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EXECUTIVE SUMMARY

The Joint Subcommittee was appointed to study and revise Virginia's state tax
code. The subcommittee was created originally by House Joint Resolution 685 and
Senate Joint Resolution 387 during the 2001 General Assembly Session for a two-year
period. House Joint Resolution 60 (2002) confirmed the continuance of the study.

The joint subcommittee was specifically directed in HJR 685/SJR 387 to do the
following: (i) examine the report and recommendations of the Commission on Virginia's
State and Local Tax Structure for the 21st Century; (ii) seek broad input from all levels
of government, the private sector, and citizens concerning the sufficiency of the
Commonwealth's current tax system; (iii) consider the necessity and sufficiency of
current taxes, fees, deductions and credits as well as the rates of taxation; (iv) consider
current revenue capacity of localities and the sufficiency of their revenue tools; (v)
clarify the definition of manufacturer for purposes of the business, professional, and
occupational license tax; (vi) examine the number and costs of tax credits and
deductions authorized each year; (vi) determine the loss in sales tax due to electronic
commerce; (viii) evaluate the real estate assessment appeals process, the need for any
changes to the process, and the effect that such changes would have on taxpayers and
local governments; (ix) consider the long-term effect on the Commonwealth's revenues
of the phase-out of personal property tax; (x) evaluate the appropriateness of the
merchants capital tax and the business, professional and occupational license tax; (xi)
consider a plan to more equitably address exemptions, deductions, and rates for
personal and business income taxes; and (xii) determine the equitable division of
support to be assumed by the state and localities for education and mandated services
in light of the reforms recommended by the Commission.

Throughout 2001 and 2002, the joint subcommittee spent numerous hours in
meetings receiving information provided by staff and a wide variety of interested
parties both from the public and private sectors. During the first year, they studied the
state and local taxes and administration of each broadly and then focused on more
specific issues during the second year when they divided themselves into two task
forces. They examined the individual and corporate income taxes, sales and use tax,
property taxes, business, professional and occupational license (BPOL) tax and
administrative issues, both state and local.

During that same time period the national and state economies began to suffer
and Virginia's has worsened during this past year. Therefore, the joint subcommittee
decided it would not be prudent at this time to go forward with all of the changes they
have been considering but instead to continue the study for one more year and make
the following recommendations to the 2003 General Assembly:



8.

9.

Adopt House Finance Subcommittee (Orrock) Report with standards for charitable
organization sales tax exemptions.

Restore conformity with federal income tax law, except for accelerated depreciation
and carry back loss issues in order to essentially eliminate fiscal impact.

Revise administrative appeals process for income taxpayers to provide for no
payment of tax in advance of adjudication.

Eliminate June accelerated sales tax collections in 2002-2004 budget.

Revise property tax appeals process to clarify procedures and standard of proof for
taxpayer.

Phase out estate tax beginning in Fiscal Year 2005.

Impose no new state unfunded mandates on localities, and to maximum extent
possible, eliminate existing ones.

Support a moratorium on new sales and use tax exemptions.

Maintain policy of no sales tax on access to Internet and digital downloads.

10. Continue working with the national Streamlined Sales Tax Project.

11. Require purchasers to report the greater of (i) the actual purchase price or (ii) the
NADA value (less $1,500) for casual sales of motor vehicles that are no more than five
years old.

12. Continue the study in 2003 with final report in December 2003.

The joint subcommittee looks forward to the continuation of the study through 2003

in order to complete its monumental task of revising Virginia's state tax code. The
changes they anticipate will have widespread, long-term effects, some known and some
unknown. Therefore, they want to be as certain as possible that they make the best
decisions for the Commonwealth and its citizens.



INTRODUCTION

Background

The Commission on Virginia's State & Local Tax Structure for the 21st Century
was created following the 1999 General Assembly Session as a result of House Joint
Resolution 578. Consisting of 13 voting and 2 non-voting members, none of whom
were serving in an elected capacity, the Commission examined certain aspects of the
state and local tax structure as well as the division of revenues and responsibilities for
services between state and local governments. In January, 2001, it presented its final
report containing extensive findings and recommendations to the Governor and
General Assembly.!

Determining that the findings and recommendations of the Commission
required further analysis and only some of the issues that need to be examined to
restructure the entire tax code, members of both the House of Delegates and the Senate
introduced House Joint Resolution 685 and Senate Joint Resolution 387 during the 2001
General Assembly Session. (Appendix A). These identical resolutions called for the
creation of a joint subcommittee to study and revise Virginia's state tax code. One of the
12 directives in each resolution required the joint subcommittee to "examine the report
and recommendations of the Commission on Virginia's State & Local Tax Structure for
the 21st Century." That report, along with the reports of the Governor's Commission on
Government Finance Reform for the 21st Century (2001) and the Commission on the
Condition and Future of Virginia's Cities, served as a starting point for the work of this
joint subcommittee.

The patrons of HJR 685 and SJR 387 articulated a number of reasons for the
restructuring of Virginia's tax code including;:

1. No major changes in decades, while the economy changed dramatically from a
manufacturing and goods oriented economy to a high-tech, services and tourism based
economy.

2. A hodge-podge of tax policy, particularly in the area of tax preferences
(subtractions, deductions, exemptions and credits) with no clear, common, underlying

olicy.
POy 3. Local government revenue capacity reduction and changes inhibited their
ability to meet constituent services demands.

4. Need to create final resolution of the personal property tax phaseout.

5. Need to act on recommendations of numerous citizen and business groups and
committees urging changes to the state tax code.

' Report of the Commission on Virginia's State and Local Tax Structure for the 21st Century, House
Document No. 22 (2001).



6. Need to evaluate the ongoing efficacy of certain taxes and tax rates, some of
such taxes dating back to the 1800's.

The membership of the joint subcomumittee in its first year, 2001, consisted of 14
members: 8 members of the House of Delegates, of whom 2 served as members of the
Commission on the Condition and Future of Virginia's Cities; and 6 members of the
Senate, of whom 1 served as a member of the Commission on the Condition and Future
of Virginia's Cities. During its second year, the membership rose to 18 with the
addition of 2 non-legislative citizen members as well as the Secretary of Finance and the
State Tax Commissioner. (See House Joint Resolution 60-Appendix B)

Throughout the years there have been numerous studies that have examined a
variety of state and local tax issues. Some were undertaken by legislative joint
subcommittees created by resolutions, some by state agencies (e.g. Department of
Taxation and Joint Legislative Audit and Review Committee), and some by special
subcommittees made up of members of the Senate and House Finance Committees. A
sampling of final reports from tax-related studies undertaken during the 1990's include
(i) State and Local Government Responsibility and Taxing Authority (HD 88, 1998); (ii)
Virginia's Gross Receipts Tax Imposed on Insurance Companies (HD 78, 1997); (iii)
Business, Professional and Occupational License Tax (HD 59, 1995; HD 78, 1994); (iv)
Local Revenue Resources (HD 69, 1995); (v) Criteria for Evaluating Sales and Use Tax
Exemptions Requests (SD 61, 1994); (vi) Further Means of Combating Fuels Tax
Avoidance and Evasion (SD 31, 1994); (vii) Imposition of Local Business, Professional
and Occupational License Tax on Nonprofit Hospitals, Colleges and Universities (HD
17,1993); and (viii) Review of the Department of Taxation (HD 49, 1992).

The majority of the earlier studies focused on one or a few tax-related issues.
None of them encompassed as wide a scope of such issues as the current study has
identified and examined throughout its first two years. The work was so voluminous
that the joint subcommittee members and the issues were divided between two task
forces. (Appendix C) The title of the study encompasses the enormity of the task----
Joint Subcommittee to Study and Revise Virginia's State Tax Code.

ACTIVITIES OF THE JOINT SUBCOMMITTEE

The joint subcommittee met five times in 2001, five times in 2002 and had one
public hearing in 2002. The task forces each met four times in 2002. Following are
summaries of those meetings where the work of the joint subcommittee was
undertaken.



2001 MEETINGS

June 25, 2001

In its organizational meeting, the joint subcommittee, elected co-chairmen,
adopted a work plan, and received background information from staff concerning
major general fund and nongeneral fund taxes and revenues.

General Fund Taxes

Approximately 90 percent of the general fund revenues are produced by three
taxes: individual income tax, sales and use tax and corporate income tax. Sources
making up the remaining ten percent are insurance premiums tax; inheritance, gift and
estate taxes; public service corporation tax; interest and rent; wills, suits and deeds taxes
and fees; ABC taxes; bank franchise tax; and cigarette tax. The general fund portion of
the meeting focused on the top three taxes: individual income, sales and use, and
corporate income.

Virginia's individual income tax accounted for about 64 percent of the general
fund revenues in FY 2000. It is by far the largest general fund revenue producer
followed by the sales and use tax at 21 percent and the corporate income tax at 5
percent. For the past 30 years, the trend has been for the Commonwealth to become
more reliant on individual income tax collections and less reliant on other tax sources.
As the economy has grown, so have the number of jobs and individuals' salaries,
thereby increasing individual income tax revenues.

The individual income tax has experienced few changes during the same 30-year
period. In 1971, Virginia conformed its income tax definitions to federal law, making it
easier to administer and less complex for taxpayers. Also, the top rate of 5.75 percent
was added that year. The only other recent change with regard to rates came in 1987
when the tax bracket for the top rate went from $12,001 to $17,001. The rates and
brackets have not change since 1987.

Virginia Taxable Income Rate
First $3,000 2%
$3,001 - $5,000 3%
$5,001-$17,000 5%
$17,001 or more 5.75%

The state sales and use tax, as the second highest general fund revenue producer
at 21% in FY 2000, is imposed on the sale of tangible personal property at a rate of 3.5%
with an additional 1% local option for a total sales tax of 4.5%. The state sales and use
tax was enacted in the Commonwealth in 1966 at a rate of 2%. An additional 1% local
option, which all counties and cities have adopted, was added in 1969. The state rate
has been increased twice since then; in 1968 to 3% and in 1987 t0 3.5%. Today, Virginia
has one of the lowest state sales and use tax rates in the United States.



Distribution Formula of 3.5% State Sales Tax

2% to the generél fund
1% to localities based on school-age population
0.5% to the Transportation Trust Fund

The sales tax is levied on the sales price of tangible personal property sold or
leased at retail in the Commonwealth. The use tax is Jevied on the sales price of
tangible personal property purchased outside the Commonwealth but used within its
boundaries. The tax is imposed on the purchaser and collected by the seller who then
sends it to the Department of Taxation. Sellers are compensated for collecting the tax.

The corporate income tax is the third largest source of general fund revenues
accounting for approximately 5% of all general fund revenues in FY 2000. It is imposed
on domestic corporations and foreign corporations (those incorporated outside
Virginia) with income from Virginia sources. The tax is a net income tax levied on
"bottom-line" profit at a flat rate of 6%.

Corporate income tax revenues are volatile and therefore, difficult to depend on
and predict. During the 1990's, the annual growth for such revenues fluctuated from a
low of -10% in 1991 to a high of + 34.6% in 1993 and 2000. There is no obvious
explanation why this is the case. However, the corporate tax rate of 6% does not change
as corporate profits increase, which is in contrast to the graduated individual income
tax rates. Also, a corporation may elect to be treated for tax purposes as a type of legal
entity that allows the profits to flow through to the shareholders/members who pay the
individual income tax while the corporation pays no corporate income tax.

Nongeneral Fund Taxes

The majority of the revenues comprising the nongeneral fund are not generated
by tax sources. In FY 2000 for example, over half of such revenues were generated by
federal and other grants/donations (33.4%), and institutional revenues (21.8%) such as
higher education tuition/fees and state hospital charges. Major nongeneral fund tax
sources contributed the third highest percentage at 12.2%, followed by sales of property
and commodities (8.4%), special services assessments (6.3%), rights and privileges fees
(5.2%), interest, dividends and rent (3.9%), fines, forfeitures, costs, penalties and
escheats (1.9%), and other (6.9%).



The major nongeneral fund tax sources (excluding the 0.5% of the state sales and
use tax deposited in the Transportation Trust Fund) are the state fuels tax, the motor
vehicle sales and use tax, and the special revenue regulatory tax. The Department of
Motor Vehicles (DMV) administers both the state fuels tax and the motor vehicle sales
and use tax. For FY 2000, the state fuels tax accounted for 43.5% of all nongeneral fund
tax revenues collected by DMV while the motor vehicle sales and use tax accounted for
30.4% of such revenues.

The state fuels tax, known as the "tax at the rack" is assessed at the point the fuel
is removed from the terminal rack, although the tax is passed on to the ultimate
consumer at the gas pump. The main fuels tax rates per gallon are 17.5 cents for
gasoline and gasohol and 16 cents for diesel fuel and alternative fuels. All fuels tax
revenues are distributed to (i) the Transportation Trust Fund, (ii) the Highway
Maintenance Operating Fund and (iii) DMV for its operations.

The motor vehicle sales and use tax is imposed on the consumer at a rate of 3%
on the gross sales price of motor vehicles and manufactured homes and at a rate of 4%
on the gross proceeds of motor vehicle rentals. This tax is in lieu of the retail sales and
use tax. Revenues attributable to the motor vehicle sales and use tax are distributed to
the Transportation Trust Fund and the Highway Maintenance Operating Fund.

The State Corporation Commission (SCC) administers the special revenue
regulatory tax. The tax accounted for approximately 17% of all nongeneral fund
revenues collected by the SCC in FY 2000. The rate of the tax may be up to 0.2% of
gross receipts with the SCC authorized to adjust the rate. The tax is paid by certain
corporations furnishing water, heat, light or power; certain companies owning and
operating telegraph lines; telephone companies with gross receipts in excess of $50,000;
the Virginia Pilots' Association; railroads, except those exempt by federal law; and
certain common carriers of passengers. Revenues generated support the making of
appraisals and assessments against public service corporations, investigating the
properties and services of public service corporations, and administering laws relating
to such corporations.

Work Plan

The joint subcommittee decided to meet in August to hear staff presentations
concerning local taxes and fees. In September, the joint subcommittee heard a
presentation on the findings and recommendations of the Commission on Virginia's
State and Local Tax Structure for the 21st Century, followed by comments from
representatives of the Virginia Municipal League and the Virginia Association of
Counties. The joint subcommittee also met in November and December and heard
remarks by interested parties as well as follow-up answers to questions from earlier
meetings.



August 6, 2001

At its August meeting, the joint subcommittee received background information
from staff concerning major local taxes. In total, there are 26 different taxes that may be
imposed by local governments. In general, cities and towns have been granted greater
authority to levy local taxes than counties have. Cities and towns have charter
authority, which permits them to levy any tax not specifically prohibited by the General
Assembly. On the other hand, counties may only levy those taxes specifically
authorized by the General Assembly, and under the conditions prescribed by the
General Assembly. These differences are readily apparent in the maximum tax that
may be charged by local governments. For example, counties are subject to maximum
tax rates for the local transient occupancy, meals, cigarette, and admissions taxes. No
such limitations are placed upon cities and towns with respect to these taxes.

Major Local Taxes
Approximately 84 percent of local tax revenue for all cities and approximately 91
percent of local tax revenue for all counties are produced by five taxes: the real property
tax, personal property tax, sales and use tax, consumer utility taxes, and BPOL tax.

Real Property Tax

All counties and cities levy the real property tax. It is the leading source of local
tax revenue and accounted for 47 percent of cities' local tax revenue and 55 percent of
counties' local tax revenue in Fiscal Year 1999. As shown in the following table,
effective tax rates (i.e,, the actual tax rate levied on the value of property) vary widely
across the Commonwealth.

Effective Tax Rates on Real Property, FY 1998
(Rate per $100 of "True” Value)

Cities Counties All
Average $0.96 $0.60 $0.71
Median 0.98 0.57 0.61
Highest 1.39 1.28 1.39
Lowest 0.50 0.29 0.29

Real property tax rates are not capped under the Code of Virginia.

While local governments have much discretion in setting their real property tax
rates, they must assess real estate at its fair market value for tax purposes (this is
required by Article X, Section 2 of the Virginia constitution). Fair market value is
determined by an appraisal process, the frequency of which is defined by the Code of



Virginia. The Code requires that (i) cities with populations of 30,000 or above must re-
assess at least every two years; (ii) all other cities may elect to re-assess every four years;
(iii) counties with populations above 50,000 are required to re-assess at least every four
years; and (iv) all other counties may elect to re-assess every five or six years. Asa
result, actual assessment practices vary widely among localities.

The Department of Taxation annually reports a ratio comparing the assessed
value of real property to the sales price paid for the property. These reports reveal that
from 1994 through 1998 assessments by cities reflected about 90-92 percent of the actual
sales price and assessments by counties reflected about 86-88 percent of the actual sales

price.

The Virginia constitution provides several partial or full exemptions from local
real estate taxes. As an example, local governments are authorized to partially exempt
real estate that has undergone substantial renovation or real estate owned by persons 65
or older or permanently disabled. The General Assembly may also classify or designate
as tax-exempt any real property used by its owner for religious, charitable, patriotic,
historical, benevolent, cultural, or public park and playground purposes. On average,
20.3 percent of all real property in cities and 12.6 percent of all real property in counties
is tax-exempt.

Tangible Personal Property Tax

The personal property tax is the second largest source of local tax revenue,
totaling over $1.4 billion in Fiscal Year 1999. It has comprised 14 to 15 percent of total
local tax revenues since Fiscal Year 1994.

The personal property tax is levied on tangible personal property. Tangible
personal property is property that, by its location and character, shows that the owner
intends it to be movable, as opposed to property that is permanently affixed or attached
to real estate. The owner of tangible personal property generally is the party liable for
the personal property tax.

Motor vehicles, travel trailers, boats, and airplanes are taxable in the locality
where the vehicle is normally garaged, docked or parked. All other tangible personal
property is taxable in the locality in which it is physically located on the "tax day"
(January 1 for most localities). Personal property tax rates also are not capped under
the Code of Virginia.

The assessment of tangible personal property for tax purposes is based on two
components: the rate classification and the determined value of the property.
Currently, there are 31 separate rate classifications, 20 of which relate to different types
of vehicles or drivers. Local governments are permitted to apply a lower personal
property tax rate on the tangible personal property grouped in each classification.



Once the tangible personal property is classified, the value of the property for tax
purposes must be established. The Commissioner of the Revenue or other local
assessing officer is charged with establishing the value of tangible personal property,
i.e., the tax base. Article X, Section 2 of the Virginia constitution requires that the value
determined by the Commissioner of the Revenue reflect fair market value.

In the last five years, the most significant change to the personal property tax
was the passage of the Personal Property Tax Relief Act of 1998. The Act provides that
the Commonwealth will pay an increasing share of the local personal property tax on
the first $20,000 of assessed value of qualifying vehicles. In general, qualifying vehicles
are motor vehicles used for personal use. The Commonwealth's share is limited to the
$20,000 of assessed value multiplied by the personal property tax rate in effect in the
summer of 1997.

Sales and Use Tax

Virginia's cities and counties were authorized to levy a1 percent sales and use
tax in 1969, three years after the state retail sales and use tax was enacted. The taxis
imposed on the sale of tangible personal property for consumption. The provision of
services generally is not taxable in Virginia.

All counties and cities impose the local option sales and use tax. The tax is
collected by merchants at the same time that the state retail sales and use tax is collected
and remitted to the Department of Taxation. The revenues collected from the local tax
portion are then returned to localities based on the point of sale.

In Fiscal Year 1999, the local sales and use tax accounted for about 7.3 percent of
all local tax revenue, making it the third highest source of local tax revenue. For cities,
the sales and use tax accounted for 8.3 percent of local tax revenue in Fiscal Year 1999.
For counties, the sales and use tax accounted for 6.8 percent of local tax revenue in
Fiscal Year 1999.

Consumer Utility Taxes

Consumer utility taxes are imposed by counties, cities, and towns for use or
consumption of utility services. Consumers of the utility service, including both
individuals and businesses, are liable for the tax. Three different levies make up
Virginia's consumer utility taxes:

. telephone and telegraph taxes,

. E-911 tax, and

. local taxes on heat and power.



The amount of telephone and telegraph and heat and power taxes generally are
based on user consumption (as of January 1, 2001, heat and power taxes were based on
consumption). The E-911 tax generally is a flat dollar tax unrelated to actual
consumption.

In Fiscal Year 1999, 38 cities and 84 counties levied and collected telephone and
telegraph and heat and power taxes. In addition, 118 Jocalities levied and collected E-
911 taxes.

Local governments collected $465.1 million from consumer utility taxes in Fiscal
Year 1999, making consumer utility taxes the fourth largest source of local tax revenues.
E-911 tax collections accounted for $71.9 million of this total.

In general, consumer utility taxes on residential consumers may not exceed $3
per month (different rules apply for businesses). Localities with tax rates in excess of $3
per month as of July 1, 1972, however, are grandfathered to charge such higher rates.

As a result of deregulation of the electricity industry (1999) and the natural gas
industry (2000), taxes on electricity and natural gas (heat and power taxes) are now
based on consumption or usage (effective January 1, 2001). Thus, localities are required
to convert to kilowatt-hour tax rates (electricity) and CCF tax rates (natural gas) and
must set their new tax rates so as to initially maintain current annual revenues. In any
event, the new kilowatt-hour tax rate and the CCF tax rate may not result in a tax
greater than $3 dollar per month for residential consumers.

Business, Professional and Occupational License Tax (BPOL)

The BPOL tax is a privilege or license tax assessed by counties, cities, and towns
upon Virginia businesses. Businesses cannot operate in Virginia without first obtaining
a BPOL license. Fifty-four counties and all 40 cities impose the BPOL tax.

The BPOL tax generally is imposed on gross income or gross revenue, i.e.,
income before deductions. The tax is imposed on the gross income or revenue from
each “line of business”, as opposed to a tax on the business entity as a whole. There are
5 major “lines of business” or activities to which the BPOL tax applies. These “lines of
business” and the applicable maximum tax rates are:



Line of Business Maximum Tax Rate

Wholesalers $.05 per $100 of purchases

Construction Contractors $.16 per $100 of gross
receipts

Retailers $.20 per $100 of gross
receipts

Repair, Personal, and $.36 per $100 of gross

Business Services receipts

Providers

Financial, Real Estate, and | $.58 per $100 of gross

Professional Services receipts

Providers

Approximately two-thirds (64.9%) of the 94 counties and cities that imposed the
BPOL tax in Fiscal Year 1999 imposed the tax at rates below the maximum allowed
under law.

In Fiscal Year 1999, local governments collected $385.1 million from BPOL taxes.
BPOL taxes were the fifth largest source of local tax revenues, accounting for
approximately 4.1% of local tax revenues.

September 4, 2001

At the September meeting of the joint subcommittee presentations were made by
representatives of the Commission on Virginia's State and Local Tax Structure for the
21st Century based on its report. Presentations also were made by officials from the
Virginia Municipal League and the Virginia Association of Counties on the status of
local revenues and services. (Because of time constraints a scheduled presentation by
the Virginia Chamber of Commerce was postponed until the November meeting of the
joint subcommittee.)

Commission on Virginia's State and Local Tax Structure for the 21st Century
The Commission on Virginia's State and Local Tax Structure ("Commission") was
created by the 1999 session of the General Assembly to perform a two-year study of "all
aspects of the state and local tax structure." The Commission's final report (House
Document 22, 2001) recommended seven broad goals and eleven specific proposals to
the General Assembly.

The chairman of the fourteen-member citizen commission gave the joint
subcommittee a general overview of the process utilized by the Commission which
included numerous opportunities for public comment at various locations throughout
the Commonwealth. There were seven broad goals arrived at by the Commission.
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These goals are:

1. to establish a more efficient alignment of responsibility for the provision of
public services with the revenue sources required for their provision;

2. to broaden the revenue base of localities generally;

3. to recognize in the formulation of state aid programs the considerable
disparity that exists in the social, economic, and fiscal condition of our
political subdivisions;

4. to arrest and reverse the erosion of existing state and local revenue bases that
results in an upward impetus on tax rates;

5. to establish a permanent, broad-based entity committed to a continuing
analysis of state and local fiscal concerns;

6. to protect and enhance an environment in Virginia that sustains equitably our
vital business community; and :

7. to promote greater equity in the development and application of tax
instruments for all our citizenry.

Several of the final specific recommendations of the Commission stemmed from
the principle embraced by the Commission that taxes should be broad-based and
equitable, with few if any exceptions, exclusions, or credits, thereby permitting lower
rates than otherwise would be required. 1t was also noted that, although it may be
advisable to phase-in some of the Commission's recommendations over time, the bulk
of the recommendations make sense only if implemented together as a package.

The Commission's findings and recommendations regarding Virginia's personal
income tax were presented next. The personal income tax structure has become "dated."
In particular, changes in income have outstripped changes to the tax structure resulting
in relatively higher tax burdens at lower income levels than was originally intended.

In this regard, the first two tax brackets ($0 to $3000 and $3000 to $5000) have not
been changed since they were established in 1926, and, if adjusted to 1998 dollars, those
brackets would extend to $27,523 and $45,872, respectively. As a result of this fact and
other considerations, the Commission recommended that the rate structure be
comprised of two brackets, with a rate of 5.0% applied to the first $50,000 of taxable
income and a rate of 5.75% applied to amounts above $50,000.
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Similarly, the Commission found that the value of the tax-free amounts created
by the combination of standard deductions and personal exemptions had not kept pace
with incomes. In fact, for most family sizes, the current aggregate of these tax-free
amounts constitutes half or less than the relevant poverty threshold. Accordingly, the
Commission recommended increasing the personal exemptions from $800 to $2500 (to
be instituted as $125 tax credits) and increasing the standard deduction from $3000
($5000 if married filing jointly) to $3500 ($7000 if married filing jointly).

In addition, to promote equity among taxpayers, the Commission also
recommended (i) ending personal exemptions based on blindness and age, (ii) ending
deductions based on age, and (iii) replacing the current low-income credit with one
patterned after the federal earned income tax credit and set at 20% of the federal credit.

In particular, regarding the "age deduction," poverty and wealth exist at all age
levels and can be measured fairly and precisely without regard to age. Therefore,
introducing age (or other non-income based preferences) as a distinct factor in
computing income tax liability, "undoubtedly are popular with those whom they favor,
but they come at a cost" of: (i) lower revenues available for services, (ii) higher rates on
all other taxpayers, or (iii) some combination of the two. In other words, "one group's
preference is another's penalty."

Virginia Municipa) League/Virginia Association of Counties
Representatives from the Virginia Municipal League ("VML"), and the Virginia
Association of Counties (VACo"), made a coordinated presentation to the joint
subcommittee of: (i) local governments’ service responsibilities, (ii) local governments'
expenditures and revenues, and (iii) a proposal for sharing a dedicated portion of the
state income tax revenue with localities.

Service Responsibilities

It was explained that cities and counties are created by the state and are required
to provide the services that the Commonwealth assigns to them. The following chart
was presented as a summary of local service responsibilities.

Summary of Current Local Service Responsibilities

Functional Area Current Service Delivery and
Funding Responsibility
Transportation
Street & Road
Construction
Cities Locally provided
Extensive State funding
| Required Iocal funding share
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Counties

Traffic Operations
Cities

Counties

Revenue Sharing

State provided
State funded
Limited local flexibility

Locally provided

State provided
Limited local flexibility

State Funded with a required local
match

Only counties allowed to participate
State funding limited to $10 million
annually

Social Services

State supervised, locally provided
Extensive State and Federal funding

Moderate local funding

Health Funding State run at local level
Extensive local funding

Environment State supervised, locally provided
Extensive local funding, limited funding

Education

Operations State supervised, locally provided State
and locally funded (with minor Federal
funding)

School Construction Locally provided and primarily funded

State loans available

Portion of State lottery proceeds and $55
million per year in state general funds
dedicated to school construction

Administration of Justice

Law Enforcement
Cities

Counties

Local responsibility
Limited State oversight
Extensive local funding

Local responsibility
Limited State oversight
Extensive State funding
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Administration of Justice {cont'd)

Local Jails
Jail Operations

Jail Construction

Courts

Local responsibility
Extensive State funding
Limited local flexibility

Local responsibility
Moderate State funding

State provided service

Extensive State funding

Local funding and administration of some
support position

Local funding for buildings

Limited local flexibility

General and Financial
Administration

Local Financial Officers

Processing State Income
Tax Forms and Payments

State and locally provided
State and locally funded

Expenditures

The following two charts were presented as depicting the percentage of revenues

spent by cities and counties according to service category in FY 2000.

Cities Spending in FY 2000
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As shown above, the largest expenditure for localities by far is for education. In
this regard, one of the major concerns of VML and VACo is the need for more funding
from the state for education. They emphasized that (i) local governments fund all of the
costs for 20% of the teachers (those exceeding the Standards of Quality), (ii) local
spending exceeds the state's standards of quality by over $2.8 billion per year (including
capital outlay), and (iii) the state funds only about 12% of capital outlay for schools
(including the staté’s new commitment for such funding).

Revenues
Of the total revenues spent by localities, 62% is locally generated through local
taxes and fees, 32% comes from the Commonwealth, and 6% comes from the federal

Locally-Generated Revenues FY 1899-2000

Machinery and
Tools
Btfsiness 2% y Other Personal
License Meals | f 13% Property
4% 2% N\ | / 18%
\
Consumer
Utility
4%
: T~ Res!Estate
Sales and Use_~"Charges for | 43%
7% Services -

8%

government. The following chart was presented as depicting the particular sources of
the locally generated taxes and fees.

1t was emphasized that the foregoing chart depicts the average for all localities,
and therefore understates or overstates the reliance of particular localities on particular
taxes and fees. However, in general, localities are heavily dependent on real estate
taxes, and such tax revenues, according to VML and VACo, are growing at a slower rate
than the state's income tax revenues.

Income tax sharing

To provide localities with additional revenues from a source that "grows with the
economy,” VML and VACo proposed that the Commonwealth return to localities 10%
of the state individual income tax revenues, to be phased in over a five year period.
Under this proposal these revenues (estimated to be approximately $800 million in FY
2002) would be distributed to localities according to the following formula: (i) 50%
based on the relative share of the total state income tax paid by taxpayers filing returns
in each locality, (ii) 40% based on where wages are earned, and (iii) 10% divided equally
among all cities and counties.
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November 13, 2001

Meeting for the fourth time, the joint subcommittee heard from several interested
parties in its process of listening to concerns about and suggested changes to the state
tax code. This was the first meeting that was opened up to interested group
representatives and individuals for the purpose of addressing the joint subcommittee
about their specific issues.

Presentations by Organizations’ Representatives and Individuals
Representatives from four organizations and one individual addressed the joint
subcommittee. The organizations were the Virginia Chamber of Commerce
("Chamber"), the National Association of Retired Federal Employees ("NARFE"), the
Colony Condominium ("Colony"), and the Homebuilders Association of Virginia
("Homebuilders"). The individual was a taxpayer from the City of Newport News.

The Chamber favors a tax system that is "equitable and broad-based and that
fosters a favorable business climate, encourages economic development and promotes
prosperity for all Virginians." It believes that the tax burden should be distributed
mainly among income, sales and property taxes. Finally, the tax system should be
competitive with other states'.

Property taxes should remain as the major locally imposed source of local
revenues. Any consideration of eliminating the personal property tax on personally
owned motor vehicles must be part of a comprehensive revision of taxes and should
include business-owned cars and light trucks in order to be equitable. Consideration
could even be given to limiting property taxes to real property only; however, localities
should not be allowed to establish a different tax rate for residential and
commercial/industrial property.

With regard to sales and use taxes, the Chamber recognizes (i) the validity and
usefulness of a competitive single-rate tax applied in a uniform manner on a statewide
basis, and (ii) its importance as a revenue source for state and local governments. The
Chamber supports Virginia's participation in the Streamlined Sales and Use Tax Project
in order to ensure uniform definitions and other administrative matters that will
simplify the implementation of the tax across state lines, if and when that happens.
Finally with regard to the sales and use tax, the Chamber supports the exemptions that
assist the business community while at the same time calling for containment of
numerous organizational exemptions that narrow the tax base.

The income tax, according to the Chamber, should not have high marginal tax
rates nor an excessive number of brackets. Business and personal rates should continue
to be similar and conformity with federal law should also continue. The corporate
income tax rate should remain competitive to keep businesses in Virginia, thereby
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providing employment to numerous citizens. The numerous tax preferences
{(exemptions, deductions, and credits) move the Commonwealth further out of line with
the federal tax law every time one is added and contribute to complexity in
administration and understanding,

The Chamber opposes any tax imposed on taxpayers' gross receipts, such as the
BPOL tax, but understands that it is a substantial revenue producer for localities and
would require some means of replacement in order to be eliminated. Also, the
administration of local taxes should be uniform. Finally, an administrative appeals
procedure for all taxes that allows a simple, complete, and fair resolution of all tax
issues is vital to a fair tax system, according to the Chamber. Reasonable audit
authority should be granted and government employees should conduct tax audits.
Taxpayers must have fair opportunities to contest tax liabilities that are unfairly
assessed.

With regard to the Commonwealth's revenue system, the Chamber supports
consideration of (i) sharing a portion of state income tax revenues with localities, (ii)
transferring mandated social and health services from the localities to the state, (iii)
funding fully the state's share of the Standards of Quality, and (iv) creating special local
financing authorities funded by taxes imposed by citizens on themselves if the General
Assembly fails to provide adequate funding for transportation and infrastructure needs.

NAREFE focused on two issues. The first was the taxation of social security
benefits, which it opposes vehemently. Currently, such benefits are excluded from
income at the state level. The second issue involves the age deduction which allows
certain elderly taxpayers to annually subtract $6,000 ($12,000 if filed jointly) or $12,000
($24,000 if filing jointly), depending on age, in calculating their Virginia taxable income.
Again, NARFE sees any change in this as a tax increase to be avoided at all costs. Many.
of the Commonwealth's elderly are on fixed income and cannot afford a tax increase,
according to NARFE.

The Colony, a Virginia Beach condominjum, had a problem with the BPOL tax
being imposed on a common expenses fee that was paid by unit owners. Legislation
was proposed during the 2002 Session to clarify that such fees should not be considered
gross receipts for purposes of the BPOL tax.

The final organization addressing the joint subcommittee was the Homebuilders
Association. The Homebuilders support property tax reform if it helps the housing
industry, which was described as "the engine driving the U.S. economy" (one in eight
jobs in Virginia is related to the housing industry). The Homebuilders also support
revenue sharing of the state income tax with localities, the ability of localities to impose
new taxes on their taxpayers, and equal taxing authority for cities and counties.
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The final speaker, the individual from the City of Newport News, described
himself as "an outspoken critic of the property tax system."” His concerns focused on
"helping the little guy." He pointed out that there is no formal definition in the Code of
Virginia or in the Manual for Local Boards of Equalization of "equalization." Therefore,
his concern was that members on local boards of equalization do not know what the
term means and cannot properly carry out their duties. The other major concern was
how unfair the personal property tax assessments and the appeals process are.

December 17,2001

The joint subcommittee held its fifth and final meeting of 2001 in Richmond and
heard from several interested parties. This was the second meeting during which group
representatives and individuals were invited to address the joint subcommittee. In
addition, one of the joint subcommittee members, who also served on Governor
Gilmore's Commission on Government Finance Reform for the 21st Century, gave a
brief overview of that commission's final report and recommendations to the
subcommittee. (Appendix D)

Representatives of Interested Organizations

The organizations that sent representatives to speak to the joint subcommittee in
December included the Virginia Retail Merchants' Association ("Retail Merchants"), the
Commissioners of the Revenue Association ("CRA"), the Virginia Manufacturers'
Association ("VMA"), the Virginia Interfaith Center for Public Policy ("Interfaith
Center"), the Apartment and Office Building Association of Greater Washington
("AOBA"), the Virginia Association for Commercial Real Estate ("VACRE"), and the
Retail Alliance.

The Retail Merchants oppose any regional referendum on retail sales tax because
it could "open Pandora's box." Instead, uniformity should be maintained throughout
the state with regard to the retail sales tax. Furthermore, they encourage the
Commonwealth's participation in the Streamlined Sales Tax Project. Finally, the Retail
Merchants favor the state providing localities with another source of revenues while
eliminating the BPOL tax and the merchants’ capital tax.

The CRA representative expressed the group's awareness of the complexity of
the state tax code and explained that the complexity allows flexibility in administering
the taxes and ensures compromise. An expanded role for the commissioners of the
revenue in administering all taxes having a local connection, emphasizing convenience
for and face-to-face contact with the taxpayer, was suggested to the subcommittee.

Whatever substantive changes in the Commonwealth's state and local tax system
might be recommended by the joint subcommittee, the CRA believes the principles of
fairness and equity should be paramount in the subcommittee's deliberations.
Furthermore, while uniformity may seem to be a laudable goal, one must not lose sight
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of the fact that economic, geographical, and demographic differences exist throughout
the Commonwealth, making a "one size fits all" approach impractical. However, the
CRA, the Weldon Cooper Center for Public Service and the State Compensation Board
have created an educational program to ensure more uniformity as elected officers are
trained. Commissioners of the revenue are underutilized when it comes to providing
traditional state services and are more than willing to provide, with proper training and
technology, more services with a higher degree of accessibility for the Commonwealth's
citizens.

Four issues were addressed by the VMA.. First, it favors the continued use of
income, sales, and property taxes rather than creating new taxes that increase the
number of returns filed by business and administered by government. Second,
redistribution of existing taxes, based on specific local needs, is preferable to additional
new taxes. Third, the Commonwealth should participate in the Streamlined Sales Tax
Project. And fourth, taxpayers should be able to dispute a tax assessment prior to
paying the tax, which is the current requirement. Taxpayers must "pay in order to play"
(i.e. pay the tax before they may go to court). There are many ways the Commonwealth
could change the current policy ranging from keeping the existing procedures but not
requiring payment as a prerequisite to a court suit, to possibly creating an
administrative board to hear taxpayers' appeals for both state and local tax assessments.

The focus of the comments by the Interfaith Center's representative was on tax
equity; how the Virginia tax code affects those in poverty. Recognizing that taxation
issues are of concern to all, the representative pointed out that they have an even
greater effect on those living in poverty. It was suggested that a representative from the
Center on Budget and Policy Priorities be invited to address the joint subcommittee
during 2002 to offer its assessment of the burdens on and opportunities for relief for
those living below the poverty line.

The AOBA and VACRE spokesperson talked about the unfairness of the local
real estate assessment and appeals process. Many taxpayers pay the tax rather than
fight city hall because the burden of proof is so difficult to overcome. The localities'
Boards of Equalization should have the authority to determine fair market value. The
taxpayer could appeal a real estate assessment to that board or the commissioner of the
revenue and then go to court if dissatisfied with the board's or commissioner's decision,
rather than go straight to court as is the case under current law. More uniform
statewide assessment procedures for personal and real property based on a uniform fair
market value methodology and better training for local assessors would improve the

system greatly.

The final speaker for interested organizations spoke on behalf of the Retail
Alliance, an organization representing over 1800 Hampton Roads retail businesses. The
focus of his comments was the BPOL tax. It was suggested that a good tax structure
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should (i) favor economic growth; (ii) take the taxpayer's ability to pay into
consideration; (iii} be equitable and broadly based; and (iv) be simple to administer.
The BPOL tax, according to the Retail Alliance, fails on all counts. The 1996 BPOL tax
reform improved the administration of the tax but did nothing for its intrinsic inequity.
While the business community did not have a proposed replacement for the BPOL tax,
the Retail Alliance expressed an interest in working with the joint subcommittee, the
Virginia Chamber, other business g'roups and local governments in all the tax issues
facing the subcommittee.

2002 Legislation

Two pieces of legislation, both resolutions, were discussed and circulated for
signatures. One of the resolutions supported the participation by members of the
General Assembly, or their designees, in the Streamlined Sales Tax Project. The other
continued the joint subcommittee's study of the state tax code and added four more
members, bringing the total membership to eighteen. The new members include one
from the House of Delegates, one from the Senate, the Secretary of Finance and the Tax
Commissioner. Both resolutions were introduced and passed during the 2002 General
Assembly Session.

Finally, the creation of two task forces comprised of members of the joint
subcommittee and a tentative meeting schedule for 2002 were discussed.

2002 MEETINGS

April 29, 2002 |

During the joint subcommittee's first meeting of 2002 a presentation on
underlying principles of tax systems was made. That presentation led to a discussion of
tax principles it may adopt in making recommendations to restructure Virginia's tax
system. The joint subcommittee also reviewed a list of issues for study this year and an
initial framework for dividing the issues between two task forces.

Principles of Tax Systems
Dr. John H. Bowman, Professor of Economics, Virginia Commonwealth
University, gave a presentation on principles underlying tax systems and identified
various tax principles generally present in good tax systems.

There are four main principles or criteria to evaluate tax systems. They are
equity, efficiency, adequacy, and predictability.

Equity

The equity of a tax system means the fairness of the tax burden upon the
taxpayers impacted. One approach in analyzing equity is to determine to what extent
the costs of providing government services are paid for by taxes or other charges upon
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the users of such services. This approach considers the degree to which a tax system is
functioning as an economic market, i.e., is it the user who is demanding the service the
person who is paying the tax or other charge imposed to fund the cost of providing the .
service. As with any approach in analyzing the equity of a tax system, there are
limitations with this market approach. For instance, it is sometimes difficult to quantify -
or measure the benefits of particular government services.

A second approach in analyzing the equity of a tax system, the ability-to-pay
approach, examines how taxes impact taxpayers with a greater ability to pay. This
approach requires an agreement on the standard for measuring one's ability to pay
taxes, whether that standard be income, wealth, family size, or other factors. Under this
approach, taxpayers in similar circumstances should essentially be paying the same
amount of tax. This is called horizontal equity. In addition, this approach favors
differing tax burdens for those with different abilities to pay. This is called vertical

equity.

Efficiency

Efficiency as it relates to tax systems means the avoidance of waste or getting as
much as possible from available resources. There are two major considerations in
evaluating the efficiency of a tax system. First, consumer and business decisions for
purchasing or investing should not be directly affected by taxes. Second, a tax system
should be simple to comply with and simple to administer. The level of resources
required to administer and to comply with a tax system is key for purposes of
evaluating simplicity.

Adequacy
Adequacy relates to the revenue-producing capacity of the tax base and the level

of government services to be funded. The more inadequate a tax base (i.e., the ability to
generate revenues is limited in relationship to the agreed upon level of government
services), the more likely there will be a high effective tax burden imposed on those left

to pay.
Predictability

As the Virginia constitution requires a balanced budget, predictable revenues are
extremely important in appropriating state funds. Volatile tax bases are less desirable
as they introduce more uncertainty in making appropriations.

Tax Principles Discussed by the Joint Subcommittee
The joint subcommittee discussed principles that it may adopt in revising
Virginia's state tax code. The tax principles discussed by the joint subcommittee were
equity, efficiency, adequacy, and predictability, the same principles identified by Dr.
Bowman.
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In the process of discussing these principles the joint subcommittee raised
several issues that could be the subject of further examination. The issues raised
included:

. Are revenues and services allocated between state and local governments in an
equitable manner?

. Are user fees a more equitable means of paying for certain services?

. Should all citizens share a portion of the tax burden?

. To what extent, if any, should the state tax code be a tool of social policy?

. Is the tax code easy to understand and administer (for the government and for
the taxpayer)?

. Are the proposed changes to the tax code defensible?
. Will the proposed changes contribute to the state's competitiveness?

. Should tax preferences (subtractions, deductions, exemptions, credits) have an
accountability component (appropriations v. expenditures)?

. Does the tax produce enough revenues to fund the necessary services?

. If changes are made to the tax code, is the total state and local tax burden the
same as it was prior to the changes (revenue neutrality)?

. Is the tax base volatile or fairly secure?
. Does the state have a proper allocation and mix of taxes?
. To what degree would changes in the mix of taxes impact (i) the state and

localities and (ii) taxpayers?

The meeting concluded with a discussion of issues that may be studied this year.
Given the long list of issues previously identified, the creation of two task forces
comprised of members of the joint subcommittee was discussed and approved.

May 29, 2002

The joint subcommittee formally adopted tax principles intended to guide its
work to revise Virginia's tax code. In addition, staff to the joint subcommittee gave a
brief presentation that involved answering questions raised at April's meeting and



explaining several new items of information distributed to subcommittee members.
One of the items discussed was the assignment of subcommittee members and issues
for study to two different task forces. Task Force #1 and #2 were created to study all of
the tax and other issues identified as subjects of study at the April meeting. The work
of each task force is, for the most part, intended to be mutually exclusive of the other.

At the conclusion of staff's presentation, the full subcommittee meeting ended
and both Task Force #1 and #2 met to discuss the issues assigned to them.

Tax Principles Adopted ,

The joint subcommittee formally adopted the following tax principles to guide its
work in revising the tax code:

1. equity;

2. efficiency;

3. adequacy;

4. predictability; and

5. revenue neutrality.

These are the same principles that were discussed at length in its April meeting.

Much debate preceded the adoption of these tax principles. One of the questions
debated was whether the end result of all final recommendations should be revenue
neutral in nature; that is the net effect of all recommendations would neither increase or
decrease the Commonwealth's total annual revenue. The joint subcommittee ultimately
agreed that its recommendations should be revenue neutral.

Staff Presentation
Staff provided several new pieces of information for joint subcommittee
members to consider in upcoming meetings. These included information on the cost of
administering taxes collected by the Department of Taxation, Department of Motor
Vehicles, and State Corporation Commission (Appendix E); the additional annual cost
in increasing Virginia's personal and dependent exemption (in $100 increments)
(Appendix F); and the Department of Taxation's Analysis of Sales and Use Tax

Exemptions in Virginia. (Appendix G)

Task Force #1 Meeting
Task Force #1, chaired by Senator Hanger, began its first meeting by reviewing
its list of issues. Those issues include several that deal with the state income tax, to
what extent Virginia should conform with federal tax law, the local property tax on
personally owned vehicles, telecommunications taxes, the sharing of income tax
revenues with localities, and the equalization of the taxing authority granted to counties



and cities. After reviewing the issues, the task force members decided to focus on the
state income tax issues at its next meeting on June 24.

Task Force #2 Meeting

Task Force #2, chaired by Delegate McDonnell, began its first meeting by
reviewing its list of issues and discussing certain sales and use tax exemptions, as
reported in the Department of Taxation's Analysis of Sales and Use Tax Exemptions in
Virginia. Among the issues to be considered by the task force include current
exemptions from Virginia's sales and use tax, extending Virginia's sales and use tax to
certain services, conformity with federal law repealing death and estate taxes,
elimination of the BPOL tax, and additional revenue opportunities for local
governments.

The task force asked for additional information on sales and use tax exemptions
of public service corporations. The task force also asked for more information on the
applicability of Virginia's sales and use tax to services.

June 24, 2002 -- Task Force #1

Task Force #1 met for the second time and focused on the state tax issues that the

task force was assigned, primarily dealing with the income tax.

Staff presented an issue brief for each of ten income tax issues that described
each issue, how the current law affects each issue, the suggested change in the law to

deal with each issue, and any revenue impact resulting from the proposed change. The

income tax issues included:
1. Conforming to federal law;
2. Eliminating the age deduction;
3. Increasing the standard deduction;
4. Providing a "personal exemption" tax credit or increasing the personal
exemption amount;

1S4

Adopting two tax brackets--one with a five percent rate on the first $50,000 of

taxable income and one with a five and three quarters percent rate on taxable

income above $50,000;
Taxing social security income;

Eliminating the state income tax and replacing it with a higher sales tax;
Examining tax preferences (subtractions, deductions, tax credits); and
Overwithholding of income tax.

© W0 oeN

1

The task force decided to remove two of the issues from further consideration
and make no changes in the current law. The two issues were numbers six and eight

Increasing the tax credit for low-income taxpayers and making it refundable;

above. It was determined that taxing social security income (#6) was not good policy or

politics. Eliminating the state income tax (#8) was also seen as bad policy because the
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sales and use tax rate would have to be more than threes times what it currently is
(assuming all of the sales and use tax exemptions remain in effect) to raise the same
amount of revenues that the income tax raises.

The remaining issues were discussed at length but no final decisions were made
regarding their outcome other than to continue examining all of them. There also was
some discussion on tax rate reductions that could result if some or all tax preferences
were eliminated. More information regarding the fiscal impact for each issue was to be
gathered and presented during Task Force #1's next meeting In addition, the task force
planned to take up their remaining issues that include the elimination of the car tax and
the revision of the state and local telecommunications taxes.

June 26, 2002 -- Task Force# 2

The Honorable Maurice P. McTigue, QSO, a Distinguished Visiting Scholar from
the Mercatus Center at George Mason University, made a presentation concerning New
Zealand's tax restructuring experience during the second meeting of Task Force #2. In
particular, Mr. McTigue suggested certain recipes for successful tax restructuring based
upon his experience with the New Zealand process.

He suggested, for example, that (i) the public must understand that a problem
exists with the current tax structure; (ii) solutions must not be latched onto too quickly
in the process of restructuring; and (iii) that the new tax system should be one that can
last a long time.

Mr. McTigue said that some of the main principles that guided the tax
restructuring in New Zealand included: simplicity, fairness, competitiveness,
diminished impact on decision-making in the marketplace, and revenue neutrality. He
said that all tax preferences should be examined closely. Those that are deemed not in
furtherance of a well-defined desired public policy should be abolished and that those
that are should be transformed into targeted direct appropriations.

Finally, Mr. McTigue advised that consideration be given to (i) "user fees" where
appropriate, and (ii) the feasibility of transforming some government organizations into
taxpaying entities.

The Task Force then briefly discussed many of the major issues assigned to it.
These issues included: (i) what policy to recommend regarding current and future sales
and use tax exemptions; (ii) whether to expand the services on which the sales and use
tax is imposed; (iii) the appropriate rate of sales tax on motor fuels, vehicles, aircraft,
and watercraft; (iv) whether Virginia should conform its estate tax to the federal law; (v)
whether the BPOL tax should be abolished and if so, what revenue source(s) would be
used to replace the lost revenue; and (vi) what sources of revenue (new and old) should
localities be able to utilize to increase local revenue.
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Regarding the issue of increasing revenues for localities, it was noted that there
are three main ways of accomplishing this goal: (i) the Commonwealth sharing
revenues with Jocalities (e.g. a certain portion of income tax revenues); (ii) the
Commonwealth assuming all or a portion of the cost of certain local services; and (iii)
the Commonwealth permitting new or expanded sources of local revenues {e.g. a local
income tax). Staff was requested to obtain information that shows the extent to which
localities utilize current tax authority.

July 16, 2002--Task Force #1

The Task Force meeting began with a presentation on the Earned Income Tax
Credit from Bob Zahradnick, a policy analyst with the Center on Budget & Policy
Priorities. The task force reached a consensus that a state earned income tax credit is not
an option. Instead the group is looking toward an aggressive approach to deductions
and changing the rate structure. Additional discussion ensued around removing the
sales tax from food.

Following the EITC speaker, the task force began its work session, picking up
where it ended its June 24t meeting. It began with a discussion of the fiscal impact
associated with a 100% repeal of the personal property tax to include personal vehicles,
business vehicles as well as machinery and tools.

Staff gave a brief update on the work of the Telecommunications Tax Study (HJR
209, 2002) chaired by Delegate Preston Bryant. The subcommittee will continue its work
by looking at the changes recently made in other states including Florida, North
Carolina and Illinois and will report to the joint subcommittee studying the state tax
code later this year.
The following issues, identified during previous task force meetings, were presented
by staff and discussed by committee members:
1. Appropriate mix of general fund taxes.
2. Distribution of a portion of the state’s annual individual income tax
revenues to localities.
3. Constitutional amendment requiring a sharing of state individual income
tax revenues with localities.
4. Maintenance of a low tax burden on businesses.
5. Tax incentives for economic growth.
6. Equalization of the taxing authority of counties and cities.
7. No new unfunded mandates on local governments by the
Commonwealth.
8. Creation of a tribunal, not located within or reporting to the Department
of Taxation, to hear taxpayer appeals.

26



9. Creation of a permanent body to analyze, on a continuing basis, the fiscal
needs and resources of Virginia’s state and local government.

10. Tax Simplification --- more user friendly.

11. Local user fees.

An additional subcommittee was formed to look at issues four and five, specifically
the preferences (subtractions, deductions, exemptions, tax credits) outlined in the Code.
The subcommittee will review the preferences and determine whether they are still
effective or obsolete. The task force discussed issue six at length and requested
additional information about state funding for counties and the difference in services
offered between counties and cities.

Several questions were raised by the task force for its next meeting and a request
that a representative from the Morris Commission come to explain issue nine, creation
of a permanent body to analyze the fiscal needs and resources of state and local
government. In addition, the discussion of local user fees and the administrative
procedure for tax appeals was placed on the agenda for the next meeting,.

July 30, 2002--Task Force #2

Task Force #2 held its third meeting on July 30, 2002 at 10:00 am. The committee’s
meeting began with comments from Delegate McDonnell regarding future meetings
and public hearings. Delegate McDonnell reminded attendees that Task Force #1 and
Task Force #2 will meet on August 19, 2002. The Joint Subcommittee will meet on
September 12 at 10:00 am and September 30 at 1:00 pm. Public hearings across the state
will begin in October.

Laurie Peterson, Vice President and Director of Membership for the Virginia Retail
Merchants Association, gave a presentation on the Accelerated Sales Tax Collections.
(Appendix H) Task Force members requested additional information on the policies
and procedures of other states related to sales tax collections.

Donna Reynolds, Director of Community Relations for the American Lung
Association of Virginia presented information on nationwide cigarette tax statistics,
including tax increases nationwide (Appendix I).

Steve Pearson, Esq., representing various commercial property owners, gave a
presentation on the Real Estate Tax Appeals Process. Mr. Pearson presented
information from a working group which included assessors, assistant county attorneys
and representatives from the Virginia Municipal League and the Virginia Association of
Counties. (Appendix J) Following Mr. Pearson’s presentation, Delegate McDonnell
appointed Delegate Griffith to work with the group on the real estate tax appeals
process.
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Stuart Fleming, a citizen from the Newport News area, gave personal testimony
regarding the real estate equalization process in the Newport News area.

Staff made a presentation regarding the BPOL Task Force. One proposal discussed
at the task force meetings was to replace the BPOL tax with an income tax on all types
of business. Staff reported that the Department of Taxation had stated it was unsure if
it could develop reliable revenue estimates for business income generated in each
Virginia locality.

Staff presented follow-up items from the Task Force #2 meeting (June 26).- The items
included the following;:

1. Taxpayer appeals and “pay to play” provisions. Delegate McDonnell asked
Delegate Johnson to work with Tax Commissioner Ken Thorsen on the
feasibility of i) an independent hearing examiner and ii) prepayment for

appeals.

2. Estimated revenues from a statewide 1% local individual income tax.
(presented by Virginia Department of Taxation)

3. Impact of the increasing federal taxable estate threshold and options for
repealing the Virginia estate tax. (presented by Virginia Department of
Taxation) :

4, General fund dollars spent on transportation.

5. Projected additional revenue from increasing the motor vehicle, aircraft, and

watercraft sales and use taxes.

August 19, 2002 -- Task Force #1

Task Force #1 met for the fourth time this year in Richmond. The purpose of the
meeting was to hear testimony related to specific issues on the task force list and make
further recommendations regarding such issues.

Testimony before the Task Force

The first issue addressed dealt with the creation of a permanent body to review
state and local revenues and expenditures issues on an ongoing basis. This proposal
originally came from the Morris Commission. From 1968 to 1979, a body known as the
Revenue Resources and Economic Study Commission (RRESC) existed. According to
the testimony of John L. Knapp, Ph.D., the Research Director of the Business and
Economics section of the UVA Weldon Cooper Center for Public Service, RRESC's
mission was to study the tax structure and sources of revenue of the Commonwealth
and its localities and to recommend reforms. The membership of RRESC consisted of
senators, delegates, and the public. Initially, the commission had a staff director, with
research assistance provided by employees from the Division of State Planning and
Community Affairs, the Department of Taxation and the Division of Legislative
Services. It finally had its own five-person staff in 1978.
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One of the many topics examined on a continual basis was the long-term outlook
for state and local government finances using six-year projections. The commission
issued numerous reports and many of its recommendations were adopted into law. As
the Senate Finance and House Appropriations staffs, as well as those at the Department
of Taxation, the Joint Legislative Audit and Review Commission (JLARC) and the
Division of Legislative Services grew, the need for a separate RRESC became less
obvious. These additional staff members have been doing much of the research that
was formerly done by the RRESC. However, Dr. Knapp believes not enough research is
being done to examine the long-term (i.e. six-year) outlook for finances and that a new
study commission could take on that task.

Next, the staff directors of the House Appropriations and Senate Finance
committees explained that each of their staffs as well as the Department of Planning and
Budget routinely conduct technical reviews of funding formulas contained in statutory
law and utilized in funding through the appropriations act. When a more thorough
examination is required, their staffs rely on the work of JLARC, the State Crime
Commission, joint study committees (such as this one), or the Executive Branch.

In addition, legislation was passed during the 2002 General Assembly Session
that requires the governor to submit to the General Assembly Session in each even-
numbered year a long-term financial plan providing a six-year financial outline
consisting of (i) the Governor's biennial budget, (ii) estimates of anticipated general and
nongeneral fund revenues for each major program, and (iii) estimates of general and
nongeneral fund appropriations required for each major program.

It was the consensus of the task force that, while RRESC served a valuable and
useful purpose during its tenure, it is not clear that it is currently needed with the
additional executive and legislative branch personnel doing most if not all of the same
work RRESC did. Also, with the current economic shortfall, finding the money to
create such a commission is highly unlikely.

The 50/40/10 revenue sharing plan proposed in the Morris Commission report
as a way to return more state income tax revenues to the localities was the next issue on
which the task force focused. VML and VACO reported that they were still revising the
plan and hoped to have more information for the full joint subcommittee at its meeting
in September. VML and VACO also reported that they were working on the list of local
services mandates imposed by the state and which level of government should pay for
the services.

Finally, regarding the appeals process issue, the Tax Commissjoner described a

number of ways the "pay-to-play" requirement and the creation of a separate tribunal
might be addressed. The task force discussed allowing the posting of a bond instead of
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paying the tax, classifying an appeal to the Department of Taxation as a case decision
under the APA, having an appellate officer in the Department of Taxation who deals
only with appeals, and creating an external appeals process similar to the current
process used by the Board of Insurance regarding managed care. The task force did not
make a final recommendation regarding the appeals process.

Future work of the Task Force

Although the task force did not make any further recommendations concerning
the issues before i, its members did decide that they should also take a closer look at
the service responsibilities of both state and local government and whether some
changes should be made in which level of government provides what service. The
widely held opinion was that the amount of revenues needed and tax relief available
could not properly be determined without deciding whether some changes in the
delivery of services are necessary in order to serve the citizens of the Commonwealth in
the best and most efficient manner. Several task force members expressed concern over
the shortfall in revenues of the Commonwealth and suggested that any major tax
restructuring might have to be delayed and that the study be continued for a third year.
The chairman of Task Force #1 was to report to the full joint subcommittee at it next
meeting on September 12th.

August 19, 2002 ~- Task Force #2

Task Force #2 held its fourth and final meeting on August 19, 2002, in the
General Assembly Building in Richmond.

Delegate Robert D. Orrock, 5r., as chairman of the House Finance Special
Subcommittee on Sales and Use Tax Exemptions for Nonprofit Entities, presented the
final report of his Subcommittee. His Subcommittee recommended that, effective July
1, 2004, the Department of Taxation administratively grant sales and use tax exemptions
to any nonprofit entity that meets the following criteria to be established by the General
Assembly:

A, L The entity is federally tax exempt (i) under § 501 (c) (3)
or (ii) under § 501 (¢) (4) and the entity (if it is under §
501 {c) (4)) is organized for charitable purposes; or
2. The entity has annual receipts less than the threshold required
under § 501 (c) (3) and § 501 (c) (4) ($5,000), and
B.  The entity is serving the public good and provides a statement as to the

specific public good being served; and

C.  The entity is in compliance with state solicitation laws; and
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D.  The entity's administrative costs are less than __%, relative to its gross
revenue (no consensus on specific restriction); and

E.  If the entity's gross annual revenue was $250,000 or greater in the previous
year, then the entity must provide a financial audit performed by an
independent certified public accountant; and

F. If the entity filed a federal 990 or 990 EZ tax form with IRS, then it must
provide a copy of such form to the Tax Dept.

G. If the entity does not file a federal 990 or 990 EZ tax form with IRS, then
the entity must provide the following information:

1. A list of the Board of Directors or other responsible agents of the
entity (comprised of at least two individuals), with names and
addresses (addresses must be where the individual physically can
be found); and

2. The location where the financial records of the entity are available
for public inspection.

The duration of each exemption granted by the Department of Taxation shall be
no less than five years and no greater than seven years. To maintain an exemption that
otherwise would expire, each entity must provide the Department of Taxation the same
information as required upon initial exemption and meet the same criteria.

The Department of Taxation shall develop all other reasonable rules and
regulations necessary to carry out the exemption process within the constraints set forth
herein. The Department of Taxation shall file an annual report with the Chairmen of
the House Finance Committee, the House Appropriations Committee, and the Senate
Finance Committee, setting forth the annual fiscal impact of the exemptions for
nonprofit entities.

David L. Bailey spoke briefly on behalf of the Coalition of Virginia Nonprofits
generally endorsing the Orrock Subcommittee's recommendations.

Staff presented an update on the BPOL work group of interested parties. That

work group has not reached a consensus on any alternatives to recommend. However,
the work group will meet again the first week of September.
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George Peyton, speaking on behalf of the Retail Merchants Association of
Greater Richmond, the Retail Alliance of Hampton Roads, and the Virginia Retail
Merchants Association presented two alternatives for replacing the BPOL tax: (i)
gradually eliminate BPOL over a five-year period and replace the revenue witha1/2
percent increase in the sales and use tax and, at the end of five years, by a .25% increase
in the corporate income tax, or, alternatively (ii} gradually eliminate BPOL over a ten-
year period and replace the lost revenue with a 1/2 percent increase in the sales and use
tax, and, at the end of the ten-year period, by a .25% increase in the corporate income
tax.

Delegate Robert D. Hull discussed a prior legislative study regarding local
revenue resources (House Document No. 69 (1995)) and recommended that legislation
be adopted giving counties the same taxing authority as cities and towns, as was
provided in a bill he introduced last session (HB 16 (2002)). Representatives of various
amusement industries urged the Task Force not to authorize counties to impose
amusement taxes.

Donald L. Hall, President of the Virginia Automobile Dealers Association, made
a presentation recommending that the sales and use tax on motor vehicles not be
increased. He suggested that the task force examine revenue lost through the
understatement of the actual purchase price on "casual sales" (i.e. sales not from a
dealer).

Staff presented follow-up information from the July 30th Task Force meeting
including: (i) categories of services on which sales and use tax might be imposed, (ii)
state-by-state comparisons in vendors' payment schedules for remitting sales and use
taxes collected, (iii) state-by-state comparisons of state death taxes, (iv) state-by-state
comparisons of cigarette taxes, (v) local cigarette tax rates in Virginia, (vi) estimates for
a tax on the manufacture of cigarettes, (vii) estimates on the fiscal impact of reducing
the taxable price of a motor vehicle by the value of any trade-in, and (viii) information
on the general and non-general funds for transportation in Virginia.

The Task Force then considered each of the issues that had been assigned to it.
For a full accounting of all action taken on each issue refer to the revised Task Force #2
Issue Form that will be posted on this site. Some of the Task Force's recommendations
included: (i) adoption of the Orrock Subcommittee's recommendations on sales and use
tax exemptions for nonprofit entities, with the proviso that the current moratorium on
any new sales and use tax exemptions continue at least until budget pressures ease; (ii)
impose the sales and use tax on personal services and repair services, and consider
removing the exemption provided to various public service corporations; (iii) eliminate
the accelerated sales tax payments by vendors; (iv) maintain the status quo of no new
taxes on internet access or digital downloads; and (v) eliminate the 1978 "freeze date" in
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Virginia's estate tax so that the tax will be phased out over a four year period like most
other states in conformity with the federal Tax Relief Act of 2001.

The Task Force reported its recommendations to the full joint subcommittee on
September 12, 2002.

September 12, 2002

The joint subcommittee heard from the staff on follow-up information on
questions raised during the August task force meetings and received the two task
forces' reports that contained legislative recommendations. In addition to the August
meetings, each task force met in May, June, and July to receive information about and
discuss the issues assigned.

The joint subcommittee also determined what its work schedule would be for the
remainder of this year and that it would be necessary to continue the study for one
more year.

Staff Presentation

Staff presented information provided by the Department of Taxation regarding
the revenues that could be raised by expanding the cigarette tax to include all tobacco
products (snuff, chewing tobacco, cigars, and smoking tobacco). The most common
way that states tax tobacco products other than cigarettes is to levy a tax on the
wholesale price of the tobacco product. North Carolina imposes a tax of 2% on the
wholesale price of such products, other than cigarettes, while Maryland imposes a 15%
tax on the same tobacco products.

Assuming Virginia were to levy a 2% tax on the wholesale price of tobacco
products other than cigarettes, the estimated revenues are $2.7 million in FY04, $2.9
million in FY05, and $2.9 million in FY06. Also, sales tax revenues would increase by
approximately $120,000 in FY04, $130,000 in FY05, and $129,000 in FY06.

Next, a representative from the Department of Motor Vehicles (DMV) explained
the process for collecting the motor vehicle sales and use tax on casual sales of vehicles.
When a customer submits a completed application for a Certificate of Title and
Registration, the customer may also provide documentation of the sefling price, which
is generally accepted as the selling price on which the sales tax is based. If the customer
fails to provide such documentation, the selling price is compared to the NADA
Average Trade In Price, and the tax is based on that determination. According to
DMV's most recent numbers, almost $45 million was collected in sales tax revenues out
of $1.2 billion in casuals sale of motor vehicles.
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Recommendations (as of September 12)

Next, the chairmen of each task force reviewed the issues assigned to the two
task forces and explained the recommendations made by each. Because of the (i) ever-
growing revenue shortfall the Commonwealth was experiencing; (ii) uncertainty about
when the economy would begin to grow again; (iii) sheer complexity and
interconnection of issues, not all of which had been fully analyzed; (iv) lack of
consensus among stakeholder task forces on key issues (i.e. revenue sharing,
equalization of taxing authority, BPOL tax reform); and (v) unknown effects that major
changes in the state's tax code might have on revenues, the consensus was to extend the
study for a third year on major restructuring issues and propose fewer changes during
the 2003 session.

The proposed recommendations of the task forces (the applicable task force and
item/issue number are shown in parentheses) are:

1. Adopt Orrock Subcommittee Report with standards for charitable
organization sales tax exemptions, with moratorium on new exemptions.
(Task Force 2 -- Item 1)

2. Restore conformity with federal income tax law, with the exception of
accelerated depreciation and carry back loss issues to essentially eliminate
fiscal impact.

(Task Force 1 - Item 1)
3. Revise administrative appeals process for income taxpayers to provide:

a) an independent hearing officer (Task Force 1 -- Item 8)
b) no payment of tax in advance (Task Force 2 — Item 8)

4. Eliminate June accelerated sales tax collections in 2002-2004 budget — pushes
$118 million back to FY 03. (Task Force 2 -- ltem 8)
5. Revise property tax appeals process to clarify procedures and standard of

proof for taxpayer. (Task Force 2 -- Item 10)
6. Phase out death tax beginning in FY 05. (Task Force 2 — Item 10)

7. Budget/ state shall impose no new unfunded mandates on localities, and to
maximum extent possible, eliminate existing ones. (Task Force 1 - Item 7)

8. Support a moratorium on new categories of sales and use tax exemptions.
(Task Force 2 -- Item 4)

9. Maintain policy of no sales tax on access to Internet and digital downloads.

(Task Force 2 - Item 9)

September 30, 2002

The joint subcommittee heard from several work groups on issues assigned for
study by the joint subcommittee and the General Assembly. Testimony was given
regarding the Streamlined Sales Tax Project, the Telecommunications Tax Study (H)
209; 2002), the BPOL tax, the individual income tax, appeals of state taxes to the



Department of Taxation, appeals of real estate tax to local Boards of Equalization, and
sales tax collected on non-dealer sales of motor vehicles.

Streamlined Sales Tax Project

The Streamlined Sales Tax Project was a project that was begun by several states
and tax administrators (both government and business). The objective of the project is
to simplify and make more uniform the administration of sales and use taxes for
merchants who sell their goods over the Internet or who are active in interstate
commerce. One result of the project may be the voluntary collection and remittance of
use tax to state authorities by merchants who are not legally obligated to collect and
remit the tax.

Legislation passed by the 2002 General Assembly enabled Virginia to join the
Streamlined Sales Tax Project and for appointed members of the General Assembly to
enter into multi-state discussions on behalf of the Commonwealth to consider whether
the Commonwealth should enter into a multi-state sales and use tax simplification
agreement (See Senate Bill No. 688). Virginia is one of 35 states (implementing states)
that have entered into the multi-state discussions. The consensus of representatives of
the implementing states is to not impose taxes on means of accessing the Internet. The
group has also agreed that sales taking place over the Internet should be subject to sales
and use taxes. (The United States Congress has passed legislation placing a moratorium
on new taxes for accessing the Internet and on new sales and use taxes on goods sold
over the Internet. This moratorium is due to end in 2003).

It was reported to the joint subcommittee that Virginia has an estimated loss of
between $225 million - $260 million annually in sales and use tax revenues that are not
collected for sales taking place over the Internet. The joint subcommittee was told that
Virginia's annual loss is estimated to reach $1 billion per year over the next 6 to 8 years
if there are no changes in the law.

The implementing states have agreed to allow for more than one sales and use
tax rate in a state, but the tax base must remain the same in every locality of the state.
Rules on rounding the amount of tax are one area where agreement has not been
reached. Adoption of the agreement, once completed, is voluntary for each
implementing state.

Telecommunications Tax Study
House Joint Resolution No. 209 (2002) established a joint subcommittee to study
the state and local taxation of the telecommunications industry and its customers. This
joint subcommittee reported that local taxes collected by telecommunications
companies include consumer utility, E-911 and cable television fees. As a result,
telecommunications companies must make many deposits to the accounts of local
governments for each of these taxes.
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The joint subcommittee studying telecommunications taxes found that state taxes
on telecommunications are very low while local taxes on telecommunications are very
high. The Commonwealth collects $80 million annually in telecommunications taxes
while local governments collect $320 million annually from these taxes.

Businesses in the telecommunications industry would like a reduction in the
number of telecommunications taxes and a reduction in the amount of tax on
telecommunications. They also believe that local governments must be kept whole as
part of any tax restructuring of telecommunications taxes.

Ideas discussed in meetings of representatives of the telecommunications
industry and of local governments include the consolidation of all telecommunications
taxes into one line item on customer bills, uniformity of tax rates across the state, and
collection of all telecommunications taxes by a central administration, possibly the
Department of Taxation.

The joint subcommittee studying telecommunications taxes will seek to continue
its study for another year during the 2003 General Assembly to give the industry
representatives and local government representatives additional time to develop a
solution that all will support.

BPOL Tax
The joint subcommittee also heard from representatives of the business
community and local governments in regard to the BPOL tax. The business community
would like to see the BPOL tax repealed.

Representatives of the Virginia Chamber of Commerce believe that the tax can
only be repealed as part of a larger restructuring of Virginia's tax code. The Greater
Richmond Retail Merchants Association (the "Association") presented two alternatives
for eliminating the BPOL tax. The first alternative would be to eliminate the BPOL tax
over a five-year period by rolling back BPOL tax rates at twenty percent a year for five
years. To offset the loss in revenue for local governments, the Association suggested
that local governments be paid the revenue from an immediate %2 percent increase in
the retail sales tax and, at the end of the fifth year, a % percent increase in the corporate
income tax. The second alternative suggested was to eliminate the BPOL tax over a ten-
year period by rolling back BPOL tax rates at ten percent a year for ten years. The
Association suggested compensating local governments with the revenue from an
immediate ¥ percent increase in the retail sales tax and, at the end of the tenth year, a %
percent increase in the corporate income tax. '
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Representatives of the Virginia Association of Counties (VACO) and the Virginia
Municipal League (VML) stated that the BPOL tax generated more than $459 million in
local revenue in fiscal year 2001. Statewide, the tax accounted for more than four
percent of all locally generated revenue. Some localities rely on the BPOL tax for as
much as twenty-five percent of their locally generated revenue. Towns have a much
higher reliance on the BPOL tax.

VACO and VML stated that BPOL revisions in 1996 have improved
administration of the BPOL tax for all involved. In addition, the revisions gave
taxpayers a right to appeal their tax to the Tax Commissioner. VACO and VML also
stated that the 1996 revisions eliminated the BPOL tax for many small businesses.

Individual Income Tax

The joint subcommittee received a recommendation for restructuring Virginia's
individual income tax. The recommendation would eliminate all individual income tax
exclusions, deductions and tax credits, with the exception of the current deduction for
social security income. The tax would be applied to federal adjusted gross income
reported on an individual's federal income tax return. The plan calls for no tax for the
first $20,000 of federal adjusted gross income reported on each individual income tax
return. The new income tax brackets and tax rates would be:

Federal Adjusted Gross Income Tax Rate

If FAGI is $0-$20,000; Tax is $0

If FAGI is $20,000-$30,000; Tax is 0% on first $20,000 of FAGI and 4% on FAGI
between $20,000 and $30,000

If FAGI is $30,000-$50,000; Tax is 0% on first $20,000 of FAGI, 4% on

FAGI between $20,000 and $30,000, and 5.5%
on FAGI between $30,000 and $50,000

If FAGI is over $50,000; Tax is 0% on first $20,000 of FAGI, 4% on
FAGI between $20,000 and $30,000, 5.5%
on FAGI between $30,000 and $50,000, and
6.25% on FAGI over $50,000

The tax rates and tax brackets are intended to be revenue-neutral in regard to the
revenue currently generated from Virginia's individual income tax.

Appeals of State Taxes to the Department of Taxation
The joint subcommittee heard recommendations from the Tax Commissioner for
changes in the current process for appealing state taxes to the Department of Taxation.
The Tax Commissioner proposed the creation of a limited right of appeal to an
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independent hearing officer located in the Department. The Tax Commissioner would
have no right of review over the hearing officer’s decision nor would the Tax
Commissioner have any authority to direct or otherwise interfere with the independent
hearing officer’s determination. The independent hearing officer would be an attorney
selected by the Tax Commissioner and would serve for renewable terms of four years.

Under the Tax Commissioner’s recommendation, the hearing officer would only
hear appeals that involve sales and use, corporate income, or individual income
assessments of $30,000 or more. A $500 fee would be charged to each taxpayer filing an
appeal with the independent hearing officer. The fee would help offset the cost of
establishing an independent hearing officer position.

Decisions of the hearing officer would be rendered in 90 days. Both the
Department of Taxation and the taxpayer would be able to appeal the hearing officer’s
decision, de novo, in circuit court.

The Tax Commissioner also recommended that there be no change to the current
law requiring a taxpayer to pay his tax assessment prior to the circuit court hearing the

taxpayer’s appeal.

Appeals of Real Estate Tax to Boards of Equalization

The joint subcommittee received a report relating to the procedures for appealing
Jocal real estate taxes. Representatives of the business community and local
governments have formed a work group to study the procedures for appealing real
estate taxes to Boards of Equalization. The work group agreed on several issues
relating to appeals of real estate taxes to Boards of Equalization, and will continue to
meet to try to reach agreement on the remaining unresolved issues. Discussions have
focused on, among other things, the taxpayer’s burden of proof in appealing a real
estate tax assessment and the term of service for members of Boards of Equalization.

Tax Collected on Non-dealer Sales of Motor Vehicles

The Department of Motor Vehicles that the sales price reported for automobile
sales not involving dealers is much less than the sales price reported for sales of similar
automobiles in which a dealer is a party to the sale. In collecting the motor vehicle sales
and use tax on non-dealer sales, DMV will accept the sales price reported to it by the
buyer provided the buyer provides documentation of the selling price. Acceptable
documentation from the buyer can include a sales receipt or a certificate of title with the
sales price filled in. DMV’s analysis of 95,000 non-dealer sales of automobiles in which
the buyer provided documentation of the selling price revealed that in every case the
selling price reported by the buyer was at least $1,500 less than the NADA Average
Trade In Price for the same vehicle.
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The work group is studying whether purchasers of automobiles are reporting the
true sales price in transactions that do not involve dealers. Of course, if the sales price
reported to DMV is less than the actual sales price agreed to, the amount of sales and
use tax collected by DMV is less than what is required under current law. The work
group will continue to meet to develop recommendations for improving the accuracy of
information collected by DMV. :

Public Hearing
The joint subcommittee scheduled a public hearing for Monday, October 28, at
7:00 p.m. in Senate Room B of the General Assembly Building in Richmond. The public
was invited to comment on the recommendations proposed by the joint subcommittee.
This was the only public hearing scheduled in 2002.

October 28, 2002 -- Public Hearing

On the evening of October 28, the joint subcommittee heard testimony for more
than three hours from 36 individuals representing a variety of interest groups. Among
the groups represented were the Virginia Farm Bureau, the Virginia Chamber of
Commerce, VML, VACo, the Virginia Hospitality and Travel Association, Tax Reform
Committee of Virginia, general contractors, towing and recovery operators, auto
dealers, childcare businesses, state and local education associations, local boards of
supervisors, retail merchants, religious organizations and other nonprofits.

The topics addressed included the estate tax, the BPOL tax, equalization of local
taxing authority (grant counties the same taxing powers as cities and towns), unfunded
state mandates imposed on localities, sales and use tax exemptions, the income tax age
deduction, income tax rates and preferences, education funding, an independent
appeals officer/process within the Department of Taxation, revenue neutrality, and
conformity with the federal tax code

November 13, 2002

During its final meeting for 2002, the joint subcommittee received several brief
reports regarding a number of issues and ended with the approval of twelve
recommendations by a majority of the members present. Topics included the
Streamlined Sales Tax Project, real estate tax assessments and appeals to Boards of
Equalization, state tax appeals to a hearing officer and the elimination of the "pay to
play” requirement, reporting requirements for casual sales of motor vehicles, and local
sales tax revenues versus BPOL tax revenues.
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Issue Reports

Senator Hanger reported on the Streamlined Sales Tax Project ("Project") having
just returned from the group's meeting in Chicago. Virginia is one of 35 implementing
states participating in the Project with a goal of reducing the burden of tax compliance.
They have been working on a written draft agreement that 31 of the states voted on
November 12 to support. The agreement explains what states have to do to implement
the plan. Some of the provisions include state level administration of sales and use tax
collections, simplification of rates, uniform definitions, and uniform sourcing rules.
Once 10 states representing twenty percent of the United States population have
amended their laws to implement the program, then the U.S. Congress will be asked to
make the program mandatory nationwide. The joint subcommittee agreed to continue
to follow the Project.

Legislation dealing with real estate assessments and boards of equalization was
reviewed. There was much discussion by the joint subcommittee related to the burden
of proof that was the main issue of contention between local government and the
business community. The burden involves a two-prong test that the taxpayer has to
satisfy in order to prevail at the board of equalization level. A second area of contention
between local government and the business community is the statute of limitations. It
was proposed that there be a three-year statute of limitations for appealing to the circuit
court plus a mandatory appeal to the board of equalization with a one-year statute for
all localities. Currently, there is no statewide mandatory board of equalization appeal
and a handful of localities have a one-year statute to appeal to the circuit court. The
subcommittee adopted the concept of the Jegislation but there was ongoing concern
about the burden of proof on the taxpayer.

The Tax Commissioner next reviewed again how the tax appeals process would
work at the state level with a separate hearing officer appointed by the Department of
Taxation. Due to lack of support from the business community and the need for
additional funding in the Department in order to implement the process, the joint
subcommittee decided to further study this issue next year.

Next, a proposal was made with regard to the collection of the motor vehicle
sales and use tax as a result of a casual sale of a motor vehicle. It was proposed that a
purchaser of a motor vehicle that is 5 years old or less will report to DMV the greater of
the purchase price or the NADA value (less $1,500) of the motor vehicle when
transferring the title. The joint subcommittee approved the proposal and added it to its
list of recommendations.

The last speaker, who was from VML, presented a chart showing how much in

revenues localities would raise from a half-percent increase in the sales and use tax and
how much they currently raise from the BPOL tax. The chart broken down locality by
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locality. It was determined that the information would be a good starting point when
examining the BPOL tax issues further in 2003.

Finally, the joint subcomumittee discussed one of the requirements of the House
Finance {Orrock) Subcommittee report dealing with the percentage allowed for
administration costs of nonprofit organizations. Current Jaw says that no more than
forty percent of gross annual revenues may be spent on administration costs. There
was some discussion of making it a sliding scale (i.e. 40% for organizations with gross
revenues less than $1,000,000 and 20% for those with gross revenues of $1,000,000 or
more) but it was decided to leave it at 40 percent.

Recommendations and Draft Report Approved

As its final act of the year, a majority of the joint subcommittee approved an
initial draft of its report and its recommendations. Two members abstained from voting
while two voted against approval. Their concern centered on the issue of revenue
neutrality, one of the principles adopted by the joint subcommittee to guide them in
their decision-making regarding changes to the state tax code and how revenues are
collected. At least two of the recommendations, if adopted by the legislature during the
2003 General Assembly Session, will result in a reduction in general fund revenues with
no offsetting recommendation that would increase such revenues during the second
year of the current budget cycle. ‘

FINDINGS AND CONCLUSIONS

The monumental task of studying and revising Virginia's state tax code was
undertaken by the joint subcommittee with expectations of making sweeping changes
to a tax code that many call antiquated. Many hours, much effort and thorough
preparation was contributed by all involved in the process to accomplish the assigned
task. Key business, government, and citizen groups monitored and participated in all
~ meetings to provide input and help develop viable policies.

Issues were identified and outlined. Tax principles were adopted and discussed
when solutions to the issues were proposed. Progress was made toward developing the
best solutions that were agreeable to all. No one fully expected the extent of the
economic downturn that the nation and the Commonwealth have experienced in the
last 18 months, the worst many have seen in the last 40 years. The downturn that
required the joint subcommittee to take a step back and evaluate how the solutions they
might propose might impact the economy further. While focusing on revenue neutral
changes, there was a genuine concern that no action be proposed that might negatively
impact the Commonwealth's already weak revenues. Therefore, the joint subcommittee
decided to continue the study on the most complex issues for an additional year in 2003
and now recommends the less sweeping but important changes, which received broad
support from the joint subcommittee.
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RECOMMENDATIONS

The recommendations of the Joint Subcommittee to Study and Revise Virginia's

State Tax Code for the 2003 General Assembly Session are:

1.

10.

11.

12.

Adopt House Finance Subcommittee (Orrock) Report with standards for
charitable organization sales tax exemptions.

Restore conformity with federal income tax law, except for accelerated
depreciation and carry back loss issues in order to eliminate fiscal impact.

Revise administrative appeals process for income taxpayers to provide for no
payment of tax in advance of adjudication.

Eliminate June accelerated sales tax collections in 2002-2004 budget.

Revise property tax appeals process to clarify procedures and standard of proof
for taxpayer.

Phase out estate tax beginning in Fiscal Year 2005.

Impose no new state unfunded mandates on localities, and to maximum extent
possible, eliminate existing ones.

Support a moratorium on new sales and use tax exemptions.

Maintain policy of no sales tax on access to Internet and digital downloads'.
Continue working with the national Streamlined Sales Tax Project.

Require purchasers to report the greater of (i} the actual purchase price or (ii) the
NADA value (Jess $1,500) for casual sales of motor vehicles that are no more than

five years old.

Continue the study in 2003 with final report in December 2003.



Respectfully submitted,

The Honorable Emmet W. Hanger, Jr., Co-chairman
The Honorable Robert F. McDonnell, Jr., Co-chairman
The Honorable William T. Bolling

The Honorable Charles J. Colgan

The Honorable H. Morgan Griffith

The Honorable Phillip A. Hamilton

The Honorable William J. Howell

The Honorable Johnny S. Joannou

The Honorable Joseph P. Johnson, Jr.

The Honorable Allen L. Louderback

The Honorable Kenneth R. Melvin

The Honorable Kevin G. Miller

The Honorable Harry J. Parrish

The Honorable Kenneth W. Stolle

The Honorable Walter A. Stosch

The Honorable Mary Margaret Whipple

The Honorable John H. Rust, Jr.

Mr. Robert Scott

Ex Officio Members
The Honorable John M. Bennett, Secretary of Finance

Kenneth W. Thorson, Commissjoner, Virginia Department of Taxation
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APPENDIX A

GENERAL ASSEMBLY OF VIRGINIA -- 2001 SESSION

HOUSE JOINT RESOLUTION NO. 685
Establishing a joint subcommittee to study and revise Virginia's state tax code.

Agreed to by the House of Delegates, February 22, 2001
Agreed 10 by the Senate, February 21, 2001

WHEREAS, the Commonwealth of Virginia generates more than 85 percent of its total general
fund revenue from the individual and corporate income taxes and the sales and use tax; and

WHEREAS, the current individual income tax structure, which conforms to the federal income tax,
was adopted in 1971 but has experienced modest changes during the past three decades; and

WHEREAS, the state sales and use tax was enacted in 1966 with only one rate change adopted
since that time when the 1986 Special Session added an additional one-half cent sales tax for
transportation purposes; and

WHEREAS, the 1998 General Assembly enacted a Personal Property Tax Relief Act of 1998
(§ 58.1-3523 et seq.), which began to phase out the personal property tax on the first $20,000 value of
automobiles and other vehicles over a five-year period; and

WHEREAS, the business, professional and occupational license (BPOL) tax is a local tax levied
on certain businesses, professionals and occupations; and

WHEREAS, there are several categories of businesses that are exempt from the BPOL tax, of
which manufacturers are one such category; and

WHEREAS, the definition of manufacturer has changed with the changes in technology, and its is
not always clear to local commissioners of the revenue and manufacturers who falls within the
definition and therefore qualifies for the exemption; and

WHEREAS, property taxes are the most important source of revenue for local governments, and
localities need to be able to collect fairly assessed taxes promptly and efficiently so as not to interfere
with their ability to provide necessary services to their inhabitants and to meet other needs of citizens;
and

WHEREAS, the property tax assessment process, including consideration of administrative and
judicial challenges by taxpayers, is a complex process that varies administratively from jurisdiction to
jurisdiction; and ‘

WHEREAS, the changes in the state tax structure including tax deductions and credits have
evolved in a piecemeal fashion in an effort to cormrect specific problems or advocate certain policies
rather than in a systematic way and thus a comprehensive review of such tax policy is warranted; and

WHEREAS, the state tax structure, with its reliance on income and sales taxes, has experienced
strong revenue growth while the local tax structure, which is dependent on the property tax and other
ad valorem taxes, has experienced slower revenue growth; and

WHEREAS, there are many different taxes and fees levied by state government, some of which
may not be appropriate for today's economy; and

WHEREAS, the tax system could be more citizen-friendly, and a review of regulatory policies is
needed to lessen the burden on taxpayers to comply with the Commonwealth's tax laws, while also
imposing large costs on the Commonwealth to administer; and

WHEREAS, the Commission on Virginia's State & Local Tax Structure for the 21st Century, -

comprised entirely of citizens, has completed its charge and issued a report with recommendations for
consideration by the Governor and the 2001 General Assembly; and
WHEREAS, there is an emerging consensus that the state tax code must be revised to reflect not
only the changing nature of our economy, but also to make it more equitable and to generate the
revenues needed to provide services to its citizens; now, therefore, be it
RESOLVED by the House of Delegates, the Senate concurring, That a joint subcommittee be
established to study and revise Virginia's state tax code. The joint subcommittee shall consist of 14
members, who shall be appointed as follows: 8 members of the House of Delegates, of whom 2 shall
have served as members of the Commission on the Condition and Future of Virginia's Cities to be
_appointed by the Speaker of the House in accordance with the principles of proportional
representation contained in the rules of the House and 6 members of the Senate to be appointed by
the Senate Committee on Privileges and Elections, of whom 1 shall have served as a member of the



Commission on the Condition and Future of Virginia's Cities.

The joint subcommittee shall ensure that Virginia's tax code is fair, uniform, understandable and
contemporary. The joint subcommittee shall perform the following:

1. Examine the report and recommendations of the Commission on Virginia's State and Local Tax
Structure for the 21st Century.

2. Seek broad input from all levels of government, the private sector and citizens concemning the
sufficiency of the Commonwealth's current tax system.

3. Consider the necessity and sufficiency of current taxes, fees, deductions and credits as well as
the rates of taxation. ‘

4. Consider current revenue capacity of localities and the sufficiency of their revenue tools.

5. Clarify the definition of manufacturer for purposes of the business, professional, and
occupational license tax.

6. Examine the number and costs of tax credits and deductions authorized each year.

7. Determine the loss in-sales tax due to electronic commerce.

8. Evaluate the real estate assessment appeals process, the need for any changes to the process,
and the effect that such changes would have on taxpayers and local govenments.

9. Consider the long-term effect on the Commonwealth's revenues of the phase-out of personal
property tax. .

10. Evaluate the appropriateness of the merchants capital tax and the business, professional and
occupational license tax.

11. Consider a plan to more equitably address exemptions, deductions, and rates for personal and
business income taxes.

12. Determine the equitable division of support to be assumed by the state and localities for
education and mandated services in light of the reforms recommended by the Commission.

The direct costs of this study shall not exceed $26,000.

The Division of Legislative Services shall provide staff support for the study. The Weldon Cooper
Center at the University of Virginia and the Department of Taxation shall provide technical assistance
to the joint subcommittee.

All agencies of the Commonwealth shall provide assistance to the joint subcommittee, upon
request.

The joint subcommittee shall complete its work in time to submit its written findings and
recommendations by November 30, 2002, to the Virginia Code Commission and to the Governor and
the 2003 Session of the General Assembly as provided in the procedures of the Division of
Legislative Automated Systems for the processing of legislative documents.

Implementation of this resolution is subject to subsequent approval and certification by the Joint
Rules Committee. The committee may withhold expenditures or delay the period for the conduct of
the study.



summary | pdf

SENATE JOINT RESOLUTION NO. 387
Establishing a joint subcommittee to study and revise Virginia's state tax code.

Agreed to by the Senate, February 22, 2001
Agreed to by the House of Delegates, February 21, 2001

WHEREAS, the Commonwealth of Virginia generates more than 85 percent of its total general fund
revenue from the individual and corporate income taxes and the sales and use tax; and

WHEREAS, the current individual income tax structure, which conforms to the federal income tax, was
adopted in 1971 but has experienced modest changes during the past three decades; and

WHEREAS, the state sales and use tax was enacted in 1966 with only one rate change adopted since that
time when the 1986 Special Session added an additional one-half cent sales tax for transportation
purposes; and

WHEREAS, the 1998 General Assembly enacted a Personal Property Tax Relief Act of 1998 (§ 58.1-3523
et seq.), which began to phase out the personal property tax on the first $20,000 value of automobiles and
other vehicles over a five-year period; and

WHEREAS, the business, professional, and occupational license (BPOL) tax is a local tax levied on
certain businesses, professionals and occupations; and

WHEREAS, there afe several categories of businesses that are exempt from the BPOL tax, of which
manufacturers are one such category; and

WHEREAS, the definition of manufacturer has changed with the changes in technology, and its is not
always clear to local commissioners of the revenue and manufacturers who falls within the definition and
therefore qualifies for the exemption; and

WHEREAS, property taxes are the most important source of revenue for local governments, and localities
need to be able to collect fairly assessed taxes promptly and efficiently so as not to interfere with their
ability to provide necessary services to their inhabitants and to meet other needs of citizens; and

WHEREAS, the property tax assessment process, including consideration of administrative and judicial
challenges by taxpayers, is a complex process that varies administratively from jurisdiction to jurisdiction;
and

WHEREAS, the changes in the state tax structure including tax deductions and credits have evolved in a
piecemeal fashion in an effort to correct specific problems or advocate certain policies rather than in a
systematic way and thus a comprehensive review of such tax policy is warranted; and

WHEREAS, the state tax structure, with its reliance on income and sales taxes, has experienced strong
revenue growth while the focal tax structure, which is dependent on the property tax and other ad valorem
taxes, has experienced slower revenue growth; and

WHEREAS, there are many different taxes and fees levied by state government, some of which may not be
appropriate for today's economy; and



WHEREAS, the tax system could be more citizen-friendly, and a review of regulatory policies is needed to
lessen the burden on taxpayers to comply with the Commonwealth's tax Jaws, while also imposing large
costs on the Commonwealth to administer; and

WHEREAS, the Commission on Virginia's State and Local Tax Structure for the 21st Century, comprised
entirely of citizens, has completed its charge and issued a report with recommendations for consideration
by the Governor and the 2001 General Assembly; and

WHEREAS, there is an emerging consensus that the state tax code must be revised to reflect not only the
changing nature of our economy but also to make it more equitable and to generate the revenues needed to
provide services to its citizens; now, therefore, be it

RESOLVED by the Senate, the House of Delegates concurring, That a joint subcommittee be established
to study and revise Virginia's state tax code. The joint subcommittee shall consist of 14 members, who
shall be appointed as follows: six members of the Senate, to be appoirited by the Senate Committee on
Privileges and Elections, of whom one shall have served as a member of the Commission on the Condition
and Future of Virginia's Cities, and eight members of the House of Delegates, of whom two shall have
served as members of the Commission on the Condition and Future of Virginia's Cities, to be appointed by
the Speaker of the House in accordance with the principles of proportional representation contained in the
rules of the House.

The joint subcommittee shall ensure that Virginia's tax code is fair, uniform, understandable, and
contemporary. The joint subcommittee shali perform the following:

1. Examine the report and recommendations of the Commission on Virginja's State and Local Tax
Structure for the 21st Century.

2. Seek broad input from all levels of government, the private sector, and citizens concerning the
sufficiency of the Commonwealth’s current tax system.

3. Consider the necessity and sufficiency of current taxes, fees, deductions and credits as well as the rates
of taxation.

4. Consider current revenue capacity of localities and the sufficiency of their revenue tools.

5. Clarify the definition of manufacturer for purposes of the business, professional, and occupational
license tax.

6. Examine the number and costs of tax credits and deductions authorized each year.
7. Determine the loss in sales tax due to electronic commerce.

8. Evaluate the real estate assessment appeals process, the need for any changes to the process, and the
effect that such changes would have on taxpayers and local governments.

9. Consider the long-term effect on the Commonwealth's revenues of the phase-out of personal property
tax.

10. Evaluate the appropriateness of the merchants capital tax and the business, professional and
occupational license tax.
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11. Consider a plan to more equitably address exemptions, deductions, and rates for personal and business
income taxes.

12. Determine the equitable division of support to be assumed by the state and localities for education and
mandated services in light of the reforms recommended by the Commission.

The direct costs of this study shall not exceed $26,000.

The Division of Legislative Services shall provide staff support for the study. The Weldon Cooper Center
at the University of Virginia and the Department of Taxation shall provide technical assistance to the joint

subcommittee.
All agencies of the Commonwealth shall provide assistance to the joint subcommittee, upon request.

The joint subcommittee shall complete its work in time to submit its written findings and recommendations
by November 30, 2002, to the Virginia Code Commission and to the Governor and the 2003 Session of the
General Assembly as provided in the procedures of the Division of Legislative Automated Systems for the
processing of legislative documents.

Implementation of this resolution is subject to subsequent approval and certification by the Joint Rules
Committee. The committee may withhold expenditures or delay the period for the conduct of the study.

Legislative Information System
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APPENDIX B

2002 SESSION

ENROLLED
HOUSE JOINT RESOLUTION NO. 60
Continuing the Joint Subcommittee to Study and Revise Virginia's State Tax Code.

Agreed to by the House of Delegates, February 12, 2002
Agreed to by the Senate, March 5, 2002

WHEREAS, House Joint Resolution No. 685 (2001) was established to study and revise Virginia's
state and tax code; and

WHEREAS, the Commonwealth of Virginia generates more than 85 percent of its total general
fund revenue from the individual and corporate income taxes and the sales and use tax; and

WHEREAS, the current individual income tax structure, which conforms to the federal income tax,
was adopted in 1971 but has experienced modest changes during the past three decades; and

WHEREAS, the state sales and use tax was enacted in 1966 with only one rate change adopted
since that time when the 1986 Special Session added an additional one-half cent sales tax for
transportation purposes; and

WHEREAS, the 1998 General Assembly enacted a Personal Property Tax Relief Act of 1998
(§ 58.1-3523 et seq.), which began to phase out the personal property tax on the first $20,000 value of
automobiles and other vehicles over a five-year period; and

WHEREAS, the business, professional, and occupational license (BPOL) tax is a local tax levied
on certain businesses, professionals and occupations; and

WHEREAS, property taxes are the most important source of revenue for local governments, and
localities need to be able to collect fairly assessed taxes promptly and efficiently so as not to interfere
with local governments' ability to provide necessary services to residents and to meet other needs of
citizens; and

WHEREAS, the property tax assessment process, including consideration of administrative and
judicial challenges by taxpayers, is a complex process that varies in administration from jurisdiction to
jurisdiction; and

WHEREAS, the real estate tax imposed by local governments constitutes another financial
challenge faced by farmers that contributes to farm failures or causes farmers to sell their land; and

WHEREAS, despite the economic, ecologic and aesthetic importance of farming and agricultute to
the Commonwealth, the number of farms within the Commonwealth has been reduced by half since
1960; and

WHEREAS, much of the land that used to be farm land has been converted to nonagricultural
uses; and

WHEREAS, the loss of this land undermines the Commonwealth's food production capabilities and
reduces the amount of open spaces; and

WHEREAS, there is a need to review the current method of imposing taxes on farm real estate to
encourage the continued use of the land for farming; and

WHEREAS, the changes in the state tax structure, including tax deductions and credits, have
evolved in a piecemeal fashion in an effort to correct specific problems or advocate certain policies
rather than in a systematic way and thus a comprehensive review of such tax policy is warranted; and

WHEREAS, the state tax structure, with its reliance on income and sales taxes, has experienced
strong revenue growth while the local tax structure, which is dependent on the property tax and other
ad valorem taxes, has experienced slower revenue growth; and

WHEREAS, the state tax system strives to be citizen-friendly, but a review of policies i is needed to
lessen the burden on taxpayers to comply with the Commonwealth’'s tax laws and reduce
administrative costs to the Commonwealth; and

WHEREAS, there is an emerging consensus that the state tax code must be revised to reflect not
only the changing nature of our economy but also to make it more equitable and to generate the
revenues needed to provide services to Virginia's citizens; and

WHEREAS, the joint subcommittee began its work in 2001 and much remains to be done; now,
therefore, be it

RESOLVED by the House of Delegates, the Senate concurring, That the Joint Subcommittee to
Study and Revise Virginia's State Tax Code be continued. The joint subcommittee shall consist of 18



members, who shall be appointed as follows: 9 members of the House of Delegates, of whom 2 shall
have served as members of the Commission on the Condition and Future of Virginia's Cities to be
appointed by the Speaker of the House in accordance with the principles of proportional
representation contained in the Rules of the House of Delegates; and 7 members of the Senate to be
appointed by the Senate Committee on Privileges and Elections, of whom 1 shall have served as a
member of the Commission on the Condition and Future of Virginia's Cities. In addition, the
Secretary of Finance and the Tax Commissioner, or their representatives, shall serve as non-voting,
ex-officio members.

The joint subcommittee shall ensure that Virginia's tax code is fair, uniform, understandable, and
contemporary. The joint subcommittee shall continue the work it began in 2001 and undertake the
following:

1. Examine the report and recommendations of the Commission on Virginia's State and Local Tax
Structure for the 21st Century. ,

2. Seek broad input from all levels of government, the private sector, and citizens concerning the
sufficiency of the Commonwealth's current tax system.

3. Consider the necessity and sufficiency of current taxes, fees, deductions and credits as well as
the rates of taxation.

4. Consider current revenue capacity of localities and the sufficiency of their revenue tools.

5. Examine the number and costs of tax preferences including income tax subtractions, deductions
and exemptions, and income tax credits currently in the tax code.

6. Estimate the loss in sales tax due to electronic commerce.

7. Evaluate the real estate assessment appeals process, the need for any changes to the process,
and the effect that such changes would have on taxpayers and local governments.

8. Consider the long-term effect on the  Commonwealth’s revenues from the phase-out of the
personal property tax.

9. Evaluate the appropriateness of the merchants’ capital tax and the business, professional and
occupational license tax.

10. Consider a plan to more equitably address tax preferences and rates for personal and business
income taxes.

11. Determine the equitable division of support to be assumed by the state and localities for
education and mandated services in light of the reforms recommended by the Commission.

12. Review the current method of imposing taxes on farm real estate and alternative methods for
imposing farm real estate taxes, including the feasibility of replacing the current method with a tax on
the value of what is produced by farms.

The direct costs of this study shall not exceed $32,000.

The Division of Legislative Services shall provide staff support for the study. The Weldon Cooper
Center at the University of Virginia and the Department of Taxation shall provide technical assistance
to the joint subcommittee.

All agencies of the Commonwealth shall provide assistance to the joint subcommittee, upon
request.

The joint subcommittee shall complete its work by November 30, 2002, and shall submit its
written findings and recommendations to the Virginia Code Commission and to the Govemor and the
2003 Session of the General Assembly as provided in the procedures of the Division of Legislative
Automated Systems for the processing of legislative documents.

Implementation of this resolution is subject to subsequent approval and certification by the Joint
Rules Committee. The committee may withhold expenditures or delay the period for the conduct of
the study.
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TASK FORCE #1 ISSUE FORM

APPENDIX C

09/12/2002
Issues for Consideration Fiscal Impact References to Source Tax Interested Comments/Other Task Force
Documents Principles Parties Recommendations
STATE TAXES
fncome Tax
1. Conformity with federal law - conformity or i language had not been | 1. Estimated Fiscal impact | Efficiency VA Retail Currently, language { Conform as much as
deconfom;hy. fixed date included in the current on VA of The \ictims of Merchant's in budget conforms | possible; deconform
{Jt. Sub.} budget {0 create a fixed | Terrorism Refief Act of to Federal law as of | only when necessary
date conformity the fiscal | 2001 & The Job Creation 12/31/01
impact would have been | and Worker Assistance Act
as follows: of 2002~
FY 03 ($191.42 mil) TAX 6/24/02 Tab 7-A
FY04 (89.24 mil) 2. Va's Conformity with the
FYO05 (17.38 mil) IRC
FY06  51.13 mil TAX B8/15/02 Tab 5
Source: TAX 3. Reactions of Other
States
TAX 8/15/02 Tab 5
4, Changing VA's Individual
Inc. Tax Starting Point from
FAG! o FT)
TAX 8/15/02 Tab 5
2. Eliminate the age deduction FY 03 $288.3 mi 1. Options for making Age { Equity NARFE Instead of outright | Defer until 2003
[Morris] FY 04 304.2 mil Deduction Dependent on AARP elimination,
FY 05 320.9 mil fncome-- consider
FY 06 338.5 mil TAX 529102 Tab 7-A? grandfathering or
Source: TAX 2. Morris (pp. 31-32) making it needs
3. Reducing Individual based

income Tax Rates by
Eliminating the Age
Deduction

TAX 8/19/02 Tab 5

4, Grandfathering the Age
Deduction

TAX 8/19/02 Tab §

' Designates the source of the recommendation (Jt. Sub.= HIR 60 Joint Subcommittee; ¢
Century ("Morris Commission”) House Dac. 22 (2001); and Bliley = Report of the Governor's Commission on G

Commission Report”) (Dec. 17, 2001)).

2 wTab* refers 1o Jt. Subcommittee notebook: Morris refers to Morris Commission Report; and Bliley refers to Bliley Commission Report.

09/12/2002

Morris = Report of the Commission on Virginia's State and Local Tax Structure for the 21st
overnment Finance Reform for the 21st Century ("Bliley
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issues for Consideration Fiscal impact References to Source Tax Interested Comments/Other Task Force
Documents Principles Parties Recommendations
9. Examine lax preferences (subtractions, Total tax relief in addition | 1. Tabs 7-F and 7-G Equity Defer untit 2003
deductions, tax credits) to car tax: 2. Individual Income Tax Adequacy
[Jt. Sub.] FY 02 ($494.9 mil) Credits Claimed in TY 1999
FY 03 (550.6 mil) TAX 7/15/02 Tab 5
FY 04 (594.7 mil) 3. Corp. Inc. Tax Credits
Source: TAX and SFC; | Claimed in TY 1999
TAB 7-G TAX 8/16/02 Tab 5
10. Overwithholding of income Unknown Taxpayers Defer action now but
eventually Allow
taxpayers to adjust
withholding to match
their tax liability
PERSONAL PROPERTY TAX/LOCAL TAXES
1. Car tax phase out-- How lo integrate with Costs of reimbursing Tab 8-B (p. 8) Adequacy VMLNVACO Defer until 2003
other 100% tax for all vehicles:
tax laws? Complete phase-out or revise FY 02 ($1,407.4)
administrative procedures. FY 03 (1,423.6)
{Jt. Sub] FY 04 (1,474.1)
FY 05 (1,5404)
FY 06 (1,618.0)
2. Telecommunications tax -~ Consider Del. Unknown Report to be issued Adequacy VMWWVACO Wait for 9/30 report
Bryant's Subcommittee recommendations (HJ (HJR 209 September 2002 Efficiency Tele- from Del. Bryant but
209) recommendations to be communications probabty defer until
[J2. Sub.] issued in September) Companies 2003
OTHER
1. Appropriate mix of general fund taxes N/A Tab 7-A (pp. 1-3) Al Do not shift W;de"
(Individual income tax equals 64% of general gr%m_zus:nes:f :r until
fund revenues and sales tax equals 21% of 2'"0 (‘J':’; uals-
general fund revenues)
[Jt. Sub.]
A-10
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Issues for Consideration Fiscal impact References to Source Tax Interested Comments/Other Jask Force
Documents Principles Parties Recommendations

2. Distribute at least 6% of the state's annual Based on FY 2002 Tab 8-E (p. 27) Adequacy ]VMLVACO Defer until 2003
individuaf income tax collections to local income tax collections of {Morris (p. 26) Localities
governments $6.7 million, the
[Morris] estimated amount

returned to localities

would be approximately

$405 million.
3. Constitutional amendment requiring Cost of eliminating the Bliley (pp. 27-28) Adequacy VMLWVVACO Defer until 2003
a sharing of state income tax revenues with personal property tax on Localities
localities and elfiminating the personal property | all non-business vehicles:
tax on all non-business vehicles - FY 02 ($1,196.3 mil)
[Bliley) FY 03 (1,210.1 mi})

FY 04 (1,253.0 mil)

FY 05 (1,309.3 mil)

FY 06 (1,375.3 mil)

Source: TAX
4. Maintain a low tax burden on businesses Unknown Bliley (p. 25) Equity VMA Support the concept
[Bliley) Adequacy VA Chamber

Efficiency VA Retail
Merchant's
5. Tax incentives for economic growth Unknown Bliley (p. 25) Equity VA Chamber
{Bliley] Adequacy
Efficiency

6. Equalization of the taxing authority of counties | Unknown Morris (p. 33) Equity VMLAVVACO Defer until 2003
and cities Bliley (p. 30)
Jt. Sub., Morris, Bliley] .
7. No new unfunded mandates on local None Biiley (p. 31) Equity VMLVVACO Support the concept

governments by the Commonwealth
[Bliley]

Defer specifics until

2003

09/12/2002
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issues for Consideratio Fiscal lmpact References to Source Yax Interestad Commeants/Other Yask Force
Documents Principles Parties Recommendations
8. Creation of a tribunal, not located within or Unknown Blitey (p. 35) Equity Possibly have an | Will hear
reporting to the Department to Taxation, to hear Efficiency appeals office recommendations
taxpayer appeals within TAX that only | from TAX at 9/30 mtg.
[Bliley] deals with appeals | Support the concept
9. Creation of a permanent body to analyze, on a | Unknown Morris (p. 34) All JLARC, the Senate |No new organization
continuing basis, the fiscal needs and resources Finance Commitiee |needed; maybe
of Vlrginia's state and local governments Slaff, the House formalize more what
[Morris) Appropriations currently is done
Committee Staff
and DPB currently
do much of this
analysis
Unknown Efficiency Support the concept
10. Tax simplification - more user friendly
{Jt. Sub.}
11. User Fees--Consider expanding use Unknown Tab 3 - April 28th mtg. Equity Defer untit 2003
Jt. Sub.] summary
12. 2002 Referred Legisiation Unknown Tab 9 Al Bill Patrons Review at 9/30 mtg.
[HFC, SFC |
-12
09/12/2002 A




TASK FORCE #2 ISSUE FORM

09/12/2002
Issues for Consideration Fiscal Impact References to Tax Principles | Interested Comments/ Yask Force
Source Documents Parties Other Recommendations
—
STATE TAXES
Sales and Use Tax
1. Exemplions--(consider Orrack Sub. All exemptions TAB 6 (Issue sheet fr. | Equity Va. Chamber |Orrock Adopt Orrock
recommendations for nonprofit entities, (including services) {6/26/02 mtg); TAB 7- (Efficiency of Commerce, |Subcommittes | Subcommittee’s
reported 81!19102) estimated to have C? Morris Adequacy Va. Retail of House recommendations for
[Jt. Sub.] resulted in lost p. 27-28; Legisfator's Merchanls Finance nonprofit entities, but
revenue of $3.57 Guide to Taxation in Assoc., Va. Report of maintain current
billion in FY 1999 Va. p. 48-53 Manufacturers' | 8/19/02 deals | moratorium until
[Source: Tax Dept.} Assoc., Va. only with budget pressures
{nterfaith exemptions for |ease (see issue # 4)
Center for nonprofit
Public Policy jentities
2. Extension of sales fax to Estimated that it TAB 6 {Issue sheet ir. | Equity Va. Chamber|Del.
services/commerce would have 6/26/02 mig),TAB 7-|Efficiency of Commerce, |McDonnell
[Jt. Sub.} generated additional | C; Adequacy Va. Retail{and Sen.
$1.1 billion of Morris p. 27 Merchants Whipple to
revenue in FY 1999 Assoc., Va.|examine this
[Source: Tax Dept.] Manufacturers' |issue as a
Assoc., Va.|work group
Interfaith
Center for
Public Policy

! Designates the source of the recommendation (3. Sub.= HIR 60 Joint Subcommi
Century ("Morris Commission” House Doc. 22 (2001); and Bliley = Report of the

Commission Report") (Dec. 17, 2001).

2wTAB" refers to Jt. Subcommitice notebook; Moris refers to Morris Commission Report;

09/12/2002

and Blitey refers to Bliley Commission Report.

ttee; Morris = Report of the Commission on Virginia's State and Local Tax Structure for the 21st
Govemor's Commission on Government Finance Reform for the 215t Century ("Bliley
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issues for Consideration Fiscal Impact References to Tax Principles | Interested Comments/ Task Force
Source Documents Parties Other Recommendations
5. Continued Increasing the
aircraft sales and
" {use tax from 2% to
3% would generate
an additional $1.7
million annually.
Increasing the
watercraft sales and
use tax from 2% to
3% wouid generate
an additiona} $2.9
million annually.
6. Use tax modifications; efficiency in TAB 6 (Issue sheet fr. | Efficiency Va. Chamber Table
collecting the tax 6/26/02 mtg);TAB 7- of Commerce,
[Jt. Sub.) C; Legistator's Guide Va. Retail
to Taxation in Va. Merchants
p. 42-46 and Assoc., Va.
p. 53-55 Manufacturers'
Assoc.,, Va.
Interfaith
Center for
Public Policy
7. Streamlined Sales Tax Project Morris p. 27-28 Equity Va. Retail Defer
Ongoing activities of the project Efficiency Merchants
Virginia's level of participation Adequacy Assaociation,
[Morris and Jt. Sub.] Xa' Chamber of
ommerce, Va.
Manufacturers'
Assoc., Va.
Interfaith
Center for
Public Policy

09/12/2002
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Issues for Consideration Fiscal Impact Referencesto | Tax Principles | Interested | Comments/ Task Force
Source Documents Parties Other Recommendations
8. Accelerated Sales Tax Payments by Repealing this § 3-501 of the Budget | Equity Virginia Retail |This provision |Eliminate
Vendors (added at mtg. on 7/30/02) provision would Bill 2002-2004 Merchants affects
result in lost revenue Association; approximately
of $155 mil. to State 6,800 vendors | 6,800 vendors
and $40 mil. to are affected
localities
9. Maintain status quo of no new taxes on No new fiscal impact | Bliley p. 31-32 Efficiency Va. Chamber Mainlain status quo
Internet access or digital downloads because not (Recommendation (competitivenes Jof Commerce,
[Bliley] currently being No. 9); Legislator's s) Va, Retail
taxed. Unknown Guide fo Taxation in | Prediclability Merchants
amount of new Va, Assoc., Va.
revenue if the p. 53-55 Manufacturers'
services were taxed Assoc., Va.
Interfaith
Center for
Public Policy

09/12/2002
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Tax F'rinciglas‘f

Issues for Consideration Fiscal Impact References to Interested Comments/ Task Force
Source Documents Parties Other Recommendations
Estate Tax
10. Conformity with federal law repealing if Va. repeals the TAB 6 (Issue sheet fr. | Equity Virginians for | Three aspacts |Repeal 1978 "freeze
death and estale taxes 1978 “freeze date” |6/26/02 mig and Adequacy Death Tax of changes in |date" and thereby
[Bliley] the revenue lost handout fr. Repeal, | fad'l estate tax |eliminate Va. estate
would be: 7/30/02mtg).;TAB 7- Natl Federation | ,re involved: | tax within 4 years
FY 03 ($23.8 mil) |H; Bliley p. 34-35; of Indepandent | (i) gradual
FY 04 ($47.8 mi..) }Legislator's Guide lo Agzg‘;:f:: Gen |increases in
FY 05 ($87.7 mil.) |Taxation in Va. Contractors of | the federal
FY 06 ($119.5 mil.) |p. 95-97 Va.,Va. Food |taxable estate
FY 07 ($127.5 mil.). Dealers Assoc., |threshold, and

If Va. leaves estate
tax statute as it is,
the reduction in
revenue due {o
increases in the
federal taxable
estate threshold will
be:

FY 03 ($8.6 mil.)
FY 04 ($11.5 mil.)
FY 05 ($16.2 mil)

Nat'i Taxpayers
Union, Va.
Soybean
Assoc., Va,
Petroleum and
Convenience
Store Assoc.,
Policy and
Taxation Group,
60 Plus Assoc.,
American Fam
Business Inst,
Austin Brocken-

i brough & Assoc

FY 06 ($15.0 mil). LLP,gBuiIders &
Assoc of Central

If Va. repeals the Va..Catholic.org,

estate tax effective Proprietary

1/1/04 the reduction Child Care

in revenue will be: A.ssoc_ of Va.,

FY 05 ($97.7 mil) Richmond

FY 06 ($129.8 mil) Home Builders

Source: TAX Assac., Va.

) Assoc. of

Roofing
Contractors,
Brookneal Area
Chamber of
Commerce

(i) reduction in
federal tax
credit allowed
for state estate
taxes paid,
and (iii) the
potential
elimination of
the federal
estate tax in
2011

09/12/2002

A-17




issues for Consideration Fiscal impact References to Tax Principles | Interested Comments/ Yask Force
: Source Documents Parties Other Recormmmendations
Misc.
11. Replace some tax revenues with user Va. Interfaith | Sen. Stosch to {Defer
fees Center for examine this
[Jt. Sub.] Public Policy |issue with
Weldon
Cooper and
DLS
LOCAL TAXES
1. Enact or expand use of urban Bliley, p. 31 Table
revitalization tax credits and increase state
funding to promote revitalization of blighted
commercial and industrial properties
[Blitey]
2. Local authority to impose gas/sales tax for | An additional 1% Equity Table at least until the
roads local sales and use Adequacy Nov. regional
[Jt. Sub.] tax would generale ' referenda
approximalely $778
million in fiscal year
2002-2003. Each
additional 1¢
increase in the fuels
tax would generate
an additional $45
million statewide.
3. Eliminate BPOL, machinery and tools, and | Fiscal cost of TAB 6 (Issue sheet fr. VA Chamber |The BPOL Wait for _
merchants’ capital tax--replace with an eliminating BPOL,  |6/26/02 mtg),TAB 7- of Commerce, |Task Force recommendations fr,
increase in the corporate income tax merchants' capital, |B, "Selected Revenue Relail Alliance, | discussed BPOL Work Group
[Jt. Sub.) and machinery and |Estimates" Colony _ sev_eral
tools tax is $640 Condominium, {options for
million. Each 1% of Va. Retail eliminating the
the corporate Merchants BPOL tax.
income tax in 2002- Association

09/12/2002
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Issues for Consideration

Fiscal Impact

References to

Source Documents

Tax Principles

Interested

Parties

Comments!
Other

Task Force
Recommendations

3. Continued

2003 is expected to
generate
$60 million.

These were
replacing it
with one flat
fee charged to
all businesses,
a graduated
fee
determined by
gross receipts
level, a sales
tax, a
combination of
an increase in
the corporate
income tax
with a fee
charged to all
businesses,
and a net
income tax on
business
income (this
watld include
corporations,
partnerships,
proprietorships
, limited
liability
companies
and all other
business
entities). The
Task Force
also discussed
adjustments

0971272002



Issues for Consideration Fiscal impact References to Tax Principles | Interested Comments/ Task Force
Source Documents Parties Other Recommendations

3. Continued to the current

BPOL tax

rates.

Estimates for

certain of

these

proposals can

be found

behind TAB 6
4. Increase the threshold at which BPOL taxes TAB 6 (Issue sheet fr. Wait for
apply 6/26/02 mtg);TAB 8- recommaendations fr.
(Morris] 8; Morris, p. 35-36 BPOL Work Group
5. Elimination of the BPOL tax Fiscal cost of TAB 6 (Issue sheet fr. Virginia Wait for
[Jt. Sub.] eliminating the 6/26/02 mtg),TAB 7- Chamber of recommendations fr.

BPOL tax is $427 B, “Selected Revenue Commerce, BPOL Work Group
million in 2002-2003 | Estimates"; Reltail Alliance,
TAB 8-B; Morris, p. Colony
35-36 Condominium,
Va. Retail
Merchants
‘ Association

6. Localities should be required to impose Morris, p. 33-34 Adequacy 12 citieg and |Defer
service charges on all tax-exempt property 8 counties
and the current restrictions of (a) basing impose a
service charges on police, fire protection, and service
refuse services and (b) limiting the charge to charge on
no more than one-fifth of the local real estate state owned
rate should be re-examined or privately
[Morris] owned

property that

is exempt

from real

property

taxes.

A-20
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issues for Consideration Fiscal impact References to Tax Principles | Interested Comments/ Task Force
Source Documents Parties Other Recommendations

6. Continued The service

charge rate is

based upon

the locality's

cost of

furnishing

police and fire

protection and

for collection

and disposal

of refuse.
7. Localities should be permitted to continue TAB 6 (Issue sheel fr. The Wait for
to exercise their current authority to levy 6/26/02 mig);TAB 7- merchants' recommendations fr.
merchants' capital taxes and BPOL taxes B, "Selected Revenue capital tax rate | BPOL Work Group
[Morris]) Estimates"; may not be

TAB 8-B; Morris, increased
p. 35-36 above the

locality's rate

in effect in

1978.
8. Increase the service charges localities may Tab 9 (SB 479, Adequacy See SB479 |Defer
assess for state-owned property carryover leg.) (carryaver
[Jt. Sub.] leg.)
9. Localilies should continue to designate or Biiley, p. 31 Table
expand enterprise zone tax credils in both
urban and rural areas
[Bliley}

09/12/2002
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distributional mechanism, apart from the
Standards of Quality and other programs, to
support the capital requirements of local

purposes for
all localities as

_— of June 30,
mt;::;g;wmons. 2001, equaled
$5.6 bitlion,

Issues for Consideration Fiscal Impact References to Tax Principles | Interested Comments!/ Task Force
Source Documents Parties Other Recommendations
OTHER
1. Appropriate alignment of responsibilily to TABS 8-D and Equity Del. Hamilton |Defer
provide services and the ability to raise B-E; Adequacy and Del.
revenues between the state and the localities Morris p. 24-26 Melvin to
[Morris and Jt. Sub.] examine the
issue of
appropriate
services for
State to
assume cost
2. Revise Standards of Quality to accord Morris p. 24-25; Equity Del. Hamilton |Table
grealer recognition to (A) the number of TAB 8-E p. 5-14 and Del.
teachers actually employed by local school Melvin to
divisions; (B) the salaries required by differing examine the
local conditions; (C) the necessity of issue of
continued professional development; and (D) appropriate
the cost of technology. The Commanweailth services for
should then assume a full 55% of such State to
revised Standards of Quality assume cost
[Morris)
3. The composite index of ability-to-pay Morris p. 24-25 Table
should be modified in recognition of a locality's
comparative fiscal effort
[Morris)
4. The Commonweaith should develop Morris p. 25; Equity Outstanding | Table
permanent revenue sources and a TAB 8.E p. 5-14 Adequacy gzgg;(:i:mal

09/1212002
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Tax Princiglgg

issues for Consideration Fiscal Impact References to Interested Comments/ Task Force
Source Documents Parties Other Recommendations
4. Continued Del. Hamilton
and Del. Melvin
to examine the
issue of
appropriate
services for
State {0
assume cost
5. Localities should be accorded greater Morris p. 36 Adequacy Table
fiexibility to address on a regional basis their
econhomic development concerns
[Morris]
6. The Commonwealth should assume the full |Cost of $400 million |Morris p. 25 Equity Del. Hamilton | Defer
operational costs of all mandated services per year and Del. Melvin
provided through the Comprehensive Services {[Source: Morris to examine the
Act, the public health departments, the p. 25] issue of
Community Services Boards, the local and appropriate
regional jails, and the social service/welfare services for
departments State to
[Morris} assume cost
7. Use of special taxation districts for Bliley p. 30-31 Defer at least .untll
transportation projects ?eftf:::\%: regional
{Blitey]
8. Taxpayers should not be required to pay Bliley p. 35 Equily :,tt Manu- Del. Jphnzon to ‘frhc;:son tc; e;a:'\tine
an assessment before they are afforded an :ssl;::ef:m and examine ': 'i<s urther and rep:
opportunity for a hearing before an Office B dg ?rs;gfs :’r:t en
independent arbiter Assoc of
[Biiley] Greater Wash,
VA Assoc for
Commercial
Real Estate,
Individual
A-23
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Issues for Consideration Eiscal Impact References to Tax Principles | Interested Comments/ Task Force
Source Documents Partties Other Recommendations

8. Continued taxpayer,

Commis-

sioners of the

Revenue

Association,

Virginia

_{Municipal

League,

Virginia

Association

of Counties
9. Costs of administering state taxes TAB7-D Efficiency Defer
[Jt. Sub ]
10. Effecliveness and simplicity of TAB 2 p. 1-2 of Equity Va. Manu- Del. Griffith to  { Wait for
adminislrative appeals and property tax 12/17/01 Summary | Efficiency facturers’ work with the  [recommendation by
assessment process Assoc, Apt  |work-group of |Detl. Griffith
[Jt. Sub.} and Office interested

Bidg Assoc of | parties who

Greater have been

Washington, }meeting on this

VA Assoc for
Commercial
Real Estate,
Individual
taxpayer,
Commis-
sioners of the
Revenue
Association,
Virginia
Municipal
League,
Virginia
Association
of Counties

issue

09/12/2002
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Issues for Consideration Fiscal Impact Referencesto | Tax Principles | lnterested | Comments/ Task Force
Source Documents Parties Other | Recommendations |
11. More revenue opportunities for focalities | A statewide local TAB 6 (Issue sheet fr. Virginia Bring to full
{particularly for transportation and education) |income tax of 1% 6/26/02 mtg); Municipal committee for
{Jt. Sub.] - would generate in League, consideration
the aggregate Virginia
approximately $1.16 Assaciation
bil, (See Tab 6 of Counties,
handout fr. 7/30/02 Homebuilders
mtg. for revenue for Association
each localily) of Va., Va.
Interfaith
Center for
Public Policy,
Commissione
rs of the
Revenue
Assac,
12. Referred Legislation (see Tab 9) TAB 8

disdata/fingovt/studies/02studies/HJR 60/Task Force {ssue Form 2~8-23-02

09/12/2002
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Washington, D.C.
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Ashiey L. Taylor, Esquire
Vice Chairman
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Richmond, Virginia

The Honorable Thelma Drake
Member, House of Delegates
Norfolk, Virginia

The Honorable Walter S. Felton, Jr.

Counselor 10 the Governor and
Director of Policy

Office of the Governor

Richmond, Virginia

Dr. Charles J. Goetz

Hanfield Professor of Law
University of Virginia School of Law
Charlottesville, Virginia

Jorman D. Granger

Vice President

G-Tech Corporation

West Greenwich, Rhode Island

Courtney G. Hyers, Esquire
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The Honorable Benjamin J. Lambert, I
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Richmond, Virginia

The Honorable Dianna W, Robbins
Commissioner of the Revenue,

City of Hopewell
Hopewell, Virginia
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Collier Shannon Scott

Collier Shannon Scott, ruic
Washington Harbour, Suite 400
3050 K Street, NW
Washington, DC 20007-5108
202.342.8400 TeL
202.342.8451 rax

Thomas J. Bliley, Jr

S¢. Government Relations Advisor

202.342.8429
TBliley@colliershannon.com

December 17, 2001

The Honorable James S. Gilmore, 111
Govermnor of Virginia

The Honorable John H. Hager
Licutenant Govemnor of Virginia

The Honorable Vincent F. Callahan, Jr.
Chairman, House Committee on Appropriations

The Honorable Robert F. McDonnell
Co-Chairman, Joint Subcommittee to Study and
Revise Virginia's State Tax Code

Gentlemen:

The Honorable Vance S. Wilkins, Jr.
Speaker of the House of Delegate

The Honorable John H. Chichester
Chairman, Senate Committee on Finance

The Honorable Harry J. Parrish
Chairman, House Committee on Finance

The Honorable Emmett W. Hanger
Co-Chairman, Joint Subcommittee to Study and
Revise Virginia's State Tax Code

| am pleased to transmit the final Report of the Governor's Commission on Government Finance
Reform for the 21st Century. Established by Executive Order 75, the Commission was charged with
developing a blueprint to modemize state and local government financial structure as the Commonwealth

embarks upon a new century and a new economy.

Among the key findings and recommendations included in this Report you will discover the

following ideas for modernizing state and Jocal finances in the 21st century:

e A Local Income Tax: The Comunission’s core recommendation is a Constitutional

amendment to cede 20 percent of the state’s individual income tax revenue stream to local
governments over the next decade while eliminating the personal property tax on all non-

business use vehicles. Local governments need to share in the state’s growing and dynamic -

income tax in order to adapt their revenue sources to the new economy. To date, most
political discussion has bogged down over the prospect of a local income tax in addition to
the state’s income tax - that is, a tax increase on the taxpayers of Virginia — but this
Commission has conceived a revenue newtral shift from state reimbursements to local
governments for foregone car 1axes to 2 Constitutional ceding of a fair portion of the state’s
individual income tax. Most importantly, the Commission recommends several viable

options for ensuring that all locul gavernments receive more in income tax revenues than they
would have received in car taxes.

Pro-Growth Tax & Regulatory Environment: The Commonwealth’s ability to fund social
program priofities over the coming decades depends critically upon economic growth to
gencrate tax revenues to pay for those priorities. Therefore, the state should maintain a low

tax burden on our businesses and our people and mainain a stable, pro-business regulatory
environment as well as the Dillon Rule.
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BPOL Elimination: Virginia’s struggle with the Business Professional Occupational License
tax is not complete. The BPOL tax continues to inhibit economic growth, capital investment
and job creation in Virginia and disproportionately burdens small start-up businesses.
Therefore, localities are strongly urged to phase out the BPOL tax and replace it with either
growth revenues, additional revenues from income taxes ceded to localities (per the
Commission’s recommendation), a fairer tax, or to spread a significantly lower BPOL tax rate
across more businesses.

Tax Incentives for Economic Growth: The state and localities should continue to target tax
incentives for business expansion and job creation because the long-term revenue benefits
outweigh any short-term loss in tax revenue. Where state and local tax policy provides
specific incentives for business investment and job growth, the incentives should be available
to ncw and existing businesses alike.

Equal Financial Authority for Cities, Counties & Towns: Financial authority between
cities, counties and towns should be equalized to provide all local governments the same set
of financial tools to address local priorities. For decades, distinctions between the financial
authority of cities and counties were based upon the historical notion that counties were
primarily rural and had less need for services and revenues. The Commission concludes that
the growth of the suburbs in the second half of the 20™ century, and continued growth
expected in the 217 century, justifies equalization of financial authority between cities and
counties in the future.

Special Transportation Districts: The funding model known as the “special transportation
district” (currently codified at Virginia Code Sections 33.1-430 thru 33.1-446) should be
utilized by more localities 10 address high priority transportation projects not funded by the
state. This funding mechanism would address cost-specific transportation priorities where
the people whose land value is enhanced as a result of the transportation project pay for the
project after the land owners in the district approve the project and the project-specific real
estate taxes in a referendum. In this context, it is important to note that the Commission
considered but rejected the concept of broad-based, open-ended tax increase referenda to
address local or regional transportation priorities. Instead, the Commission recommends a
more tailored approach.

Urban Revitalization Tex Credits: Targeted tax credits to promote revitalization of blighted
commercial and industrial properties and brownfields, especially in urban areas, should be
expanded, as should the use of enterprise zone tax credits. The Commonwealth’s future
depends vitally on vibrant core cities. These tax credits, as well as funding for urban renewal
programs, will propel municipal and regional progress in attracting people and businesses and
a high quality of living over the coming decades.

No Unfunded Mandates: The state should not impose any new unfunded mandates on local
governments.
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o Internet Tax Freedom: The state should continue its current policy of not taxing
Internet access or digital downloads of information, content and data, and should
prohibit local governments from taxing the same, including the use of cable modems
and DSL to access the Intemet. Approximately 50 percent of the world’s daily
Internet traffic passes through Virginia each day. If Virginia is to remain the Internet
Capital of the world and reap the economic benefits of a burgeoning technology

industry, we must maintain tax and regulatory policies that encourage innovation and
expansion in this industry.

o Telecom Tax Reform: Regarding telecommunications taxes, the Commission finds
Virginia’s current tax structure to be anachronistic in the information age. Virginia's
state and local telecommunications taxes are overly complex. Tax rates are
exorbitant and regressive at a time when every person — the elderly, the poor, college
students, families — must subscribe to one or even two telephone lines to be connected
in an information economy generally and to the Intemet specifically. The General
Assembly should enact a statewide moratorium prohibiting telecommunications tax
rate increases and expansion of tax bases to new communications services.
Meanwhile, the General Assembly and the Governor should establish a bi-partisan
study commission charged specifically with reducing telecom tax rates in Virginia for
consumers, simplifying tax structures dramatically for communications providers,
eliminating discriminatory tax treatments of functionally similar communication
technologies, developing limits upon multiple E-911 taxes on single residences, and
identifying replacement revenues for local governments.

o Fiscally Responsible Use of Bonds: The state should make fiscally responsible use of its
bonding capacity — consistent with maintenance of a triple-A bond rating — to address high
priority construction projects. As a result of conservative fiscal leadership over the last four
years, the state has issued less debt in the period from 1998 to 2001 than in any four-year
period since 1986 and has accumulated significant bonding capacity — a valuable financial
resource available in the new decade — which can be applied to construct the next generation
of scientific laboratories on Virginia’s college campuses and other modern buildings.

These are just some of the ideas generated by this Commission and I commend them for your
review and legislative action. Considered as a comprehensive package of public policy prescriptions, I
believe this Report provides the hardworking women and men of Virginia a revenue neutral blueprint for
constructive and fundamental tax reform and adapts Virginia’s state and local financial structure to the
new economy of the 21st century.

It has been an honor to serve as this Commission’s chairman and 1 thank Govemor
Gilmore for placing his confidence in me to apply nearly three decades of experience in local
government, commerce and Congress to fulfill his ambitious charge. Also, it was a pleasure to



Govemnor & General Assembly
December 17, 2001
Page 4

work with so many distinguished leaders from the public and private sectors, from academia, as
wel) as from local governments. The Commissioners can be satisfied that our work has indeed
advanced the best interests of the people of the Commonwealth.

Sincerely,
. / e

I{‘W/p{/ 2ok
omas J. Bliley, Jr

Chairman
Governor's Commission on Government
Finance Reform for the 21® Century
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THE COMMISSION

Governor Jim Gilmore established this Commission on
Government Finance Reform for the 215 Century to “study and
recommend fundamental reforms to the Virginia Constitution and
tax and spending policies with the purpose of modernizing gov-
ernment finances in Virginia to meet the new and unprecedented
challenges of the 215! Century” The Commission was created in
June of 2001 by Executive Order No. 75, and chaired by former
Congressman and Chairman of the House Commerce Committee
Thomas 1 Bliley, Jr, who also served as Mayor of the City of
Richmond and as Chairman of the Virginia Municipal League.

The Commission has met on four occasions between July and
November of 2001. The Commission has received testimony from
nearly two dozen presenters representing a wide range of public
and private interests. In the process, the Commission has consid-
ered over 30 policy proposals. This Report summarizes the
Commission’s formal findings and recommendations.

ACKNOWLEDGMENTS

The Commission gratefully acknowledges the assistance of
William J. White and Stuart S. Carter of the Virginia Department
of Taxation, as well as their staffs, in compiling this Report and
providing the Commission invaluable economic and tax analysis,
which moved this Commission's work 1o an articulate and sound
conclusion. The Commission also wishes to thank Richard D.
Brown, Acting Director of the Department of Planning & Budget,
and his staff, and Asbury W. Quillen, Commissioner of the
Division of Motar Vehicles, and Karen Chappeli, Ralph Davis, and
their staffs at the Department of Motor Vehicles. Additonally, the
Commission thanks the over two dozen presenters and meeting
participants whose ideas contributed significantly to this Report.
The Commission also acknowledges the contributions of our
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INTRODUCTION

“Among the many 2]%! century challenges facing a government
designed in the 20" century is the question of how 10 distribute
taxation authority, tax revenues, and funding responsibilities for
essential services between state and local governments ™

— Executive Order 75
(Issued by Governor Jim Gilmore)

Consistent with the charge of Executive Order 75, the
Commission has focused most of its attention on the core question
of the proper diswribution of tax revenues and tax authority
between the state and local governments in Virginia.

The Commission adhered to the principle that fundamental
tax reforms should not disguise tax increases, but should put into
place proper tax authority and structures in a revenue neutral
manner. Therefore, the Commission’s recommendations are
intended to reform tax structures without requiring the people of
Virginia to pay higher taxes.

The first order of business for the Commission was to obtain
a thorough enalysis of the current tax revenue raising structure in
Virginia, recent tax reforms and economic growth accomplish-
ments that have impacted growth in 1ax revenues, and a history of
government spending over recent years, Of particular significance
was a complete understanding of the Personal Property Tax Relief
Act of 1998 and its implementation. This factual background
information is reported below and then followed by the
Commission’s specific recommendations for tax reform.

COMMISSION FINDI :

INTRODUCTION TO
GOVERNMENT FINANCE
IN VIRGINIA

STATE TAX REVENUES

Revenue IC

State revenue sources are comprised of General Fund and
Non-General Fund revenues. In Fiscal Year 2000, state revenues
(General Fund and Non-General Fund) totaled $22.7 billion.

General Fund revenues are those revenues which are avail-
able for unrestricted appropriation. Total general fund revenue in
Fiscal Year 2000 accounted for $107 billion or 47% of all revenues
to the Commonwealth. In Fiscal Year 2001, general fund revenue
is expected to exceed $11 billion.



Virginia Revenue Sources Fiscal Year 2000

NON-GENERAL
FUND
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Non-General Fund revenues, on the other hand, are revenues
earmarked for special purposes such as transportation. Examples
of Non-General Fund revenues include motor fuels taxes, motor
vehicle sales and use tax and federal aid. In Fiscal Year 2000, Non-
General Fund revenues accounted for $1199 billion, or 53% of all
revenues to the Commonwealth.

Major General Fund Revenues

In Fiscal Year 2000, General Fund revenues, which totaled
$107 billion (excluding transfers to the general fund such as lot-
tery profits), were comprised of the following:

Individual Income Taxes 363 Billion (64%)
Sales and Use Taxes 322 Billion (A%)
Corporate Income Taxes $ 6 Billion { 5%)
Other Revenues $11 Billion (10%)

Individual Income Tax

An individual Income tax has existed in Virginia since 1843,
In 1972, Virginia conformed its individual income tax, in large
part, to the federal income tax structure. The last major change to
individual income tax came in 1987 The changes made by the
Virginia Tax Reform Act of 1987 included increasing the starting
point for the top tax bracket, increasing personal exemption and
standard deduction amounts, and increasing the tax return filing
thresholds.

Major General Fund Revenue Sources
Fiscal Year 2000

OTHER REVENUE

Individual Income Tax Rates

The Virginia individual income tax rates currently in effect
are as follows:

Taxable Income Tax Rate
$0 - $3000 20%
$3001 - $5000 0%
$5001 - $17000 50%
Over $17000 S15%

There has been only one change made to the individual
income tax rate schedule since 1972 The Virginia Tax Reform Act
of 1987 increased the starting point for the 1op tax bracket from
$12000 to $17000.

Under conformity, computation of Virginia taxable income
begins with federal adjusted gross income. Conformity to federal
income tax law can cither be fixed or rolling. Virginia uses
rolling conformity and automatically conforms 10 ongoing
changes in federal tax law. States that conform to federal income
tax law may “de-conform” to accomplish state specific policy by
additions, subtractions and deductions that increase or decrease
taxable income.

Virginia currently has 4 additions, 23 subtractions and 10
deductions for individuals.

States may also use tax credits to accomplish state specified
policy objectives. Virginia has enacted numerous income tax cred-
its over the past several years.

Individual Income Tax Collections and Growth

The individual income tax is the Commonwealth’s largest
source of General Fund revenues. Individual income tax has
grown to $7 billion, more than doubling since Fiscal Year 1990.

The annual rate of growth in the individual income tax has
varied from a negative 08% in 1990 to a positive 143% in 1998
Annualized Growth has averaged 8% over 10 years and 11% for
the past 5 years. Factors responsible for year-to-year fluctuations
include changes in the strength of the economy, exercise of stock
options, employment, inflation and capital gains.

Corporate Income Tax

Virginia has also had some form of a corporate income tax
since 1843 Virginia currently has a fiat corporate income tax rate
of 6%. This rate has not changed since 1972, when it increased
from 5% to the current level.

Like the individual income tax, Virginia's corporate income
tax was conformed to the federal income tax structure in 1972
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The most significant recent change in the corporate income
tax occurred in 1999, when the General Assembly adopied legisla-
tion that provided for a double-weighted sales factor for corporate
income tax apportionment. Generally speaking, the double-
weighted sales factor reduces the tax liability of corporations with
a large Virginia presence in terms of employees, plant and equip-
ment. This would mainly be corporations with headquarters and
major production facilities in Virginia.

Corporate Income Tax Formula

Under conformity, the stanting point for computing Virginia
corporate incomne tax is federal taxable income. Like the individ-
val income tax, Virginia has enacted several modifications that de-
conform from the federal tax base. Virginia currently has 6 addi-
tions and 16 subtractions and deductions for corporations.

Corporations with income from business activity both within
and outside of Virginia apportion their Virginia taxable income.
Apportionment is a method by which a state divides the income
of a multistate corporation in order to tax the income derived from
within the state. Virginia currently uses a three-factor formula to
divide the income of a muiti-state corporation. The formula is
based on the average of three factors, property, payroll and sales,
with one adjusiment. As noted above, the formula is adjusted by
double weighting the sales factor.

Corporate Income Tax Collections

Like the individual income tax, the corporate income tax has
grown over the past decade. Corporate income tax revenues have
nearly doubled since the early 1990%. It is the Commonwealth's
third largest sousce of General Fund revenues.

However, it is also the most volatile of all general fund taxes.
Annual rate of growth has varied from a negative 16% in 1994 to
a positive 35% in 1993 and 2000 Factors responsible for year to
year fluctuations include corporate profits, changes in the level of
economic activity, cost inflation and utilization of tax credits
Annualized Growth has averaged 7% over 10 years and 8.5% for
the past 5 years.

Sales and Use Tax

The Virginia Retail Sales and Use Tax was enacted in 1966 as
a broad-based transaction tax imposed on the sale, lease, or rental
of tangible personal property or the use or consumption of tangi-
ble personal property in Virginia. The tax was enacted at a time
when most personal consumption jnvolved tangible personal
property. Most services were specifically exempted from the tax.
Professiona) and personal services are exempt; charges for rooms,
lodgings and accommodations and sales of meals are considered
taxable services,

In 1966, the state sales tax rate was imposed at a rate of 2%,
and localities were authorized to impose an additional 1% local
sales tax. The state sales tax rate has been increased only iwice
since 1966, increasing from 2% to 3% in 1968, and to the current
35% rate in 1987,

The local sales and use tax, which is imposed by all localities
in Virginia, has never been increased and remains at one percent,
for a combined sales tax rate of 4.5%.

The most notable change in the sales tax is the state and local
Food Tax Reduction Program, which was passed by the General
Assembly in 2000. It reduces the state sales and use tax rate on
food purchased for human consumption. The tax rate was sched-
uled 10 decrease by 4% per year aver a four-year period. Each
%% reduction is equal to about $47 million annually in tax relief.
The first %% rate reduction became effective January 1, 2000
Under the Program, each subsequent rate reduction is contingent
upon revenue growth. If revenue growth is not sufficient, the tax
rate in effect remains the same for the next 12-month period and
unti} growth is sufficient to reach the next tax rate reduction.

- For the fiscal year ended June 30, 2000, revenue growth was not

sufficient 10 go to the next level of food tax relief. Therefore, the
%% rate reduction scheduled for April 1, 2001 did not become
effective and is deferred to April 1, 2002. The tax rate on food is
currently 4%.

Sales and Use Tax Distribution

The distribution formula for revenues generated by the state
and local sales and use tax dates back to 1966. Currently, revenue
generated by the 4.5% sales and use tax is allocated to the General
Fund, the Transportation Trust Fund, and the localities.

The General Fund currenty retains a 2% share of the tax
revenues for unrestricted use, or appropriation, by the
Commonwealth. This amount is reduced to 1.5% on sales of food
as a result of the Food Tax Program. An additional 1% of the sales
tax revenue goes into the General Fund for educational purposes
and is returned to localities based on school-age population.

The Transportation Trust Fund receives 2% of the sales tax
revenues, and the remaining 1% represents the local option sales
tax revenues which localities receive based on point of sale.

General Fund Sales and Use Tax Collections
and Growth

The Virginia Retail Sales and Use Tax is the Commonwealth’s
second largest source of General Fund revenues. The general fund
portion of sales and use tax 1otaled more than $2 billion in Fiscal
Year 2000. The annual rate of growth of the sales and use tax has
varied from a negative 1.5% in 1991 10 a positive 76% in 1999
Factors responsible for year-to~year fluctuations include changes
in consumer spending and food tax relief. Annualized growth has
averaged 51% over 10 years, and 58% for the past 5 years.
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State General Fund Tax Revenue Collections
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LOCAL TAX REVENUES

Local Revenue Sources in Fiscal Year 2000

Total revenue received in Fiscal Year 2000 by localities was
$16:32 billion. Sixty percent of that total or $975 billion was
derived from local sources such as property taxes and the local
sales tax. About one-third, or $552 billion, came from the state
government, primarily state aid such as Jocal school funding and
recordation taxes. Reimbursements under the Personal Property
Tax Relief Act for Fiscal Year 2000 of $320 million are included
in this amount. The remaining component was revenue from the
federal government, which accounted for about 6% of total local
revenue, or $105 billion. Included in this category are various
federal grants.

All Local Revenue Sources Fiscal Year 2000
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Locally Generated Revenue in Fiscal Year 2000

Total locally generated revenue collected in Fiscal Year 2000
was $1007 billion. This amount includes reimbursements under
the Personal Property Tax Relief Act for Fiscal Year 2000 of $320
miliion as personal property tax revenues.

The two largest sources of Jocal revenue are property taxes on
real estate and personal property taxes. Together, these revenues
account for 56% of all local revenues collected in Fiscal Year
2000. Charges for services are the third largest source of local rev-
enues, totaling 9% of all local revenues in Fiscal Year 2000. The
local portion of the sales tax is the fourth largest source of local
revenues. The consumer utility and BPOL tax each contribute 4%
to the total. Other important local tax revenues include taxes on
meals, machinery and tools, and bank franchises; permits; and
fees and motor vehicle licenses.




Local Sources of Revenue Fiscal Year 2000

Personal Property Tax Revenues

In Fiscal Year 2000, revenue from tangible personal property
taxes and-state reimbursements under the Personal Property Tax
Relief Act of 1998 totaled $1.56 biilion, Of that 1otal, $1.24 biilion,
or 796%, was collected directly from local taxpayers. The remain-
ing $320 miilion, or 204%, was paid from the state's general fund.
In Fiscal Year 2004, the year most recently completed, it is esti-
mated that $599 million, or 36%, will be paid by the state. In
Fiscal Year 2003, when personal property tax relief is scheduled to
reach 100%, it is estimated that $1.16 billion, or 60%, of local per-
sonal property tax will be paid by the state.

Most Significant Recent Changes

A significant recent change in the area of local taxation is the
reform of the Business, Professional and Occupational License tax
(BPOL). The BPOL tax is a focal option tax on the privilege of
doing business within a locality. It has evolved over time from a
state license tax to a local license fee or a gross receipts tax.

In 1996, Virginia law was amended to establish uniform ordi~
nance provisions for the BPOL tax. The purpose of these provi-
sions was to promote uniform application of the BPOL tax
statewide. Localities levying a BPOL tax must include provisions
in their local ordinances substantially similar to the uniform ordi-
nance. This legislation also centralized the administration of the
tax. The Department of Taxation has the role of issuing BPOL
guidelines, which have the effect of a regulation. The Department
is also authorized 1o issue advisory options and handle appeals of
tocal BPOL assessments.

In addition, legislation passed during the 1999 General
Assembly session extends the BPOL appeals and advisory opinion
process to all locally assessed business taxes.

The most significant recent change in the area of local taxa-
tion in Virginia is the Personal Property Tax Relief Act of 1998, or
personal property tax relief. The Act eliminates the personal prop-
erty tax imposed on the first $20000 of value of personal use
motor vehicles. The tax relief is being phased in over a five-year
period. The phase-in of this tax relief is currently on schedule and
is at 70% for 2001 ’

For calendar ycar 2001, it is estimated that tax relief for citi-
zens and direct state reimbursements to localities will total $755.5
million, which is equal to about 44% of all local personal proper-
ty taxes to be collected.

STATE AND LOCAL SPENDING

This section provides an overview of spending in Virginia;
specifically it focuses on overall state appropriations throughout
the last decade. It also looks at the major program components
that make up both the state budget and the general fund portion of
the state budget, as well as the major growth rends in siate spend-
ing. Finally, this section examines the growth in major programs
of state aid 1 local governments over the last ten years.

Overall Spending

There has been significant growth in state and local govern-
ment spending since Fiscal Year 1991. Total state government
appropriations from all funds increased $114 billion, or 89% since
Fiscal Year 1991. Growth, however, was not uniform over this peri-
od. Most of the growth, $6.5 billion, or 56%, happened in the last
four years. Likewise, since Fiscal Year 1991, total local expendi-
tures grew by over $6.3 billion, or 61%, from $10.3 billion in Fiscal
Year 199! to $166 billion in Fiscal Year 2000. Much of the growth
in state and local government spending coincided with the
decade’s major economic events.

In the early 1990s, Virginia experienced a significant reces-
sion, which unlike earlier periods, included a depressed real estate
market and contractions in the service sector, as well as the trade
and manufacturing sectors. Growth in state and local spending in
the early 1990s was limited as the economy tightened and rev-
enues slowed.

In the latter part of the decade, Virginia enjoyed an energetic
and booming economy, fueled, in part, by a surging national econ-
omy with a particular benefit from a rapidly expanding technolo-
gy sector in Northern Virginia and aggressive business recruit-
ment by Governor Allen and Governor Gilmore. The expanding
economy provided the right environment for wemendous job
growth in Virginia. State and local spending accelerated during
the last four years with the rise in economic activity and corre-
sponding revenue increases.

The following table illustrates the total growth in state and
local spending that occurred from Fiscal Year 1991 w0 Fiscal Year
2001. I also segments Virginias spending and appropriation
growth into state and local components, and highlights the growth
that occurred from Fiscal Year 1997 to Fiscal Year 2001:
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PERCENT GROWTH

FY 1991 TO FY 1981 TO FY 1997 TO FY 1897 TO

FY 2001 FY 2000 Fy 200 FY 2000
TOTAL STATE AND LOCAL SPENDING {ALL FUNDS):
TOTAL vee +65.7% eoe +22.4%
PER CAPITA ADJUSTED FOR INFLATION see +18.2% ses +11.2%
TOTAL STATE APPROPRIATIONS:
TOTAL +88.8% soe +36.1% e
PER CAPITA ADJUSTED FOR INFLATION +29.3% e +18.7% see
A
STATE GENERAL FUND APPROPRIATIONS:
TOTAL +97.3% eee +52.7% see
PER CAPITA ADJUSTED FOR INFLATION +35.0% T eee +33.2% soe
— mas——
STATE GENERAL FUND AID TO LOCAL
GOVERNMENTS +84.0% vee +39.9% oes
e
TOTAL LOCAL SPENDING (ALL FUNDS):
TOTAL see +60.5% soe +22.1%
PER CAPITA ADJUSTED FOR INFLATION “ee +14.5% e +11.1%
R IR R N
LOCAL SPENDING (LOCAL FUNDS ONLY):
TOTAL see +52.8% sse +18.8%
PER CAPITA ADJUSTED FOR INFLATION see + 9.0% ese + 7.9%
R

Key State & Local Spending Trends

TOTAL STATE AND TOTAL LOCAL EXPENDITURES (ALL FUNDS)
1991-2000
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Displayed graphically, the preceding chart shows the com-
bined annual spending, including all funds (taxes, fees, federal
funds, etc.). and both capital and operating, by state and local gov-
ernments in Virginia from 1991 to 2000, and reflects the growth in
total combined government spending. It should be noted that a
significant portion - approximately 50% - of state spending is aid
to localities, which is in turn spent by local governments.
Therefore, to avoid double counting of the same dollars, the state
spending reflected on this graph subtracts al) locaj aid.

This graph is particularly important for taxpayers who are
more concerned with their total tax burdens (state and local), and
the total cost of government services (state and local), rather than
the particular division between state and local tax revenue streams
and spending. The specific division between state and local tax
revenue streams and cost shares for providing government servic-
es is more of a concern for government leaders and policy mak-
ers who desire a financially sound financial structure for taxing
people and providing services in the most efficient and effective
manner possible.

Components of the State’s Budget

Every two years, Virginias Department of Planning and
Budget develops an executive budget recommending appropria-
tion of the state’s revenues and unexpended balances. Government
programs are funded through both general fund (GF) and non-
general fund (NGF) revenues.

General fund revenues are generally comprised of general tax
dollars such as individual and corporate income taxes, and sales
tax. Revenues are deposited in the state’s general fund if they are
not designated for a particular purpose. Because these revenues
can be used for a variety of governmental programs, this is the
fund that the Governor and General Assembly have the most dis-
cretion 10 spend.

The nongeneral funds consist of funds earmarked for a spe-
cific purpose such as transportation revenue (gas tax), federal
grants, college twition, and fee revenue.

Currently, a slightly larger portion of Virginias total state
spending comes from general tax revenues than comes from ear-
marked and federal funds (52% and 48%, respectively).

The composition of total state spending and total state gen-
eral fund spending is markedly similar. Of the $24.2 billion appro-
priated from all funds by the state in Fiscal Year 2001, about three-
guarters went to education, health and human resources, and
transporiation. Similarly, about three-guarters of the $1249 billion
general fund spending appropriated in Fiscal Year 2001 went to
education, health and human resources, and public safety pro-
grams. The major difference between all fund spending and gen-
eral fund spending in Fiscal Year 2001 was that in general fund
spending public safety replaced transportation as the third largest
spending area.

The following graphic illustrates the composition of state
general fund spending for Fiscal Year 2001. The functional areas
of education, health and human resources, and public safety com-
prise approximately three-fourths of the total general fund budget:

Composition of State General
Fund Spending

TOTAL GF BUDGET = $12.49 BILLION

$0.14
TRANSPORTATION
%
OTHER
EDUCATION
$0.48 45%
$5.73
GENERAL GOVERNMENT
%
$1.09
HEALTH & HUMAN
RESOURCES
;::;‘ CAR TAX
COMMERCE & TRADE %
1% $0.57
$Q,17
Trends

Over the Fiscal Year 1991 to Fiscal Year 2001 period, total gen-
eral fund appropriations increased by 93.3%, with corrections and
Medicaid driving the growth. As mentioned above, much of this
growth occurred during the last four years as Virginia economy
expanded and revenues increased.

When reviewing the growth trends in state spending, howev-
er, it is clear that the areas driving growth in the siate’s general
fund spending have changed in the fast 10 years:

*During the first half of this decade, major growth in
spending occurred in Medicaid (+655%) and corrections
(+281%)

*In the second half of the decade, growth occurred
primarily in higher education (+652%) and mental disabil-
ities services (+544%), corrections (+588%)., and K-12
education (+491%)

As the following graphic illustrates, there are two distinct pat-
terns comprising this overall trend. From Fiscal Year 1991 to 1996,
overall general fund appropriations grew 219%. However, the
growth in stale spending for Medicaid (66%) and corrections
{28%}) far outpaced the overall state rate. From Fiscal Year 1996 0
Fiscal Year 2001, general fund spending for higher education
(65%), corrections (59%), and K-I12 (49%) grew significantly,
while spending for Medicaid slowed.
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One concern raised earlier in the decade was that the aboli~
tion of parole would negatively impact spending for other state

programs. such as education and health and human resources.
As displayed on the graph above, however, parole abolition in
1994 did not limit spending in other areas, as some had feared.
Revenue growth in the latter part of the decade was sufficient
to fund increases in areas such as education, and health and

human resources.

MENTAL DISABILITIES CORRECTIONS MEDICAID

State Aid to Local Governments

As the following graphic illustrates, since Fiscal Year 1997, the
growth in state general fund appropriations has been $4.1 billion,
with over a third — 39% — of that growth devoted to education.
Personal property tax relief payments made up 14% of the growth
during this period.

Distribution of Growth in State General Fund Spending
FY 1997 TO FY 2001

TOTAL STATE REVENUE GROWTH SINCE 1997 = $4.1 BILLION
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Personal property tax relief is a local revenue source that
appears in Virginia's budget as an expenditure as the state pays
localities for the foregone revenue of the tax relief program. As a
spending item, personal property tax relief was phased in begin-
ning in Fiscal Year 1998 The growth in personal property tax
relief is expected 10 level off once the full phase-in of the program
is achieved. The savings 10 taxpayers will be over $1 billion
per year.

These data confirm that Governor Gilmore fulfilled his com-
mitment to phase out the “car tax" solely from revenue growth
since 1997 Indeed, with 39% of the revenue growth devoted to

public X-12 education and 14% devoted 10 car tax relief, the data
bear out Governor Gilmore's signatuse promise: “Education first,
then cut taxes” This stated priority was again underscored when
the national economy started 10 slow in 2001 Facing declining
revenues, Governor Gilmore ordered no reductions in K-12 fund-
ing for public schools or operating funds for colieges and univer-
sities in order to maintain the gains achieved in education during
the first three years of his term.

Total Personal Property Tax Relief For Virginians
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since 1997. Major portions of this growth occurred in traditional
general fund programs: education, public safety and health and
human resources.

Excluding personal property tax relief payments, state aid to
local governments from the general fund has almost doubled
since Fiscal Year 1991. It has also increased by almost 40 percent
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The following graphic portrays staie general fund aid 10 local governments, excluding personal property tax relief:

General Fund State Aid to Local Governments (Excluding Car Tax)
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Major programs of state aid to local governments from the
general fund nearly doubled from Fiscal Year 1991 to Fiscal Year
2001, from $29 billion to $54 billion. Growth was driven by
increases in education (76%), public safety (107%), and health and
human resources (75%). These three areas also account for three-
quarters of all general fund spending.

State and federal grants became a more significant source of
local spending over time. Spending from local-only funds has
declined relative to growth in total local government expenditures.
Since Fiscal Year 1991, local spending of local-only funds

increased from $6.69 billion to $10.22 billion, an increase of 53%.
Spending of state-federal funds at the local level increased from
$366 billion to $6.38 billion, an increase of 74% over the
same period.

As the following graphic illustrates, in Fiscal Year 199], the
split between local and state-federal funding sources for local
expenditures was 65/35. In Fiscal Year 2000, the local-only share
had decreased to 62%, while the state-federal share rose 1o 38%.
Clearly, state and federal grants are becoming a more significant
source of local spending,

Total Local Governments Expenditures (All Funds) 1991-2000
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It is evident, after reviewing Virginia’s state and local spend-
ing trends over the last decade, that the past four years witnessed
tremendous economic growth that generated significant addition-
al revenues for the Commonwealth. This economic and revenue
growth in Visginia made possible increased funding to both state
and local government programs. In addition, personal property tax
relief was entirely funded from this growth in revenue.

VIRGINIA'S BOUNTIFUL ECONOMY (1997-2001)

The old philosophy advocated impetuous tax increases to pay for
the latest and shiniest government program, while the new paradigm
relies upon steady economic growth lo generate tax surpluses to
fund our most pressing prionities.... The key to our success has been
economic growth.

— Governor Jim Gilmore, Remarks to the
Governory Commission on Government
Finance Reform for the 215" Century
July 25 2001

One factor above all others explains the Commonwealth's
tremendous growth of tax revenues over the past decade: eco-
nomic growth. Economic growth creates new jobs and produces
greater corparate profits and consumer consumption, all of which,
in turn, generate additional tax revenues for government at all levejs.

As a candidate for office, Jim Gilmore promised to create
over 250000 new jobs in Virginia. He has kept his promise, Under
his leadership, the Commonwealth's strong economy has set new
records and has led the nation. Over the last four years, Virginia
has experienced extraordinary job growth and capital investment
that has outpaced the nation, making major public expenditures
on education, public safety and social programs possible without
a tax increase.

Employment — More Jobs for the People of Virginia

Virginia's population, 7.1 million, is ranked 12th in the US.
Virginia’s population growth over the last decade, 144%, exceeded
that of the nation, 132%. With a workforce of 36 million, more
than half of our population is employed. Per capita income in
Virginia is $31,162 — 105% of the U.S. average.

In 2000, annual average unemployment rate in Virginia was
2.2%. This was the nations lowest annual rate. Virginia’s August
2001 unemployment rate of 31% was significantly less than the
national rate of 49%.

From 1998 1o the fall of 2001, Governor Gilmores economic
development team has created over 328000 new jobs — including
94,800 new payroll jobs in 2000 alone. Virginia's 28% growth rate
in 2000 outpaced the US employment growth rate of 20%.
The fastest growing sector — services — grew by 43% in 2000.
Over the last decade, Virginias service sector grew 54.5%, com-
pared 1o a2 US. rate of 446%. Thus, as the nation and Virginia
brace for an economic downturn following the terrorist attacks
of September 11, 2001, Virginia starts with strong fundamental
economic strength.

This economic growth — made possible in large part by the
commitment of three consecutive governors to low taxes even in
times of economic downturns — has generated the revenues which
have made record expenditures in areas such as K-12 education,
higher education, mental health and public safety possible during
Governor Gilmores term in office. The progress of the last four
years, and indeed the last decade, should serve as a model for
administrations in the next decade.

As a footnote for the future, 75% of job openings in 2008 are
expected to be filled by existing workers. In order to prepare for
this trend, Virginia has placed a strong emphasis on retraining
Over $50 million in workforce training funds have been commit-
ted statewide supporting job waining for almost 86000 jobs.
Virginia is clearly poised to continue its leadership in job genera-
tion over the next decade.

Capital Investment

From January 1998 through May 200}, Virginia announced
1449 economic development projects representing 151,041 new
jobs and $1307 billion in private investment.

In 2000, 453 companies announced new and expanding facil-
ities in the Commonwealth, investing $6.5 billion and creating
487771 new jobs. Investment in 2000 broke the previous record of
$59 billion set in 1995,

Reasons for the Commonwealth's Success

Governor Gilmore, like Governor Allen before him, and with
the assistance of the General Assembly, has cuitivated an attractive
business climate in Virginia. As a result of conscious policy deci-
sions, Virginia offers a competitive cost of doing business:

* Worker compensation costs are S0% below the U.S. average.

* Unemployment insurance rates are 66% less than the
U.S. average.

* Virginia's average industrial electric rates are 10% below the
average for the region and 17% less than the U.S. average.

* Virginia has moderate, stable business taxes.

Virginia is also a “right to work™ state with a pro-business
climate, and the Dillon Rule provides businesses statewide assur-
ance of a stable and reasonable regulatory environment.

Being “connected” is another key 10 success. The
Commonwealth is fortunate 10 have a strategic Jocation on the
East Coast. The majority of the country's population is within a
day and a half drive of Virginia. The Port of Hampton Roads is the
6th largest port in the nation and the 29th largest port in the world.
Additionally, Virginia is connected by air. rail and highways.

Moreover, the Commonwealth is also connected by the
Information Highway. Three of the nine largest Internet access and
content providers, UUNet, PSINet, and America Online, are locat-
ed here. More than 50% of all Iniernet traffic worldwide passes
through Virginia each day. Virginia has over 950000 miles of fiber
optics cable.
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The Commonwealth has a competent and highly skilled
workforce which has allowed it to atract firms such as GIECQ,
Capital One, AOL, MCI WorldCom, and Intel.

Virginia is rich in intellectual capital with over 70 institutions
of higher education. Twenty-five percent of Virginians have
earned a college degree, more than any other state in the
Southeast, Further, the Commonwealth leads the Southeast in col-
Jege graduation rates. Virginia has more doctoral scientists and
engineers than any other Southeastern state. Virginia has over
15500 apprentices in more than 3000 programs, making its
apprentice program the 3rd largest in the nation.

Virginia offers a high quality of life. Money magazine has
recognized several of Virginia's metropolitan regions as among the
best places to live in the nation.

Virginia has a strategic plan for economic development. The
Virginia Strategy has allowed us 1o leverage the connectivity, com-
petent workforce, intellectual capital, and high quality of life here
in the Commonwealth. Virginia has implemented many initiatives
supporting this strategy:

» The Virginia Economic Development Partnership (VEDP)

Business Development team established the Rural
Marketing Group to review current strengths that are unique
to Virginia’s rura) areas and to develop strategies to more
effectively market these areas to VEDP prospects.

« Virginia has strengthened its International trade ties. The
total cumulative export value of manufactured goods and
services during the period 1998-2000 is estimated at 3468
billion. Virginia exports of integrated services/semiconduc-
tors increased 163% from 1998-2004, and became the num-
ber one export of manufactured goods from Virginia.

» Virginia has opened new international trade offices in Sao
Paulo, Mexico City, Hong Kong and Seoul. VEDP’s
Frankfurt and Tokyo trade offices continued to operate.
New trade offices were opened in Harrisonburg and
Norfolk. VEDP's Herndon and Roanoke trade offices con-
tinued 10 operate. The VEDP has recruited three new staff
positions to serve the most economically chalienged regions
of the Commonwealth: Southside, Southwest, and Eastern
Shore/Northern Neck.

Virginia has made extensive investments in its economy dur-
ing the past four years. Governor Gilmore aggressively has issued
93 Governor’s Opportunity Fund Grants totaling $46.63 million in
an effort 1o attract new businesses, expansions of existing busi-

nesses, and new jobs. Eleven Virginia Investment Partnership Act

Grants have been awarded, totaling $4915 million. Five Shell
Building Loans totaling over 35000000 have been approved.

Governor Gilmores commitnent 10 economic development
has been an important element in the creation of a strong econo-
my in the Commonwealth. A continued commitment to economic
development will be an important element in the development of
Virginid's economy in the New Century.

PERSONAL PROPERTY TAX RELIEF
ACT OF 1998

As the Commission undertook its study of Virginia’s state and
local tax structure, it became apparent that the Personal Property
Tax Relief Act of 1998 ~ Governor Gilmore's signature tax cut -
would serve as the linchpin of any fundamental reform.

Elimination of the “Car Tax” in Virginia

The Personal Property Tax Relief Act (PPTRA) was enacted
in 1998. The Act provides tax relief to Virginias citizens while
preserving the revenue stream of local governments. Over a five-
year period, PPTRA eliminates the personal property tax on vehi-
cles used predominantly for personal use and valued at $20,000 or
less. Reimbursements apply only to privately owned or leased
passenger cars, motorcycles, and pickup or panel trucks weighing
72,500 pounds or less.

In tax year 1998, PPTRA returned $125 million in personal
property tax relief to Virginia’s taxpayers. In tax year 1999, citizens
received $284 million in personal property tax relief, and in tax
year 2000, citizens received $511 million in personal property tax
relief. Estimates for tax year 200! project $756 million in personal
property tax relief. Assuming tax relief were to advance to 100%
in tax year 2002, citizens would receive $112 billion in personal
property tax relief. .

The PPTRA reimbursement process provides tax relief for
individual citizens through a reimbursement mechanism whereby
the state reimburses localities for the Commonwealth’s portion of
the tax bill. In a broad averview, the Department of Motor Vehicles
provides vehicle information annually to localities. In twrn, they
assess and collect personal property tax and then request reim-
bursement from the Commonwealth. PPTRA sets forth statutory
responsibilities for five state agencies as well as leasing companies
and local government officials in all taxing jurisdictions.

Two state agencies, the Department of Taxation and the
Department of Treasury, have statutory responsibilities which
relate only to tax year 1998. All other state agencies and local
governments have on-going responsibilities .

The Act began with a 125 percent tax reduction in 1998 and
was scheduled to culminate with 100 percent reduction in 2002 so
long as the state’s economy and tax revenues continued to grow.
If the economy will not permit a step up in tax relief, the next
step is delayed a year until economic activity and tax revenue
growth resume. This is an important point to note in light of the
current economic recession triggered by the tragic events of
September 11, 2001.
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Scheduled Tax Relief Phase-In Under PPTRA

PERCENTAGE OF THE CAR TAX BILL ELIMINATED
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1999
2000

TAX YEAR

2001
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Reimbursements for tax year 1998 were made by mailing
checks directly to taxpayers who had paid the required taxes on
qualifying vehicles. For calendar years 1999 and beyond, local
governments have deducted the prescribed tax relief from the tax-
payer's personal property tax bill and then applied 10 the
Department of Accounts for 2 dollar-for-dollar reimbursement of
the allotted property tax reduction.

From 1998 to July 1, 2001, PPTRA has reduced personal prop-
erty tax on more than 56 million vehicles and provided more than
$ 1.} billion in tax relief to Virginia citizens. PPTRA has not result-
ed in revenue loss to localities. Plus, localities have received $5
million in compensation for their administrative costs. By all
accounts, PPTRA is a resounding success. For tax year 1998, the
first year of the program, more than four million citizens received
reimbursement checks totaling more than $125 million. During
tax year 1999 reimbursements exceeded $283 million. During the
past full tax year, 2000, the reimbursement amount exceeded $511
million. Reimbursements for tax year 2001 are forecast to be
$756 million.

In 1998, reimbursement checks averaged $20.28. For tax years
1999 and beyond, tax relief is reflected as a deduction on the indi-
vidual's personal property tax bill. The average tax reduction per
qualifying vehicle during tax year 1999 equaled $40.50 based on
the 27.5% tax relief provided under PPTRA. For tax year 2000, the
average tax reduction totaled $7448 per vehicle, based on PPTRAS
47.5% reduction. During the first part of tax year 2001, the average
tax reduction totaled $104.67.

AVERAGE PPTRA REIMBURSEMENT PER VEHICLE

1998 N s20.28

IR $:0.50
IR $74.48
IR 5104.67

1999

2000

TAX YEAR

$ AMOUNT OF TAX REL\EF PER VEHICLE

PPTRA significantly decreases the tax burden of many
Virginia taxpayers. During the first biennium of the program, a
typical family owning two qualifying vehicles valued at $10000
cach received $612.50 in tax relief.

Sales of new and used vehicles during the past three calendar
years reached unprecedented levels due to Virginias strong econ-
omy. This resulied in additional tax relief and increased revenues
for local governments as well as a $70 million revenue windfall
for the Commonwealth Transportation Fund due to increased
sales-and-use taxes on vehicle purchases. Further, the record vehi-
cles sales have put newer, cleaner-burning vehicles on the road,
thereby improving Virginia's air quality.

Underlying these readily apparent benefits of PPTRA are
other equally important benefits:

* PPTRA provided funding for local governments to imple-
ment new computer systems or upgrade existing systems.

* Data integrity for localities as well as the State Board
of Elections’ voter registration files improved due to citizen
address changes collected as a result of tax relief
implementation.

*Thanks to PPTRA, localities have fewer delinquent tax
accounts and more on-time payments, thereby increasing
revenue.

« Over $84 million in reimbursement funds were applied to
past-due debts on file with the Department of Taxation as
part of the State’s Debt Set-off program.

The success of PPTRA has not gone unnoticed by other state
governments hoping to experience similar benefits. According to
the Council of State Governments, several states, including
California, Arizona and Rhode Island, have already followed in
Virginia’s footsteps while others waich closely. Virginias develop-
ment and implementation of PPTRA represent a model in gov-
ernment innovation and cooperation. And, clearly, as the five-year
implementation plan evolves, PFTRA will continue to put tax dol-
lars back in the hands of Virginias hardworking citizens.
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Projections

PPTRA legislation requires DMV 10 prepare a forecast each
November of PPTRA reimbursements for the coming tax year.
Estimates developed through the forecasting process are presented

t0 a consensus group conmsisting of representatives from the
Departments of Planning and Budget, Taxation, and Accounts.
This group reviews all forecasting assumptions, the methodology
and results of the forecast so that a consensus can be obtained on
the reasonableness of the estimates.

Tax Year Actual Reimb'ursements And Forecast

1,200.00

1,000.00

800.00

600.00

millions $

S$11.46

400.00

200.00
19¢98* 1999*

2000* 2001 . 2002

* actual amounts

Il ax YEAR DOLLARS

For the current tax year, 2001, personal property tax reim-
bursements are projected t0 be $756 million. And, assuming that
tax reimbursement reaches 100% in 2002, personal property tax
reimbursements are projected 1o be $112 billion. Once 100% relief
is phased in, the growth in 1ax relief will level off in 2003
and 2004.

The steep increase in reimbursement amounts from 1998 w
2002 resulted from two growth factors. First, according to the
PPTRA implementation plan, the tax relief percentage has
increased each year, beginning at 12.5% in 1998, with step increas-
es scheduled to culminate, economy permitting, at 100% in 2002.

The second growth factor resulted from natural growth in
Virginia’s vehicle fleet; both in terms of the number of qualifying
vehicles and the value of the vehicles, When fully implemented,
the steep increase in reimbursement growth will jevel off. Growth
after 2002, should be between 3I4% and 39% annually, resulting
from natural changes in the vehicle fleet.

PPTRA Infrastiructure

Virginias citizens. staie and local governments have experi-
enced and will continue to receive 1angible benefits from PPTRA.
However, few are aware of the complex infrastructure behind
PPTRA that makes these benefits possible.

Scope

PPTRA administraion involves four state agencies and the
commissioners of the revenue, treasurers and directors of finance
in 280 taxing jurisdictions. These taxing jurisdictions include 134
cities and counties, plus nearly 190 towns. (Citizens living in towns
may pay personal property to a county and to a town)

State Agencies

Department of Motor Vehicles
Department of Taxation
Depanriment of Accounts
Department of Treasury

Local Government
Commissioner of the Revenue
Treasurer, or

Director of Finance
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There is no way to know exactly how many employees con-
tribute 1o the PPTRA process in some way; however, the
Compensation Board reports that personal property tax process-
ing comprises 40% of the total workload for the commissioners of
the revenue and 30% of the 1otal workload for the treasurers.
Annually, the Compensation Board reimburses commissioners of

Localities assess
taxes less the
Commonwealtii's
share and mail tax
bills

I

Localities request
reimbursement
from DOA

the revenue and treasurers more than $15 million for personal
property tax processing,

The PPTRA process involves roughly 12 steps spanning sev-
eral state agencies and Virginias 280 taxing jurisdictions. This pro-
cessing effort consumes not only human and financial resources,
but also time, as depicted by the following chart:

PPTR Reconciliation Process

Localities prepare

-——-—’q net detall and credit
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The PPTRA process begins with a locality’s 1ax assessmen, PPTRA processing for a single tax year actually spans three
less the Commonwealth's shase, to the citizen, years and can take as long as 26 months for completion.

Localities then request reimbursement from the Department For example, the annual reconciliation of locality reimburse-
of Accounts, DOA, by keying in requests to the Commonwealth ~ ment requests to DOA takes six months. However, a time lag of up
Accounting and Reporting System or by faxing requests to DOA. 1o nine months may occur between a reimbursement request and
Using the online method guarantees localities reimbursement the annual reconciliation.
within two business days provided that the locality has complied Further, duplicate payment research and settlement follow-up
with filing deadlines and submitted the required information in  takes four months and does not begin umil completion of the
the correct format. Faxed reimbursement requests are promptly ~ annual reconciliation process. Thus, there can be a time lag of up
reimbursed; however, they are not guaranteed the two business- 10 14 months between a reimbursement request and resolution of
day turn-around. overpayments and/or underpayments related 10 duplicate pay-

Although two days for reimbursement is remarkably efficien, = ments. This represents ime that these funds are unavailable to
unlike the old process, localities experience a two-day delay in  either the locality or the Commonwealth.
making their budgets whole from personal property tax collec- Further complicating the process, PPTRA processing turns
tions. into a multi-part harmony as new tax years begin, since process-

Next, DMV initiates the reconciliation process by monitoring  ing tasks from previous tax years continue into subsequent tax
all locality reimbursement requests to DOA on a daily basis. years. Thus, by the third tax year, localities and state agencies are
During calendar year 2000, DMV monitored 4,71 requests from  handling processing tasks for the current and two preceding
280 taxing jurisdictions. tax years.

~ Once a year, DMV asks localities to submit information on all
qualifying vehicles to reconcile DOA reimbursement requests for ~ Resource Consumption
the previous calendar year. '

Localities prepare net detail and credit records and have 60 In crafting PPTRA legislation, the General Assembly antici-
days 10 submit the records 10 DMV, Each record reflects taxpayer  pated the implementation costs that would fall 10 localities and
name, social security number, vehicle identification number, vehi-  allocated $5 million to cover these expenditures. However, both
cle value, 1otal assessment, tax levied, reimbursed amount and tax localities and the four state agencies charged with administering
period for the record. Additionally, these records must be submijt-  PPTRA experienced ongoing administrative costs. For example,
ted in a fixed format that will populate the siate-wide database. since 1998, DMV has spent more than $38 miilion simply for

DMV received 6.9 million records for tax year 2000, PPTRA administrative expenditures.

The PPTRA automated system reviews each record to verif . .
the accuracy of the calculation based on locality tax rates in eﬂ'ec{ PPTRA Implementation Expenditures By Type
in July or August of 1997, whichever was higher.

Errors are resolved with a Jocality’s treasurer. If DMV discov-
ers that 3 locality cannot support its DOA requests with detailed

AL

data, DMV requests the locatity to seimburse the Commonwealth. I} PERSONNEL
1f DMV determines that a locality did not request encugh based B CLERICAL, PRODUCTION &
SKRLED SERVICES

on their supporting detailed records, DMV requests DOA to reim-

burse the locality. I FACLITIES & MAINTENANCE

For calendar year 11999. Io:alities repaid DOA nt':arly DEcHnoLoay AN |
$784000. Although rc.of)nc: iation o'r calendar year 2000 isn’t yet [ €QuPnENT AND OFFICE
complete, so far, localities have repaid DOA more than $944,000. FURMISHINGS

If 2 locality is under-reimbursed, it may lose use of that rev- W otheR

enue for as Jong as 14 months. Similarly, if the locality is over-
reimbursed, the Commonwealh may lose use of the revenue for
the same exiended time period.

Once detail records agree with the DOA reimbursement Eighty percent of those expenditures covered personnel costs.
amount, DMV sends a duplicate payment report 10 localities. Seven percent covered clerical, production and skilled services;
Duplicate payments result from two or more localities taxing the  less than one percent went for facilities and maintenance costs;
same person and vehicle for the same tax period. Localities  ten percent were used for technology and telecommunications
research and resolve duplicate records and send the corrections to expenditures; one percent for equipment and office furnishings;

DMV. DMV recalculates reimbursement amounts based on local- and two percent for other expenditures, such as postage.

ity corrections. For calendar year 1999, localities repaid $215000 Although reimbursed for their PPTRA implementation,
for duplicaies. Once DMV’ reimbursement calculations maich  localities face ongoing administrative costs for processing person-
locality calculations, the reconciliation process is cornplete. al property tax. Beyond the man hours used 10 collect, verify and
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submit personal property 1ax data, localities annually incur roughiy
$55 million in postage costs simply mailing tax assessment
and filing materials 1o citizens. This cost covers only postage and
does not include information technology costs or the cost of
vehicle decals.

And, this doesn’t begin to account for the personnel costs,
information technology costs, equipment and printing costs that
g0 into processing personal property taxes.

6,592,693 = number of vehicles in Virginid's fleet as of 717/0}
% 3 = estimated mailings to taxpayers (filing, bill, decal)
19777,989 = estimated mailings to taxpayers by localities
x .28 = estimated cost per item using Ist class
$5,537.836.92 = estimated postage cost 10 localities

The PPTRA infrastructure has evolved during the past three
years, becoming more efficient and streamlined. However, upon
full implementation and 100% tax reimbursement, localities will

still be required to mai} tax bills 10 1axpayers owning or leasing a
qualifying vehicle.

PPTRA has returned $1.1 billion in personal property taxes w
Virginias citizens with no loss of revenue to Virginia localities.
We are into the fourth year of the five-year PPTRA implementa-
tion plan. By 2002, tax reimbursement is scheduled to reach
100 percent.

Successful implementation and administration of PPTRA has
been achieved through partnerships between state agencies and
Virginia's 280 local taxing jurisdictions. To date, localities have
been reimbursed for implementation and administrative costs of
PPTRA. However, even with these reimbursements, localities
spend at least $55 million annually on postage alone and untold
amounts for personne}, information technology and printing to
support the personal property tax collection process.

As the final year of PPTRA implementation approaches, tax-
ing jurisdictions as well as the General Assembly have begun
looking for effective ways to further refine the PPTRA infrastruc-
ture and the personal property tax collection process.
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COMMISSION RECOMMENDATIONS

11 is important for the recommendations that follow to be con-
sidered as part of a comprehensive and interdependent package of
reforms. That is, the Commission has endeavored 10 identify a set
of reforms which, taken together, represent a call to modernize the
relationship between state and local financial authority and rev-
enue sharing over the next decade, while keeping pace with the
Commonwealh’s important-spending priorities.

GENERAL TAX REFORM PRINCIPLES

The Commission started with a general predisposition in
favor of revenue neutral tax reform. Tax reform should not disguise
tax increases. To the extent elected officials at the state or local
leve) deem a tax increase necessary, they should be accountable
for those decisions and any tax increase should be as transparent
as possible to the-people of Virginia.

Moreover, the Commission remained faithful to Governor
Gilmore's philosophy, articulated in the Governor's opening
address 10 the Commission in July, that the Commonwealth can
afford new and expanded social programs — so long as economic
growth funds them and they are prioritized among competing
claims on the people’s hard earned incomes. This philosophy may
require special interest groups 1o wait a few years longer to per-
mit economic growth to generate revenue surpluses sufficient 10
fund the next government program, but the benefits of low tax
burdens outweigh the delay.

The Commission’s adherence to revenue neutrality and a pre-
disposition against tax increases was informed by several presen-
tations. First, according to testimony received from the National
Taxpayers Union, the people of Virginia bear the 18th highest
combined state and local tax burden per capita in the United
States. Fueled largely by high incomes and high property values in
Northern Virginia and the Urban Crescent, Virginia residents pay
more money to state and local government per citizen than 32
other states. The mere fact that the people of Visginia are pros-
perous does not zutomatically justify the 18th highest tax burden
per capita in the United States.

Additionally, the Commission received data from the Virginia
Department of Planning and Budget indicating that state govern-
ment tax revenues increased a total of 50% in just four years from
1997 10 2001, The state government spent 42% more in FY 2001
than it did in FY 1997, with the remaining 8% of the growth going
1o cut the car tax and deposit funds into the state's Revenue
Stabilization Fund (the “Rainy Day Fund™) created following the
recession of 1991 to sofien the revenue impact of future recessions.
Thus, the Commission cautions against tax increases following
this remendous increase in lax revenues over the past four years,
even in the event of another recession.

In keeping with these observations and principles, the
Commission recommends the following peneral principles to
guide policy makers who wish to undertake large-scale 1ax reform
in Virginia:

Recommendation No. 1
Revenue Neutrality, Tax Transparency &
Public Accountability

Tax reform in Virginia should be revenue neutral and should not
disguise tax increases. Moreover, tax reforms, tax increases and
tax cuts, and tax burdens generally should be as transparent as
possible to taxpayers, and elected public officials should be
accountable for tax policy.

Recommendation No. 2
Pro-Economic Growth Tax Policy

Economic growth and the additonal tax revenues it generates
should be the primary source for additional government spending.
Accordingly, Virginia should continue to promote economic
growth, business expansions, new business openings, and
job creation by adopting public policies consistent with the
following principles:

* Virginia should maintain a low tax burden on businesses;

* Virginia should maintain a stable and pro-business regula-
Tory environment;

* Virginia should maintain the Dillon Rule in order to pro-
mote a uniform and stable regulatory environment across
the Commonwealth;

* The Commission finds that the local Business Professional
Occupational License tax, or BPOL, continues to inhibit
economic growth, capital investment and job creation in
Virginia and disproportionately burdens small start-up busi-
nesses. The Commission encourages localities to phase out
their BPOL 1ax during periods of revenue growth. Localities
that eliminate the tax will find they are far more compet-
tive in the hunt for businesses and jobs.

* The Commission recommends that localities devote some
of the financial windfalls to be gained in the shift from car
1ax revenues (0 a 20% share of the state’s personal income
tax (per the Commission's recommendation) to phasing out
the BPOL tax.

* The Commission also encourages localities to replace the
BPOL tax with a fairer tax that more accurarely taps actual
econornic gain and profit.

¢ The Commission recommends that localities continue 10
simplify their BPOL 1ax struciures. However, if localities
choose to continue the BPOL tax. Va. Code Section 581
3703 should be repealed and the BPOL 1ax should be dis-
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tributed fairly across the business community so that all
businesses share in the payment of BPOL taxes without
exclusions while BPOL tax rates are reduced for all busi-
nesses by a proportionaic amount.

« The Commission recommends that the state continue 1o tar-
get tax incentives for business expansion and job creation
because the long-term revenues outweigh any short-term
loss in 1ax revenue. Where state and local 1ax policy pro-
vides specific incentives for business investment and job
growth, the incentives should be available to new and exist-
ing businesses alike.

A LOCAL INCOME TAX
IN THE NEW ECONOMY

“Local governments that used 1o tax their citizens
on their cars and trucks now receive dollar-for-dollar payment from
the states general fund — a windfall for taxpavers and local
governmenis alike As these car 1ax reimbursements near $1 biilion
annually, revenue sharing ideas that used to sound radical — now
appear quite practical and politically plausible - almost a haby siep
awnay insiead of the giunt leap required four vears ago.... Local gov-
emments already receive abovt half of the siae$ general fund, but
for vears local governments have complained that they rely too
heavily upon the state$ generosity and real estate taxes to fund
local services”
— Governor Jim Gilmore, Remarks 10 the

Governors Commission on Government

Finance Reform for the 2]st Century,

July 25 2001

For many years, local governments have requested the power
10 impose an jncome tax. The reason is very plain: the individual
income tax is a fast-growing and stable revenue source over time.
Tt is a2 dynamic revenue stream for government that accurately taps
the prosperity of people in the New Economy. By comparison, the
real estate tax, which constitutes local governments’ largest rev-
enue source, fluctuates with the real estate market, is prone to loss
in tax base as government entitics such as schools and universities
expand, and can be regressive by taxing retired citizens on fixed
incomes for the decades of increased value on their homes.

For years, the proposition of granting local governments the
power to impose a local income tax was not deemed sound pub-
lic policy because it would open the door 10 excessive tax burdens
fos the people of Virginia. would set off undesirable 1ax competi-
tion between localities, and would make Virginia a less desirable
location for businesses and jobs. It also was unpopular with the
people of Virginia and deemed politically implausible in the
General Assembly. Therefore, the General Assembly was content
to impose a statewide income tax and return approximately 50%
of the state’s tax revenues to local governments.

Then came the major tax reform known as the Personal
Property Tax Relief Act of 1998, Governor Gilmore's signature tax
cut initiative. The PPTRA was designed 1o eliminate the local car

1ax on personally owned vehicles on the first $20000 of vehicle
value. Since the elimination of the 1ax is a state initiative and the
tax is a local tax, the state has reduced each taxpayes's car tax bill
by reimbursing each locality dollar-for-dollar for the reduction.
This calendar year, 2001, each taxpayer’s car tax bill has been
reduced 70 percent and the state is reimbursing localities a total
of approximately $755 million.

The car tax is scheduled to be phased out 100% in calendar
year 2002. The people of Virginia consisiently have demanded
that it occur while policy Jeaders from both political parties con-
sistently have committed 1o the complete elimination of the
car tax. Regardless of the phase out schedule, the Commissions
recommendation for a fundamental reform hinging on 100 percent
car tax elimination by the year 2005 is practical, achievable, and
has been promised by the political leadership of Virginia.

Once Virginia reaches the 100% phase out of the car tax, the
state will be reimbursing localities approximately $1.2 billion, and
that figure is expected 10 grow to approximately $1.31 billion by
2005. The additional cost of lifting the $20000 cap is estimated to
be minor — approximaiely $35 million.

The car tax reimbursement by 2005 is expected 1o total
approximately [4% to 16% of the state’s total receipts in individual
income taxes. Whether the state sends $1.31 billion to localities by
way of car tax reimbursements or by ceding approximately 15% of
its individual income 1ax revenue stream is inconsequential for the
state government budget.

But for local governments, the financial and political benefits
are significant and palpable. Consider the following advantages
for localities:

First, about 50% of the state’s total general fund budget
ajready is returned to local governments but is subject to the polit-
ical direction and prioritization of politicians in Richmond instead
of local city councils and county boards of supervisors. Ceding the
revenue stream 10 local governments, instead of appropriating the
funds year by year, would cede this political power and autonomy
10 local governing bodies. They would become less dependent on
1he generosity of state lawmakers

Second, the shift of revenue sources also would give to local-
ities a faster growing revenue source — the income tax — generat-
ing additional growth revenues in future years unobtainable from
the car tax. Data from the Virginia Department of Taxation indi-
cate that the individual income tax has grown an average of 83%
over the past 10 years, while personal property taxes on personal-
ly owned vehicles have grown only between 35% to 4% per year
even in the most prosperous of times.

Third, the shift also would eliminate for state agencies and
local governments the substantial bureaucratic overhead costs
associated with the current dollar-for-dollar reimbursement sys-
tem. This would save the state and local governments at least $5
muillion, and perhaps as much as $10 to $15 million annually.

Fourth, local governments would diversify their revenue
streams and thereby strengthen their bond ratings. They would
retain taxing authority over 40% of the personal property tax
base, primarily business vehicles and business property, but they
would enhance their mix of revenues by adding the proceeds of a
dynamic income tax.
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Fifth, local governments would have a direct incentive to
make their localities as atractive 1o businesses and people as pos-
sible to attract new residents and additional incomes.

Sixth, and moss importantly, the shift would finally give local-
ities an individual income tax in the New Economy. As Delegate
John H. Rust, Jr., explained to the Commission, the individual
income tax most accurately captures economic activity in the New
Economy. In an economy where two people can sit in a room with
a personal computer and with the touch of button generate $100
milfion worth of economic activity, no real estate tax, sales tax on
goods or car tax can tap that economic activity. But an income tax can.
If localities are going to keep up with the New Economy, they need a
revenue stream tied to personal income.

All of this can be accomplished without raising taxes on the
people of Virginia. Considering the combined spending increases
by state and local governments over the last decade and Virginia's
position as the 18th highest state and Jocal tax burden per capita in
the United States, a tax increase is not necessary. What is needed
is to shift some of the state’s tax resources to the local govern-
ments. along with the political power to control the revenues. This
is what Delegate Jack Rust called “shifting the tax revenues from
one bucket 10 the other.”

In short, the PPTRA has created an unprecedented opportu-
nity to accomplish two objectives simuitaneously: completely
eliminate the car tax on personally owned vehicles while ceding a
portion of the state’s income tax to local governments. The mech-
anism for accomplishing these compatible goals is an amend-
ment to the Constitution of Virginia which abolishes the car tax
and guarantees localities a definite and permanent share of the
state’s individual income tax.

Of course, no fundamental shift in revenue streams of this
magnitude — $1.34 billion by 2005 - across 135 localities could
perfectly correlate revenues from the personal property tax stream
to the income tax stream Some localities collect more in car taxes
than they would coliect from 15% of the individual income taxes
paid from their localities, while others would receive far more
from 2 15% share of income taxes than they receive in car tax
reimbursements. This lack of perfect correlation is a significant
public policy issue to be resolved in order to facilitate an other-
wise constructive tax reform initiative, and the Commission has
endeavored 10 ensure that all local governments receive more in
income tax revenues over the next decade than they would have
received in car tax revenues.

Accordingly, the Commission requested and received analysis
from the Virginia Department of Taxation comparing the distribu-
tion of individual income 1axes versus personal property tax freim-
bursements. Assurning that a constitutional amendment would not
1ake effect until calendar year 2005 in light of the constitutionally
required process for enacting amendments, the Tax Department
compared car tax reimbursements without a $20000 cap and indi-
vidual income tax revenues, and found the following:

« A 100% car tax reimbursement without the $20000 cap is

estimated at $1.34 billion in calendar year 2005 (and $1.36

billion in FY 2006).

« $136 billion will equal appsoximately 15% of the state’s total
projected FY 2006 individual income tax receipts.

 For FY 2006, it is estimated that 52 localities would receive
an additional $311 million in the shift from car taxes to indi-
vidual income taxes, while 83 localities would receive $156
million less in income tax revenues than car tax revenues
prior to any “hold harmless” payment. This assumes that
15% of individual income taxes would be ceded 1o localities
in July-December 2005 and 16% in January-June 2006.

= If 20% of the state’s total individual income tax stream is
ceded to local governments at the point of each taxpayer's
filing residence in FY 2006, a total of $1.99 billion would be
ceded to local governments.

* For FY 2006, a1 20% of individual income taxes, 98 locali-
ties would receive an additional $679 million in revenues,
while 37 localities would receive approximately $50 million
less in revenues from non-capped car tax reimbursements.

« It is important to note that the $50 million figure was esti-
mated without accounting for the disproportionate growth
rate for individual income tax revenues. Based on historic
performance, the individual income tax revenues grow
faster than car tax revenues. Assuming the personal income
tax is ceded to local governments in 1% increments each
year for five years, from 15% in 2005 to 20% in 20I0, then
the compounding effect of greater growth on individual
income tax revenues over the next decade would eclipse and
erasc any loss for all localities by 2010. Everntually, the
greater growth rate would produce revenue increases for all
local governmenits in Virginia,

Based on this rationale and analysis, the Commission recom-
mends the following fundamental tax reform over the next decade
in Virginia:

Recommendation No. 3
Constitutional Amendment to Cede 20% of the
State Income Tax to Local Governments

Between 2002 and 2005, the General Assembly and next
Governor should approve legislation to amend Anicle X of the
Constitution of Virginia 10 eliminate the personal property tax on
all non-business use vehicles and constitutionally cede an equiva-
lent amount of the state’s individual income tax revenue stream 10
local governments according to the following principles:

* Beginning in 2005, the Commonwealth should cede to local
governments the percentage of the state’s individual income
tax stream that is estimated 10 equal the statewide toual
reimbursement of car taxes. Current estimates indicate this
will require the state lo cede approximately 15% of the indi-
vidual income tax stream to local governments;
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«To further strengthen the sources of funding available to
local governments and provide most localities in Virginia
with a substantial windfall of tax revenues, the Commission
recommends that the Commonwealth annually cede an
additional 1% of the staie’s individual income 1ax each year
beginning in 2006, until 2 total of 20% of the individual
income tax revenue stream is dedicated w local govern-
ments. The additional increments of 1% each year should be
dedicated from the state’s overall revenue growth, Current
estimates indicate this will require the Commonwealth to
cede an additional 1% of the individual income tax to Jocal-
ities, beginning with 16% in 2006, 17% in 2007, 18% in
2008, 19% in 2009, and 20% in 2010;

Individual income tax revenues should be disiributed 10
localities based on each taxpayer’s filing/residence location;
and

For FY 2006 (the first full year of impact), the shift from car
taxes 10 individual income taxes is estimated to redistribute
revenues among localities, creating more income tax rev-
enues than car tax revenues for some localities (estimated
$311 million) and less income tax revenues than car tax rev-
enues for others (estimated $156 million). Therefore, before
20% of the individual income 1ax revenue stream is ceded,
the State should provide a “hold harmiess” mechanism o0
prevent any locality from receiving less in income tax rev-
enues than 1 would have received in car tax revenues. Two
alternative mechanisms are as follows:

1) The State can appropriate a special “hold harmless” fund ~

(estimated $156 million in FY 2006) to be distributed to
localities that lose funds in the shift. The *hold harmless”
fund should be phased out incrementally as the addition-
al 1% increments of income tax revenues are ceded to
localities. Once 20% is ceded to localities and al) locali-
fies receive more income tax revenues than they would
have received in car tax revenues, the “hold harmiesg”
fund should be tliminated altogether.

OR

2) The state can withhold an appropriate amount of the
additional revenues generated for Jocal governments
(estimated $156 million of total additional revenues total-
ing $311 million) in a “special redistribution fund” and
redistribute the additional tax revenues to localities that
Jose tax revenues in the shift. The “special redistribmion
fund” should be incrementally eliminated as the addi-
1ional 1% increments of income tax revenues are ceded
10 localities. Once 20 percent is ceded to localities and all
localities receive more income tax revenues than they
would have received in car tax revenues, the “special
redistribution fund” should be eliminated aliogether.

AND

3) Once all localities have been held harmless pursuant
10 “hold harmless’ mechanism (1) or (2) above, the
state can redistribute all remaining additional revenues
generated for some local governments (estimated $311
million in FY 2006) among all localities according to the
following formula:

50% based on the point of each taxpayer’s filing residence
40% based on the locality where each taxpayer works
10% distributed evenly among all localities

«1In addition, regardless of which distribution formula is
adopted, an additional option the Commission has idemified
is a mechanism to reduce the volatility of income tax rev-
enues for localities over time. Participation in the income
tax base means that Virginia localities will increase their
dependence on a more volatile — and therefore less pre-
dictable ~ revenue source than has been traditional. The
Commission urges that serious consideration be given to an
appropriate mechanism for smoothing the effects of busi-
ness cycle fluctuations, thus rendering more predictable the
annually distributed revenue flows to localities. This pur- -
pose might be accomplished, for instance, by depositing all
ceded revenues in a Trust Fund out of which the state would,
‘based on the best available collection estimates, make pre-
announced, guaranteed distributions in each year, regardless
of actual collections subsequently realized. Any differences,
whether positive or negative, between the pre-guaranteed
distributions and the actual collections realized by. the Trust
Fund in any year would be amortized and recouped over the
succeeding multi-year period, pethaps three to five years.
Such a mechanism would, at no net additional cost to the
state, provide localities a more stable and prediciable rev-
enue flow, better accommodated to efficient budgetary plan-
ning and decision-making

MODERNIZING LOCAL GOVERNMENT
FINANCIAL AUTHORITY

Before we consider altering or equalizing the taxing authori-
ty of cities and counties, we should ask why Virginia has such a
unique and complete separation between cities and counties.

As a preamble 1o that historical discussion, a brief description
of the relationship between the state and localities is useful. Often,
one will hear the relationship between the state and a locality
analogized to the relationship between the United States and the
Commonwealth of Virginia. While this analogy may be accurate
in some contexts, it is not valid from a legal poimt of view In
a national government based upon notions of federalism, such
as that practiced in the United States, the states share power with
the national government and have reserved to them alf powers
not specifically afforded to the nationat government. Such is not
the case in the state-focality relationship. Localities are wholly



the creatures of the state. They are given only those powers which
the state government chooses to provide to them and, in fact, exist
only because the state has determined to create them. With
that understood, it becomes fairly apparent how the courts have
logically formulated the so-called Dillon Rule. The Dillon Rule,
which holds that localities have only those powers specifically
granted 10 them by the state and those powers necessarily implied
therefrom, forms the basis for determining which powers or
authority localities possess.

Since the earliest days of the Commonwealth, the powers of
cities and counties have been distinct. Again, this is based on his-
torical necessity and is a product of the ways the cities and coun-
ties have grown. Counties, traditionally more rural and sparsely
populated, have in years past required fewer government services
such as water, sewer and streetlights. Cities, on the other hand,
have traditionally been more concentrated in their population and
have had the need for those kinds of services. Consequently, the
state government has provided cities with authority to engage in
more activities than counties.

It is sometimes thaught that the basis for Virginid's practice of
city/county separation lies in a similar practice in England at the
time the Virginia Colony was first settled in 1607, For several rea-
sons, this is probably a misconception. First, it is simply histori-
caily inaccurate that the practice of city/county separation was in
general use in England during Virginia's colonial period. Second,
if in fact it had been an established practice from early days in
Virginia, one would expect that the State of West Virginia would
follow the same practice, given that its counties were part of the
Commonwealth of Virginia until less than 150 years ago. Finally,
and perhaps most persuasively, none of the other English colonies
established in the same era follow Virginia's practice of complete
city/county separation. Although a few individual cities through-
out the country are completely independent of their surrounding
counties, such as Baltimore and St. Louis, they are rare exceptions

to the general rule.
' The more likely explanation for the creation of scparate cities
and counties in Virginia is simply a matter of historical evolution.
Early legislative acts of the colonial General Assembly indicate
that as Virginids first cites grew, particularly Williamsburg
and Norfolk, they required grants of additional authority and
concomitant removal of authority from the surrounding counties.
Most often, this initially began as a taxing issue. As time
passed, and cities felt s need for greater powers, the General
Assembly obliged.

Although there is no clear line of demarcation as to when the
separation practice became fixed in Virginia law, legislation enact-
ed following the 1869 Constitution indicates the firm establish-
ment of the policy. Probably the best example was the legislative
incorporation of the City of Hopewell in 1916 that specifically
dectared the City of Hopewell would be “wholly separate from
and independent of the remaining portion of the County of Prince
George?” Although the Supreme Court of Virginia has never
specifically addressed the propriety of completely separating
cities and counties, a number of cases over the years indicate judi-
cial acceptance of the practice.

Notwithstanding the unique character of the Virginia system
of separate cities and counties, there are several benefits to
be derived from it. First, the city/county separation avoids
overlapping layers of government and simplifies tax and govern-
mental structure. Citizens and businesses know which local gov-
ernment is accountable when there are problems. This simplicity
is particularly helpful to businesses in the area of taxation since
businesses located in Virginia cities or counties receive a single
tax bill, rather than several bills from different units of govern-
ment for different functions. Second, city/county separation pre-
vents duplication of offices, services and equipment. Duplication
may occur if a city and county are both responsible for providing
services for the same population or, in some cases, when a strug-
gle occurs over which government should provide the service.
Third, the Virginia system prevents the proliferation of local gov-
ernments. Only seven states, all with small populations, have fewer
units of local government than Virginia, which has the lowest
number of units of local government per capita in the nation.
Virginia, with a population 50% greater than Alabama's, has 230
municipal governments while Alabama has 440,

The relative simplicity of the Virginia system is a significant
advantage. For example, in Hampton Roads, 1.1 million people live
in seven contiguous municipalities, with no counties and no addi-
tional local government with the power to tax. In contrast,
Broward County, Florida, an area of 1.2 million people, contains a
county government, 28 cities, a school district, a water manage-
ment district and a hospital district, each with its own taxing powers.

This following should in no way be construed as criticism of
the Dillon Rule; in fact, the Commission strongly supports contin-
ued adherence to this rule because of its direct impact on main-
taining a positive business climate in Virginia. The equalization of
taxing authority between cities and counties is sound, provided the
equalization mechanisms maintain the direct voter input on tax
increases. Cities should be brought up to the leve! of accountabil-
ity of counties by requiring cities to secure the approval of their
voters prior to any imposition or increase in meals,_lodging or
attraction taxes.

Historically, when a referendum is put to the voters the refer-
endum is often rejected (44 of 69 county meals tax referendums
failed from November 1988 through June 1999). In fact 62% of
voters in Northampion County rejected a proposed meals and
beverage tax in November 2001, As a result, generally low tax rates
have pervaded and helped produce 2 strong business climate
across the state. In addition, the current hurdles 1o the imposition
of new or increased local taxes by counties allow businesses to
expand with a degree of certajnty as to future tax structure:

The Commission appreciates the demands on city and county
budgets. However, simply raising taxes to balance their budgets on
the back of targeted industries is inequitable and results
in increased costs for businesses, decreased sales revenue and
fewer jobs. We believe that the referendum process forces greater
deliberation on the part of elecied officials and forces county gov-
ernment 1o justify 1o the voters the reasons behind the requested
tax increase.
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Finally, additional local lodging taxes should be considered as
long as the tax revenue generated is earmarked to promote local
trave! and tourism initiatives and is supported by the local lodging
establishments.

Additionally, the Commission considered what additional tax-
ation tools local governments, especially those in Northern
Virginia and the Urban Crescent, may need to address important
transportation priorities. The Commission fully considered the
proposal for a regional sales tax increase by referendum, but was
unable to endorse the concept for several reasons:

First, the Code of Virginia already prants certain localities ~
particularly Northern Virginia localities — the power to levy a local
income tax. During the 1989 session, the General Assembly
approved legislation to authorize these high growth localities
authority to hold a local income tax referendum, later codified
at Va. Code Section 58.1-540, which enables those localities to levy
2 new tax and raise additional revenues. Since the enactment
of this legislation in 1989, no locality has exercised its legal author-
ity to hold a referendum. Therefore, the Commission urges a
different approach.

Second, the Commission was concerned about the over-
breadth of an open-ended and permanent sales 1ax increase on the
people of Northern Virginia at a time when Govesnor Gilmore has
budgeted unprecedented sums of public funds for road projects in
Northern Virginia. A permanent sales tax increase appears to be
broader than that necessary to accomplish some specific trans-
portation projects, such as light rail 1o Dulles.

Third, the Commission heard testimony from Delegate
Vincent E Callahan, Jr., about a very innovative, more narrowly
tailored approach to raising revenues in specific dollar amounts to
pay for designated transportation projects. Delegate Callahan's
approach also has the virtue of having been passed overwhelm-
ingly by the General Assembly and signed into law by Governor
Gilmore - and 5o it starts with the political imprimatur a broad
regional sales 1ax increase lacks.

Fourth and most importantly, the regions of Virginia most
prominendy discussing a tax increase referendum — Northern
Virginia ~ would receive a substantisl windfall of additional rev-
enues through this Commission's proposal to cede 15% to 20% of
the state’s individual income tax revenue stream to localities.
Fairfax County in particular would receive a tremendous increase
in tax revenues amounting to hundreds of millions of dollars over
the next decade through a constitutional shift from car taxes to
individual income taxes. This is the preferable solution because
the constitutional reform would be revenue neutral for taxpayers,
rather than a 1ax increase as has been proposed by some public
leaders. The Commission favors innovative revenue neutral reform
over tax increases.

Accordingly. the Commission recommends the following:

Recommendation No. 4
Equalization of Financial Authority between Cities
and Counties '

In order to promote and enhance economic development,
public understanding and uniformity of local government financ-

ing across the Commonwealth, the Commission recommends that
all counties, cities and towns have the same local government
financing authorities (i.e.. imposing 1axes, incurring debt, service
fees and user charges, etc), such equalized authorities to be those
generatly and currently possessed by cities in the Commonwealth.

Changes 10 the Code of Virginia, and the Constitution of
Virginia if required, necessary to implement this recommendation
should be accomplished with the following principles in mind:

= Local governments should not use this equalization of local
government financing authorities as a pretext for increasing
taxes;

* Local governments are strongly encouraged to provide for
maximum public communication and public hearings in al}
aspects of local government financing; and

« Any local government whose taxing authority is increased
should attempt to offset any additional revenues resulting
from such increased authority with a reduction by a like
amount in a less equitable revenue source, such as the real
estate tax, telephone tax or BPOL tax.

Recommendation No. 5
Special Taxing District for High Priority
Transportation Projects

The Commission recognizes the need some localities have for
specific high priority transportation projects, and further recog-
nizes the destre of local governing bodies in such localities to seek
alternative funding mechanisms. Although localities were granted
considerable authority in 1989 to raise taxes upon passage of a ref-
erendum, none has done so. The Commission finds that the lack of
action in this regard is significant and indicates the need for a new,
more tailored approach. This new approach would focus taxation
and funding authority on a particular project and raise only the
amount of funds necessary to complete that project.

Unlike the approach of 1989, this funding mechanism would
not constitute an open-ended taxing authority without a specific,
definable objective. Rather, this mechanism would address cosi-
specific transportation priorities where the people whose land
value is enhanced as a result of the transportation praject, pay for
the project after the land owners in a “special transportation dis-
trict” approve the project and project-specific real estate taxes in a
referendum. This funding mechanism is modeled after Delegate
Vince Callahan's House Bill 2671, which was passed overwhelm-
ingly by the General Assembly and signed by Governor Gilmore
in 2001, and later codified as Virginia Code Sections 331-430
through 33.1-446 (Chapter 611 of the 2001 Acts of Assembly). The
Callahan funding model is tailored to specific transportation proj-
ects in Northern Virginia.

Accordingly, the Commission recommends that the General
Assembly, Governor and local governments utilize the “special
transportation district” model for high priority wansportation
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projects in other regions of the Commonwealth, provided they
include the following concepts:

« The special transportation district should only raise funds
from those land owners whose property values will be
enhanced by the transportation project;

= The special ransportation district must be created by refer-
endum and only afier significant public discussion;

« The special transportation district should be created for a
finite period of time; and

» The special transportation district should raise only the
amount of revenue necessary to complete 2 specific trans-
portation project.

Recommendation No. 6
Dillon Rule & Urban Tax Credits

The Commission recommends that Virginia maintain the
Dillon Rule and the corporate disinctions between county and
munidpal governments. However, in the process of modernizing
local government financial authority, it will be important to ame-
liorate some of the unintended consequences of the modern sub-
urban trend in order to promote vibrant core cities and retain
attractive regions. Tax policy can play an important role in pro-
moting vibrant core cities, including the following tax incentives:

* The General Assembly and local governments should enact
or expand targeted tax credits 1 redevelop blighted com-
mercial and industrial properties and promote brownfield
cleanup and development, especially in urban areas;

« The General Assembly and Jocal governments should con-
tinue to designate or expand enterprise zone tax credits, in
both urban and rural areas; and

« The General Assembly should increase funding as econom-
ic growth revenues permit, for urban renewal programs such
as the Urban Public-Private Redevelopment Partnership
Fund and the Housing Revitalization Zone Program.

Recommendation No. 7
No Unfunded State Mandates on Local
Governments

In order to alleviate local governments' financial stress, the
Commission recommends that state government impose no new
unfunded mandates on local governments.

TELECOMMUNICATIONS TAXES
IN THE INFORMATION ECONOMY

“[1]nformation technology is transforming the world in which we
live, empowering the individual a1 the expense of large corporate
and governmental institurions, and expanding the reach of individ.
ual citizens beyond old borders and physical limits "

— Executive Order 75

The world of telecommunications service has changed dra-
matically in recent years. The rise of competition has created an
array of consumer choices that were unknown a generation ago.
Most fundamentally, telecommunications services have emerged
as the port-of-entry for the Internet and the world wide web.
Increasingly, as the internet become ubiquitous, the need for
affordable and reliable telecommunications services will be essen-
tial for a broad range of activities including education, commerce,
and entertainment. Without such service, Virginia’s status as a
leader in the Internet revolution would quickly dissipate.

The emergence of new technologies, such as DSL, cable
modems, wireless cellular, and satellite TV, has created the poten-
tial for a powerful convergence of communications technology.
Increasingly, Virginians can reach the Internet, not only through
dial up service, but through their television, their cable system or
through wireless technology. As this convergence continues, the
functional and commercial distinctions between these technolo-
gies will continue to narrow.

In stark contrast to the dynamic change and progress which
is occurring in the world of telecommunications, our system for
taxing telecommunications remains static, creating unfair burdens
for consumers. Moreover, as new technologies converge, our tax
sysiem remains blind to these new functional and commercial
realities, and may create a set of incentves and disincentives that
are irrational. .

Generally speaking, taxes on telecommunications services are
very high. Nationally, taxes on telecommunications services aver-
age roughly 18%. Subtracting the federal tax bite, the average rate
for all states is 137%. Virginial average rate however is 279%,
more than double the average for all states, and is the second high-
est in the narion Yet Virginias state tax on telecommunications
services is only 3%, one of the lowest in the nation. The rest of
non-federal taxes paid by Virginians are levied at the local level,
averaging 25 percent.

All totaled, about 14% of a 1ypical consumer’s bill
for telecommunications service in Virginia goes to pay taxes.
By comparison, Virginians pay a general sales tax of 4.5% (food
is taxed at a lower rate of 4%) and a state income tax no higher
than 575%.

Additionally, the heavy preponderance of local taxation
of telecommunications services creates a very complex patchwork
of differing tax systems and jurisdictions. Nationwide, there are
37 different types of telecom taxes, and a national service
provider could be required to submit a staggering 63879 returns
annually. Here in Virginia, a statewide service provider must file
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3031 returns per year, compared to 12 for a typical Main Street
business. That makes Virginias tax structure the sixth most
complex in the nation.

Telecom 1axes are inherently regressive. The federal govern-
ment began the taxation of telephone service as a temporary fevy
1o finance the Spanish-American war. At that time, telephones
were considesed a toy for the wealthy. Today, they are as much a
necessity as a car, a refrigerator, or heat for the home. At present,
individuals with annual incomes under $70000 pay about 56% of
telecommunications taxes. In our Internet age, these regressive
taxes widen the digital divide between those in our saciety who
have access to this new technology and those who do not.

Virginia's tax system is inconsistent in its treatmem of new
1echnologies. There is no consistent practice between localities on
the taxation of DSL service, cable modem service, and wireless,

The inconsistent tax treatment of new communications technolo- |

gy does not take into account how these new technologies are con-
verging. Nor does it take into account how different ax treatment
of technologies with narrowing differences in function and com-
mercial application skews economic outcomes, and over time may
provide an unfair advantage 10 less efficient technologies.

It is also clear, however, that however imperfect Virginia's sys-
tem for taxing telecommunications services may be, localities are
dependent on the revenue that they receive from those taxes. Any
plan for reforming this system and reducing its burden on con-
sumers and service providers must ke into account the localities
need for continuing revenues. In the time that it has had to study
this issue, the Commission has not been able to develop such a
plan. However, the Commission has identified a clear need for a
plan that would radically reform Virginias telecommunications
taxes 10 make them substantially less burdensome 1o consumers,
much simpler for service providers to comply with, and neutral
with respect to different 1echnologies.

On a related topic, the Commission also recognizes that
Internet tax law and policy is evolving at the national level. For
three years, from 1998 to 200}, state and local governments were
prohibited by the federal Internet Tax Freedom Act from impos-
ing taxes on Internet access and multiple and discriminatory taxes
on electronic commerce. The federal prohibition had litle impact
in Virginia because the Commonwealth does not 1ax Internet
access or electronic transmissions of data, content, information or
software. (These transmissions are defined as “services” i
Virginia and, therefore, not subject 1o sales tax)

Although the federal moratorium lapsed in October 200}, and
Congress has not tesolved the extension of the moratorium at this
time, the Commission endorses Virginias current policy against
taxing Internet access and electronic transmissions of data, con-
tent, information and software. Any contrary poficy would make
Virginia less attractive to the technology industry ~ 3 major eco-
nomic driver in Virginia ~ and inhibit economic growth in the
New Economy. as well as exacerbate the “digital divide” by
increasing the cost of Internet access for lower income citizens.
Accordingly, the Commission supports continuation of tax policies
that favor a free and unfettered Iniernet.

Recommendation No. 8
Commission 10 Study Telecommunication Tax
Reduction & Simplification

The Commission recommends that the General Assembly
and the Governor establish a bi-partisan study commission
charged with the specific task of devising a telecommunications
tax reform proposal to:

* Simplify and develop uniformity in the panoply of complex
local telecommunications taxes in order to reduce compli-
ance and catlection costs for service providers;

* Reduce telecommunication tax rates across the

Commonwealth to reduce the costs of telecommunications
services for consumers;

* Identify replacement or growth revenues for local govern-
menqts;

» Eliminate discriminatory tax treatments of similar telecom-
munications services as technologies converge; and

* Develop reasonable limits upon the imposition of E-911
taxes on multiple telephone lines into single residences.

While that commission meets, and until its recommendations
are adopted, the Genesal Assembly should enact a statewide
moratorium prohibiting the following:

» Telecommunications rate increases; and

» Expansion of tax bases (0 new communications services.

Recommendation No. 9
Pro-Technology Tax Policy for the New Economy

The Commission recommends that the General Assembly, the
Governor and the State Tax Commissioner:

» Continue Virginia's current policy of not taxing Internet
access or digital downloads of information, content
and data;

» Enact a Virginia-wide moratorium prohibiting local taxes
on Internet access taxes or digital downloads; and

* Enact a Virginia-wide moratorium prohibiting taxation of
broadband services used to access the Internet, such as cable
modems and DSL.
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FUNDING IMPORTANT
PUBLIC INFRASTRUCTURE PRIORITIES

As we consider additional methods to fund important infra-
structure priorities, we must first consider the correct state of the
Commonwealth's credit rating. In this regard, we must first note
that Virginia's general obligation bond rating is AAA — the high-
est rating assigned by the major bond rating agencies. Virginia
long has enjoyed what is called a “triple AAA" rating, as each of
the three major bond rating agencies has assigned that rating to
Virginias general obligation bonds. Only eight other states have a
triple AAA rating.

The Commonwealth’s bond ratings allow us to issue bonds at
the lowest possible cost and also serve as the basis for the ratings
of other, non-general obligation bonds. Virginia takes great pride
in these ratings, as they reflect more about a state than just its abil-
ity to issue and service debt.

Four key factors are considered by the rating agencies in
determining credit quality: control of debt burden; economic
vitality and diversity; fiscal performance; and flexibility and
administrative capabilities of government. The AAA rating pro-
vides an acknowledgment and endorsement of the
Commonwealth’s conservative financial management policies and
practices and track record. The AAA ratings of the
Commonwealth were reaffirmed in Ociober 2001 in relation 1o an
issuance of 9(¢) general obligation bonds.

One example of the Commonwealth's commitment to'conser-
vative fiscal management is the role of the Debt Capacity Advisory
Commitee (DCAC). Virginia was one of the first states in the
nation to adopt a formalized approach to analyzing the amount of
debt that the Commonwealth may prudently issue. The role of the

DCAC is to review and recommend to the Governor and General
Assembly the maximum amount of tax-supporied debt that may
be prudently authorized or issued over a biennial period. The
DCAC urilizes a sophisticated debt capacity model designed 10
ensure that the ratio of debt service to revenues does not exceed
5%. This amount has varied between $445 million and $698 mil-
lion annually over the past four years.

During the recent years of unprecedented prosperity,
Governor Gilmore and the General Assembly have made relatively
limited use of tax-supported debt, opting instead 10 pay for capital
projects through cash appropriations. During Governor Gilmore's
administration, the actual amount of tax-supported debt author-
ized totaled $677 million, representing only 29% of available debt
capacity. The unused capacity cannot be carried forward, but does
have a positive impact on the Commonwealth's future debt capacity.

Governmental entities, including the Commonwealth, gener-
ally have two options for funding necessary capital projects, which
include infrastructure, higher education, transportation, public
safety, and other similar types of projects: cash and debt. Cash
financing typically is referred to as “pay as you go™

Debt financing is sometimes referred 10 as “pay as you use,’
i.e., debt financing provides a match beiween the useful life of a
project and the term of the financing, For example, a highway proj-
ect or university classroom building might be financed over 20
years — considerably less than the term those projects will be
used. In essence, the beneficiaries of the asset pay for it over
time, rather than placing the entire cost of the project on those
paying taxes or other fees at the time the asset is acquired.
Particularly in times when cash is insufficient to address all
major capital needs, the prudent use of debt financing allows
necessary projects to go forward while preserving cash resources
for other priorities.

The following chart compares the issuance of debt over the past four administrations in Virginia (Governors Baliles, Wilder, Allen

and Gilmore):

Tax-Supported Debt Authorizations™
By Gubernatorial Administration

Baliles Wiider Allen Gilmore

1986-89 1990-93 1994-97 1998-2001
Actual Dollars $1,539,698,000 $1,685,172.764 $1,099.893.130 $676,603,000
Authorization as a % of General Fund Budgets 9.36% 7.84% 4.25% 1.81%
Average Annual Authorized Debt Per Capita®  $ 64.82 s 67.25 $ 41.47 $ 2460
Authorizations as a % of Debt Capacity™ N/A 21985%* 11044 % 28.86%
Authorizations Adjusted for Inflation $2,298,531.091 $2,125,671,391 $1.266.780,551 $703,393,965

{1} Net of rescinded debt authorizations and other adjustments.

(2) Population as reported in Comprehensive Annual Finuncial Reports (1986-2000). 2000 population figure carried forward for 2001,

(3) Debt capacity represents the amount of additional tax-sypported debt thut may be issued in any given year without exceeding Overall Capacity W Pay Debt Service
(Debt Service < 5% of Revenue) The Debt Capacity Advisory Commiittee was created in September 1991, and submiuted its first report w0 the Governor on January 1,

1992.

(4) Based on data from years 1992 and 1993, Debt Capacity Advisory Commitiee creaied in September 1991,



Recommendation No. 10
Fiscally Responsible Use of Bands for State
Infrastructure Priorities

The Commission finds that the Commonwealth has estab-
lished a fiscally responsible debt capacity model and has been
conservative in the authorization of debt during the last four years.
Less debt has been authorized in the period from 1998 o 2001
than in any four-year period since 1986.

The bond rating agencies view control of 1ax-supported debt
as one of several factors affecting crediz guality. The Commission
notes that the Commonwealth has maintained a AAA rating on
general obligation debt from each of the three major bond rating
agencies for more than 40 years. The ratings of the
Commonwealth were confirmed in October 2001, reflecting con-
tinued confidence in Virginias prudent debt management under
Governor Gilmore's tenure.

Based upon these findings, the Commission recommends that
the General Assembly and the Governor prudently utilize the
Commonwealth's bonding capacity to fund high priority siate
infrastructure projects consistent with the following principles:

e Any debt authorized should, afier taking into account
issuance assumptions, be consistent with the recommenda-
tions of the Debt Capacity Advisory Committee and consis-
tent with the Commonwealth's maintenance of a AAA rating.

* Projects should be prioritized for debt financing, giving due
consideration to the impact of the project on debt capacity.

* The financing period for any project should not exceed the
useful life of the project.

MISCELLANEOUS TAX
REFORM PROPOSALS

During the course of this study, valuable ideas for tax reforms
in other areas have been brought to the atitention of the
Commission. Those recommendations are listed below.

Recommendation No. 11
Reducing Death Tax Burdens in Virginia

In 2001, President George W. Bush signed into law the
Economic Growth and Tax Relief Act which will phase out certain
federal estate and gift 1axes, also known as “death taxes.” The pur-
pose of the federal legislation was to allow families to pass their
life’s work — farms and small businesses and savings ~ to future
generations without onerous and duplicative tax burdens.

In addition to reducing federal estate tax rates, this legislation
phases out the credit for state death 1axes paid between 2002 and
2004, when the federal credit for state death taxes is completely
repealed. As a result of this federal reform, the s1ate death tax bur-
den for Virginia taxpayers will increase unless the General
Assembly enacts legislation to prevent the increase.

For many years, Virginia Code Section 581901 has set the
Virginia estate tax equal to the federal credit, but not less than the
credit in effect in 1978, Because the federal credit is being phased
out, Virginia taxpayers will face the following changes in their
state death tax burdens as follows:

= The estates of Virginia decedents dying between January ),
2002, and December 31, 2004, would:

» Pay Virginia estate tax at the 1978 rates; but
* Receive a partial credit for this tax on the federal estate
tax return.

+The estates of Virginia decedents dying on and after
January 1, 2005, would:

» Pay Virginia estate (ax at the 1978 rates until the entire
federal estate tax is repeated in 2010; but

* Receive a deduction on the federal tax return instead of
a dollar-for-dollar credit.

Thus, while the federal estate tax is being phased out, the
after-tax value of the estates of Virginia decedents will be reduced
by the Virginia estate tax for which a full federal credit is not
allowed.

Protecting Virginia taxpayers from this death tax ljability will
assist families who own farms and small businesses from passing
their lifetime savings - almost all of which was taxed during their
lifetimes — 1o their children and grandchildren. Accordingly, the
Commission recommends the following:

*The General Assembly should amend Virginia Code

Section 581-901 by striking the following language which
appears as the last sentence in the definition of “Federal
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credit”: “In no event, however, shall such amount be less
than the federal credit allowable by § 2011 of the Internal
Revenue Code as it existed on January 1, 1978

Recommendation No. 12
Taxpayer Rights & Appeals Process

The fair and efficient administration of taxes by the
Commonwealth and its local governments is fundamental to the
ability of Virginia to maintain its position as a state that fosters a
favorable business climate as well as promotes prosperity for all
its citizens.

In evajuating Virginias tax administration system, the
Commonwealth scores well with respect to basic procedural ele-
ments. For example, Virginia provides several protections that
must be considered, at a minimum, to be part of an even-handed
and customer-focused tax administration system. These five ele-
ments are: (1) an even-handed statute of limitations with respect
10 assessmems and refund claims: (2) equal interest rates on
assessments and refunds; (3) adequate time to file a protest of an
assessment; (4) an automatic extension of state return filing dates
beyond the federal due date; and (5) federal audit changes do not
open an entire state return. In addition, Virginia has a Taxpayer
Bill of Rights.

However, the foremost element of good tax administration is
a fair, efficient, and independent appeals system. Such a system
permits assessments to be reviewed by an independent appeals
tribunal before the taxpayer is required to pay the 1ax. Virginia
does not presently have such an appeals process.

Currently, in Virginia, 2 taxpayer has the right to protest an
assessment 1o the State Tax Comsmissioner. If the waxpayer receives
no relief, he may file an action in circuit court but must “pay-to-
play” That is, in order for the circuit court to have jurisdiction, the
disputed tax assessment must be paid or a bond posted. However,
the bond must be posted within 90 days of the assessment. Thus,
the taxpayer may have to post the bond before the decision of the
State Tax Commissioner has been rendered. As a practical matter,
this provision affords the taxpayer no reasonable alternative
to payment of the disputed assessment in order to maintain
a court action.

According to the Commitice on State Taxation, today more
than half of the 50 states have an independent appeals tribunal
dedicated specifically to hearing tax cases. These appeals sysiems
afford taxpayers the opportunity 10 esiablish a record for appeal
in an independent adjudicative body, before judges knowledgeable
in tax law, and usually without a prepayment requirement before
their day in court. Both the Virginia Chamber of Commerce
and 1the Virginia Manufacturers Association advocate such an
appeals system.

To establish a fair and efficient tax appeals system, the tax
court or tribunal must be truly independent. it must not be locat-
ed within, or report 1o, the Department of Taxation. Without inde-
pendence, the appearance of objectivity will be impossible w0
achieve. In addition, the tax tribunal’s judges must be specifically
trained as tax lawyers and should be solely dedicated to resolving
1ax issues.

Finally, taxpayers should not be required to post bond or pay
a disputed tax before a hearing before an independent tribunal. It
is inherently inequitable 1o force a taxpayer to pay a tax assess-
ment, often based on untested assertions of an auditor, without the
benefit of a hearing before an independent trier of fact.

Establishment of an independent tax tribunal and elimination
of the pay-to-play rules would benefit both the Commonwealth
and its taxpayers. An independent tribunal of well-trained judges
should be established to decide a broad range of disputes from less
complex tax issues, such as those arising from personal income
tax matters, to complex corporate tax disputes. The tremendous
growth and complexity of tax law that applies to multi-jurisdic-
tional entities, many of which have global interests, makes this
approach essential to “modernizing” the appeals process.

To preserve its well-deserved reputation as good place to live
and do business, the Commonwealth would be well-served to
update its tax administration by replacing its current appeals
protess with an independent appeals system that would allow tax-
payers to make prepayment challenges to disputed tax assess-
ments. Without doubt, such changes would only enhance Virginia's
business climate and reputation for providing a fair and efficient
tax system. Accordingly, the Commission recommends that the
General Assembly enact legislation that would establish a modern
appeals procedure embracing the following principles:

+ An independent tribunal, not located within or reporting to
the Department of Taxation, should be authorized to hear a
broad range of issues. The panel should be composed of tax
lawyers and be dedicated solely to hearing tax cases.

* The new appeals procedure should be structured so as not
to add another administrative layer to the current system.

« Taxpayers should not be required to prepay an assessment
before they are afforded an opportunity for a hearing before
an independent arbiter.

All photos: Michaele White, Office of the Governor

A-61



Commonuwealth of Virginia
Office of the Governor

Executive Order
NUMBER SEVE -FIVE (0

Establishing the Governor’s Commission on
Government Finance Reform for the 21* Century

Preamble

By virtue of the authority vested in me as Governor under Article V of the
Constitution of Virginia, including but not limited to Section 2.1-51.36 of the Code of
Virginia, and subject to my continuing and ultimate authority and responsibility to act in
such matters, ! hereby establish the Governor’s Commission on Government Finance
Reform for the 21* Century. The Commission is classified as a gubemnatorial advisory
commission pursuant to Section 2.1-51.35 and Section 9-6.25 of the Code of Virginia.

This Commission shall study and recommend fundamental reforms to the Virginia
Constitution and tax and spending policies with the purpose of modemizing government
finances in Virginia to meet the new and unprecedented challenges of the 21* Century.

ha es ve i " Ce

Virginia’s demographics have shifted significantly over the last three decades.
Population and prosperity has increased dramatically in thc “Golden Crescent™ stretching
from the suburbs of the northern part of the state down the 1-95 corridor to the state’s
capitol and south to the Hampton Roads region. Inner cities have lost population to the
suburbs. Rural areas have lost population to urban arcas. And certain industries that
once dominated the economies of regions of our state, especially in Southside and
Southwest Virginia, have declined and challenged us to seek others to prosper in their
place.
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At the same time, information technology is transforming the world in which we
live, empowering the individual at the expense of large corporate and governmental
institutions, and expanding the reach of individual citizens beyond old borders and
physical limits. Biotechnology and medical breakthroughs are curing people of once
fatal diseases, extending life, and improving the quality of life for millions of Americans
afflicted with physical or mental ailments. The technological revolution of the last
decade fundamentally has transformed the American economy by making the private
sector more efficient in the production of goods and dclivery of services, augmenting the
wealth of American citizens, and expanding economic opportunity to more citizens and
places.

Such profound changes in Virginia’s economy and the lives of our citizens
present unprecedented challenges and opportunities for government at all Jevels.
Governmental institutions cannot stand pat during times of cumulative and dramatic
societal change. They must be flexible, innovative and reform-minded in order to
hamess the same efficiencies driving the private sector and deliver essential services as
effectively as possible. From top to bottom, from the way government taxes its citizens
in a New Economy to the way government plans its affairs for long-term continuity and
funds and delivers services, all functions of government in Virginia deserve a thorough
study to identify those areas in need of reform, or those arcas where reform might
enhance government operations and improve the lives of people.

Over the course of the last three years, I have attempted to reform numerous

aspects of government in Virginia. 1 have worked tirelessly to eliminate an antiquated and

regressive tax on the vehicles our citizens need in a mobile society. 1 have implemented
fundamental education reforms o raise academic standards and achievement for the next

generation of Virginians and prepare them for the economic and intellectual challenges of

a global economy. Ihave initiated a long-term plan to tie, for the first time, funding in
higher education to measurable results in terms of affordability and quality. I created the
first Cabinet-level Sceretary of Technology in the nation, launched a comprehensive e-
government initiative, signed into law the first Intemet policy as well as the first uniform
electronic commerce statute, and took steps to close the digital divide. | have proposed

fundamental reforms in the way Virginia delivers mental health services to thosc in necd.

| have signed into law major rcforms for the Virginia Department of Transportation and
Virginia’s road building programs to build roads faster and more cfficicntly. And | have
proposed, with some success, clectoral reforms to ensure fair and honest clections for
voters.
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Unfortunately, each governor leaves a two-year budget for his successor who
faces significant limits in his ability to engage in long-range planning for the
Commonwcalth during the first two years in office and one four-year term as Governor
offers precious little time to undertake all of the major reforms demanded by the
challenges of our times. Despite our reform efforts on so many fronts, 1 have been struck
by how many opportunities for reform and improvement could be accomplished by a
more fundamental review of how government budgets and finances services, and I have
heard the voices for change expressed through many disparate and competing study
commissions and interest groups.

Among the many 21" century challenges facing a government designed in the 20"
century is the question of how to distribute taxation authority, 1ax revenucs, and funding
responsibilities for essential services between state and local governments. Some people
have advocated tax increases at the local level, others have proposed to shift more
funding responsibilitics to the state, while others have proposed sharing more state tax
revenues with the localities. This debate has been fueled no doubt in large measure by
the comparatively disproportionate growth in state tax revenues through the income tax,
the less prolific but nevertheless significant growth of real estate and personal property
taxes at the local level, and the ever increasing demand by special interest groups for
government services.

This debate also has been spurred by implementation of the Personal Property Tax
Relief Act of 1998 which phases out the burdensome local property tax on our citizens’
cars and trucks. The public outcry for relief from this onerous tax has consistently been
very strong. At this time, the state reimburses each locality dollar-for-dollar for the
revenues the localities once collected directly from our citizens. That approach has been
functional and effective. However, the complexities of this reimbursement mechanism
have prompted suggestions for alternatives and these should be explored.

Virginia's current Constitution was adopted three decadces ago in 1971. It has
been amended every even year since (with the exception of 1988), but no comprehcnsive
review or overhaul has occurred since its adoption. Much has changed in thirty years,
and so 1 believe the time is proper to compare our Constitution to the New Economy, our
changed demograpbics, and the challenges of our time.

My goal is for this Commission to engage as thorough and perceptive a review as
any in our history and make retorm recommendations that advance our Commonwealth
and our people into 2 21 Century filled with unprecedented challenges and
opportunities. Government must reform itself and adapt to change if it is to fulfill its
solemn obligations to the people it serves.

A-64



Executive Order Number Seventy-five (01)

Page Four

arge fi

th issi

The Commission shall undertake a thorough and comprehensive review of
Virginia’s govemnmenta} finances, including its Constitutional structure, and advise the
Governor and General Assembly, in a final report, of those reforms necessary to
modemize Virginia government to meet the unique challenges and opportunitics of the

21% Century. :

" In the course of its review, the Commission shall strive to address, and be guided
by, the following issues and principles in a coordinated set of recommendations for

reform:

State and local tax structures, including elimination of the personal property
tax on vehicles and other tax reforms adapted to the New Economy;

Appropriate division between state and local governments for the provision of
and funding for cssential services, including education, public safety, and
social services; and

Modemization of government, including improvements to the state budget

process, continuity in public policy over time, and mechanisms for long-term
strategic planning for the Commonwealth. -

The Commission shall consider and, where appropriate, synthesize or draw

upon the findings and recommendations of other governmental study committees and
commissions, including but not limited to the following:

Commission Studying Virginia’s State and Local Tax Structure in the 21*
Century

Legislative Joint Subcommittee to Study and Revise Virginia’s State Tax
Code

Commission on the Future of Virginia’s Citics

Rural Virginia Prosperity Commission

Commission on Comnunity Services and Inpatient Services

Special Task Force on Faith-Based Community Serviee Groups

Joint Rules Committee Studying the Legislative Process
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Structure and Funding

The Commission shall be composed of no more than 30 members, appointed by
the Governor, and serving at his pleasure. The Governor shall designate a Commission
Chairman and Vice Chairman who will direct the Commission’s work. The Attomey
General of Virginia, or his designee, shall serve on the Commission. Members of the
Commission shall serve without compensation but shall receive reimbursement for
expenses incurred in the discharge of their official duties and approved by the Chairman.

The Governor will designate staff support as necessary for the conduct of the
Commission’s work during the term of its existence. The Commission’s staff may
include, if necessary, an Executive Director appointed by the Governor and other persons
furnished by the Office of the Govemnor, the Offices of the Governor’s Cabinet
Secretaries, the Department of Planning and Budget, the Department of Taxation, and
other executive branch agencies and institutions as the Chairman or Vice Chairman may
request.

The Governor hereby directs all executive branch agencies and institutions,
including institutions of higher education, to cooperate fully in assisting the Commission
and Chairman in their work and to provide promptly all information requested by the
Commission. An estimated 2,000 hours of staff time will be required to support the work
of the Commission. Necessary funding for the term of the Commission’s existence shall
be provided from such sources, both state appropriations and private contributions, as
authorized by Section 2.1-51.37 of the Code of Virginia. Direct expenditures for the
Commission's work are estimated to be $35,000.

The Commission shall make a final report to the Governor and General Assembly
no later than December 31, 2001. It may issue interim reports, findings, or
recommendations at any time it deems appropriate.

This Executive Order shall be effective upon its signing and shall remain in force
and effect until January 10, 2002, unless amended or rescinded by further executive
order.
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Given under my hand and seal of the Commonwealth of Virginia this 20 % day
of June, 2001.

James S. Gilmore, 111
Governor of Virginia

Attest:

o1

cretary of the Commonwealth
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REMARKS BY
GOVERNOR JIM GILMORE

Governor's Commission on Government
Finance Reform for the 21Ist Century
Richmond, Virginia

July 25,2001

Welcome

Chairman Bliley, thank you for that kind introduction, and please
accept my sincere appreciation for three decades of public service
and leadership — as Mayor of the City of Richmond, Chairman of
the Virginia Municipal League, Congressman from the 7th
District, Chairman of the House Commerce Committee — and
now, as the honorable Chairman of this commission.

I look around this room and I see so many distinguished leaders
from the public and the private sectors, and I know that assembied
here is a unique combination of experience and talent and vision
to fashion meaningful reforms in the way Virginia taxes hard-

working citizens and spends their money - and in the way tax

revenues are divided between state and local governments.

As the Chairman just mentioned, we have indeed accom-
plished many important objectives on behalf of the people of
Virginia, and § am proud of our accomplishments.

But four years pass quickly — and offer little time 1o reach the
next generation of reforms implicated by a Governor’s first round.
Every last minute must be used effectively to push ahead on
reform and progress.

When the people of Virginia entrusted me with a four-year
term as their Governor, [ vowed to work in their best interests
from Inaugural day 1998 to Inaugural day 2002.

In fulfillment of my unswerving devotion to the people of
Virginia, and with the humility that accompanies the close of a
four-year term, I have asked the distinguished citizens assembled
here to sustain our abiding allegiance to the best interests of the
future of our great Commonwealth,

And 50, to Chairman Bliley, to the distinguished commission
members assembled, and to those citizens and members of the
press in atiendance, let me present, as clearly and concisely as [
can, a statement of the common concerns and objectives that call
us together.

A New Paradigm for a New Decade
During the era of the 1970s and 1980s, the prevailing political phi-
Josophy in Virginia equated “good government” with tax increases.

In an atmosphere of one-party rule and no true political com-
petition. the old philosophy dominated without serious challenge.
Nor was any rigorous public debate of the issue permitted.

Beginning in 1990, however, Virginia shifted philosophical
gears and embarked upon a new paradigm for a new decade under
the leadership of Governor Wilder.

Faced with a national recession and declining tax revenues,
advocates of the old orthodoxy reflexively called for higher taxes.
Government could not absorb the pain. they argued.

But Governor Wilder steadfastly refused. Hardworking
people facing a recession and trying to pay their morigages and

household bills should not absorb the pain, he replied. And so he
opposed every tax increase the old guard sent his way.

And now [ speak to you in the year 2001. Virginia has closed
one decade without a tax increase — from Governor Wilder, 1o
Governor Allen, and through my adminisuation — we have
successfully abandoned the old dogma in favor of a new paradigm
... a new paradigm that requires government 1o become more effi-
cient in the way it spends the people's money, not more effective
in the way it seizes their money.

The old philosophy advocated impetuous tax increases o pay
for the latest and shiniest government program, while the new
paradigm relies upon steady economic growth to generate tax
surpluses to fund our most pressing priorities.

The old philosophy believed the only way to improve the
quality of government services was to spend more money on
them. The new paradigm relies just as fervently upon refornt and
the application of new technologies

The old philosophy gave government free access and a moral
right 1o taxpayers wallets. The new paradigm restricts govern-
ments appetite and access to citizens bank accounts, and
presumes the principled right of each citizen to keep the product
of his own labor.

.The old philosophy maintained that higher taxes and expanded
government programs were the price each citizen paid for collec-
tive social progress. The new paradigm does not dispute the
legitimate role of government in providing beneficial schools and
social programs, but it places equal value upon the power of lower
taxes to empower individual citizens economically to improve
their own lives rather than depending upon government.

" And in times of economic downturns ~ like the one faced by
Governor Wilder in 1991 or the one we faced in 2001 — the old
philosophy put governments financial interests first, while the
new paradigm puts the people first.

That is the new definition of “fiscal conservatism” in Virginia.

The New Paradigm & Four Years of Economic Growth
Distinguished commissioners, your challenge is to study the fast
decade of taxing and spending in Virginia, 1o distill some funda-
mental truths, and to recommend the most constructive paradigm
for the next decade.

In just a few moments, I will let you proceed with that
ambitious charge.

But let me raise the curtain slightly by visiting a few undeni-
able facts about the decade of the 1990s, with particular artention
on the last four years.

Four years ago, I traveled literally to0 every corner of the
Commonwealth to offer 2 vision of collective progress in government
services and individual empowermem for hardworking citizens.

My vision was this: Education first, then cur taxes

On education, I promised to increase public spending on
public schools by over $1 billion.

And I told the people of Virginia that I would reform public
education by faithfully implementing higher academic standards,
insisting upon School Report Cards, enacting public Charter
School legislation, putting 4000 additional ieachers into Virginia's
schools to reduce class sizes and provide remedial instruction -~
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and raising test scores.
On taxes, I promised 10 phase out the car 1ax over five years,
and 1o cut the car tax through revenue growth.
Ladies and gentlemen, we have faithfully kept our word 1o the
people of Virginia.
Consider these facts:
» Since 1997, we have increased state tax support on public
K-12 education by more than $1 billion — an increase of
36 percent in just four years,

«We have increased state tax support 1o operate our
public colleges and universities by over $500 million - a
48 percent increase;

» And while many people have focused on our decision to
delay some capital projects this year, the forgotien fact is
that — counting all available funds — we have spent nearly
$1.9 billion 10 improve our college campuses since 1997,

»We have increased spending on mental health services by
$213 million ~ or 49 percent,

» When the national economy started to slump last year and
revenue growth slowed, we still managed to maintain our
gains: I ordered no reductions 1o K-I2 education, no reduc-
tions to higher education operating funds, and ne cuts to
social services ... it wasn't easy, but I accepted the responsi-
bility left to me by the General Assembly and fulfilled my
Constitutional duty;

+1 will leave office without touching Virginia's Revenue
Stabilization Fund - in fact we will make additional
deposits into the fund and leave over $900 million in the
bank for future generations ~ and Virginias triple-A bond
rating will be in tact; and ...

» We accomplished all of this progress while cutting taxes!
This year we are cutting the car tax by 70 percent — and letting
the people of Virginia keep $756 million of their own
money 10 spend on their priorities — whether ifs an exira
morigage payment, paying off debt, investing for retirement,
paying a tuition bill, or buying school clothes for children.

The key to our success has been economic growth As 1
promised four years ago, every dollar of tax relief has come from
revenue growth since 1997 In fact, the Commonwealth spent
$4.1 billion more in 200! than it spent in 1997 - and only
14 percent of each new dollar went to car tax relief.

Our progress has validated the new paradigm that started
with Governor Wilder, continued under Governor Allen, and that
you are here to sustain in the new century.

Opportunity for Reform in the Next Decade
Four years ago, there were some who doubted that economic
growth would produce more than a 50 percent increase in State

1ax revenues — an increase of $4.1 billion.

Others thought it was possible — but did not want to spare one
dime of surpluses for hardworking taxpayers to keep. They were
the old guard.

For others, car tax relief — regardless of its moral or political
merits — complicates their well-intentioned spending plans for
government.

The point is that - notwithstanding our tremendous progress
made possible by a bountiful economy - tax relief for the people
of Virginia remains a point of contention.

But where many people see impasse, I see great opporiunity.

Local governments that used to tax their citizens on their
cars and trucks, now receive dollar-for-dollar payment from the
state’s general fund ~ a windfall for taxpayers and local govern-
ments alike.

As these car tax reimbursements near $1 billion annually,
revenue sharing ideas that used to sound radical -~ now appear
quite practical and politically plausible - almost a baby step away
instead of the giant leap required four years ago.

I have heard the voices for change expressed through many
disparate and competing study commissions and interest groups.

Local governments already receive about half of the states
general fund, but for years local governments have complained
that they rely too heavily upon the State's generosity and real
estate taxes to fund local services.

Charge to the Commission & Closing
So, here we are assembled o decide the Commonwealth’s next step.
Your charge is outlined in Executive Order 75:

*First, how should Virginia structure state and local 1ax
authority while eliminating the personai property tax on the
cars and trucks owned by Virginia taxpayers?

« Second, how can Virginia fatrly address the respective fund-
ing burdens between state and local governments?

* And third, how can Virginia modernize its state budget
process to provide our citizens continuity in public policy
over time and encourage long-term strategic planning for
the Commonwealth?

Let us be mindful of the challenge and inspired by the
opportunity we have before us 1o make tax relief for people and
effective government services compatible goals.

Harry Truman once said: “Men [and women] make history
and not the other way around. In periods where there is no leader-
ship, society stands still. Progress occurs when courageous, skillful
leaders seize the opportunity 10 change things for the better”

I believe that's true.

I ask you 10 embrace change and reform - 10 be bold and
creative — and 10 make some history.

1 thank you for your commitment 1o serve the people of
Virginia and I wish you Godspeed in your work.
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10:00 - 10:15
10:15 - 10:40

10:40 - 10:45

10:45 - 12:30

12:30-1:30

1:30 - 2:00
2:00 - 2:30

2:30 - 3:00

AGENDA

First Meeting of the Governor's Commission on
Government Finance Reform for the 21st Century

Richmond, Virginia
Juiy 25, 2001

Call to Order & Welcoming Remarks
The Honorable Thomas J. Bliley, Jr., Chairman

Keynote Remarks & Charge to the Commission
The Honorable James S. Gilmore, 111, Governor of Virginia

Swearing-In of Commissioners
The Honorable Martha H. Kilgore,
Deputy Secretary of the Commonwealth

Major Sources of State and Local Tax Revenues in Virginia
William J. White, Executive Assistant, Office of Tax Policy,

Virginia Department of Taxation

State and Local Government Spending — 1991-2001
Richard D. Brown, Acting Director, Virginia Department of Planning & Budget

Lunch (Provided for Commissioners & Presenters)

The Personal Property Tax Relief Act of 1998 — Overview
Asbury W. Quillen, Acting Commissioner, Virginia Department of Motor Vehicles

One Alternative to the Personal Property Tax Relief Act of 1998
The Honorable John H. Rust, Jr., Member, House of Delegates, Fairfax County

Open Discussion by the Commission & Closing Business
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10:00 - 10:15

10:15 - 10:30

10:30 - 10:45

10:45 - 11:00

11:00 - 11:15

11:15 - 12:00

12:00 - 1:30

1:30 - 2:15

2:15~2:30

2:30 - 2:45

AGENDA

Meeting of the Governor's Commission on
Government Finance Reform for the 21st Century

The Rotunda
University of Virginia
Chariottesville, Virginia
September 24, 2001

Call to Order: Ashley L. Taylor, Vice Chairman

Welcome: John T. Casteen, II1, President of the University of Virginia

Charles E. Judd

Virginia Leadership Council of the National Federation of Independent Business

Sandra D. Boewen, Senior Vice President
Government Affairs Virginia Chamber of Commerce

Stevenson T. Walker, President and CEO
Virginia Manufaciurers Association

Kathryn C. Falk, Presiden:
Virginia Cable Telecommunications Association

Jeffrey Eisenach, President
Progress and Freedom Foundation, Washington, DC

Lunch (Provided for Commissioners)
Guest Spezaker: R. K. Ramazani

Professor Emeritus of Government and Foreign Affairs University of Virginia

Ellen R. Davenport, Director of Public Finance
Virginia Association of Counties

Betty Long, Deputy Direcior

Virginia Municipal League

Suzette P. Denslow, Special Consultant
Virginia Association of Counties

Connie Baweum, Depury City Manager, City of Richmond
On behalf of the First Cities Coalition

Eric V. Schlecht, Director of Congressional Relations
National Taxpayers Union, Alexandria

Open Discussion by the Commission and Closing Business
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10:00 - 10:10

10:10 - 10:40

10:40 - 11:10

11:10 — 11:40

11:40 - 12:00

12:00 - 1:15

1:15-1:30

1:30 - 3:00

AGENDA

Meeting of the Governor’s Commission on
Government Finance Reform for the 21st Century

Marriott Dulles Suites
Herndon, Virginia
October 23, 2001

Call to Order: The Honorable Thomas J. Bliley, Jr.
Chairman

The Honorable Barry E. DuVal
Secretary of Commerce and Trade

James M. Wordsworth

On behalf of the Virginia Hospitelity & Travel Association;

Chairman, Tourism Working Group of the Virginia FPost
Atiack Economic Response Task Force

Frank S. Ferguson

Chief Deputy Anomey General

Office of the Anorney General

Open Discussion by the Commission
Lunch (Provided for Commissioners})

The Honorable Vincent F. Callahan, Jr
Member House of Delegates (Fairfax County)

Co-chairman, House Comminee on Appropriations

Open Discussion by the Commission
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10:00 - ]0:15

10:15 - 10:45

10:45 - 12:00

12:00 - 1:00

1:00 - 3:00

AGENDA

Meeting of the Governor's Commission on
Government Finance Reform for the 215t Century

Rockefeller Room
The Williamsburg 1nn
Williamsburg, Virginia

November 19, 2001

Call to Order: The Honorable Thomas J. Bliley, Jr.
Chairman

Stuart S. Carter

Chief Economist — Public Finance
Office of Policy & Administration
Depariment of Taxation

Discussion by the Commission:

(1) Proposed Recommendations

(2) Additional Recommendations by Commission Members
(3) Draft of Final Report

Lunch { Provided for Commissioners)
Continue Discussion

Adopt Recommendations
Approve Final Report

Closing Business
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Department of Motor Vehicles

Revenues and Costs of Administering Certain Agency Functions

Agency Functions

Motor Fuels and Rental Vehicle Tax Compliance

Vehicle Titling/Licensing/Regulation *
Driver Licensing/Regulation *

Customer Records *

Dealer Services

Motor Carrier Licensing/Regulation
Transportation Safety

Vehicle Insurance Monitoring/Verification
Aid to Localities

Miscelianeous Activities

TOTALS

Net Revenue
Collected

$804,533,608
$693,840,659
$25,053,510
$19,311,597
$572,553
$5,422,972
$5.554,006
$12,148,671

$33,563,531

$1.203.768

$1,601,204,965

Allocated Cos

$2,119,695
$56,455,802
$56,670,448
$9,550,257
$653,641
$2,545,216
$2,863,267
$4,353,065
$46,508

7,959

$137,545,858

APPENDIX E

Costs as a Percent
of Net Revenue

0.26%

8.14%

226.20%

49.45%

- 114.16%

46.93%

§1.55%

35.83%

0.14%

180.07%

8.58%

* The 2002 Session of the General Assembly passed a $2 increase in the annual fee to register a
vehicle, a $.60 increase In the yearly fee charged for a driver’s license, and a $2 increase in the
fee charged for customer records. As a result, the cost of administering vehicle registration,

driver licensing, and customer records programs, as a percentage of net revenue, could -

decrease.

Notes:

Source: ACTR 1671 and ACTR 1427, Commonwealth Accounting and Reporting System, as of June 30,1999.

DMV retains between eight and nine percent of all revenues collected for operating costs. The remainder is
disbursed to other state transportation programs, other states in accordance with reciprocal licensing/taxing
agreements, and to localities for locally administered taxes and fees.



State Corporation Commission
Revenues and Costs of Administering Certain Agency Functions

Agency Functions
Gross Insurance Premiums Tax
License Tax on Utilities (Water Companies)*
Fees Paid for Formation of Businesses,
Conducting Business in Virginia, Annual
Registration Fees, Providing Information from
and Maintaining the Records of the Commission

Special Regulatory Revenue Tax**

Annual Assessment on Banks for Regulation
and Examination of Banks

Telecommunications Relay Surcharge

Broker/Dealer Registration Fees, Securities
Registration Fees, Investment Advisor Fees

Rolling Stock Tax
Private Payphone Fees
Electric Companies®™
State Consumption Tax
Special Regulatory Tax
Gas Companies™*
State Consumption Tax

Special Regulatory Tax

TOTALS |

Fiscal Year 2002
Revenue Estimate Allocated Costs

$221,000,000

$937,000

$23,150,000

$10,702,000

$8,051,000

$9,280,000

$7.234.000
$553,000
$184.000

$64,186,000
$9,387,000

$9,053,000
$1.341,000

$365,058,000

$315,000

$6,000

$769,000

$18,000

$15,000

$24,000

$151,000
$10,000

$2,000

$35,000

$25,000

$1,370,000

Costs as a Percent
of Net Revenue

0.14%

0.64%

3.32%

0.17%

0.18%

0.26%

2.09%

1.81%

1.09%

0.05%

0.24%

0.38%

* Beginning January 1, 2001, electricity and natural gas companies were no longer assessed with
the annual license tax on utilities. Taxes on the consumption of electricity and natural gas and
liability for corporate income tax replaced the annual license taxes on electricity and natural gas

companies.

* The Special Regulatory Revenue Tax for electricity and natural gas companies as of 2001 is a
part of a consumption tax. This is a result of deregulation of these industries.
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Major Sources of Non-General Fund Revenue
FY 2000
($ in millions)

Fines, Forfeitures, Costs, Other
Penstties, and Escheats (e.g. proceeds from unclaimed
Major Taxes $217 property; a portion of Tobacco
(motor fuels tax ($784); motor 1.9% Master Settiement Agreement
vehicle sales and use tax ($492); revenue)
and emptloyer tax for $769

unemployment benefits ($149))
$1.425
12.2%

Rights and Privileges
{e.g. motor vehicle license fees;

marriage license fees)
$607 T ——

5.2%

interest, Dividends, and Rent

$455
3.9% Institutional Revenue
(a.g. higher ed. tuition and ‘ Sales of Property and
fees; medica! hospital charges) . Commodities
$2,551 \—(a.g. sale of land or equipment)
Assessments - Special Services 21.8% ' $988
(e.g. uninsured motorist 8.4%
assessments)
$737
6.3%

Total Non-General Fund Revenues = $11,704
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Examples of Nongeneral Fund Taxes
DEPARTMENT OF MOTOR VEHICLES

Total revenue collections for DMV for the past three fiscal years are
as follows:

Fiscal Year Revenue Annual Growth
1998 $1.6 billion
1999 $1.7 billion, 5.3%
2000 $1.8 billion - 6.7%

None of the money collected by DMV is deposited into the general
fund. , '

The Department of Motor Vehicles collects both the Virginia Fuels
Tax and the Virginia Motor Vehicles Sales and Use Tax.

~  These taxes account for 73.8% of the $1.8 billion in fees and
taxes collected by DMV in FY 2000.

Virginia Fuels Tax

History

The Virginia fuels tax dates back to 1923 when the tax was applied
only to gasoline.

The Virginia fuels tax is the largest source of nongeneral fund revenue
coliected by DMV.

- Fuels tax revenues in FY 2000 were $784.4 million. Thisisa
27.2% increase since 1991.

- Fuels tax revenues accounted for 43.5% of all nongeneral fund
revenues collected by DMV in FY 2000.
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. Fuels tax revenues are distributed to the Transportation Trust Fund,
the Highway Maintenance Operating Fund, and DMV.

- Revenues attributable to the two and one-half cent rate increase
enacted in 1986 are distributed to the Transportation Trust
Fund. Of the remaining revenues, 99% are distributed to the
Highway Maintenance Operating Fund and 1% are distributed
to DMV for funding of the agency's operations.

Structure of the Tax

. Prior to January 1, 2001, the fuels tax was collected and remitted to
| DMYV when the fuel was in the chain of distribution.

— - Fuel could be sold and purchased numerous times by
distributors and jobbers before the fuels tax was actually paid to
DMV. This could result in a long audit trail for purposes of
determining who actually owed the tax.

. The General Assembly passed legislation during the 2000 Session that
provided that the fuels tax is assessed at the point the fuel was
removed from the terminal rack. The legislation was effective
January 1, 2001.

- The ‘tax at the rack’ legislation made licensed suppliers (i.e., oil
companies and producers) responsible for collecting and
submitting the tax to DMV as opposed to distributors and
jobbers. Suppliers and terminal operators are required to file a
$2 million liability bond.

- Nineteen other states impose their fuels tax ‘at the rack’.

- Licensed suppliers are required to remit the tax to DMV by the
20th day of the second month afier the transaction.

A-78



o DMV expects increased fuel tax revenues from imposing the
fuels tax ‘at the rack’. The increase is expected to come from
increased accuracy in filing fuels tax returns and an increase in
matching federal funds.

. The fuels tax rates for motor fuels are as follows:
Fuel Tax Rate
Gasoline and gasohol 17.5 cents per gallon
Diesel fuel _ 16 cents per gallon
Aviation gasoﬁne 5 cents per galion
Aviation jet fuel used 5 cents per gallon on the
by aviation consumers first 100,000 galions and

a half cent per gallon in
excess of 100,000 gallons

. The fuels tax rate for alternative fuels (combustible gas, liquids, and
other non-motor energy sources) used to operate a highway vehicle is
16 cents per gallon. '

o Federal, state, and local governments and certain nonprofit charitable
organizations are exempt from Virginia’s fuels taxes.
Comparison with Other States

. All 50 states impose fuels taxes on gasoline and diesel
fuel.

- Only 15 states impose a lower fuels tax on gasoline than
Virginia does.



- Nine states impose a lower tax on diesel fuel, and
4 states (Hawaii, Indiana, South Carolina, and Vermont) tax
diesel fuel at the same rate as Virginia does.

Virginia Motor Vehicle Sales and Use Tax
History

. The motor vehicle sales and use tax was first imposed in 1966 at a rate
of 2% of the gross sales price paid for motor vehicles. It was imposed
at the same rate and enacted at the same time as the retail sales and
use tax.

- The tax was last increased in 1986 to 3%.

. The motor vehicle sales and use tax is the second largest source of
nongeneral fund revenue collected by DMV.

- Sales and use tax revenues were $492 million in FY 2000. This
accounted for 30.4% of all revenue collected by DMV in FY
2000.

. - Motor vehicle sales and use tax revenues have more than
doubled (116.2% increase) since FY 1991. The annual growth
in these revenues has eclipsed 10% in five out of the last eight
years (1993, 11.8%; 1994, 21.8%; 1995, 10.3%; 1999, 10.6%;
and 2000, 12.8%).

J Revenues from the motor vehicle sales and use tax are distributed to
the Transportation Trust Fund and the Highway Maintenance
Operating Fund.

- Revenues attributable to the 1% rate increase enacted in 1986
are distributed to the Transportation Trust Fund. Revenues
attributable to the remaining 2% are distributed to the Highway
Maintenance Operating Fund.
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Structure of the Tax

The tax is assessed on the gross sales price of motor vehicles and
manufactured homes (in lieu of the retail sales and use tax). The tax
is paid at the time the purchaser applies to DMV for a Certificate of
Title to the vehicle. That is why it is sometimes referred to as the
‘titling tax'.

The motor vehicle sales and use tax is imposed at the following rates:

Transaction Tax Rate
Sale or use of a motor vehicle 3% of the gross sales price

Sale or use of 2 manufactured home 3% of the gross sales price
Long-term rental of a motor vehicle 4% of the gross proceeds

Short-term rental of a motor vehicle 4% of the gross proceeds
(daily rental vehicles)

—  The minimum tax is $35.

—  The sales price upon which the tax is based is not reduced for
motor vehicles that are traded in.

The tax applies both to the sale and use of motor vehicles in Virginia.

- Vehicles purchased outside Virginia but used or stored in

Virginia are subject to the tax (the tax is reduced by the amount
of sales and use tax paid in the state of purchase).

There are numerous exemptions from the tax including:
Sales to federal, state, and local governments;

A-81



STATE CORPORATION COMMISSION

The State Corporation Commission, like DMV, is a nongeneral fund
agency.

—  Unlike DMV, the revenues collected by the State Corporation
Commission are (i) distributed to the general fund (e.g., taxes
on gross premiums of insurance companies and state license
taxes) and (ii) dedicated to nongeneral fund purposes (in some
cases revenues are distributed to private companies as a form of

reimbursement). )
This outline focuses on just the nongeneral fund taxes collected

by the State Corporation Commission.

Total nongenera] fund revenue collections for the SCC for the past
three fiscal years are as follows:

Fiscal Year Revenue Annual Growth
1998 - $ 74.6 million
1999 $ 94.9 million 27.3%
2000 $112.2 million 18.2%

—  The special revenue regulatory tax accounts .for approximately
17% of all nongeneral fund revenues collected by the SCC in
FY 2000.

Special Revenue Regulatory Tax

Regulatory tax revenues were $11.4 million in FY 1999 and $19.1
million in FY 2000.

- Revenues increased 68% between FY 1999 and FY 2000. The
special revenue regulatory tax was increased to provide funds
for 2 mandated consumer education plan relating to
deregulation.
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The tax equals 0.2% of gross revenue or gross income before
deductions for expenses (i.e., gross receipts).

~  The tax is paid by corporations fumishing water, heat, light, or
power; certain telegraph companies owning and operatmg a
telegraph line necessary to communicate by
telecommunications in the Commonwealth; telephone
companies with gross receipts in excess of $50,000; the
Virginia Pilots' Association; railroads, except those exempted
from state taxes under federal law; and certain common carriers
of passengers.

Revenues from the tax support the making of appraisals and
assessments against public service companies, investigating the
properties and services of public service corporations, and the
administration of [aws relating to public service companies.

- The SCC is authorized to reduce the tax below 0.2%.

Legislation passed by the General Assembly deregulating the
electricity industry in 1999 and the natural gas industry in 2000
excludes electric suppliers, gas utilities, gas suppliers, and pipeline
distribution companies from the tax.

- Electricity and natural gas consumption taxes replace the
special revenue regulatory tax paid by these corporations. A
natural gas consumption tax of $0.002 per CCF consumed
monthly replaces the special revenue regulatory tax previously
paid by natural gas companies. The special revenue regulatory
tax previously paid by electricity companies is replaced with an
electric utility consumption tax as follows:
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P
s

Monthly Consumption _ Tax Rate

2,500 kilowatt hours or less  $0.00015 per kilowatt hour

More than 2,500 butnotin ~ $0.00010 per kilowatt hour
excess of 50,000 kilowatt
hours

More than 50,000 kilowatt ~ $0.00007 per kilowatt hour
hours '

The SCC is authorized to reduce the electricity and natural gas

consumption tax rates relating to the special regulatory revenue
tax.
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Revenue Impact (millions of dollars)

. Fiscal Years
Exemption = G624 T 2005 | 2006 | 2007

$900 424 2848|2807 2811
$1.000 28.46|  56.01| -56.08]  -56.18
$1.100 4265 8520 -84.06| -84.22
$1.200 56.81] 113.61] -111.97] -112.22
$1.300 7003 14187 -139.85( -14017
$1.400 8501 -170.06] -167.67| -168.06
$1.500 09.05| -198.17] -195.44] -195.92
$1.600 | -113.06] -226.23| -223.16] -223.72
$1.700 | -127.03] -25421| -250.81] -251.48
$1.800 | -140.95] -282.12| -27841| -279.18
$1.900 | -154.84| -300.06] -305.94| -306.82
$2.000 | -168.60| -337.73| -333.40| -334.41
$2.100 | -182.49] -36540| -360.79| -361.04
$2.200 | -196.24| -392.00| -388.12| -389.41
$2.300 | -200.05| 42048| 41538 -416.83
$2400 | 22361 447.80| 44255 44417
$2500 | -237.23| 47520 -469.64] 47145

APPENDIX F

Increasing the Personal and Dependent Exemptions

* The assumed effective date is Taxable Year 2004.
* The current personal and dependent exemptions -are $800.

* These estimates do not include increases in the age and blind exemption amounts.

Virginia Department of Taxation
10/24/2002



APPENDIX G

A PRESENTATION TO THE
| HOUSE FINANCE SPECIAL
STUDY COMMITTEE
STUDYING SALES AND USE
TAX EXEMPTIONS
| ANALYSIS OF
SALES AND USE
J TAX EXEMPTIONS
A IN VIRGINIA
VIRGINIA DEPARTMENT
OF TAXATION -
Presented by:
© February27,2002 " Janie E. Bowen

Executive Tax Commissioner
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House Finance Special Study Committee
Studying Sales and Use Tax Exemptions

February 27, 2002

Background

Original Exemptions

o There were 22 exemptions when the sales and use tax first took effect in

1966. (Code of Virginia, 1966)

Exemptions as of July 1, 2001

e As of July 1, 2001, there are 453 exemptions listed in the Code of Virginia
(Sections 58.1-608.1 through 58.1-6098.10). They are broken out by

category in Table 1.

TABLE 1

Number of Exemptions Listed in Code of Virginia
§§ 58.1-609.1 through 58.1-609.10 as of July 1, 2001

Category Number of Exemptions
1. Government & Commodities 16
2. Agncuitural 6
3. Commercial and Industrial 13
4. Education 40
5. Services )
6. Media-related 7
7. Medical-related 45
8. Nonprofit Civic 8 Community Service 221
Q. Nonprofit Cultural 65
10. Miscellaneous 31
Total Exemptions 453
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House Finance Special Study Committee on

Sales and Use Tax Exemptions

February 27, 2002

Exemptions Added Since 1998

s There have been 152 new exemptions added to the Code of Virginia since July of

1598.

o Table 2 indicates the number of new exemptions in each category by year.

80 new exemptions were added in 2000, 71 new exemptions were added in 2001,

and 1 new exemption was added in 1999.

Category

Government and Commodities
Agricultural

Commercial and industrial

gducation

Services

Media Related

Medica!

Nonprolit Civic 8 Community Service
Nonprofit Cultural

Miscellaneous

Total Exemptions

TABLE 2
New Exemptions For Years 1999 through 2001 by Category

1999

2000

2001

15

TOTAL

152
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House Finance Special Study Committee on

Sales and Use Tax Exemptions

February 27, 2002

Trends in Exemptions Enacted Since 1998

Of the 152 new exemptions added to the Code of Virginia since July of 1998, 86
have been granted to nonprofit organizations in the civic and community service
group found in § 58.1-608.8.

33 of the remaining new exemptions have been granted to nonprofit organizations in
the cultural group found in § 58.1-609.9.

These two categories make up 78% of the new exemptions enacted in the last 3

years.

Administration of Exemptions by TAX

Reporting Requirement ~ Existing Exemptions

The 1999 General Assembly enacted legislation which established a new repor.
requirement for nonprofit organizations that were currently exempt from sales and
use taxes. Churches were excluded from the new requirement.

During 2000, ali nonprofit organizations qualifying for an existing sales and use tax
exemption were required to submit to TAX information relating to the operation and
administration of the organization.

The General Assembly used this information for the first time during the 2001
session when considering whether to extend the expiration, or sunset date, of all
nonprofit exemplions in the exemption categories below.

Tax Bulletin 99-9 was issued by the Department of Taxation to explain the new
reporting requirement.

The !egm!ahon created an ongoing filing requirement based on a 5-year cycle set up

by exemption categones

After the initial filing in 2000, nonprofit organizations in five exemption categories
were required 1o file an updated questionnaire based on a staggered schedule
beginning July 1, 2001.
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House Finance Special Study Committee on
Sales and Use Tax Exemptions

February 27, 2002

e The due dates in the schedule require a nonprofit organization to submit a
questionnaire in the year before a particutar group of exemptions are scheduled to
expire. This allows the next General Assembly session to consider extending the
exemptions prior to their expiration.

o For example, the educational exemption group is scheduled to expire July 1, 2002.
The filing schedule required this group to submit questionnaires by July 1, 2001.

e By law, nonprofit organizatioris in each exemption group must file a questionnaire by'
July 1 of the year shown in the schedule. The schedule was set up as follows:

Exemption Group Filing Due*
Educational (58.1-609.4) 2001
Medical-Related (58.1-609.7) 2002

Civic and community service (first half) (58.1-609.8) 2003
Civic and community service (second half) (58.1-609.8) 2004
Cultural and Miscellaneous (58.1-609.9, 58.1-609.10) = 2005

* The next filing would be due five years from the year shown on the schedule.

¢ Failure 1o make a complete and timely submission of the required information
constitutes grounds for revocation of an organization's exemption by the Department
of Taxation.

o TAX must receive the required information and insure that an organization meets
certain criteria before issuing an exemption certificate to the organization.

o The new filing requirement expanded existing requirements established by legislation
enacled in 19594.

Exemption Certificates — Existing Exemptions

o 1999 legislation required TAX to issue numbered exemption certificates to
organizations that had met the filing requirement and whose exemption was
extended by the General Assembly.
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House Finance Special Study Committee on
Sales and Use Tax Exemptions

February 27, 2002

o TAX began issuing the exemption certificates in 2001 to be provided to vendors as
documentation of the organization's exemption.

o The certificate contains an expiration date that is tied to the filing schedule and
expiration date of the organization’s exemption.

« For example, certificates issued to exempt organizations in the cultural and
miscellaneous exemption groups currently contain an expiration date of July 1,
2006. Updated questionnaires from organizations in these groups are next due by
July 1, 2005. '

o The exemption certificate is renewed upon receipt of an updated questionnaire and
when the sunset date of the exemption is extended by the General Assembly.

Reporting Requirement ~New Exemptions

« Nonprofit organizations seeking a nhew exemption are required to submit inform
concerning the operation and administration of the organization to TAX by
November 1 prior to the session in which exemption legislation would be sought for
the organization.

Questionnaires

o To administer the 1984 and 1999 reporting requirements, TAX uses questionnaires
to gather the information required by statute.

o Separate questionnaires are used for new exemption requests and for existing
exemptions.

o Both new and existing nonprofit organizations are required to provide the same
information and meet the same criteria to qualify for exemption.
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House Finance Special Study Committee on
Sales and Use Tax Exemptions

February 27, 2002

¢ Information about nonproﬁt organizations’ operations and administration must be
provided in the questionnaires, including:

Estimates of annual sales and use tax savings from the exemption,
Beneficiaries of the exemption,

Charitable purposes of the organization,

Salary and other financial information, and

Names and addresses of a volunteer board of directors, etc.

o To qualify for exemption, nonprofit organizations must meet the following criteria:

o Be exempt from federal income taxation under 501(c)(3) or 501(c)(4) of the
Internal Revenue Code;
o Spend no more than 40% of the organization's gross annual revenue on general
administration, including salaries and fundraising;
. o Be in compliance with the charitable solicitation requirements of Title 57, Chapter
5; and
o Be used only for purchases of tangible personal property by the organization.

Notification

« TAX notifies by letter those nonprofit organizations that are required to submit
updated information in accordance with the filing schedule established in 1999.

o This allows those organizations time to prepare and file the questionnaire that is
provided with the letter prior to the organization’s filing deadli_ne.

o The department reviews the information for completeness and sends a follow-up
letter to organizalions that have not provided all the mformahon required on the

questlonnalre - ol e s

.. .
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House Finance Special Study Committee on
Sales and Use Tax Exemptions

February 27, 2002

Certification for New Exemptions

o General Assembly members intending to patron a bill establishing or expanding an
exemption in one of the 5 exemption categories must submit the information
questionnaire to TAX by the November 1 preceding the next regular session.

e By January 5 of each year, TAX certifies to the Division of Legislative Services those
nonprofit organizations that will have sales tax exemption legislation introduced in
the next General Assembly sessnon and have met the information filing
requirements.

o The organization and the patron of the exemption are notified by letter that the
department has received and reviewed the questionnaire. The organization is also
notified of any missing or incomplete information on the questionnaire.

Revenue Impact

Process for Calculating Revenue Impact

e TAX maintains a database of nonprofit organizations that benefit from sales and use
tax exemptions, and which have supphed information on sales and purchases that
are exempt from taxation.

« The database was used to estimate the revenue impact of repealing the exemptions
for these organizations.

» Information provided by each organization includes up to three years of survey data
indicating the leve! of purchases or sales for each organization.

o Applying the state and local sales tax rates to the average total purchases and sales
yields the average sales tax for each organization.

e Since the data is centered around FY 1999, the average sales tax is inflated by the

official state forecast of the Consumer Price Index to obtain FY 2003 and FY 200«
eslimates.
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House Finance Special Study Committiee on
Sales and Use Tax Exemptions

February 27, 2002

" Revenue Impact of Nonprofit Exemptions

o Table 3 shows the estimated revenue impact of the exemption for nonprofits in each
group of sales and use tax exemptions.

e For all groups, the exemptions would reduce total state and local revenue by an

estimated $64.2 million for FY 2003 and $72.2 million for FY 2004, based on
- information supplied by organizations in the database.

TABLE 3

Estimated Revenue Impact of Repealing Nonprofit
Sales and Use Tax Exemptions

Number of Millions
pde Section Category Organizations FY 2003 FY2004
58.1-609.4 Educational 180 $6.76 $7.60
58.1-609.7 Medical-related 234 49.18 55.31
58.1-609.8 Nonprofit Civic 975 7.09 7.97
and Community '
58.1-609.9 Nonprofit Cultural 85 0.85 0.96
Organizations :
58.1-609.10 Miscellaneous 104 - 0.31 0.35
TOTALS ) 1.588 $64.19 $72.20
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House Finance Special Study Committee on
Sales and Use Tax Exemptions
February 27, 2002

Revenue Impact of All Exemptions

» Appendix 1 contains data from a 1998 report to the House Finance Subcommittee
Studying Sales and Use Tax Exemptions.

¢ The Appendix provides estimates of the FY 1999 revenue impéct of repealing
certain sales tax exemptions.

» For most exemptions, the estimates were based on data from the sales and use tax
expenditure studies completed in the early 1990's adjusted for inflation and

population growth.

o Legislative fiscal impact statements were used to produce estimates for those
exemptions enacted since the expenditure study process ended in 1995.

o For all categories, the revenue gain totaled $3.6 billion for FY 1999.
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APPENDIX 1

Revenue Impact of
Repealing Certain Sales Tax Exemptions
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APPENDIX 1

Revenue Impact of Repealing Certain Sales Tax Exemptions

Group 1 Government and Commodities Exemptions

Motor Vehicle Fuels

Motor Vehicles

Gas, Electricity and Water

Federal, State and Local Governments
Aircraft

Motor Fuels for Use in Boats and Ships
Sales of Official Flags

State Board of Elections

Watercraft

Virginia Port Authority

Sales af Artwork by Prisoners
Department of Visually Handicapped

Virginia Veterans Care Center
Community Diversion Programs

Total

Revenue Impact

FY 1999
(Millions)

$202.376
$562.082
$246.646
$85.433
$3.328
$0.042
minimal
rminimat
$1.0e7
$0.855
minimal
minimal

$0.001
unknown

$1,108.230

Although a fotal impact of these sales tax exemptions is reporied above, the user should be

cautious with this inlerpretation  An effort has been made 1o mitigate the effec! of

overlapping exemplions. but there 1S still a2 substantal vanance associated with multipie
counting of overiapping exemptions. The aciual revenue gained by repealing all of these

exemplions together 1s likely to be iower than the estimate reported above, and _
possibly substantally lower.
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APPENDIX 1

Revenue Impact of Repealing Certain Sales Tax Exemptions

Group 2 Agricultural Exemptions

Property Used in Agricultural Production
Processing of Agricultural Commodities
Products Consumed by Farmers
Commercial Watermen

Feed Making .
Harvesting of Forest Products

Total

Revenue Impact
FY 1999
(Millions)

$515.926
$0.000
$0.777
$1.110
$0.000
$2.552

$520.364

Although a total impact of these sales tax exemptions is reported above, the user should be

cautious with this interpretation. An eflort has been made to mitigate the effect of

overlapping exemptions, but there 1s still 3 substantial variance associated with mutitiple
counting of overiapping exemptions. The actual revenue gained by repealing all of these

exemplions together is likely to be lower than the estimate reporied above, and
possibly substantially lower.
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APPENDIX 1

Revenue impact of Repealing Certain Sales Tax Exemptions

Group 3 Commercial and Industrial Exemptions

Contractor's Temporary Storage
Manufacturing

Public Service Corporations
Ships and Vessels

Research and Development
Airlines

Meals Furnished to Employees
Laundry and Linen Processors
Poliution Control Equipment
Taxicab Parts

Electrostatic Duplicators

Gas and Oil Production

Virginia Commercial Space Flight Authority
Expand to Transpon Vessels

Total

Revenue Impact

FY 1899
(Millions)

$0.078
$315.067
$153.467
$8.776
$12.093
$39.169
$6.742
$1.712
$5.244
$0.533
$0.265
$0.000

$0.359
$0.026

$543.531

Although a total impact of these sales tax exemplions is reported above, the user should be

caulious with ttus nterpretation. An efion has been made to mitigate the effect of

overlapping exemplions, but there is stilt a substantial variance associated with multiple
counting of overlapping exemptions. The aciual revenue gained by repealing all of these

exempuions togeiher i1s hikely to be lower than the estimate reported above, and
possibly substantially iower.
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APPENDIX 1

Revenue Impact of Repealing Certain Sales Tax Exemptions

Group 4 Educational Exemptions

School Lunches and Textbooks

Institutions of Leaming

Education for Persons With Mental retardation
Face-10-face Educational Programs

Reading is Fundamental Programs
Boarding/Day Schoo! for the Handicapped

Law Enforcement Educational Programs

Schoot Fund Raising Activities

Specific Day care Centers

County Public Libraries and Recreational Centers
Public Library Associations

Free Enterprise Educational Programs

An Education Organizations

City Public Library “Friends™ Organizations
Organizations Combating llliteracy

Fund Raising Organizations Assisting Public Libranes
Services for At-Risk Youth

Advocacy Organizations for the Heaning Impaired
Organizations Promoling Highway Safety

Organization operating 8 schoo! for Christian Studies
Organization in Tigewatier region providing preschool
egucauon to chiigren of parents pursuing seif-sufficiency
Orpanization 1o gevelop pool of cata processing
orofessionails. training. and college scholarships

An organization that conducts & publishes research for public
$chool improvement

Telecommunications networks 8 classrooms in Va schools
Organizations with reading education programs
Organizations i the Tenth Pianning District with Annual
Sctience Farr andg Scieatific investigation

Organizations that Provide Resigential & Egucalional
Services for Abused Children, ang Heac Stan
Organizations that Educate About Animal Agncutiure
Organizations Promoling Vocational-Technicat Egucation
in the Pubhc Schools '

Revenue Impact |

FY 1899
{Millions)

$9.632

$31.036
$0.050
$0.268
unknown
$0.000

- minimat
$10.916
$0.032
minimal
$0.007
minimal
$0.004
minimal
$0.001
minimal
$0.002
rminimal
$0.032

$0.001
$0.000
$0.001

unknown

$0.010
$0.001
minimal

$0.005

$0.001
$0.004
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APPENDIX 1

Revenue Impact of Repealing Certain Sales Tax Exemptions

Revenue ‘Impact

FY 1999
(Millions)

Group 4 Educational Exemptions lContin;Jed)
Include all llliteracy Programs $0.023
Expand to include food purchased for free distribution v $0.483
Consortium of black colieges $0.002
Total ‘ v $52.510

Although a total impact of these sales tax exemptions is reporied above, the user shouid be
cautious with this interpretation. An effort has been made to mitigate the effect of
overiapping exemplions, but there 1s siill 3 substantial variance associated with multiple
counting of overlapping exemptions. The actual revenue gained by repealing all of these
exemplions together is likely to be lower than the estimate reporied above, and

possibly substantially lower.
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APPENDIX 1

Revenue Impact of Repealing Certain Sales Tax Exemptions

Group 5 Selected Service Exemptions

Accountants
Engineers
Health Professionals
Land Surveying
Legal
Bank Service Charges
Nonbank Service Charges
Safe Deposit Box Rentals
Insurance Premiums
Barber/Beauty Shops
Carpet and Upholstery Cleaning
Funeral Services
Laundry and Dry Cleaning

Coin Operated

Non-Coin Operated
Horse Boarding
Pet Groomung and Traming
Tax return Preparation {for individuals)
Armored Car/Detettive Services
Coliection Services
Creait reporting
Janitonal ang Building Maintenance
Langscaping and Lawn Care
Pariung
Pest Control'Disinfecting
Secunty System Services
Telephone Answering Services
Apohiance Repar
Aulormot:ve Reparw
Aulo Washing
Shoe Reparr
WWaich, Ciock and Jewelry Repau
0D Numbder Service
Cable and Other Pay TV

Revenue Impact

FY 1999
{Millions)

$23.600

$108.400
$253.500
$7.900
$71.300
$18.300
$0.400
$0.500
$244.200
$19.800
$1.400
$9.100

$2.600
$13.200
$0.400
$0.900
$1.800
$12.400
$2.300
$2.300
$26.200
$20.300
$6.500
$5.200
$4.400
$1.800
$0.000
$0.000
$0.000
$0.000
$0.000
$0.800

$25.100
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APPENDIX 1

Revenue Impact of Repealing Certain Sales Tax Exemptions

Group 5 Selected Service Exemptions (Continued)

Celiular Telephone

Interstate Calls

Intrastate Calls

Household Goods Storage

Travel Arrangements/Services

Cold Storage

Amusement Parks

Auto Racing Events

Movie Theaters

Bowling Alleys

Labor Charges

Transportation Charges

Alteration Charges

Gift Wrapping

Computer Software Modifications angd Custom Programs
Transient Accommodations '

Repair 8 Replacement Parts in Mainienance Contracts

Total

Revenue Impact
FY 1899
(Millions}

$7.300
$64.900
§$71.700
$0.400
$3.100
$1.600
$4.900
$0.500
$5.100
$2.600
minima!
$0.647
$0.013
minimal
$68.88%9
minima!

$1,116.649

Altnough a total impact of these sales tax exemptions is reported above, the user should be

cautious with this interpretation  An effort has been made 1o mitigate the efiect of

overlapping exemplions. but there 1s shil 3 substantial variance associated with multiple
counting of overlapping exemptions The actual revenue gained by repealing all of these

exemplions fogether 1s likely 1o be lower than the estimate reponed above. and
possibly substantially lower.
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APPENDIX 1

Revenue Impact of Repealing Certain Sales Tax Exemptions

Group € Media Related Exemptions

Motion Picture Film Leasing
Broadcast Equipment
Publications

Catalogs

Advertising

Book publishing facility that distributes books free of
charge to educators

Delete video dialione systems, agd open video,
wireless cable

Tapes/Production Sves/AudioVisual
Common Carnier Broadcasting Equipment
Adverusing Definition

Back Copy Sales

out-of-siale business purchases of pnnied maternals

Togal

Revenue Impact

FY 1999
(Millions)

$2.201
$3.108
$10.618
$3.237
minimal

$0.107

unknown

$0.323
unknown
unknown
minimal
unknown

$19.595

Afthough 2 total impact of these sales tax exemptions is reporied above, the user should be

cautious with this interpretation  An effort has been made to mitigate the effect of

overlaoping exemplions, but there 1s sull @ substanua! variance associated with multiple
counting of overiapping exemptions The actual revenue gained by repealing all of these

exemphions together is likely 10 be lower than the eshmate reporied above, and

20ssibly sudstantdlly lower.
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APPENDIX 1

Revenue Impact of Repealing Certain Sales Tax Exemptions

Group 7 Medical Related Exemptions

Prescription and Controlled Drugs
Nonprescription Drugs®

Medical Equipment

- Dialysis Equipment and Supplies

Motor Vehicle Equipment for the Disabled
Typewriters/Computers for the Disabled
Hospitals and Nursing Homes -
Community Health Centers

HMOs

Free Health Clinics

Hospital Cooperatives

Ronaid McDonald Houses

Easter Sea!l Society .

Blood Pressure Centers

Tissve Banks

Organization that provides cancer egutahon, screenings
Orgarization 10 3s$15t primary angd secondary vicims of
Alzheimer's disease

Organization 10 provide breast cancer suppor and
ovireach for medically underserved

Organization for citizen’s research . prevention
oetection, diagnosss 8 treatment of kidney disease

Orpanuzations Faciltating Healin Services to Chidren in
Poveny '

Organizations Researching Treatment & Prevention of
Binn Defects

Orgamizatons Promoting Health Care & Health Care
Ecucaton in Roanoke Vatley

Organization to Provide Dental Services with the Eighth
Pianning Distnct ‘
increasen heatth care esiabhished a1 the initiative of the
Genera!l Assembly & Jont Commussion on Health Care

Revenue Impact
FY 1999
(Millions)

§77.312
$17.500
$5.089
$0.873
$0.007
unknown
$58.316
$0.087
$0.091
$0.012
$0.117
$0.006
$0.024
minimal
$0.300

$0.013
$0.000

$0.000
$0.004

$0.003
$0.005
$0.001
$0.001

$0.001

A-106



APPENDIX 1

Revenue Impact of Repealing Certain Sales Tax Exemptions

Revenue Impact

FY 1999

{Millions)
Group 7 Medical Related Exemptions (Continued)
Include Samples of non-prescription drugs & medicines unknown
distributed free of charge by the manufacturer
Faculty Services at Medical Colleges $0.083
Prescription drug samples ’ unknown
Medical Airiift $0.010
Free Medical Clinic ' $0.020
Organization for Services to Chilg Abuse Victims unknown
Organization for Medical & Psycho-Social treatment in the $0.007
Fifteenth Planning District
Medicaid Recipient Supplies $0.152
Practitioner/Assistant Prescriptions $0.000
Volunieer medical services orgs. : $0.011
Leukemia unknown
Tissue Bank unknown
Controlied drugs used in corporation physician practice unknown
Total _ $160.137

Although a total impact of these saies tax exemptions is reporied above, the user should be
cautious with ttus snterpretation. An efion has been made to mitigate the effect of
overlapping exemptions, but there 15 still 3 substantial vanance associated with multiple
counting of overlapping exemplions  The actua! revenue gained by repealing all of these
exemptions together is likely to be lower than the estimale reponed above, and

- possibly sudstantially lower.
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Revenue impact of Repealing Certain Sales Tax Exemptions

Group 8 Nonprofit Civic and Community Service Exemptions

Churches .
Volunteer Fire and Rescue Squads
REACT Teams

Nutrition Programs

Food Banks

Humane Socielies

Wildlife Federation

Donated Property

Homeless Shelters

- Christmas Mothers

Group Homes for Children
Foster Care Associations

Head Start Programs
Community Action Agencies
Homes for Adults

Women's Centers

Physica! Egucation Programs
Youth Programs

Traveier's Guide Society
Traveler's Ag

Homeiess A

Asswstance {0 the Mentaliy Retargeg
Gurt and Boy Scout Organizations
Heant Organizations

Lung Organizations

Diabetes Organizations

Cancer Organizations

Lions Ciud

The Garoen Ciud of Virgirua
Community Centers
Kiwarus Cluds

APPENDIX 1

Renanititation of Adolescent Sudstiance Adusess

Conservation of Manne Resources
Robotcs Education and Technology
Therapeutic Horseback Riging

Prevention ang Treatmenl of Acdicive Diseases

Communy Service 10 Children
Ecucation of Disadbled

Housing for Low Income Familes
Trawung i Chstian Character

Revenue impact
FY 1888
(Millions)

$6.780
$1.103
minimal
$0.240
$0.032 .
$0.047
minimal
$0.013
$0.106
$0.004
$0.0585
$0.068
$0.013
$0.658
$0.74C
$0.008
$0.006
minimal
minimal
$0.008
$0.018
~$0.002
$0.429
$0.054
$0.010
$0.031
$0.079
$0.114

$0.006
minimal
$0.000
$0.011
$0.000
$0.000
$0.000
$0.001
$0.000
mintmal
$0.001
$0.000
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APPENDIX 1

Revenue Impact of Repealing Certain Sales Tax Exemptions

Group 8 Nonprofit Civic and Community Service Exempﬁons (Continued)

Charitable Foundation

Support for Virginia Rehabilitation Center for the Blind
Domestic Violence Task Forces

Menta! Retardation Organizations

Desert Storm Veterans .

Lega! Assistance 10 Low Income Taxpayers
Education on James River Watershed
Advocacy of Traffic Safety

4-H Educational Centers

Treatment of Substance Abuse

Emergency Assistance to Children
Promotion of Downtown Areas

Missionary Outreach 1o Wes! Africa
Protection of Chesapeake Bay

English Speaking Union

Care of Low Income Children

improvement of Employment Opportunities for the Blind
Promotion of Centra! Business District
Baseball Boosters

Recreational Opportunities for Youth
Chapel Foungation

Provision of Low Income Housing

Crnisis intervention Hothine

Environmenta! Egucation

Trea:ment o! Sudstance Abuse

Mutuat Aid anc Service Organizations
Mitary-Reiatec Toy Distnbution Organizations
Youtn Development Programs

Hail-\ ay Houses for Non-Viplent OHenders
Snenangoah River Education and Preservation
Eigntn Disiniet Home Rehabilitation Programs
Puohz Lidrary Support

Community Resigences

Emergency Financial Assistance Organizations
Communiy Bible Study

Siate River ang National Forest Road Mainienance
Resi0enna! Youth Sudstance Abuse Centers
Jewish Communily and Service Organizations
Fung Raisers for Resigentia! Specia! Neeos Centers
Swamp \Vilgerness Protection Organizations

Revenue Impact

FY 1999

(Miltions)

$0.020
$0.000
$0.000
$0.001
$0.000
$0.000
minimal
$0.001
$0.011
$0.003
$0.003
minimal
$0.000
$0.003
$0.000
$0.001
$0.009
. minimal
$0.001
$0.003
$0.045
$0.000
$0.001
$0.003
$0.005

$0.000
$0.006
$0.003
$0.003
$0.001
$0.002
$0.003
$0.015
minimal
$0.014
$0.001
$0.001
$0.002
minimal
minimal
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APPENDIX 1

Revenue Impact of Repealing Certain Sales Tax Exemptions

Group & Nonprofit Civic and Community Service Exemptions (Continued)

Suppont for Families of Autistic Chilgren

Sixteenth Distritt Mental Retardation Support Organizations

Clothing Donation Organizations
Armnateur Hockey Promotion
Providers of Day Care 1o Low-Income Children

Support for Individuals with Physical, Menta)l or Social Needs

Providers of Cash Rewards for Crirne Tips

Free Camps for Disadvantaged Chiidren

United Jewish Appeal Support Organizations
Environmenta! Promotion and Education Organizalions

Housing and Suppon Services for the Low-income Disabled

Organizations Granting Wishes 1o Ill Children
Financia! and Social Support Services for the Poor
Suppor Services for Low-income Families

Personal Development Programs for School Age Girls
Suppon Services for the Disabled

Providers of Alcohol Education ang Al-Anon Support

Fundraising for nonprofit member agencies

Tenth District Child Care Scholarship Organizations
Twenty-thurd District Drug. Alcohol. ang Crnime Programs
Provigers of Food in Exchange for Community Service
Volunteer Communily Improvement Groups
Family Service Organizations
Athietic Programs for the Mentally Retarged
Fifieenth Distnict Youth Athletic Organizations
Twenty-thurg District Technology Access for the Disabled
Advocates lor Abused and Neglect Children in Counl
Nineteentn Distnct Assistance Programs for Needy
Organizations that Fund Nonprofit Member Organizations
MUD Approved and Financed Mea! Programs
Lientoning Programs for Al-Risk Youth
Assisiance to Elementary and Secondary Schools
- Wheelchav Athletc Programs
‘ingependent Living Services for the Disabled
_Non-Denominational Rehgious Outreach Programs
Fifth Disinct Youth Softball Leagues
E:ghteenth District Housing Assistance Programs
Eighteenth Distnct Home Repar Assistance Programs
Programs Prepanng Students for Agricultural Careers

Revenue Impact
FY 1999
(Millions)

minimal
$0.000
$0.000
$0.000
$0.002
minimal
minimal
$0.002
$0.001
$0.001
$0.001
$0.009
$0.001
$0.000
$0.002
$0.001
$0.009

$0.033

minimal
$0.006
$0.074
$0.000
$0.020
$0.045
$0.000
$0.000
$0.001
$0.001
inciuded above
$0.017
$0.007
$0.005
mimmal
$0.007
$0.002
$0.001
$0.002
included above
$0.265



APPENDIX 1

Revenue Impact of Repealing Certain Sales Tax Exemptions

Revenue Impact

FY 1998
(Millions)

Group 8 Nonprofit Civic and Community éeMce Exemptions (Continued)
Fundraising Receptions for Charities $0.001
Multiple Sclerosis Research and Patient Assistance $0.012
Organizations Providing Free Meals in Lynchburg minimal
Third District Independent Living Programs $0.001
Eleventh District Summer Camps for Mentally Handicapped $0.005
Environmenta! Restoration Programs ' unknown
Eleventh District Family Counseling Services $0.001
Eightn District Housing for Low-income, Elderly 8 Disabled $0.005
Twenty-third District Employment and Training Programs $0.009
Twenty-third District Child Care for Lower Income Families $0.094
Eighth District Community Service Organizations $0.000
Twenty-first District Counseling ang Education Programs - $0.007
Eighth District Housing an¢ Services for the Mentally il $0.004
Organizations Providing Food, Ciothing 8 Shelter $0.017
Fiheenth District Family Services - $0.046
Expand fire depll. rescue squad, auxiliary $0.001
All IRC Section 501{(c)4) $0.000
Total $11.414

Although 2 total impact of these sales tax exemptions is reporied above, the user should be -
caytious with trus interpretation An effon has been made to mitigate the effect of

overiapoing exernplions, but there s shill 2 substantial variance associaled with multiple

counting of overlapping exemphions The actual revenue gained by repealing all of these
exemptions together is Iikely to be lower than the estimate reponed above, and

20535 1Dly subdsiantally lower. * ) .

A-11]



APPENDIX 1

Revenue Impact of Repealing Certain Sales Tax Exemptions

Group 9 Nonprofit Cuttural Organization Exemptions

Historical Society

Fine Ars/Science-Technology Museum
Public Park and Museum

American Indian Heritage Foundation
Chief Justice Memorial .
Black History Museum

Live Music Performance Group
Children’s Museumn

Ecological Associations

Botanical Garden

Roanoke Valley Art Organizations

Community Concen Associations
Fredericksburg Area Museum
Arts ang Activihes Centers

Cny History Museum
international Ans Festival
Hampton Roads Area Museum
Museum Associaton

Virginia Holocaust Museum

Youth Symphony Orchestras

Fine ang Performing Ans Promouon Organizations
Periorrmng Arts Organizations :

Histonc Building Reconstruction ang Preservation
Renovation ang Operation of Civit War Site and Museumn
israeh'U S Physician Exchange Program

Revenue Impact
FY 1999
{Millions)

$0.002
$0.045
$0.012
- rninimal
rninimal
minimal
minimal
minimal
$0.063
$0.022
$0.005

minimnal
$0.002
$0.000
$0.000
$0.006
$0.001
$0.003
minimal

$0.000
$0.020
$0.008
$0.002
$0.003
$0.003
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APPENDIX 1

Revenue impact of Repealing Certain Sales Tax Exemptions

Revenue Impact

FY 1899
(Miflions)

Group 9 Nonprofit Cultural Organization Exemptions {Continued)
Jewish Community Organizations $0.017
Commemoration of Virginia's Statute for Religious Freedom $0.001
Contemporary Ametican and English Theater Production $0.000
Genealogical and Historical Research Organizations $0.004
Fourth District Summer Musica! Production $0.001
Organization to Operate and Preserve Mount Vermnon $0.029
Totaf . $0.248

Although a total impact of these sales tax exemptions is reporied above, the user should be
cautious with this interpretation. An efiort has been made to mitigate the effect of
overiapping exemptions, but there is still a substantial variance associated with multiple
counting of overiapping exemptions. The actual revenue gained by repealing all of these
exemphions together is likely 10 be lower than the estimale reponed above, ant

possibly substantially lower.
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APPENDIX 1

Revenue Impact of Repealing Certain Sales Tax Exemptions

Group 10 Miscellaneous Exemptions

Heating Fuels

Occasional Sales

~ Leasebacks .
interstate Commerce/Expon Factor
Boy Scout Jamboree

Food Stamps/WIC Vouchers

Organization operating a nonprofit swim team
Organization promoting long-distance running
Organization for boys’ basebat!

Organization promoting sporismanstup through soccer
Organization to promote region of Civil War acliviies
Organization recewing fund from specified government
sources. fostenng economic deveiopment

Expand exemption for ittie-league type baseball-softball
ang remove exemption for tangible persona! propeny
sold by such organizations

Promote private secior development of Romarsa anc

carry out Suppon for East European Democracy Act 1982
Organizanion for Social Weare and Defend Human Rights
of Persons Born and Unborn

Livestoctk auction sales proceegs disindutec 1o contestants
Littie league type baseball & softdall in the Second Planning
District

- Professional’'s Provision of ongina!. revisec, ecites,
Reformatiec or Copied documents 1o chents or thirg paries
Velerans Associations Providing Scnotarships, Life
Insurance. and Loans 10 Coast Guarc membders who have
195! the:” JOOS

Revenue Impact
FY 1999
(Millions)

$17.198
unknown
$3.748
unknown
$0.000
$25.411

minima!
$0.000
$0.000
$0.000
minimat
$0.003

$0.140

$0.003
$0.016

$0.002
unknown

unknown

$0.000
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APPENDIX 1

Revenue Impact of Repealing Certain Sales Tax Exemptions

Revenue Impact

FY 1999

(Millions)
Group 10 Miscellaneous Exemptions (Continued)
Electronic Secvrities information $0.020
Construction Property $0.109
Medical Records Copies unknown
Property for Disaster Victims ~ unknown
Total : ' $46.652
Total for all Categories $3,579.331

* Nonprescnption Drug exemption went into effect July 1, 1998.

Although 2 total impact of these sales tax exemptions is reporied above, the user should be
cautious with this interpretation. An efiort has been made to mitigate the effect of
overlapping exemplions. but there 1s still 2 substannal variance associated with multiple
counting of overlapping exemplions The actual revenue gained by repealing all of these
exemphons together is hkely 10 be lower than the esumate reported above, and

poss:bly substiantially lower.
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APPENDIX 2

Filing Procedures for
New Exemptions
and
Extending Existing Exemptions

Tax Bulletins 94-13 & 99-9
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Virginia Tax Bulletin

Virginia Department of Taxation

June 18, 1999 99-9
RETAIL SALES AND USE TAX:
NEW FILING REQUIREMENT FOR NONPROFIT ORGANIZATIONS
EXEMPT FROM THE TAX

The 1999 General Assembly passed legislation {Senate Bill 829, Chapter 762, 1999 Acts of
Assembly and House Bill 1571, Chapter 776, 1999 Acts of Assembly) which establishes a new
reporting requirement for nonprofit organizations exempt from the sales and use tax. Churches
are excluded from the new requirement. The Jegislation also establishes a June 30, 2001, sunset
date for existing nonprofit organization exemptions that currently do not have a sunset date.
Filing Requirement - Nonprofit Organizations Exempt From Sales and Use Tax

By July 1, 2000, all nonprofit organizations that have qualified for a sales and use tax exemption,
except churches, are required to submit to the Department of Taxation updated information
relating to the operation and admission of the organization. The General Assembly will use this
information when considering whether to extend the exemptions due to expire in a particular
year.

Information to be Filed With the Department of Taxation:

¢ An estimate of the annual state and local tax savings as a result of the exemption.

o Beneficiaries of the exemption.

¢ Direct or indirect Jocal, state or federal government assistance received by the organization.
o Extent to which the organization is exempt from the retail sales and use tax in other states.
¢ Any external statutory constitutional or judicial mandates in favor of the exemption.
o Other state taxes to which the organization is subject.

o Similar organizations which are not entitled to the sales and use tax exemption.

o Certification of exemption from federal income taxation under either § 501 (c)(3) or § 501
{€)(4) of the Internal Revenue Code.

o The purpose or purposes for which the entity is organized and operated and the charitable
functions and services it offers to Virginia citizens, along with an explanation of such
services.
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Virginia Tax Bulletin 99-9
Page 2

¢ Proof that no more than forty percent of the organization's gross annual revenue, under
general accepted accounting principles, is spent on general administration and fundraising
(e.g-, Form 990).

e The location of the organization's detailed financial records available for public inspection
and certification that the records are true, accurate, and complete. Salaries, including all
benefits, or the five most highly compensated employees.

e Proof of compliance with Chapter 5 of Title 57 (relating to solicitation of contributions) from
organizations subject to it; and

e Names and addressed of a volunteer board of directors.
Questionnaire to Assist Nonprofit Organizations in Complying with Filing Requirement

The department plans to develop a questionnaire and instructions for use by nonprofit
organizations to fulfill the new filing requirement:

After the initial July 1, 2000 filing, the Department of Taxation will issue a numbered exemption
certificate to organizations that have met the filing requirements discussed above and whose
exemption has been extended by the 2001 General Assembly. The exemption certificate will be
issued prior to June 30, 2001. Qualifying organizations will then provide the exemption number
to vendors when making purchases exempt from sales and use tax. The exemption certificate
will expire in accordance with the filing schedule below, and each organization's exemption
certificate will be renewed when the updated information is filed and the exemption statute is
extended by the General Assembly.

Ongoing Filing Requirement
After the initial filing on July 1, 2000, exempt nonprofit organizations will be required to file

updated information with the Department of Taxation on a five-year cycle using the following
schedule.

Exemption Group Filing Due Next Filing Due
Educational; (§ 58.1-609.4) July 1, 2001 July 1, 2006
Medical-related (§ 58.1-609.7) July 1, 2002 July 1, 2007

Civic and community service (§ 58.1-609 Subsections 1-80)  July 1, 2003 July 1, 2008
Civic and community service (§ 58.1-609 Subsections 81 July 1, 2004 July 1, 2009

and higher)
Cultural (§ 58.1-609) and Miscellaneous (§ 58.1-609.10) July 1, 2005 July 1, 2010
Failure to Comply with New Reporting Requirement

The law provides that failure to file complete information with the Department in a timely
manner with result in loss of the organization's sales and use tax exemption.

If you have any questions concerning the new filing requirement or related issues, please
contact the department's Office of Tax Policy at (804) 367-8010.
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Virginia Tax Bulletin
Virginia Departmen;c of Taxation |

September 30, 1994 94-13
RETAIL SALES AND USE TAX:
LEGISLATIVE CONSIDERATION OF EXEMPTION REQUEST

The 1994 General Assembly passed legislation (Senate Bill 148, Chapter 222, 1994 Acts of
Assembly establishing new standards and procedures which must be satisfied and followed by
organizations seeking exemptions from the sales and use tax. The legislation, effective July 1,
1994, was recommended by the Joint Subcommittee of the Senate and House Finance
Committees to Develop Criteria For Evaluating Sales and Use Tax Exemption Requests (SJR 249,
1993 General Assembly).

Information Requirements - Organizations Seeking an Exemption
Formerly, the patron of any legislation seeking a sales and use tax exemption was required to
submit information based on various statutory criteria to the Division of Legislative Services

prior to consideration of the legislation by the committee.

Under the new law, the patron must submit information to the Department of Taxation (TAX)
by November 1 prior to the session in which the exemption is sought.

Nonprofit Organizations

The new law also requires organizations seeking an exemption under the educational (§ 58.1-
609.4), medical-related (§ 58.1-609.7), civic and community services (§ 58.1-609.8) and cultural (§
58.1-609.9) groupings to submit the following additional information relating specifically to the
operation and administration of the organization:

1. Documentation indicating exemption from federal income taxation under either §
501 (c)}(3) or (4) of the Internal Revenue Code;

2. The charitable purpose of the entry and how those functions or services are provided
to Virginia citizens;

3. Documentation that no more than one-third of the organization's gross annual
revenue is spent on general administration and fundraising;

4. The location of the organization's financial records and the salaries, including
benefits, of the five most highly compensated employees;
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5. Proof of compliance with Chapter 5 of Title 57 (Solicitation of Contributions) of the
Code of Virginia from organizations subject to it; and

6. The names and addressed of a volunteer board of directors.

For any nonprofit organization granted an exemption under the new information requirements -
set forth above, Item 3 (relating to general administration and fundraising expenses) constitutes
a continued obligation and condition for maintaining tax exempt status. Failure to comply with
this requirement to constitute grounds for the revocation of the organization's sales and use tax
exemption.

New Questionnaire for Exemption Requests

TAX has developed a questionnaire to assist organizations in satisfying the information
requirements set forth above. An organization seeking an exemption should obtain the
questionnaire from TAX, complete it, and forward it and the required information to the
legislator who will sponsor the bill for exemption. The legislator must sign the questionnaire
and submit it and the accompanying documentation to TAX by November 1.

Questionnaires ("Request for Sales and Use Tax Exemption") may be obtained from TAX by
calling (804) 367-8010 or by writing to the Department of Taxation, Office of Tax Policy, P.O.
Box 1880, Richmond, Virginia 23282-1880. Legislators should forward completed and signed
questionnaires to the department's Office of Tax Policy at the above address.

Upon receipt, TAX will review the questionnaire and issue a preliminary determination to the
legislator and to the Division of Legislative Services, by January 5, that the organization has
furnished all the required information. The Division of Legislative Services may not draft a bill
providing for a sales and use tax exemption unless the drafting request is accompanied by
TAX's preliminary determination.

Penalty For Failing to Comply with New Reporting Requirements

Effective July 1, 1994, organizations must remain in compliance with all the information
requirements noted above. Failure to do so may constitute grounds for revocation of exempt
status.

Study of Existing Exemptions - New Information Requirements for Exempt Organizations

Under Va. Code § 30-19.05, the Secretary of Finance is required to investigate and analyze, on
an ongoing basis, each category of exemptions set out in Va. Code §§ 58.1-609.1 through 58.1-
609.10. A report is due to the House and Senate Finance Committees each year by December 1.
Senate Bill 148 requires that the information and questionnaire be updated every five years by
the organizations being studied. The information is due to TAX by July 1 prior to the December
1 deadline for the report.

For additional information: Contact the Office of Taxpayer Services, Virginia Department of
Taxation, P. O. Box 1115, Richmond, Virginia 23208-1115, (804) 367-8037.
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APPENDIX 3

Notification To
All Registered Sales Tax Dealers
Regarding Exemption Certificates Of
| Nonprofit Organizations

Issued March 2001
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Notification Statement placed in the March 2001
coupon booklets mailed to registered retailers

“Effective July 1, 2001, registered dealers should not accept Form
ST-13, Sales and Use Tax Certificate of Exemption from exempt
nonprofit organizations. In addition, exemptlion letlers previously
issued by the department to exempt nonprofit organizations wiil no
longer be valid. The Depariment of Taxation will issued a numbered
exemption certificate to each nonprofit organization exempt from the
Virginia retail sales and use tax. In order to make purchases exempt
of the sales 1ax, nonprofit organizations must present a numbered

~ exemption certificate. lf the organization does not have a numbered
exemption certificate, please advise then to contact the Virginia
Department of Taxation, Office of Tax Policy at (804) 367-1530.
Additional information regarding this process will be made available
on the Virginia Department of Taxation's Web Site at
hitp://www.lax.state.va.us by June 15, 2001."
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APPENDIX 4

Questionnaire for New Exemptions
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VIRGINIA DEPARTMENT OF TAXATION
REQUEST FOR SALES AND USE TAX EXEMPTION

Instructions: Sections A, B, Cand D must be completed by all organizations seeking an exernption under the
educational (§ 58.1-609.4), medical-related (§ 5B.1-609.7), civic and community service (§ 58.1-609.8). cuitural

(§ 58.1.609.9), or miscellaneous (§ 58.1-609.10) categories. If necessary, attach supplemental information 10
completely answer any Question. If you have any questions, please contacy the Depaniment of Taxation at

(804) 367-1530. The sales and use tax exemption request is applicable pnly to purchases of tangible

personal property by the erganization. This is in accordance with Code of Virginia § 30-19.05.

PLEASE PRINT OR TYPE THIS APPLICATION

SECTION A: BUSINESS / ORGANIZATION NAME AND ADDRESS

1. Enter the Legal Business/Organization Name:

2. Enter the Physical Address: (the actual physical location of the business/organization)

Street

Citv Swuate Zip
3. Enter the name and mailing address of a contact person:

Name Phone

Tide

Street

Ciwy : Sure Zip

*=*Optional: Please print vour electronic mail address and/or fax number, if available:

1. Enter the name of the city or county of the business/organization’s physical address:

5 Enter the Federal Emplover Idenuification Number (FEIN):

6. If registered for ather Virginia taxes, enter the Virginia account number and taxes registered for:

Account Number Tax Types —

Please report address changes to the Department of Taxation. Mail changes to the
address appearing on Page 4.
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SECTION B: EXEMPTION INFORMATION

1.

~1

Please indicate the dojlar amouns, excluding sales wx, of the taxpayer's purchases of tangible
personal property over the last three (3) vears. Estimates are acceprable. (Exclude goods for resale,
motor vehicles and fuel, services, salaries, insurance, utilities, postage/shipping, renvmortgage
payments, depreciation, and interest charges). :

Year / Period Annual Purchases Subject to Sales and Use Tax

Please note: if the information is not available for the vears shown, please indicate time
periods for which this information is available and provide available information. You
can include necessary brief clarifications, such as fiscal year end dates, erc.

Do you expect purchases to change significantly in the future from what they have been
in the recent past?  YES NO

If ves, please provide vour good faith pumetic estimaie of such purchases. Remember,
this is § - ic esti » your actual future purchases may turn out to be

significantly different.

Year / Period Annual Purchases Subject to Sales and Use Tax

You can include necessary brief clarifications, such as fiscal year end dates, et

To vour knowledge, are there other organizations that perform a similar function requesting or
receiving this exemption? YES NO DONT KNOW____ If YES, please list the

names of the similar organizations.

Please list other states that allow a similar exemption.

Do you qualify for other direct or indirect federal, state, or local government grants, subsidies, or

appropriations? YES, NO DON'T KNOW, IFYES, please list the source,
amount, and time period for the assistance received.
SOURCE/ TYPE OF FUNDING AMOUNT DATE RECEIVED

Please check the state and loca] raxes to which you are currently subject. & Corporation/ Individual
Income D SCC Gross Receipts O Local Property D Local Business License: List other state and
loca! taxes you are subject to0.

Are there other criteria, circumstances, or factors, including external statutory, constitutional, or
judiclal mandates. that should be considered when evaluating this exemption request?
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SECTION C: BUSINESS / ORGANIZATION STRUCTURE

YOUMUST ATTACH THE RULING OR OTHER DOCUMENTATION FROM THE INTERNAL
REVENUE SERVICE TO INDICATE THAT THE ORGANIZATION IS EXEMPT FROM FEDERAL
INCOME TAX UNDER § 501 (c) OF THE INTERNAL REVENUE CODE.

1. Describe the charitable purpose(s) for which the business/organization is organized and operated.
Include the charitable functions, organization's acuivites, and services provided to Virginia citizens.
Asntach the Articles of Incorporation, Mission Statement, Statement of Purpose or any other
appropriate documentation. :

2. Is more than 40 percent of the business/organization’s gross annual revenue, using generally accepted
accounting principles, speat on general adminisuation, including salares, and fundraising? YES____
NO____ (Artach a financial statement or other proof to verify the 40 percent cost.)

3. List the address, if different from the physical address, where the business/organization's financial

records are available for public inspection.

4. List the salaries. including ALL benefits, for the five employees of the business/organization that
receive the highest compensation. You do not have to provide the names of the employees.

monw>

S. Is the business/organization’s gross annual revenue $250,000 or greater? YES NO If
YES, vou MUST attach the most recent financial audit that was performed by an independent
Cenified Public Accountant.

6 Is the business/organization subject to Chapter 5 (§ 5748 f s¢4.) of Tide 57 of the Code of Virginia,
relating to soliciation of conttibutions? YES, NO.

If YES, provide proof of compliance with this chapier. Proof of compliance shall be documnentation
which reflecis registration with the Virginia Depanument of Agriculture and Consumer Services. - e
Charitable organi2ations that intend 1o solicit contributions within the Commonw:ahh may be
Tequn'ed to regisier. Please call 80447 1-0392 for mformation

".'
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7. Does the organization have a volunteer Board of Directors? YES NO If YES, list the
names and addresses of the Directors below.

NAME ' ADDRESS

SECTION D: SIGNATURES

This form must be completed with all required documentation attached, and timely filed in accordance with
Code of Virginia § 30-19.05.

WAJVER: The information provided in this request for Sales and Use Tax exemprion shall NOT be subject to
the secrecy of information provisions of Code of Virpinig § 30-28.18 or 58.1-8, or any other secrecy of .
information provisions thereof, and shall become a part of the public legislative record. However, this
information may not be used for any purpose other than as part of the legislative record.

Signature of Delegate/Senator Sponsoring Exemption Date

Print name of Delegate/Senator Sponsoring Exemption Date

The undersigned certifies that this organization’s financial records ave true, accurate, and complete.

Organization's Authorized Representative® . Data.
® Required only if exemption applies to one nonprofit organization

MAILING INFORMATION ‘ : . .
Send completed form with attachments or change of address to:

Virginia Department of Taxaton Virginia Department of Taxation

Office of Tax Policy Office of Tax Policy

P.O. Box 1880 or 2220 West Broad Street

Richmond, Virginia 23218-1880 _ Richmond, Virginia 23220 AT



APPENDIX 5

Questionnaire for Extending
Existing Exemptions

A-128



Instructions: This form must be completed by a1} applicanis that wish 10 extend an existing rewil sales and use wax

VIRGINIA DEPARTMENT OF TAXATION

REQUEST FOR EXTENSION OF SALES AND USE TAX EXEMPTION

exemnption under the educational (§ 58.1-609.4). medical-related (§ 58.1-609.7), civic and community service
(§ 58.1.609.8), cultural {$ 58.1-609.9), or miscellaneous (§ 58.1-609.10) caregories. If necessary, awrach
supplemental informadon 1o complerely answe? any quesuon. The Jaw provides that failure 1o file complere
and timely information with the deparument couid result in loss of the exemption. If vou have any quesuons,
please contact the Department of Taxation at (804) 367-1530.

PLEASE PRINT OR TYPE THIS APPLICATION

SECTION A: BUSINESS / ORGANIZATION NAME AND ADDRESS

1.

X

[}

Enter the Legal Business/Organization Name:

Enter the Physical Address: (the actual physical location of the business/organization)

Street

City Suate Zip

Enter the name and mailing address of a contact person:

Name ' Phone

Tale

Street —

Cav State Zip

***Opuonal: Please print vour electronic mail address and sor fax number, if available:

Enter the name of the city of countv of the businesssorganization’s physical address:

Enter the Federal Emplover Identification Number (FEIN):

)i registered for other Virginia taxd$” enter the \'irginia account number and taxes registered for:

Accoun: Number : Tax Types

Please report address changes 10 the Deparniment of Taxation. Use the mailing
address on Page 4.
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SECTION B: EXEMPTION INFORMATION

1. If the exemnption has been granted for purchases. what was the dollar amount, excluding sales tax. o
the taxpayer's purchases of wangible personal property over the last three (3) years? Include taxable
services, if applicable. Estimates are acceptable. Excude goods for resale, motor vehicles and fuel,
services, salaries, jnsurance, utilities, postage/shipping, rent/mortgage payments, depreciation, and
interest charges.

Year / Period Annual Purchases Subject to Sales and Use Tax

Please note: If the information is not available for the years shown, please indicate
time periods for which this information is available and provide available informadon.
You can include necessary brief clarifications, such as fiscal year end dates, e,

2. Do vou expect purchases to change significanty in the future from what they have been in the
recent past? YES____ NO :

3. If the exemprion has been granted for sales, what was the dollar amount, excluding sales tax,
of the taxpaver's sales of tangible personal property over the last three (3) vears? Exclyde
goods sold for resale, motor vehicles and fuel, services, salaries, insurance, utifities,
postage/shipping, rent/mortgage pavments, depreciation, and interest charges.

Year / Period Annual Sales Subject to Sales and Use Tax

Please note: if the information 15 not available for the vears shown, please indicate
time penods for which this informauon 1s available and provide available information,
You can include necessany bnef clanficauons. such as fiscal vear end dates. etc,

4. Do vau expect a significant change to occur to vour sales valume? YES___ NO

3 Ta vour knowledge. are there ather husinesses that perfarm a similar function requesting or receiving
this exemption? YES NOQO DONT IKNOW___ If YES. please list the names of the
similar businesses.

O Please list other siates that aliow a similar exemption.

by o vou qualify for other direct or indirect Sederal. state. or local government grants. subsidies, or

appropriauons? YES____ NO_ DONT KNOW
and uime period for the assistance recerved

IEYES, please list the source. amoum,

SOURCE / TYPE OF FUNDING AMOUNT DATE REGEIVED
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8. Please check the state and local raxes to which you are currently subject. D Corporation’ Individual

Income D3 SCC Gross Receipis & Local Property T Local Business License : List other state
and local taxes vou are subject to.

9, Are there other criteria, circumstances. or factors, including external statutory, constitutional, or
judicial mandates, that should be considered when evaluating this exemption request?

SECTION C: BUSINESS / ORGANIZATION STRUCTURE

YOU MUST ATTACH THE RULING OR OTHER DOCUMENTATION TO INDICATE THAT THE
BUSINESS 1S EXEMPT FROM FEDERAL INCOME TAX UNDER §501 (c) OF THE INTERNAL
REVENUE CODE. :

1. Describe tht charitable purpose(s) for which the business/organization is organized and operated.
Inchude the charitable functions. business activities, and services provided 10 Virginia citize
the Arnticles of Incorporation, Mission Staiement, Statement of Purpose or anv other appropriate
documentation.

o

Is more than 40 percent of the business/organization’s gross annual revenue, using generally accepted
accounting principles, spent on general administration, including salaries, and fund ratsing? YES_
NO (Auach a financial statement or other proof to versify the 40 percent cost.)

3. List the address. if differens from the physical address. where the business/organization’s financial

records are available for public inspection.

4 List the satanes. including ALL benefits, for the five emplovees of the businessiorganization that
recene the highest compensauion  You do not have (o provide the names of the emplovees

A
B
C —
1

W

E.

3 Is the huanessorganization’s gross annual revenue $250.000 or greater? YES NO Hi
YES. vou MU'ST attach the most recent financial audit that was performed by an independent
Cenified Pubhe Accountant,

" 1s the business/organization subject tnn Chapter 5 (§ 57-38 et seq.) of Title 57 ef.the Code of Virgini;'.
_relating to sulicitanion of-contnibutions? YES NO

I YES. provide proof of compliance with this chaprer. {Proof of compliance includes documentation
which reflects registration with the Virginia Department of Agriculture and Consumer Services.
Charnable orgamzatians which intend ta solicit contributions within the Commonwealth may be
required to repister. Please call §04-371-0392 for information) A-131



7. Does the business/organization have a volunteer Board of Direcrors? YES____ NO____ If YES.
list the names and home addresses of the Direcrors below,

NAME ADDRESS

SECTION D: SIGNATURES

This form must be completed with all required documentation attached, and timely filed in accordance with

Code of Virginig § 30-19.05.

WAJVER: The information provided in this request for Sales and Use Tax exemption shall NOT be subject to

the secrecy of information provisions of Code of Virginig §§ 30-28.18 or 58.1-3, or any other secrecy of
information provisions thercof, and shall become a part of the public legislative record. However, this
information may not be used for any purpose other than as part of the legislative record.

Signature of Delegate:Senator Sponsoring Exemption Date

Print Name of Delcgate’Senator Sponsoring Exemption

The undersigned certifies that this organization's financial records are true, accurate, and complete.

Busness Authonized Representative® Date
*Required only if exemption applies to one business/organization

MAILING INFORMATION

Send completed form with attachments or change of address to:
Virginia Depanument of Taxation Virginia Department of Taxation
Office of Tax PO“C}' - - or _ Office Of Tax POHCY
P. O. Box 1880 ] 2220 West Broad Street
Richmond, Virginia 23218-1880 Richmond, Virginia 23220
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APPENDIX H

Vigsoinia Rivan Misciants Asnocianos
TUE VOICL OF TRTL ENTLRPRISE SINCE 3909

ACCELERATED SALES TAX PAYMENTS
By
Virginia Retail Merchants Association

Budget Language passed in the 2002 session of the General Assembly required
dealers who reported taxable sales of $1.3 million or more for the twelve-month period
ending June 30, 2001 to make an accelerated tax payment. Approximately 6,800
dealers reported sales in this range last year. '

The new requirement calls for those dealers to make an accelerated payment of their
June 2002 tax, in an amount equal to 80% of the tax fliability they reported for June
2001. The payment was due on June 25, 2002 for dealers paying by mail and June 30
for dealers who pay electronically. All dealers then filed their June returns on the
normal due date, July 22, 2002, and reconciled the accelerated payment with the actuat
June liability. Accelerated payments not made by the required date were subject to a
6% penalty. '

The same language is found in the 2002 — 2004 Budget, therefore dealers have to
make similar accelerated payments in June 2003 and June 2004. Similar provisions are

expecied to be authorized in future Genera! Assembly sessions for each June due to

the hole created in the next year's budget. There is no formal phase out in place for
this provision only legislative intent to hopefully phase this out beginning in 2006

and to be completed by June 2012.

The acceleration of the sale tax payments generated approximately 118 Million dollars
for Fiscal Year 02.

Any questions please contact Launie Peterson at VRMA 804-649-07889.



APPENDIX 1

RAISING STATE CIGARETTE TAXES ALV\fAYS INCREASES STATE REVENUES
" AND ALWAYS REDUCES SMOKING

Over the past decade, many states have raised their cigarette tax rates and, as the economic
research predicts, in each of these states the tax increases reduced cigaretie consumption
below what it would otherwise have been. Every single one of these states also enjoyed
increased cigaretie tax revenues, despite the related reductions in smoking and cigarette sales.
In every state the revenue losses from fewer cigarette sales were more than made up for by the
increased state revenues per pack.

Recent State Experiences With Cigarette Tax Increases

State Date |Tax Increase] New State State Nationwide | Revenue New
Amount Tax Consumption |Consumption| Increase | Revenues
{per pack} |[(per pack) Decline - Decline (percent) | (millions)

Alaska 10/97 71¢ $1.00 -13.5% 4.7% +202% $28.7
California 1/99 50¢ 87¢ -18.9% £.6% +80.7% $555.4
Hawaii 7/98 20¢ $1.00 -8.1% -3.4% +19.9% $6.4
llinois 12/97 14¢ 58¢ -8.9% 4.7% +19.0% $77.4
Maine 11/87 37¢ 74¢ -15.5% 4.7% +66.7% $30.8
Maryland 7/98 30¢ 66¢ -16.3% -3.2% +52.5% $68.0
Massachusetts }10/96 25¢ 76¢ -14.3% 0.9% +28.0% $64 .1
Michigan 5/94 50¢ 75¢ -20.8 % 0.5% +139.9% | $341.0
New Hampshire | 7/99 15¢ 52¢ -10.4 -32% *27.1% $196
New Jersey 1/98 a0¢ 80¢ -16.8% 4.7% +68.5% $166.6
New York 3/00 55¢ $1.11 -20.2% 5.7% +57.4% | +$365.4
‘ Fgggon 297 30¢ 78¢ -8.3% 0.9% +77.0% $79.8
Rhode Island 7197 10¢ 71¢ -1.5% 1.3% +16.2% $8.6
South Dakota | 7/95 10¢ 33¢ -5.6% -1.2% +40.4% $6.1
Utah 7/97 25¢ 51.5¢ -25.7% -1.3% +71.0% $17.6
Vermont 7/85 24¢ 44¢ ~16.3% -1.2%- +84.2% $11.7
Wisconsin 11/97 15¢ 59¢ £.5% 4.7% +25.8% $52.9

Sources: Orzechowski & Walker, Tax Burden on Tobacco (2002) Jtobacco-industry funded volume of state tobacco
tax data}; state revenue offices. Consumplion declines and revenue increases calculated from the last full fiscal year
(711 10 6/3Q) before the tax increase to the first full year after the increase. Nationwide consumption declines are for
all 50 states and Washington, DC. The power of state tax increases 1o reduce consumption beyond nationwide
trends would be even more apparent if each tax-increase state's declines were compared to the decline (or increase)
in consumption among all other states not including the state, itseHf, and any other state with a concurrent cigarette
iax increase. State increases in 2002 by New York, Washington State), Connecticut), Utah, Maryland, Nebraska,
Ohio, Winois, Rhode Island, Louisiana, and Vermont; and in 2001 by Rhode Isiand, Wisconsin, Arkansas, and Maine
are not included above because therg is not yet sufficient data to caiculate the year-to-year changes.

Cigarette Company Faise Arguments Against State Tobacco Tax Increases

For over 15 years, economic research studies have consistently documented the fact that
cigaretie price increases reduce smoﬁmg especially among kids. These studies currently
conclude that every 10 percent increase in the rea) price of cigarettes will reduce the tatal
amount of adult smoking by about four percent and reduce teen smoking by roughly seven
percent.' in addition, internal tobacco industry documents revealed through the various
lawsuits against the cigarette companies show that since at feast the early 1980s the
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Raising State Cigarette Taxes Always Increases State Revenues

companies have fully understood that cigarette tax increases reduce their sales, especially
among kids (their replacement customers).? In fact, the cigarette companies regularly admit
that cigarette tax increases reduce cigarette sales in their official filings with the U.S. Securities
and Exchange Commission.> Accordingly, it is not surprising that the companies spend millions
of dollars to oppose state cigarette tax increases. But it is surprising that the companies and
their allies continue to argue, falsely, that cigarette tax increases will not reduce smoking.

The cigarette companies also falsely argue that cigarette tax increases will not produce
substantial amounts of new revenue because they will prompt enormous surges in cigarette
smuggling and smoker efforts to evade the higher taxes through cross-border or internet
cigarette purchases. Again, it is amazing that the companies and their allies make this
argument when (as shown above) every single siate that has significantly increased its .
cigarette taxes has significantly increased ifs revenues — despite the lost sales caused by the
related smoking declines and despite any associated increases in cigarette smuggling or other
tax-avoidance. Moreover, research shows the cigarette smuggling and tax avoidance are
relatively minor problems.

For example, the one of the most recently published scientific research studies on cigarette
smuggling found that cigarette smuggling and cross-border cigaretie purchases account for no
more than about five percent of all cigaretie sales.* Similarly, a California study found that soon
after the state's 50-cent cigarette-tax increase went into effect in 1999 no more than five
percent of all continuing smokers were purchasing cigarettes in nearby states, from Indian
resefvations or military bases, or via the intemnet, or were otherwise avoiding the state's
cigarette tax.® It also appears that many smokers who initially try to avoid large state cigarette
tax increases soon use up their stockpile of cigarettes purchased right before the increase or
tire of driving across state border or going to the internet to buy cheaper cigarettes and return to
the convenience of normal full-tax purchases in their own state.® indeed, the vast majority of
smokers prefer to buy cigarettes by the pack, but cross-border and internet purchases involve
multiple cartons. Depleted pre-increase stockpiles, tax-avoidance fatigue, and the strong
appeal of convenient single-pack purchases explainwhile New York state's taxable pack sales
decreased sharply in the year after the state’s 55-cent tax increase in March 2000, beyond
what consumption declines might explain, they then increased in the following year (despite
new consumption-reducing price increases by the cigarette companies).”

National Center for Tobacco-Free Kids, June 21, 2002 / Eric Lindblom

For more on tobacco taxes, see the Campaign website at hitp:/fobaccoflreekids.org/reports/prices
For information on cigarette company involvement in cigarette smuggling, see

http:/iwww.tobaccofreekids.orag/researchifactsheets/pdf/0044.pdf

1 See, e.g., Chaloupka, F., “Macro-Social Influences: The Effects of Prices and Tobacco Control Policies on the
Demand for Tobacco Products,” Nicotine & Tobacco Research, 1299, and other studies at www Yigger.uic.edu/~fic.
2 See, e.g., Philip Morris Executive Jon Zoler, *Handling An Excise Tax Increase,” September 3, 1987, PM Bates
Number: 2058122240/2241; R.J. Reynolds Executive D. S. Burrows, “Estimated Change In Industry Trend Following
Federat Excise Tax Increase,” September 20, 1882, RJR Bates Number 500045052/5132; Philip Morris Research
Executive Myron Johnston, “Teenage Smoking and the Federal Excise Tax on Cigarettes,” September 17, 1981, PM
Bates Number. 2001255224/5227.

3 See, e.g., Philip Morris 10-Q SEC repor, May 11, 2001; RJR 10-Q report, August 1, 2001; Loews (parent
corporation of the Lorillard cigarette company) 10-K Report, March 31, 1999.

"It is also worth noting that any real or imagined problems with smuggling and tax avoidance from New
York's tax increase in 2000 were not significant enough to stop the state from increasing its cigarette tax
again, by 39 cents, in 2002, to $1.50 per pack, the highest rate in the country.
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Raising State Cigarette Taxes Always Increases State Revenues

“ Yurekli, A. & P. Zhang, "The Impact of Clean Indoor-Air Laws and Cigarette Smuggling on Demand for Cigarettes:
An Empirical Model," Health Economics 9:159-170, 2000.

5 Emery, S et al., "Was there significant tax evasion afier the 1999 S0 cent per pack cigarette tax increase in
Califomia?,” Tobacco Control 11: 130-34, June 2002, htip:/ic.bmijounals.com/cqi/reprint/11/2/130.pdf.

6 See, e.g., Spencer, M., “Incensed Smokers Stock Up Before Tax Rises,” Hartford Courant, April 3, 2002.
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STATE CIGARETTE EXCISE TAX RATES & RANKINGS

Major Tobacco States® Average: 8.2 cents per pack
Other States’ Average: 65.5 cents per pack
Overafl Alf States’ Ayetage: 58.8 cents per pack

State Tax [Rank [State Tax |Rank State TJax [Rank
Afabama 16.5 | 45th [Louisiana 36 | 29th Okiahoma 23 | 37th
Alaska 100 | 9th |Maine 100 | Sth {Oregon 68 | 19th
Arizona 58 |22nd {Maryland 100 | oth Pennsylvania 100 | 9th
Arkansas 34 |32d [Massachusetts | 151 | 1st Rhode Island® | 132 | 5th
California 87 { 15th {Michigan® 125 | 6th South Carolina 7 48th
Colorado 20 | 3oth |Minnesota 48 | 26th South Dakota 33 | 34th
|Connecticut 111 | 8th Mississippi 18| 418t Tennessee 20 | 3%th
Delaware 24 | 36th Missouri 17 | 43rd Texas 41 28th
DC 65 | 20th Montana 18 | 4ist | Utah £9.5 | 18th
Fiorida 339 { 33rd Nebraskad 64 | 21st Vermonto 93 | 14th
Georgia 12_| 46th Nevada 35 | 31st - |Virginia 25 | 5ist
Hawaii 120 | 7th {New Hampshire | 52 | 25th Washingion 1425 | 4th
idaho 28 | 35th {New Jersey 150 | 2nd West Virginia 17 | 43rd
Niinois 98 ] 13th iNew Mexico 21 | 3sth Wisconsin 77 _| 16th
Indiana 55.5 | 23rd {New York 150 { 2nd Wyoming 12 | 46th
lowa 36 | 29th North Carolina 5 49th Puerto Rico | 123 NA
Kansas< 70 | 17th North Dakota 44 | 27th
Kentucky 3 50th Ohio §5 24th
! Effective 10/1/02 with 10-cents 3 As of 81102 § Goes up to $1.50 7/1/03 with
added 7/9/03 & 7/1/04, & retumn 4 As of 10/102. Reveris 10 34 10-cent increases on 7/1 in each
10 $1 per pack 7/1/06. cents 10/1/04. of next five years.
2 Goes up to 79 cents on 1/1/03, ® Goes up 10 $1.18 on 1/1/03.

The 18 states and Puerto Rico that have passed new cigaretie increases in 2002 are in bold type. In November
2001, voters in Washingion Siate overwhelming passed a 60-cent cigaretie tax increase that went into effect
1372002. New York City increased its local cigarette tax from eight cents to $1.50 per pack, effective 7/1/02.

State averages inchude all ncreases scheduled to occwr in 2002. Tobaceo States are KY, VA, NC, SC, GA, TN.
State averages do not include Puerto Rico. Including Puerto Rico (which is larger than more than 20 states and DC,
based on population), raises the average slate cigaretie tax 10 60.0 cents per pack and the non-tobacco state
sverage to 66.8 cents. Federal cigarette tax is 39 cents per pack. Since the beginning of 1998, the major cigarette
companies have increased the prices they charge by more than $1.25 per pack .

The average price for a pack of cigarettes nationwide is roughly $3.80 (inciuding stalewide sales taxes but not
including Jocal cigaretie of local sales taxes), with considerable state-to-state differences because of the different
state cigarette rates, different state sales tax rates and rules, and different manufacturer, wholesaler, and retailer

" pricing and discounting practices. AKX, DE, MT, NH & OR have no stale sales tax at ali; CO has a state sales tax but
it does not apply to cigaeties; and AL, GA & MO do not apply their state sales tax 1o that portion of retail cigarette
prices thal represents the stale’s cigaretie excise tax.

Sources: Orzechowski & Walker, Tax Burdens.on Tobacco, 2002; media reports; Economic Research Service, U.S.
Depariment of Agriculture, Tobacco Briefing Room Website, hitp./fwww ers usda.gov/Briefingfiobacco.

For addiﬁoml information on state cigarette taxes and the many benefits fro;n increasing them,
see the Campaign's website at htip://tobaccofreekids.org/reportsiprices.

The Nationaf Center for Tobacco-Free Kids, July 27, 2002 / Eric Lindbiom
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Sources

Youth smoking. Virginia is cunently completing its first survey of youth tobacco use in the state. Current smoking = smoked in pas! month. Most recent
National Youth Tobacco Surveillance (YTS), with a different methodology than the YRBS, found that in 2000 28.0% of high school kids smoked and 11.8%
of high school males use spit tobacco. Male Youth smokeless. No Virginia data currently available.. Female smokeless use is much lower. New youth
smokers. Estimale based on U.S. Dept of Health and Human Services (HHS), *Summary Findings from the 2000 Nafional Househoid Survey on Drug
Abuse" (2001), hip:/www samhsa govioasinhsda him, with the state share of the national initiation number allocate through the formula in CDC,
*Projected Smoking-Relaled Deaths Among Youth — United States,” Morbidity and Mortalty Weekly Report (MMWR) 45(44): 971-974 (November 8, 1996)
fas upcated with most current population and smoking data available]. Smokefres workplaces. Shopland, D., et al,, *State-Specific Trends in Smoke-
Free Workplace Policy Coverage: The Current Population Sutvey Tobacco Use Supplement, 1993 1o 1933, Journal of Occupatione! and Environmental
Medicine 43(8): 680-86 (August 2001). Kids exposed fo secondhand smoke. COC, *State-Specific Prevalence of Cigarette Smoking Among Adults, and
Children’s and Adolescents’ Exposure 1o Environmental Tobacco Smoke ~ United States, 1996," MMWR 46(44): 1038-1043 (November 7, 1997). Packs
consumed by kids. Estimaied rom DiFranza. J. 8 J. Librelt, "State and Federa! Revenues from Tobacco Consumed by Minors,® American Journal of
Public Health (AJPH) 85(7): 1106-1108 (Auly ¥999) & Cummiteys, &t 3., “The ltiegal Sale of Cigareties Yo US Minors: Estimates by State,” AJPH 84(2).
332:3‘;’ (February 1994), and Virginia's youth population and smoking rates. Adult smoking. 2000 Behavioral Risk Factor Surveillance System

( )

Adult deaths from smoking. CDC, State Highlights 2002: impact end Opportunity, April 2002, hito:www cdc. hiights hten. Lost
Parents. Leistikow, B, et A, "Estimales of Smoking-Atiributable Deaths at Ages 15-54, Motherless of Famedess Youths and Resutting Social Security
Costs in the United Stales in 1994 Preventive Medicine 30(5): 353-360 (May 2000), and state-specific data from author. Projected youth smoking
deaths. COC, Siste Highlights 2002, Apnil 2002. Other Deaths. J. R. Hall, Jr., Nationa! Fire Protection Association, The U.S. Smoking-Material Fire
Problem (April 2001); National Cancer Institite, Health effects of exposure 1o environmental fobatco smoke: the report of the California Environmental
Protection Agency, Smoking and Tobacco Control Monograph no. 10, NIH publication no. 83-4645 (1999) [see, also, California Enmmnmenlal Protection

Agency, hipiiwwe,oehha org/aitienvironmental 1obaccn.

Health and productivity costs caused by tobacco use. CDC, State Highlights 2002: Impact and Opportunity, Apel 2002, hitp [iwwew cdc govAobacca.
CDC, *Annual Smoking-Attributable Monality, Years of Potential Life Lose, and Economic Costs - United States 1995-1999,° MMWR, April 11, 2002. .
State-federal tobacco-health tax burden. Estimated as the state taxpayers’ pro-rata share, based on adult population, of all federal fobacco-caused
costs [X. Zhang et &, "Cost of Smoking o the Medicare Program, 1983," Health Care Financing Review 20(4). 1-19 (Summes 1999); Office of
Management and Budget, The Budget for the United States Government - Fiscal Yeer 2000, Table S-8 {1999); Leistikow, 8., et 2., "Estimates of
Smoking-Attributable Deaths at Ages 15-54, Matheriess or Fathetiess Youths, and Resulting Social Security Costs in the United States in 1994,°
Preventive Medicine 30{5): 353-360 (May 2000} plus the state govemment's nel Medicaid tobacco costs JCDC , with federal reimbursement percentage
from U.S. Heafth Care Finance Administration] plus other state-paid tobacco-health costs, taken 1o equal 3% of all tobacco-health cosis in state. CDC,
*Medical Care Expenditures Attributable to Smoking — United States, 1993,° MMWR 43(26): 14, July 8, 1994,

Other non-health tobacco-related costs. U.S. Department of the Treasury, The Economic Costs of Smoking in the U.S. and the Benefits of
Comprehensive Tobecco Legisiation (1938), Chaloupka, F.J. & KE. Wamer, “The Economics of Smoking.” in Cutyer, A. & J. Newhouse (eds), The
Mandbook of Heatth Economics (2000}; CDC, MMWR 46{44) (November 7, 1997}, CDC, Making Your Workplace Smokefroe: A Decision Maker's Guide
(1996); Mudami, D., The Costs and Benefits of Smoking Restrictions: An Assessment of the Smoke-Free Environment Act of 1993 (H.R. 3434), U.S.
Environmental Protection Agency repon submitied to the Subcommitiee on Health and the Environment, Commitiee on Energy and Commerce, U.S.
House of Representatives (April 1994); Brigham, P. & A. McGuire, "Progress Toward a Fire-Sate Cigarette,” Journa! of Public Health Policy 16{4): 433-
439 (1995); Hakl, R, &5, op. cil.; Leisticow, BN, et al, "Estimates of Smoking-Attiributable Deaths a1 Ages 15-54, Motheriess or Fatherless Youths, and
Resutting Social Security Costs in the Unitad States in 1904, Preventive Medicine 30: 353-60 (2000).

Tobacco industry marketing. U.S. Federa Trade Commission (FTC), Cigaretts Report for 2000 (2002), f
[data for top five mamdacturers); FTC, Report fo Congress for the Yaars 1938 and 1999 Punuan!fotheComprehansmSmkeloss TobaocoHsa!fh

Education Act of 1985 (2001), htp-www He. govireportshobacoo/smokeless98 99 him [top five manufacturers). State total a proraied estimate based on
its pupula!m See, 3lso Cu'npaugn fact sheet, Increased Cigarette Company Marketing Since the Muttistate Settiement Agreement Went imo Effect,

. Tobscco marketing inflvence on youth. Poliay, R., el al., "The Last Straw? Cigaretie Advertising and
Redtzed Markel Shares Among Youths and Adults,” Joumna of Marketmg 60(2):1-16 (April 1996); Evms, N., et al., *influence of Tobacoo Marketing and
Exposure 1o Smokers on Adolescent Susceptibility to Smoking,* Journa! of the National Cancer Instifule 87(20) 1538-45 (October 1995). See aiso,
Pierce, J.P., et al., “Tobacoo industy Promotion of Cigareties and Adolescent Smoking,” Joumna! of the American Medical Associstion [JAMA) 279{7):
511.505 (February 1998) [with erratum in JAMA 280{5): 422 (August 1908)]. See, aiso, Campaign fact sheet, Tobacco Marketing o Kids (2001).

Staty per-caplta spending to reduce fobacco use and ranking. Campaign for Tobacco-Free Kids, e al., Show Us The Money: A Mid-Year Update on

the State’s Aliocation of the Tobacco Satiament Dolars (July22, 2002), m_wmmw State cigaretts tax and rank
Orzechowski & Walker, The Tax Burden on Tobaceo (2002) industry-funded annual report], with updates from media reports.

Other major source of State fobacco-related dats: CDC, state-specific tobaceo information, hitp:/www.cde govAiobacooistatehi/statehi.him.
A COC MMWR's available af hitp:/iwww.coc govimmwr. Abstracts of many of the clted articles at PubiMed, hitp:/iwww nchi.nim rih govientres.

Related Campaign for Tobacco-Fres Kids Fact Sheets, avallable af hiip:/fwww jobaccofreekids org or Mip-/Aobacrolreekids orghresearch/factsheets;

~ Toli of Tobacco in the USA
- Comprehensive State Tobscco Prevention Programs Effectively Reduce Tobacco Use; and State Tobacco Prevention Programs Save Money

- -Raistg State Tobacco Taxes Awaysincreases State Revenues and Reduces Tobacco Use
National Center for Tobacco-Free Kids, July 28, 2002, www.tobaccofreekids. org/ Eric Lindbion
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BENEFITS FROM A CIGARETTE TAX INCREASE IN VIRGINIA

Current State Cigarette Tax: 2.5 Cents Per Pack (51st among all states)
Average retail price per pack: $3.20 (including state cigarette and sales taxes totaling 16 cents).
Smoking-caused costs in state per taxed pack sold in state: $5.57
Cigarette tax revenue (2001): $15.1 million. Medicaid Program smoking costs: $313 miliion/year.

Last Virginia Cigarette Tax Increase: 9/1/66
- {inflation since then: +454.9°%4  Cigarette price increases since then: +1065.4%
~ Today's inflation-adjusted tax rate would be: 14 cents per pack
Projected Benefits From Increasing State Cigarette Taxes By 50 Cents Per Pack
~ New state cigarette tax revenues each year: $310.3 million
~ New state sales tax revenues: $8.0 million
- Fewer packs of cigarettes smoked each year: 43.5 million
- Percent decrease in youth smoking: 10.6%
- Increase in total number of kids alive today who will not become smokers: 44,500
- Number of current adut smokers in the state who would quit: 36,300
-~ Number of smoking-affected births avoided over next five years: 4,900
- Number of current adult smokers saved from smoking-caused death: 7,900
- Number of kids alive today saved from premature smoking-caused death: 14,200
- 5-Year healthcare savings from fewer smoking-affected pregnancies & births: $5.6 million
- S-year healthcare savings from fewer smoking-caused heart attacks & strokes: $12.7 million
- Long-term healthcare savings in state from adult & youth smoking declines: $833.4 million

Cigareﬂe 1ax increases both reduce smoking tevels and increase state revenues because the increased tax per pack
brings in more new revenue than is lost from the decrease in the number of packs sold. Sales tax revenues from
ugarene sales similarly increase, despite fewer pack sales, because the state sales tax percentage applles to the total
retail price of a cigarette pack, including the increased state cigarette tax amount.

Sources

Orzechowski & Walker, Tax Burden on Tobacco, 2002. Economic Research Service, USDA, Tobacco Briefing Room,
www.ers.usda.gov/Briefingtobacco. U.S. Centers for Disease Control & Prevention (CDC), State Highlights 2002:
Impact and Opportunity, April 2002, www cdc.qovitobacco/StateHighlights htm; CDC, “Projected Smoking-Related
Deaths Among Youth - United States,” MMWR 45(44): §71-974, November 8, 1996. Projections reflect estimate thata
10% cigarette price increase reduces youth smoking rates by 6.5%, adult rates by 2%, and total consumption by 4%, and
assume that tax will be adjusted for inflation. Chaloupka, F, “Macro-Social Influences: Effects of Prices and Tobacco
Control Policies on the Demand for Tobacco Producls,” Nicoline & Tobacco Research, 1999, and other price studies at
hitp:/nigger vic.edu/~fic and www vic. eduorgsiimpacieen. Revenue projections are conservative, but do not account for
possible changes in smuggling or cross-border sales. Kids stopped from smoking and dying = from all kids alive today.

Lightwood, J. & S. Glantz, “Short-Term Economic and Health Benefits of Smoking Cessation - Myocardial infarction and
Stroke,” Circufation 95(4): 1089-1096, August 19, 1997, hiip://circ. ahajoumals.org/cgi/content/full/96/4/1089; Miller, P., et
al., "Birth and First-Year Costs for Mothers and Infants Attributable to Matemal Smoking,” Nicotine & Tobacco Research
"3(1): 25-35, February 2001 [costs from pregnancy smoking average $1,142 - $1,358 per affecled birth]; Hodgsen, T.
*Cigarette Smoking and Lifetime Medicat Expenditures,” The Miflbank Quarterdy 70(1), 1892 [average smoker's lufetlme
healthcare costs $12,000 more than nonsmokers, despite dymg sooner]. Long-term savmgs accrue over lifetimes of
persons who stop smoking or never smoke because cf tax increase.

See, also, the Campaign fact sheets Raising State Tobacco Taxes Always Reduces Tobacco Use (& Always Increases
State Revenues); and Toll of Tobacco in Virginia, www tobaccofreekids.org/research/factsheets.

National Center for Tobacco-Free Kids, June 5, 2002/ Eric Lindbiom 7/29/02
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Ty g TE e ok

STATE CIGARETTE TAX INCREASES WILL NOT HARM
VIRGINIA'S TOBACCO FARMERS

‘Virginia's cigarette tax rate is currently 2.5 cents per pack (and the average among all the states
is a bit more than 57 cents per pack). Increasing the State's cigarette tax would bring in new
state revenues while also reducing smoking, especially among children. By prompling these
declines in smoking, increasing the cigarette tax would also reduce the number of people in
Virginia who suffer and die from smoking-caused lung cancer, heart disease, and other ilinesses
~ thereby reducing related public and private healthcare costs, as well.'

Al the same time, Virginia has a long and proud tradition of tobacco farming, and many of the
state's tobacco fammers, and their communities, are dependent on tobacco farming for their
econamic well being. Indeed, many tobacco-farming families are currently finding it hard to
make ends meet. Accordingly, people and policymakers in Virginia may worry that any increase
to the State's cigarette tax will, by reducing smoking, end up hurting the State's tobacco farmers
and tobacco-farming communities, and perha ps even harm the State’s economy. Fortunately,
these worries are groundless.

Smoking in Virginia is responsible for only a tiny fraction of the overall demand for the burley
and flue-cured cigarette tobacco grown in Virginia or elsewhere in the United States. Even if all
cigaretie sales in the State were totally eliminated, that would reduce the total annual sales of
American-grown burley and flue-cured leaf by less than two percent. By reducing cigarette
consumplion in Virginia by about 6.5%, a State cigarette tax increase of 50 cents per pack
would reduce the overall demand for American-grown burley and flue-cured leaf by only about
one-tenth of one percent

The Calculations. Of all the American-grown burley and flue-cured tobacco sold last year, 26.6% of the
burley and 40 percent of the fiue-cured was sold to foreign buyers for use in overseas cigarette
manutacturing and consumption. The rest of the burley and flue-cured was used for American-made
cigarettes, but only 70% of ail the tigarettes made in the United States were actually smoked in the
United States. The rest were exported for sale and consumption overseas. Accordingly, smoking in the
entire United States accounts for only about 52% of the total demand for burley tobacco and 45% of the
total demand for flue-cured leaf.? in addmon cigarette sales in Virginia account for only about 3. 1% of all
sales of cigarettes in the United States.® That means that smoking in Virginia accounts for only about
1.6% of the total demand for Amencan-grawn burley leaf and 1.4% of the total demand for flue-cured.
Accordingly, reducing cigaretie consumption in Virginia by about 6.5% through a tax increase of 50 cents
per pack would only reduce the overalt demand for American-grown burley and flue cured by
approximately 0.11% and 0.09%, respecuve!y

National Center for Tobacco-Free Kids, July 18, 2002/ Eric Lindblom

"See, e.9., Campaign For Tobacco-Free Kids fact sheet, Raising State Tobacco Taxes Always increases State
Revenues and Always Reduces Tobacco Use, and others at http:/ftobaccofreekids.org/repontsiprices.
¥ Capehant, T., Economic Research Service, U.S. Department of Agricutiure, Tobacco Situation and Outlook
(December 2000) Tables 18, 17, 9; USDA, Tobacco Briefing Room, www ers usda gov/Briefingfiobacco.
" Otzed\wsk: & Walker, Tax Burden on Tobacco (2002) {annual compilation of state tobacco tax datal.

* The rough consensus from numerous research studies is that a 10% increase in cigaretie prices will reduce overall

cigargtie consumption by 4% and reduce the niumber of kids who smoke by 6.5%. See, e.g., Chaloupka, F., “Mdoro- -

Social Influences: The Effects of Prices and Tobacco Controt Policies on the Demand for Toba'cco Producls."
Nicotine and Tobatco Research (1999) and other studies at http:/Aigger.uic.edu/~fic & www.uic.edu/orgs/impacteen.

1400 | Street NW - Suite 1200 - Washington, DC 20005
Phone (202) 296-5469 - Fax (202) 296-5427 - www tobaccofreekids.org
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THE TOLL OF TOBACCO IN VIRGINIA

Tobacco Use in Virgini

e High school students who smoke: NA [Girls: NA Boys: NA}
» High school males who use smokeless tobacco: NA

» Kids (under 18) who try cigarettes for the first time each year: 37,600
« Additional Kids {under 18} who become new regular, daily smokers each year: 16,500
» Packs of cigarettes bought or smoked by kids in Virginia each year: 21.7 million

« Kids exposed to second hand smoke at home: 335,000
o Percentage of workplaces that have smoke-free policies: 70.0%

» Adults in Virginia who smoke: 21.4% [Men: 24.2% Women: 18.8°A)

National youth smoking rates have declined somewhat since 1997, but remain at historically high Jevels. The 2001 National
Youth Risk Behavioral Surveillance found that 28.5% of all U.S. high school kids smoke and 14 8% of high school males use
spil fobacco. U.S. adult smoking rales have decreased gradually since the 1980s, and 23.3% of U.S. adults currently smoke,

Deaths in Virginia From Smoking
o Adults who die each year in Virginia from their own smoking: 9,100

s Annual deaths in state from others’ smoking (secondhand smoke & pregnancy smoking): 890 to 1,590

» Virginia kids who have lost at least one parent to 3 smoking-caused death: $,300
« Xids alive in state today who will ultimately die from smoking: 134,000 (given current smoking levels)

Smoking xills more people each year than alcohol, AIDS, car crashes, illegal drugs, murders, and suicides combined — and
‘housands more die from other tobacco-related causes, such as secondhand smoke or spit-tobacco use. No good state-
specific estimates are currently available, however, for the number of Virginia citizens who die from these other tobacco causes,
or for the massive numbers who sulfer from fobacco-caused health problems each year without actually dying.

Yobacco-Related Monetary Costs in Virginia 7
» Annual health care expenditures in the state directly caused by tobacco use: $1.62 billion

» State Medicaid program payments caused by tobacco use: $313 million

« Citizens' state/federal taxes to cover smoking-caused gov't costs: $1.31 billion {$508 per household)
¢ Smoking-caused productivity losses In Virginia: $2.08 bitlion

» State smoking-caused health costs and productivity losses per pack sold {n Vieginia: $5.57

Other non-health costs caused by {obacco use include direct residential and commercial property fosses from smoking-caused
fires (more than $500 million nationwide); the costs of the exira cleaning and maintenance made necessary by tabacco smoke
and tobacco-related litter (about $4+ billion per year for commercial establishments alone); and additional work productivity
tosses from smoking-caused work absences, on-the-job performance dedines, and disability during otherwise productive work
lives (in the tens of billians nationwide) [productivity loss amount above is from smoking-death-shorened work lives, alone).

Tobaceo Industry Advertising and Other Product Promotion

» Annual tobacco industry marketing expenditures nationwide: $9.7 billion ($26+ miilion per day)
« Estimated portion spent in Virginia each year: $242.4 mifion

Published research studies have found that kids are three times more sensitive 10 tobaceo atvertising than adults and are
more likely 1o be infivenced to smoke by cigaretie marketing than by peer ptessure, and that one-third of underage
experimentation with smoking is attributable 1o tobacco company marketing.

State Government Policies Affecting The Toli of Tobatco in Virginia
+ State per-capita 20021/2003 tobacco prevention spending: $3.09 (National rank: 16th)
» State cigarette tax per pack: 2.5¢ (National rank: 54st) [States’average is 58.8¢ per pack]
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CAAMPAIGN:

RAISING CIGARETTE TAXES REDUCES SMOKING, ESPECIALLY AMONG KIDS
(AND THE CIGARETTE COMPANIES KNOW IT) '

The cigareite companies have opposed tobacco tax increases by arguing that raising cigarette
prices would not reduce adult or youth smoking. But the companies’ internal documents,
disclosed in the tobacco lawsuits, show that they know very well that raising cigarette prices is
one of the most effective ways 1o prevent and reduce smoking, especially among kids.

» RJ Reynolds: If prices were 10% higher, 12-17 incidence [the percentage of kids who
smoke] would be 11.9% iower.’

« Philip Morris: t is clear that price has a pronounced effect on the smoking prevalence of
teenagers, and that the goals of reducing teenage smoking and balancing the budget
would both be served by increasing the Federal excise tax on cigarettes.?

« Philip Morris: Jeffrey Harris of MIT calculated . . . that the 1982-83 round of price increases
caused two million adults to quit smoking and prevented 600,000 teenagers from starting to
smoke. . . . We don't need to have that happen again.®

» Philip Morris: A high cigarette price, more than any other cigarette attribute, has the most
dramatic impact on the share of the quitting population. . . . price, not tar level, is the main
driving force for quitting.*

The companies have even publicly admitted the effectiveness of tax increases to deter smoking

in their required filings with the U.S. Securities and Exchange Commission.

« Philip Morris: [lIncreases in excise and similar taxes have had an adverse impact on sales of

cigarettes. Any future increases, the extent of which cannot be predicted, could result in
volume declines for the cigarette industry. [10-Q Report, May 11, 2001.}

« Loews/Lorillard Tobacco: Significant increases in federal and state excise faxes on cigareties

. . .have, and are likely fo continue to have, an adverse effect on cigarette sales. [Loews
(parent corporation of the Lorillard cigarette company) 10-K Report, March 31, 1899.)

¢ R.J. Reynolds: [S]ubstantial increases in state and federal excise taxes on cigareties. . .
have had and will likely continue to have an adverse effect on cigarette sales. {10-Q Report,
August 1, 2001.

Economic Research On Cigarette Tax Increases Reducing Smoking

Numerous economic studies in peer-reviewed journals have documented that cigarette tax or

price increases reduce both adult and underage smoking. The general consensus is that every

10 percent increase in the real price of cigareties will reduce overall cigarette consumption by
approximately three to five percent and reduce the number of kids who smoke by about six or
seven percent.® Research studies have also made the following related findings:

+ Among all adulls or all youths, cigarette price increases work even more effectively to
prevent and reduce smoking among males, Blacks, Hispanics, and lower-income persons.®

1400 | Street NW - Suite 1200 - Washington, DC 20005
Phone (202) 296-5469 - Fax (202) 296-5427 - www.tobaccofreekids.org
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. Raising Cigarette Taxes Reduces Smoking, Especially Among Kids .

» Higher taxes on spit tobacco reduce its use, particularly among young males.”

« Kids do not smoke more marijuana if they reduce their cigarette smoking. iIn fact, cigarette
price increases not only reduce youth smoking but also reduce both the number of kids who
smoke marijuana and the amount of marijuana consumed by continuing regular users.®

Expert Conclusjons on Cigarette Prices and Smoking Levels

e The 2000 U.S. Surgeon General's Report, Reducing Tobacco Use, found that increasing
the price of fobacco products would decrease the prevalence of tobacco use, particularly
among kids and young adults, and that tobacco tax increases would lead to "substantial
long-term improvements in health.” From its review of existing research, the report
concluded that raising tobacco taxes is one of the most effective tobacco prevention and
control strategies.’

s« The 1999 World Bank report Curbing The Tobacco Epidemic: Governments and the
Economics of Tobacco Controf carefully evaluated existing research and data, worldwide,
and concluded that “the most effective way to deter children from taking up smoking is to
increase taxes on tobacco. High prices prevent some children and adolescents from
starting and encourage those who already smoke to reduce their consumption.”*

o Wall Street tobacco industry analysts have long recognized the powerful role increased
cigarette taxes and rising cigarette prices play in reducing U.S. smoking levels. For
example, a December 1898 “Sensitivity Analysis on Cigarette Price Elasticity” by Credit
Suisse First Boston Corporation settied on a “conservative” estimate that cigarette
consumption will decline by four percent for every 10 percent increase in price.

e Inits 1998 report, Taking Action to Reduce Tobacco Use, the National Academy of
Sciences’ Institute of Medicine concluded that “the single most direct and reliable method
for reducing consumption is to increase the price of tobacco products, thus encouraging the
cessation and reducing the ievel of initiation of tobacco use.™"’

« A National Cancer Institute Expert Panel reported in 1993 that "a substantial increase in
tobacco excise taxes may be the single most effective measure for decreasing tobacco
consumption,” and "an excise tax reduces consumption by children and teenagers at least
as much as it reduces consumption by adults.”

Increasing U.S. Cigarette Prices and Declining Consumption

Although there are many other factors involved, comparing the trends in cigarette prices and
overall U.S. cigarette consumption from 1870 to 2001 shows that there is a strong correlation
between increasing prices and decreasing consumption (see chart below). While U.S. cigarette
prices are largely controlled by the cigarette companies' price-setting decisions, from 1870 to
2002, the federal tax on cigarettes also increased from eight cents to 39 cents per pack and the
average state cigarette tax increased from 11 to 45 cents per pack. Without these federa!l and
state tax increases, U.S. cigarette prices would be much lower and U.S. smoking levels would
be much higher. :
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The Canadian Experience, From 1979 to 1991 real prices in Canada increased from $2.02 to
$5.42 and smoking among 15 to 19 year olds fell from 42 to 16 percent. As the President of the
Canadian Tobacce Manufacturers Council then admitted to a legislative committee, "there is no
question that consumption is down measurably over the last five years, and there is no question
in our minds that taxes have been a significant factor."'? But when Canada subsequently
reduced its cigarette taxes (to reduce tax-avoidance smuggling supported by the cigarette
companies), youth smoking immediately increased for the first time in nearly fifteen years.™

-

Canadian Cigarette Prices and Youth Smoking Rates
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For more information, please go to the Campaign's special website page on tobacco taxes at
http://tobaccofreekids.org/reports/prices
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Raising Cigarefte Taxes Reduces Smoking, Especially Among Kids

National Center for Tobacco-Free Kids, January 3, 2002, Eric Lindbiom

' R.J. Reynolds Executive D. S. Burrows, “Estimated Change In Industry Trend Following Federal Excise
Tax Increase” RJR Document No, 501988846 -8849, September 20, 1982, www rirtdocs.com.

2 Philip Morcis Research Executive Myron Johnston, “Teenage Smoking and the Federal Excise Tax on
Cigarettes,” PM Document No. 2001255224, September 17, 1981, www pmdocs com.

? Philip Morris Executive Jon Zoler, *Handling An Excise Tax Increase,” PM Document No. 2022216179,
September 3, 1887, www.prndocs com.

* Philip Morris Executive Claude Schwab, "Cigarette Attributes and Quitting,” PM Doc. 2045447810, March
4, 1993, www.pmdocs com. _

* See, e.9., Tauras, J., et al., *Effects of Price and Access Laws on Teenage Smoking Initiation: A
National Longitudinal Analysis,” Bridging the Gap Research, ImpacTeen, April 24, 2001, and other price
studies at www.impacteen.org. Chatoupka, F., “Macro-Social Influences: The Effects of Prices and
Tobacco Control Policies on the Demand for Tobacco Products,” Nicotine and Tobacco Research, 1999,
and other price studies at hitp:/ftiager.vic.edu/~fic; Chaloupka, F. & R. Pacula , An Examination of Gender
and Race Differences in Youth Smoking Responsiveness to Price and Tobacco Control Policies, National
Bureau of Economic Research, Working Paper 6541, April 1998), http://tigger.uic.edu/~fic. Emery, S, et
al,, "Does Cigarette Price Influence Adolescent Experimentation?,” Journal of Health Economics 20:261-
270, 2001. Evans, W. & L.. Huang, Cigarette Taxes and Teen Smoking: New Evidence from Panels of
Repeated Cross-Sections, working paper, April 15, 1998, www.bsos.umd edu/econ/evans/wrkpap.htm.
Harris, J. & S. Chan, “The Continuum-of-Addiction: Cigaretie Smoking in Relation to Price Among
Americans Aged 15-28," Health Economics Letters 2(2) 3-12, February 1998, www.mit edu/peoplefjeffrey.
€ See, e.g., LS. Centers for Disease Control and Prevention (CDC), “Responses to Cigarette Prices By
Race/Ethnicity, Income, and Age Groups — United States 1976-1993,” Morbidity and Mortality Weekly
Report (MMWR) 47(28): 605-609 July 31, 1998, www.cdc.qov/mmwr; Chaloupka & Pacula, April 1998.

? Chaloupka, F. , J. Tauras & M. Grossman, "Public Policy and Youth Smokeless Tobacco Use,” Southem
Economic Journal 64(2): 503-16, October 1997, http:/ftigger.uic.edu/~fic.

8 Chaloupka, F. , et al., Do Migher Cigarette Prices Encourage Youth to Use Marijuana?, National Bureau
of Economic Research, Working Paper No. 6939, February 1899, http:/ftigger.uic edu/~fic. Farrelly, M., et
al., "The Joint Demand for Cigarettes and Marijuana: Evidence from the National Household Surveys on
Drug Abuse,” Journal of Health Economics 20: 51-68, 2001. See, also, Campaign for Tobacco Free Kids
fact sheet, Smoking and Other Drug Use, http./ftobaccofreekids. org/research/factsheets!odflo106 pdf.

* Available at www.cdc govitobacco/sarpage. htm.

. ° Available at http:/iwww1 worldbank orgtobaccol/reports. htm.

1 Available at www.nap.eduwbooks/0309060389/htmlindex. htmil.

12 Bill Neville, President, Canadian Tobacco Manufacturers Council, testifying before Legislative
Committee F on Bill C-10, An Act to Amend the Excise Tax Act and the Excise Act, September 26, 1991.
13 Canadian Cancer Society, et al., Surveying the Damage: Cut Rate Tobacco Products and Public Health
in the 1980s, October 1999, www.nsra-adnf ca/english/oct@9taxrep htmi.
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Voters Suppont Significant Increases in State Tobacco Taxes,

o Seven out of ten Kansas voters (71%) want the Governor and state legistature to increase
the cigarette tax to help balance the state budget. No other potential revenue source
received support from even half of Kansas voters (including increasing the state sales tax
and introducing slot machines to racetracks).

Voters clearly want some of the revenue from tobacco-tax increases to be used to fund
tobacco prevention efforts -~ and support using tobacco-tax revenues for tobacco
prevention more than for any other purpose. In nearly every state in which the question was
asked, voters expressed the strongest suppon for cigarette tax increases that directed some of
the new revenue to support programs 1o reduce tobacco use among kids. For example:

e Eighty-three percent of Minnesota voters favored dedicating cigarette tax revenues to
programs to reduce tobacco use, ahead of funding for public schools (77%), providing
health care to the uninsured (77%) and funding to prevent bioterrorism (61%).

o Nearly 9 out of 10 Wisconsin voters (86%) favor dedicating new cigarette tax revenue to
youth smoking prevention. Other options for using the revenue received less suppon,
including long-term care for seniors (84%), smaller class sizes for Kindergarten through third
grade (74%), and helping balance the state budget (60%).

» ©8 percent of Connecticut voters prefer a 72-cent tobacco tax increase that addresses the
budget deficit and fully funds a tobacco prevention program over a 61-cent increase used
only for the budget deficit (19%). {12 percent said that they prefer neither tax increase.)

Large majorities of Jow-income persons strongly support tobacco tax increases, In
Indiana, 77 percent of voters with family incomes less than $25,000 per year support a 50-cent
increase (to 65.5 cents per pack). In Kansas, 76 percent of voters with family incomes less than
$30,000 per year support a 75-cent increase (to 99 cents per pack). Iin Vermont, 71 percent of
voters with family incomes of less than $30,000 per year support a $1.06 cigarette tax increase
(to $1.50 per pack). In all the other states with this data, at least 57 percent of voters in families
with low incomes support substantial cigarette tax increases.

Both men and women support tobacco-tax increases. In New Hampshire, 72 percent of
men and 74 percent of women support a 50-cent increase in the state tax (to $1.02 per pack).
In all the other states, substantial majorities of men and women supported the tax increase.

Support for tobacco-tax increases comes from alf age groups. In Minnesota, more than 60
percent of voters in every age bracket support a $1.00 increase (to $1.48 per pack), including
62 percent of those under age 30 and 67 percent over age 65. In the other states, at least 60
percent every age group support the cigarette tax increases.

Minority Support for tobacco-tax increases Is strong. in Massachusetts, 64 percent of
minorily voters and 70 percent of white voters support a 50-cent increase (to $1.26 per pack).

In Mary!and 86 percent of African-American voters and 75 percent of white voters supporl a70-
cent increase (to $1.36 per pack).

Significant numbers of smokers support tobacco-tfax increases. In New Jersey, a majority
of current fobacco users (54 percent) support a 50-cent increase in the tobacco tax (o $1.30
per pack). In Maryland, 45 percent of current fobacco users support a 70-cent increase in the
cigarette tax (to $1.36 per pack), with 42 percent supporting a tax increase in lowa (to 86 cents
per pack) and 36 percent of current tobacco users supporting a tax increase in Vermont (to
$1.11 per pack). Inthe 12 other polls with this data, from 22 to 39 percent of current tobacco
users support increasing the state cigarette tax.
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Voters Support Significant Increases in State Tobacco Taxes/ 3

For more information on state tobacco-tax increases, see the Campaign’s website at
www tobaccofreekids.org/reports/prices and www.tobaccofreekids.org/research/factsheets/index18.shim)

*This factsheet is based on ail the state polls on state iobacco-tax increases done in the past year for which the
Campaign for Tobacco-Free Kids was able to obtain comprehensive information regarding the questions asked and
the answers received. Numerous cother state polis have also been done that, according to press reports and
available summaries, show equally strong voter support for tobacco tax increases. For example'

s Two separate polls of Conneclicut voters in February 2002 found that more than 70 percent of voters support
raising the state cigarette tax by 61-cents, 1o $1.11 per pack (polls done by the Center for Survey Research and
Analysis at the University of Conneclicut and by Quinnipiac University).

¢ An Oklahoma poll by the Tulsa World newspaper in January 2002 found that 63 percent of Oklahoma adults
support a $1.00 cigaretie fax increase (1o $1.23 per pack) to fund health care for the state's indigent poputation.

¢ Inthe tobacco stale of South Carolina, 68 percent of adults support ‘increasing the cigarette fax by 44-cents (to
51 cents per pack) to fund health care (AARP survey conducted by the Southeastern Institute of Research in
February 2002).

e Asurvey in North Carolina found that 70 percent of adults would support an additional state cigarette fax if the
money was dedicated fo youth tobacco prevention (40% supported an increase up to $1 and another 30%
support an increase of more than $1 — North Carolina Public Health Awareness Survey, December 2001).

* In Texas, 76 percent support a tobacco-1ax increase to help batance the budget (March 2001 poil, Center for
Health Promotion & Prevention Research, Univ. of Texas Health Science Center).

+ A poll taken after New York state raised its Ggaretie 1ax 10 $1.50 per pack found that New York City voters
support an additional $1.42 per-pack increase within the city — as Mayor Michae! Bloomberg (R} has proposed —
68% to 27%. Among all NY state voters, support for applying the new $1.42 increase stalewide was 59% to
38%. [Quinnipiac University, February 18-25, 2002.] A subsequent poli conducied for the Coalition for a Smoke-
Free city found that 73 percent of New York City voters favored the Mayor's proposed tobacco tax increase
{Global Strategy Group. Inc., March 2002).

Strong support for tobacco-tax increases is also shown by the November 2001 ballot initiative in Washington State,
where mote than 65 percent of those who cast ballots voted 1o raise the stale cigaretie tax by 60-cents per pack {to a
1otal tax of $1.42.5 per pack). Ballot initiatives have also raised state cigarette tax rates in California (11/98 & 11/88),
Oregon (11/96), Arizona (11/94), and Massachusetts (11/92), despite the fact that spending by the major cigarette
companies to defeat the proposed tobacco-tax increases far exceeded the expenditures in favor of the increases.

State Polls Summarized in This Factsheet

Connecticut — Market Strategies, Inc. and The Meliman Group, inc. {May 2001); Mellman Group, Inc. (February 2002)
linois — Market Strategies, inc. and The Mellman Group, Inc. (January 2002)

indiana — Massie, Inc. (April and December 2001)

lowa - Market Strategies, Inc. (March 2002)

Kansas — Market Strategies, Inc. (December 2001)

Kentucky — QEV Analytics (December 2001)

Maine — Market Strategies, Inc. and The Meliman Group, Inc. (May 2001)

Maryland - The Mellman Group, Inc. (February 2002)

Massachusetts — Market Strategies, Inc. and The Mefiman Group, inc. (May 2001 and March 2002)
Minnesota — Market Strategies, Inc. and The Meilman Group, Inc. (January 2002)

Nebraska — Market Stralegies, Inc. (January 2002)

New Hampshire — Market Strategies, Inc. and The Mellman Group, Inc. {(May 2001)

New Jersey — Validata Research. (March 2002)

Oregon ~ Davis, Hibbitts and McCaig (January 2002)

Rhode Island — Market Strategies, Inc. and The Mellman Group, Inc. (May 2001)

Vermont — Market Strategies, Inc. and The Mellman Group, Inc. (May 2001 and March 2002)
\Msconsm - Market Strategies, inc. and The Mefiman Group, inc. (January 2002)

The Mellman Group is a prominent Democratic polling ﬁrrﬁ, and Market Strategies is a weli known-Republican firm.
For more information about the polls they have conducted, contact Mark Meliman of the Meliman Group at 202-625-
0370 or Dimitri Pantazopoulos of Market Stiategies at 613-722-3322.

National Center for Tobacco-Free Kids, April 2, 2002
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Cigarette Tax Rates for 2002*
Virginia's Cities, Counties and Selected Towns
Where Cigarette Tax Is Applicable

Cigaretie Tax
Locality (S per 20-count Pack)
Cities
Alexandria $0.30
Bedford $0.20
Bristol $0.04
Charlottesville $0.12
Chesapeake $0.50
Fairfax $0.30
Falls Church $0.25
Franklin $0.25
Fredericksburg $0.05
Hampton $0.40
Lynchburg $0.15
Manassas $0.15
Manassas Park $0.15
Newport News $0.45
Norfolk $0.30
Petersburg $0.10
Roanoke $0.27
Suffolk $0.30
Virginia Beach $0.32
Waynesboro $0.04
Winchester $0.10
Counties
Arlington** $0.05
Fairfax™* $0.05
Towns
Blacksburg $0.10
Biuefieid $0.03
Chilhowie $0.02
Culpeper $0.10
Hemdon $0.20
Kilmamock $0.05
Leesburg $0.25
Marion $0.02
Mount Jackson $0.05
Pulaski $0.10
Purcellville $0.20
Vienna $0.30
Warrenton __$0.15
Wytheville ~$0.045

Gross County and City Tobacco Taxes*
For Fiscal Year 2001

Number of Places
Jaxing Tobacco Jobacco Revenue
Virginia
Cities™ 29 $30,796,738.00
Counties 2 $2.780,772.00

Total $33,577.510.00

“These figures are according to Tax Burden on Tobacco, Historical
Compitation, Voiume 36, 2001. '
“*Estimate

Comparison of Total Number of Counties, Cities, Towns
and Total Taxing Cigarettes

Number of Places Total Number

Taxing Ci I T it
Cities . 21 40
Counties 2 135
Towns 14 . 182

* These figures are based on the 20th Annual Edition of Tax Rates 2001; data collected by the University of Virginia's

Weidon Cooper Center of Public Service.
- Arlinglon and Fairfax are the only counties that have the ability (o lax with a kmit of $0.05. Al cities and towns have

taxing suthority with no kmit.
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A D-FREEKTels:

STATE EXCISE TAX RATES FOR NON-CIGARETTE TOBACCO PRODUCTS

€

B

Forty-sevenof the 50 states have at least some tax on non-cigarette tobacco products. Kentucky, Pennsylvania, and Virginia do not. Georgia taxes only

cigars, and Florida does not tax on cigars but does tax pipe or other loose smok
Alaska, and Oregon have the highest taxes of 129.42%, 75%, and 65% of who!
and Waest Virginia have the towest taxes of 2%, 5%, 6%, and 7% of wholesale
have two of the highest rates of smokeless tobacco use (chewing tobacco and
and 1.3% of high school giris use smokeless tobacco.! For more information,

www tobaccefreekids:org/research/factsheets/pdi/0003.pdl.

Cigar Tax

ing tobacco, chewing tobacco, and snuff tobacco. Washington State,
esale price, respectively. North Carolina, South Carolina, Tennessee,
price, respectively. Tennessee (24.3%) and West Virginia (28.6%) also
snuff) by high school males. Nationwide, 14.2% of all high school boys
see the Campaign factsheet Spit (Smokeless) Tobacco and Kids,

State “Smoking Yob, Tax | Chewinp Vob. Yax | SnullTax ] Clgaretie Tax| parette Tax | Cigarette Tax |

: {centsipack) i{as % mir. price)
Alabama 21 1,510 20.25 cents/10 cigers 0.6-4.4 cenls/ounce .75 cenis/ounce ~— 0.6-4.4 cents/ounce 16.5 6.7%
aska ¢ . ~75% Whotesale price “75% Wholesale price | 75% Wholessle pricé | 75% Wholasale price 100 40.5%
Arizona "8.5 lo 64 cenis/10 dgars 6.5 cenis/ounce 6.5 centsiounce 6.5 centsiounce 58 235%
Arkansas 23% Manufaciures price 23% Manufaciures price | 23% Manufaclures price | 23% Manulactures price 34 13.8%
California ~ 56.65% Wholesale price 56.65% Wholesale price | 56.65% Wholesale price | 56.65% Wholesale price 87 35.2%
Colorado ~20% Manufaclures price | 20% Manufaciures price | 20% Manulactures price | 20% Manufactures price 20 8.1%
Conneclicut -+ 20% Wholessle price 40 cenisiounce 40 cenfs/ounce 40 cents/ounce 11 44.9%
laware 15% Wholesale price 15% Wholesale price | 15% Wholessle price 15% Whoiesale price 24 9.7%
District of Columbla | 5.75% Wholesaie price §.75% Wholesale price | 5.75% Wholesale price | 5.75% Wholesale price 65 26.3%
[Florida None 25% Wholesale price | 25% Wholesale price | 25% Wholesale price 330 13.7%
ia 2¢/10 cigars or 13% Wholesale None None None 12 4.9%
Hawai 40% Wholesale price 40% Wholessie price | 40% Wholesale price | 40% Wholesale price 120 248.6%
idaho 40% Whnolesale price 40% Wholesale price 40% Wholesale price 40% Wholesale price 28 11.3%
illinols 18% Wholesale price 18% Wholesale price 18% Wholesale price 18% !\Lmlesale price 98 39.7%
indiana 18% Wholesale price 18% Wholesale price 18% Wholesale price 18% Wholesale price 55.8 22 5%
lowa 22% Wholesaie price 22% Wholesale price 22% Wholesale price 22% Wholesale price 26 14.6%
Kansas , 10% Manufaclures price | 10% Manufaciures price | 10% Manufaciures price | 10% Manufaclures price T0 28.3%
Kentucky N None None None None 3 1.2%
Lovisiana ~8%-20% Manulaciures price | 33% Mamulactures price | 20% Manulactures price | 33% Manufaclures price 3% 14.6%
Maine ot 16% Wholesale price 16% Wholesale price 62% Wholesale price 62% Wholesale price 100 40.5%
Maryland 15% Wholesale price 15% Wholesale price 15% Wholesale price 15% Wholesale price 100 405%
Massachusetts 15% Wholesale price 15% Wholesale price | 75% Wholesale pice | 75% Wholesale price 78 30.6%
Michigan 20% Wholesale price 20% Wholesale price | 20% Wholesale price | 20% Wholesale price 128 50.6%
Minnesola 35% Wholesale price 35% Wholesale price 35% Whalesale price 35% Wholesale price 48 19.4%
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State Excise Tax Rates for Non-Cigarette Tobacco Products

State “Clgar Tax ~ Smoking Tob, Tax | Chewing Tob. Tax Snufl Tax Cigarette Tax | Gigaretie Tax
L_‘ . . {centsipack) l{as % mir, price)
Mississippl * — 15% Manulaciures price 15% Manufaciures price | 15% Manulaciure's price | 15% Manufaclures price 18 7.3%
WMissoun 10% Manufactures price 10% Manufaclures price | 10% Manufaciures price | 10% Manufaclures price 17 8.9%
Montana ~12.5% Wnolesale price | 12.5% Wholesale price | 12.5% Whoiesale price | 12.5% Wholesale price 18 7.3%
Nebraska ~ 20% Wholesale price 20% Wholessle price | 20% Wholesale price | 20% Wholesale price o4 25.9%
Nevada 30% Wholesale price 30% Wholesale price 30% Wholesale price 30% Wholesale price 35 14.2%
New Hampshire 21.6% Wholesale price '21.6% Wholesale price | 21.6% Wholesale price | 21.6% Wholesale price 52 21.1%
New Jersey. . 35% Wholesais price —30% Wholessle price 30% Wholesaie price | 30% Wholesale price 150 60.7%
New Mexico ~25% Manufaciures price Manufactures price | 25% Manulactures price | 25% Manufaciures price 21 8.5%
New York _ 35% Wholesale price 35% Wholesale price | 35% Wholesale price | 35% Wholesaie price 180 §0.7%
North Carolina 2% Wholesale price 2% Wholesale price 2% Wholesale price 2% Wholesale price 5 2.0%
Nosth Dakota 28% Wholessle price | 28% Wholesale price 18 centa/ounce 60 cenis/ounce a4 17.8%
Ohio 17% Wholesale price 17% Wholesale price | 17% Wholesale price | 17% Wholesaie price 56 22.3%
Okiahoma ~ 0 1o 30 centa/T0 cigars | 40% Manufaciures price | 30% Menulaciures price | 30% Manufactures price 2 9.3%
Oregon B5% Wholesale price 85% Wholesale price sle price | 65% Wholesale price 08 27 5%
Pennsylvania None None Nons None 100 40.5%
Rhode isiand 20% Wholesale price —20% Wholesale price | 20% Wholesale price | 20% Wholesale price 132 53.4%
th Carolina 5% Manufactures price 5% Manulactures price | 5% Manulactures price | 5% Manufactures price 1 2.8%
South Dakola 10% Wholesale price 10% Whiolesale price | 10% Wholesale price | 10% Wholesale price n 13.4%
Tennessee 8% Wholesale price 6% Wholesale price 6% Wholesale price 6% Wholesale price 20 8.1%
Texas T 1o 15 cente/10 cigars ~35.213% Manufactures | 35.213% Manulaciures | 35.213% Manulaclures 41 16.6%
Utah 35% Manufaciures price 35% Manufactures price | 35% Manufaclures price | 35% Manufactures price 69.5 28.1%
*\75"1!001 41% Manufactures price | 41% Manufactures price | 41% Manufactures price | 41% Manufactures price 93 31.7%
Virginia None None None None 2.5 1.0%
Washington “120.42% Wholesale price | 120.42% Wholesate price | 120 42% Wholesale price | 120.42% Wholesale price 1428 57.7%
West Virginia 7% Wholesale price 7% Wholesale price | 7% Wholesale price 7% Wholesale price 17 6.9%
Wisconsin "25% Manufactures price | 25% Manuiaclures price | 25% Manulactures price | 25% Manufaciures price 77 312%
Véyoming 20% Wholesale price 20% Wholesale price | 20% Wholesale price 20% Wholesale price 12 4.9%
US Govemmen $1.828 10 $48.75/1000 7¢lounce 1.2¢/ounce Agiounce 39 158%

States in bol type raised their non-Cigarette isxes since 1/1/02; stetes with cigarette tax rate in bold raised their cigerefts tax rates since 1102,

Manufsctures Price is the price charged to

wholesslers/distributors by the tobecco company that makes the product. Wholessle Price is either the price charged to retailers by the wholesalers/distributors or, in some sisles, tiathe
same a8 the Manufactures Price. Check siste ststutes for detalts, Cusrent price charged by the major cigaretie manufaclurers fo wholesaiers is $2.47 per pack. Nebraska's tax rates effective

101102; Mlchiﬂan‘o tax rates sffective 8/1/02, New Jersey lowered s non-cigaretie tax from 43% of wholes
the tax back lo 48%. Sourcss: Federstion of Tax Administrsiors, 2002, hitp.//www.taxadmin.on; Orzechowsk
s/aMaxes.him. Economic Resource Service, USDA, hitp:/iwww.ers.usda.gov/Briefi

faicohol/infolt

Alcohol, Tobacoo & Firearms, hitp./Awww.atf.\reas gov ag/subpage:

For more information on state tobacco Laxes {and the benefits from increasing them), see the Campalign’s website at

! Youth Risk Behavior Surveitiance (YRBS), 1999. The Youth T
school 11.8% of males and 1.4% of females use smokeless tobacco.

hitp:/itobaccolreskids.omireportsiprices.

sle price 1o 30% in Jenuary, 2002. In February, 2002, a b was introduced to raise

| & Waker, The Tax Burden on Tobacco, 2002; press reports; U.S. Bureau of
obacco/Dalaltable8.pdf.

National Center for Tobacco-Free Kids, July 25, 2002

obacco Sutvey (YTS) for 2000 — which does not include extensive state-specific data found that in high
Because of different procedures, the YTS and YRBS are not directly comparable. 7
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VIRGINIA

STATE CIGARETTE EXCISE TAX INCREASES
ESTIMATED NEW REVENUES, COST SAVINGS, AND OTHER BENEFITS & EFFECTS

Current Stste Cigarette Tax Rafe: 2.5 cents per pack
Rank Among Al States: 51st (1 Is highest)
Average rate among sll states: 57.3 cents per psck

Average Pack Price in State: $3.20 (Including all taxes)

State cigarette tax last raised: 5/1/86
Inflation since then: 454.9%
Inflation-adjusted tax rate would be: 14 cents per pack
Smoking-Caused Costs in State Per Pack Sold: $5.57

Tax Additions! | Additions! | Fewer { Youth | Fewer | Related | Adult | Fewer | Relsted | Youth Adult 5-vr S.Yr Oversll
increase| New State | New State | Packs | Smoker | Future | Lifetime | Smoker| Adult | Litetime | Future |Smoking| Heart & Smoking-|Long-Term
Per Pack| Cig Tax | Ssles Tax | Smoked | Decline | Youth | Health | Decline ﬂm«! Heslth |Smoking| -Csused| Stroke [ Births Health

Revenue | Revenue |(Millions) Lsmohm Ssvings Savings | Deaths | Deaths | Savings | Bavings | Savings
(Wiliions/Yr)|(MiltionalYr) (Millions) (Miions) | Avoided | Avoided | (Mitlions) | (Millions)| (Mililons)
0,10 _| 3655 $17 87 [ -21% [ 8000 | 31068 | OT% | 1.2 3594 | 2800 | 1,500 | $25 | S$i.1_| 3166,

0.15 $07.6 $28 116"“"5‘ 2% ] 13300 | 31506 | -1.0% | 10900 | $80.9 | 4,200 | 2,300 | $3.9 $1.7 $2495

0.20 $120.3 $34 AT4 | 42% [ {7600 | $2136 | -1.3% | 14500 | 31198 | 5600 | 3,100 $5.1 $22 $333.2

0.25 $160.5 $4.2 217 | -5.3% | 22,200 | $2664 | -1.6% | 18,300 | 31493 | 7,400 | 3,900 | $6.3 $28 $415.7 |

0.30 $101.4 $5.0 ~261 | ©.4% | 36,700 | $3204 | -20% | 21,800 | $170.9 | 8,500 | 4,700 $78 $34 $500.

035 | 32217 $58 -304 | 74% | 31,200 | $3744 | -2.3% | 25400 | 32096 | 9,900 | 5,500 | 389 $39_| 35840

0.40 $251.7 $6.5 348 | -B.5% | 35600 | $427.2 | -26% | 29,000 | $239.3 | 11,300 | 6,300 | $10.9 $45 $666.5

045 1. 52012 $7.3 391 | 05% | 40,100 | $481.2 | -20% | 32,700 | $2698 | 12,800 | 7,400 | $114 $50 $751.0

0.50 $310.3 $8.0 —435 | -10.6% | 44,500 | $534.0 | -3.3% | 36,300 | $299.5 | 14,200 | 7.900 $126 $56 $8335
. 0.55 $338.9 $8.7 ATB | -11.7% | 49,000 | $5680 | -36% | 39,000 | $320.2 | 15600 | 8,700 | $13.0 | 362 $917.2

0.60 $367.1 $03 522 | <12.7% | 53,400 | $640.8 | -3.9% | 43,600 | $359.7 | 17,000 | 0,500 | $15.2 | $6.7 | $1,000.5

0.65 $394.0 $10.0 56,5 | -19.0% | 57.900 | $604.8 | A.2% | 47,200 | $3894 | 18,500 | 10,300 | $164 | $73 | $1,0842

0.70 $4222 $10.6 60.0_| ~14.8% | 62,400 { $7486.8 | 46% | 50.000 | $4190 | 10,000 | 11,100 | $17.7 | $78 | $1,168.7

0.75 $440.7 $11.2 652 | -15.9% | 66,500 | $BD1.6 | -4.9% | 54.500 | $4496 | 21,300 [ 11,8900 [ $19.0 $5.4 $1,251.2 |

0.80 $475.8 $71.8, 06 | V7.0% | 71,300 | $85568 | -5.2% | 58,100 | 34703 | 22,800 | 12,700 | $20.2 | $9.0 | 51,3349

.85 $501.6 $124 730 | -180% | 75.700 | $9084 | -55% | 61,800 | $5000 | 24,200 | 13,500 | 3215 $95 | 31,4183

0.90 $527.2 $13.0 -78.9 | -19.1% | 80,200 | $962.4 | -5.9% | 65400 | $539.8 | 25,600 14.% %;33 ::%:T ::.ggi.g

0.95 $552.4 $13.5 82,6 | -20.1% | 84,600 | $1,015.2 | -6.2% | 69,000 | $569.3 | 27,000 | 15, . I 584,

1.00 5771 14. 87.0 | -21.2% [ 89,100 | $1.069.3 | 6.5% | 72.700 | $599.8 | 28,500 | 15900 | $25.3 | $11.2 | $1.669.0

Cigaretts tax increases both boost state revenues and reduce smoking because the incraased lax per pack brings in more new revenu
declines in'pack sales. Sales tax revenues from cCigarelle sales similarly increase,
inchuding the increased stale cigaretie tax amount. - Healthcare savings from

tail of rette .
ooy who 1o ok ot of the tax, Adult health savings accrue over litetimes of current adull smokers who quit. Adult plus youth fifetime health savings

{oday who quit or don't start because

equals overall long-ferm hesith savings. A portion of the adult health savings are from fewer smoking-caused heart attacks and strokes,

despite fewer sales, because the state sales tax perce
e youth smoking declines accrue over the lietimes of kids alive

@ than is lost from the prompted
ntage sppiies fo the total

which produce the listed savings

within five years after the tax increase — and even larger amounts each year afler thal. Smoking-birth savings from fewer smoking-affected pregnancies. Other
substantial immediate savings from the smoking reductions would also accrue,

Parallel Inc:rm 10 slate excise taxes on other lobacco products would provide sdditional new state excise (ax and sale tax revenue, reduce the use of these producis in

the slate, 8

reduce related harms and healthcare costs. For more information, see hilp:/tobaccofreekids.

esearch/facisheel

1/0180.

f.

National Center for Tobacco-Free Kids, www.tobaccofreekids.org, June 18, 2002/ Eric Lindblom 7/24/02
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Estimated New Revenues, Cost Savings & Benefits from Cigaretfe Tax incresses.

Notes & Sources

These projections sre based on the well.established estimates thet for every 10% increase in cigaretie prices youth smoking rates declina by 8.5%, sdults rates by 2%,
and total consumption by 4.0%. See, 8.g, Chaloupka, F. J., “Macro-Social influences; The Effects of Prices and Tobacco Control Policies on the Demand for Tobacco
Products,” Nicoline & Tobacco Research, 2000, and other price studies at hitp:/linger.uic. edu/~fic: Tauras, J., et al., "Effects of Price and Access Laws 0n Teenage
Smoking Initistion: A National Langitudinel Anslysis,” Bridging the Gap Research, ImpacTeen, April 24, 2004, and other price studies at www.uic.edulorgsfimpacteen,
Figures slso assume that tax incresss is fully passed on in higher prices, and is edjusted for inflation over time. Estimate of starting price per pack inciudes all federal and
statewide excise and sales taxes but not any purely local taxes, and is based on cigarette pricing and tax data avaifable from The Tax Surdent on Taobaoco, 2001 and

USDA Economic Research Service, Tobscco Briefing Room, www.ers.usda.gov/Briefing/tobacco.

Avoided premature adult end youth desths and smoking-caused costs data from U.S. Centers for Disesse Control and Prevention (CDC), State Highlighta 2002: impact
and Opportunity, April 2002, www.cdc.novitobacco/StateHighlights.him; COC, "Anhual Smoking-Attributable Mortality, Years of Potentis! Life Lose, and Economic Costs ~
United States,1995-1999," MMWR, April 11, 2002, www.cdc. govimmwr/preview/mmwrhimi/mmS5114a2.him. See, also, CDC, “Projected Smoking-Related Deaths
Among Youth ~ United States,” MMWR 45(44); 971-974, November 11, 1996, www.cdc.govimmwr/mmwr_wk him). Kids stopped from smoking snd from dying

prematurely from smoking based on number of kids alive in the state todey and current smoking, quitting, and dying trends.

Based on currently avallable research and dsta, it is not poasible to estimate hesith savings in each year following @ tax Increase, or even provide reasonable estimates of

the tolal health care savings over the first five or ten yssrs. Overaill, smoking-caused healthcare cost savings from a cigarette tax increase will be relatively small in the
first year after the increase but grow quickly. )

Healthcare savings from reducing the number of fiture youth and current adult smokers show cost reductions over the lifetimes of kids shive in Virginia todsy who quit or
don' start begause of tax increase and over the lifetimes of those current adult smokers who will quit because of the fax increase, based on Hodgsen, T.A., “Cigarette
Smoking and Lifetime Medical Expenditures,” The Milibank Quarferly 70(1) (1992) [smokers’ lifefime healthcare cosis average $12,000 higher than nonsmokers, despile
shorter iife spans]. Savings for each adult quitter will not equal the $12,000 because adult amokers have already been significantly harmed from their smoking and have
already Incurred, on average, some extra, emoking-caused health costs. See, also, Nusselder, W,, el 8., "Smoking and the Compression of Morbidity,” Epidemiology and
Community Health (2000); Wamer, K.E., el al., "Medical Costs of Smoking in the United States: Estimetes, Their Validity, and Their Implications,” Tobacco Control 8(3):
290-300 (Auturmn 1998),

5-Year Heart & w.mmmmmmmmmmwmnmmmthmmmmm-momng.c_.md
heart attacks and strokes, based oh Lightwood & Glantz, “Short-Term Economic and Heelth Benefits of Smoking Cessation — Myocardial Infarction and Stroke,
Circulation 96(4) (August 19, 1997). These savings witl increase considerably in subsequent years. Other shorl-term savings will accrue from declires in smoking among
pregnant women, and corresponding reductions in smoking-caused birth complications, and from other declines in smoking-caused health problems and other smoking-
caused costs. See, e.9., Miller, D. e al., "Birth and First-Year Costs for Mothers and Infants Attributable to Matermal Smoking,” Nicotine & Tobacco Research 3:25-35
(2001); U.S. Department of the Treasury, The Economic Costs of Smoking in the U.S. and the Benefits of Comprehensive Tobacco Legislation (1998).

Projections estimate the effect of the proposed tax increases, afone, and do not accourt for other factors that may affect smoking rates, revenues, eic., such as national
smoking Man; cigaretie compeny price changes and marketing expenditures; and national, state, or local tobacco-prevention efforts. Al projecied amounts have been
rounded down. Projections may change based on the availability of new dats or new research thsoyonomerreﬁmmtslonnundoﬂymuWand formulas.
Questions may be directed to Eric Lindblom, Campaign for Tobacco-Free Kids, elindblom@lobaccolreekids orq of 202-296-5468.

So far In 2002, ffteen states and Puerio Rico have increased their cigaretle taxes: New York, Connecticut, Utah, Maryland, Nebraska, Kansas, Hawali, Ohio, Rhode

Island, Vermont, ifinois, Louisiana, Indiana, New Jersey, and Pennsylvania. New York City increased its own cigaretie tax from eight cents to $1.50 per pack, as
proposed by Mayor Bloomberg (R). More than ten other states are also seriously considering significant increases 1o their state cigarette taxes.

For more Information on state cigarette tax increases, see hitp:/itobaccofreekids.org/reportsiprices.
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APPENDIX 1

REAL ESTATE TAX APPEALS
AOBA/VACREIVMLIASSESSORS

Discussion Agenda

July 8, 2002

Background

Goals

Virginia has most difficult burden in the US - Assessments are presumed

to be correct. Presumption is overcome by plaintiff showing the

assessment is the result of “manifest error” or “total disregard of

controlling evidence.” if successful in overcoming the presumption, the

plaintiff must then prove the case by a preponderance of the evidence.

See Tab 1, Mark R. David, Burdens of Proof and Presumptions in Property

Yax Litigation, IAAO 2157 Annual Legal Seminar, New Orieans, La., 2000.
¢ specific injustices

Supreme Court cases

use of standard as sword, not shield

inability to get lawyers to take cases

strongly contested litigation

legisiative studies suggest unfair process (See Tab 2, Final Report

of the Commission on State and Local Government Responsibility

and Taxing Authority, 1998, House Document No. 88, p. 17,

recommendations 4 and 6)

trend in other states (e.g. Fla. Ga. Ill. Tex.)

trend in Virginia (e.g. BPOL, business personal property tax appeals -

See Tab 8, Guidelines for Appealing Local Business Taxes, Va. Dept. of

Taxation)

® & & 4 o

increase fairness of both process and result
establish bettér dialogue with assessor
decrease litigation

produce better results
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Alternatives Considered

make USPAP standards applicable to assessors .

limit to certain jurisdictions

place burden of proof on locality or create shifting burden
apply only ta commercial property

attorneys fee awards

1999 legislation - SB 1008, SB 1009 (See Tab 3)
2000 fegis!ation - HB 1175 (See Tabs 4 and 5)
2001 study resolution - HJR 782, HJR 685 (See Tabs 6 and 7)

House Bill 1175 (2000) (See Tabs 4 and 5)

preserves presumption of correctness

preserves hurden of proof on plaintiff

strong support by roughly 20 groups

change in leve! of proof required to overcome presumption

modeled on New York case law (See Tab 9)

requirement for administrative appeal or appeal to Board of Equalization
Fla. experience suggests decrease in litigated cases (See Tab 10)

issue identification

Discussion
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