the majority of its overall budget - is fully subject to the democratic process. Likewise,
this State will never have a thorough and efficient system of public schools until the
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institution having the constitutional responsibility for funding that system is given the
clear authority to periodically adjust educational priorities based on accurate measures
of the results of the present programs.

Recognizing that public school funding is an inherently political question, to be
decided by the Legislature, would not, in any manner, alter the power of the judiciary to
require adherence to constitutional principles of equal protection in the distribution of

funding among the schooi districts.
PART IV — ECONOMIC AND CONSTITUTIONAL CONSIDERATIONS

A. The Economic Case for Tax Reform

1. Jobs

| The propoéed changes in the State's tax structure not only meet the criteria for a
fair tax system, but give the West Virginia economy an expansionary boost as well. The
Commission found that the current tax structure is “anti-jobs.” What is needed is a
system that would increase investment in the State, improve the competitive position of
its industries and lower the costs of doing business in the State. If this could be
accomplished, the State would then generate better and more employment
opportunities. The result would be higher wages and more jobs.
2. Economic Efficiency

The current tax structure penalizes the efficient businesses that operate in the

State. The corporate net income tax, which is among the highest in the hation, is a tax
on efficiency as well as a “red flag” for businesses seeking to locate here. The business
franchise tax, which has been repealed in virtually every other state, is levied on the
value of business assets, further discouraging investment and job creation. By placing
heavy tax burdens on investment and profits, the State sends a message that use of

new technology will be punished with an increased tax burden.
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