COMMONWEALTH of VIRGINIA

Department of Taxation

November 21, 2011

The Honorable Charles J. Colgan
General Assembly Building, Room 626
Capitol Square

Richmond, Virginia 23219

The Honorable Harry R. Purkey
General Asserr.cly Building, Room 415
Capitol Square

Richmond, Virginia 23219

Dear Senator Colgan and Delegate Purkey:

Enclosed is the “Study on the Local Cigarette Tax Enforcement Policies”
prepared by the Department of Taxation in conjunction with the working group
convened to review the current policies as required by House Bill 2038 and Senate Bill
1085 (2011 Acts of Assembly, Chapters 366 and 293).

As required, the working group reviewed the current policies on (1) appeals of
penalties related to the cigarette tax assessed on wholesalers and retailers, (ii) the
desirability of having a single cigarette tax stamp for state and local taxes, (iii) methods
of determining the validity of cigarette tax stamps that are only partially visible, and (iv)
other related issues identified by the working group.

The working group recommends that local governments ensure that notices of
seizures include procedures for administrative appeals as well as the affirmative
defenses that may be asserted and that local governments that administratively
establish procedures ensure that such procedures are published. The working group
also recommends that representatives of stamping agents, retailers, and local
government continue to work towards drafting best management practices setting forth
recommendations for local governments imposing the local cigarette tax.
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I'hope that you find the information in this report useful in your legislative
deliberations of this issue. This report is being submitted to the Division of Legislative
Automated Systems.
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LaX Commissioner

cc:  The Honorable Emmett W. Hanger, Jr.
The Honorable Christopher K. Peace
The Honorable Richard D. Brown
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Preface

Authority

The 2011 Virginia legislative session enacted House Bill 2038 and Senate Bill 1085
(2011 Acts of Assembly, Chapters 366 and 293) requiring the Tax Commissioner to
convene a working group to review localities' current policies on i) appeals of penalties
related to the cigarette tax assessed on wholesalers and retailers; ii) the desirability of
having a single stamp for state and local taxes; iii) methods of determining the validity of
partially visible cigarette tax stamps; and iv) other related issues. The working group
was to consist of representatives of the Virginia Wholesalers and Distributors
Association, Virginia Retail Merchants Association, the Retail Alliance, the Virginia
Petroleum, Convenience and Grocery Association, the Northern Virginia Cigarette Tax
Board, the Virginia Municipal League, those counties that levy a local cigarette tax, and
other individuals as deemed necessary. The working group was directed to submit its
report and recommendations to the chairmen of the Senate and House Committees on
Finance by December 1, 2011.

Staff Assigned to Report

Mark C. Haskins, Director, Policy Development Division
Joseph E. Mayer, Lead Tax Policy Analyst, Policy Development Division
Andrea M. Muse, Senior Tax Policy Analyst, Policy Development Division
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STUDY ON LOCAL CIGARETTE TAX ENFORCEMENT POLICIES

EXECUTIVE SUMMARY

House Bill 2038 and Senate Bill 1085 (2011 Acts of Assembly, Chapters 366 and
293), enacted by the 2011 General Assembly, required the Department of Taxation (the
“Department”) to convene a working group to review current policies on () appeals of
penalties related to the cigarette tax assessed on wholesalers and retailers, (ii) the
desirability of having a single cigarette tax stamp for state and local taxes, (i) methods
of determining the validity of cigarette tax stamps that are only partially visible, and (iv)
related issues that are identified by the working group and must be considered in order
to address the issues in clauses (i) through (iii).

The working group met several times over the course of the year to determine
the scope of the study and issues regarding the local cigarette tax encountered by the
working group members. These issues include: 1) the point of collection and payment
of the tax; 2) stamping issues; 3) monetary penalties; 4) seizure of cigarettes; and 5)
appeals procedures. Summaries of the issues and the working group recommendations
are below.

Collection and Payment of the Tax

The working group reviewed alternative ways of collecting the tax, including
having the state collecting both the state and local cigarette tax. One concern with the
state collecting both the state and local tax is the difficulty in ensuring that the proper
local cigarette tax is paid. The working group also discussed whether the local cigarette
tax could be collected using a monthly return with the tax remitted after the cigarettes
have been sold. One concern is the expense of properly enforcing the tax may be
prohibitive, particularly for smaller and rural localities. The working group also
discussed moving the point of collection for the cigarette taxes to the retail level.
However, the additional remittance may be a substantial burden to smaller retailers and
administering the tax in this manner may make it harder to ensure proper remittance.

Stamping Issues

While unique stamps make it easier to enforce payment of the tax, they also
increase the likelihood that stamping agents will make errors, both in stamping and
distribution to retailers. The working group discussed the possibility of using a single
state and local stamp. Local government representatives stated that there may be
some interest in using a single stamp provided the stamp can be traced back to the
locality with minimal effort. Industry representatives expressed concerns that a move to
more modern stamps may necessitate up-front costs for stamping agents for new
machinery that stamping agents could not afford.
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Monetary Penalties

The working group discussed possible penalty structures for unstamped
cigarettes for both stamping agents and retailers. Representatives of both industry and
local governments rejected suggestions of mandating uniform penalties to localities,
though agree that recommendations for more uniform penalties across jurisdictions may
be beneficial.

Seizure of Cigarettes

A serious issue brought forth to the working group was the lack of procedures in
a number of localities for owners to challenge the seizure of cigarettes. In some
localities, the local ordinance provides that such procedures may be established
administratively. A working group member volunteered to converse with the Local
Government Attorneys of Virginia regarding the requirement that notice setting forth
appeals procedures and affirmative defenses that may be asserted must be given when
seizing property. Additionally, while the statute authorizes local governments to sell or
destroy seized cigarettes, it does not set forth a specific time limit that local
governments must wait before doing so. If the cigarettes are sold or destroyed before
an appeal can take place, it may be impossible for the retailer to put forth evidence that
the tax was properly paid.

Appeals Procedures

The working group discussed whether a mandated uniform appeals process
would be beneficial. Though representatives of both industry and local governments
stated that localities would be unlikely to support detailed mandates regarding the entire
appeals process, there was some interest in legislation setting out a general format and
timeline for appeals concerning seized property. Working group members also
acknowledged that setting forth a standard set of procedures for appeals in the form of
best management practices for local governments may be beneficial, particularly for
localities that may be contemplating imposing a new local cigarette tax.

Recommendations

The working group recommends that local governments ensure that notices of
seizures include procedures for administrative appeals as well as the affirmative
defenses that may be asserted. Additionally, the working group recommends that local
governments that administratively establish their procedures for seizing cigarettes and
appeals publish such procedures in a manner that will inform stamping agents, retailers,
and other possessors of cigarettes. The working group also recommends that the
General Assembly direct representatives of stamping agents, retailers, and local
government to continue to work towards drafting best management practices that set
forth recommendations regarding 1) types of stamps required, 2) monetary penalty
structures, 3) procedures for seizing cigarettes, and 4) more uniform local appeals
processes.
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STUDY ON LOCAL CIGARETTE TAX ENFORCEMENT POLICIES

SECTION |
OVERVIEW OF THE ISSUE

House Bill 2038 and Senate Bill 1085

House Bill 2038 and Senate Bill 1085 (2011 Acts of Assembly, Chapters 366 and
293), enacted by the 2011 General Assembly, required the Department of Taxation (the
“Department”) to convene a working group consisting of representatives selected by the
Virginia Wholesalers and Distributors Association; the Virginia Retail Merchants
Association; the Retail Alliance; the Virginia Petroleum, Convenience and Grocery
Association; the Northern Virginia Cigarette Tax Board; the Virginia Municipal League;
those counties that levy a local cigarette tax; and other individuals as the working group
deemed necessary. Copies of these bills are attached as Appendix |.

The working group was directed to review current policies on (i) appeals of
penalties related to the cigarette tax assessed on wholesalers and retailers, (i) the
desirability of having a single cigarette tax stamp for state and local taxes, (iii) methods
of determining the validity of cigarette tax stamps that are only partially visible, and (iv)
related issues that are identified by the working group and must be considered in order
to address the issues in clauses (i) through (iii). The working group was to provide a
report and recommendations to the chairmen of the House Committee on Finance and
the Senate Committee on Finance by December 1, 2011.

State Cigarette Tax

Background

Pursuant to Va. Code § 58.1-1001, the Commonwealth imposes a state cigarette
tax at the rate of $0.015 (1.5 cents) per cigarette ($0.30 per pack of 20 cigarettes). The
cigarette tax is paid by stamping agents through the purchase of stamps, which under
Va. Code § 58.1-1003 must be affixed to each individual package, bag, box, or can from
which cigarettes are sold. Stamping agents are required to file a monthly report with the
Department showing the quantities of cigarettes purchased and stamped.

There are currently three Virginia revenue stamps: (1) a stamp for packs of 20
cigarettes; (2) a stamp for packs of 25 cigarettes; and (3) a dual stamp for the state
cigarette tax and the local cigarette taxes imposed by the localities that have delegated
their cigarette tax administrative and enforcement authority to the Northern Virginia
Cigarette Tax Board (“NVCTB"). The stamps are sold by the Department and may be
purchased at the Fiscal Office in the Department’s Customer Service Walk-In Office at
1957 Westmoreland Street in Richmond, Virginia. Stamps may also be purchased from
Treasurer’s Offices in Bristol, Danville, Fairfax, Lynchburg, Roanoke, Waynesboro, and
Culpeper County and the Commissioner of Revenue’s Office in Virginia Beach.
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Enforcement of the State Cigarette Tax

In 2010, the General Assembly enacted House Bill 820 and Senate Bill 476
(2010 Acts of Assembly, Chapters 35 and 471) to reduce the penalties related to
unstamped cigarettes. The Department supported this legislation as it had discovered
situations where stamping agents failed to affix stamps to cigarettes due to machine
error or where stamping agents inadvertently shipped unstamped cigarettes to retailers
due to human error. Prior to the legislative change, these stamping agents were subject
to much greater penalties. Although the Department had worked with stamping agents
to develop policies to ameliorate this situation and issued two Tax Bulletins, Virginia Tax
Bulletin 07-3 (March 15, 2007) and Virginia Tax Bulletin 08-13 (December 11, 2008),
setting out more relaxed penalty structures, the Department believed that this legislation
was necessary. As a result of the legislation, the Department issued comprehensive
Guidelines and Rules Related to Enforcement (August 13, 2010) in order to provide
guidance to taxpayers regarding the civil penalties, the appeals process, and other
matters regarding the enforcement of the state cigarette tax.

Currently, stamping agents who fail to properly affix Virginia revenue stamps are
subject to a penalty of $2.50 per pack, up to $500, for the first violation by a legal entity
within a 36 month period, $5 per pack, up to $1,000, for the second violation by the
legal entity within a 36 month period, and $10 per pack, up to $50,000, for the third or
subsequent violation by the legal entity within a 36 month period. The stamping agent
will be required to pay a civil penalty of $25 per pack, up to $250,000, where willful
intent exists to defraud the Commonwealth. Persons other than stamping agents who
sell, purchase, transport, receive, or possess unstamped cigarettes, except as
otherwise provided by law, are subject to the same civil penalties. For inspections
where the number of unstamped cigarette packs does not exceed 30 packs, the
Department may issue a warning letter to the stamping agent instead of assessing the

penalty.

A retailer may avoid the penalties for unstamped cigarettes by proving to the
Department that they were lawfully purchased from a licensed stamping agent with
physical proof such as: (1) a signed affidavit from the stamping agent; (2) distinctive
features reflecting that the cigarettes were sold by the stamping agent; or (3) physical
observation by a Department auditor. In order for the retailer to be relieved of the
penalties, the retailer must request the affidavit from the stamping agent and notify the
Department that he has done so within 14 days of the inspection. The stamping agent
then has 14 days to provide a signed affidavit. By signing an affidavit, the stamping
agent acknowledges that he sold the unstamped product to the retailer and that he may
be liable for the penalty. The Department will then assess the penalty to the stamping
agent instead of the retailer.

Any person assessed by the Department may appeal using the administrative
appeals process under 23 Virginia Administrative Code (“VAC”) 10-20-165. The
Department may also accept an offer in compromise where there is reasonable cause,
doubtful liability or collectibility. A complete appeal must be filed within 90 days of the
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date of the assessment and collection action by the Department is discontinued until a
final determination on the appeal has been made unless the Tax Commissioner
determines collection of the assessment is in jeopardy. Any taxpayer who disagrees
with the determination may, within (i) three years from the date of the assessment or (i)
one year from the determination, file an application for correction of the assessment
with the circuit court.

Local Cigarette Tax

Background

All cities and towns with general taxing powers are currently authorized to
impose a cigarette tax with no rate limitations. Currently, the Department is aware of 90
jurisdictions reporting that they impose the local cigarette tax, including 31 cities and 57
towns. Only two counties, Arlington and Fairfax, are authorized to impose a local
cigarette tax under Va. Code § 58.1-3831, which is limited to the amount of the state
cigarette tax rate. Both impose a local cigarette tax at the maximum rate of $0.30 per
pack of 20 cigarettes. Standardized to a pack of 20 cigarettes, 40 localities impose the
cigarette tax at a rate of $0.15 or less and 24 localities impose the tax at a rate of $0.16
through $0.30. Five localities impose the tax at a rate of $0.31 through $0.45, nine
localities impose the tax at a rate of $0.46 through $0.60, and 12 localities impose the
tax at a rate exceeding $0.60. Local cigarette taxes are typically administered and
enforced at the local level. However, the Northern Virginia Cigarette Tax Board
administers and enforces the local cigarette tax on behalf of 17 Northern Virginia
jurisdictions.

The Department has provided a matrix of the local cigarette tax rates, unstamped
cigarette penalties, procedures for seizing cigarettes, and procedures for appeals as set
out in the locality’s ordinance in Appendix Il. Of the 71 local ordinances reviewed in the
matrix, 34 localities do not set out appeals procedures in the ordinance and six localities
set out appeals or hearing procedures specifically for seized cigarettes and property.
However, a number of those localities provide in the ordinance that penalties and
procedures may be established administratively. As a result, the Department is unable
to provide information on penalties and procedures not set out in the local ordinance.

Sixty-two localities, including the 17 NVCTB jurisdictions, provide criminal
penalties for violations of local cigarette tax law. Thirty-nine localities provide civil
penalties for violations of local cigarette tax, with many of those localities providing both
civil and criminal penalties. Sixty-nine localities, including the NVCTB jurisdictions, set
out provisions for the seizure of cigarettes in their local ordinance. Of those, 48 provide
that seized cigarettes may be disposed of by sale or other method and three provide
that seized cigarettes may be destroyed. Fourteen localities provide for civil penalties to
be paid out of the proceeds from the sale of the seized cigarettes. Although the matrix
reflects the latest information available to the Department, stamping agents and retailers
should confirm rates and procedures with the localities in which they sell cigarettes.
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Code of Virginia § 58.1-3830 authorizes localities to impose a cigarette tax to use
local cigarette tax stamps to evidence payment of the tax and Va. Code § 58.1-3832
authorizes joint enforcement agencies to issue their own tax stamp. Local government
and joint enforcement agencies may enter into an arrangement with the Department to
use a dual stamp to evidence the payment of both the state and local taxes.

Northern Virginia Cigarette Tax Board

Current law authorizes any locality that imposes a cigarette tax to delegate its
cigarette tax administrative and enforcement authority, including the authority to issue a
revenue stamp, to an agency or authority pursuant to the provisions of Va. Code § 15.2-
1300. Currently, 17 Virginia localities participate in the Northern Virginia Cigarette Tax
Board (“NVCTB”): the County of Fairfax; the Cities of Alexandria, Fairfax, Falls Church,
and Manassas; and the Towns of Clifton, Dumfries, Haymarket, Hillsboro, Herndon,
Leesburg, Middleburg, Purcellville, Round Hill, Vienna, and Warrenton. The tax rates in
these localities vary from $0.05 to $0.85 per pack of 20 cigarettes.

The NVCTB enforces these local cigarette taxes using a dual stamp that
represents both the state and local cigarette taxes. This dual stamp is sold by the
Department for the state cigarette tax rate. Stamping agents remit the local cigarette
tax to the NVCTB via a monthly return that lists all retailers by jurisdiction. The
Department does not collect any revenues for the NVCTB. The NVCTB audits
stamping agents to verify the local cigarette tax has been collected on all stamps sold.
The NVCTB conducts retail inspections to insure proper tax payments and to prevent
retailers from shifting stamped cigarettes from lower tax localities to high tax localities.

Other States

Currently, every state and Washington, D.C. impose a cigarette tax and all but
North Carolina, South Carolina, and North Dakota require the use of a tax stamp to
evidence payment of the tax. Massachusetts and California use a modern encrypted
stamp containing information on the distribution process along with authentication
features such as security inks that shift colors and features that can only be seen using
portable detectors to prohibit counterfeiting. The stamps contain the contact information
of the distributor as well as the date the stamp was affixed and its value.

Most states use criminal prosecutions to enforce compliance with their state
cigarette tax law. Approximately 15 states have no specific civil penalties for the
possession or improper sale of unstamped cigarettes. Thirteen states, including
Washington, D.C., provide civil penalties for general violations of their cigarette tax law.
Twelve states provide civil penalties for failure to pay or evasion of the cigarette tax, and
two states provide civil penalties generally for the failure to pay a tax. A few states,
including Louisiana and lowa, have graduated penalty structures. Five other states
provide for higher civil penalties for subsequent offenses similar to Virginia- lowa,
Louisiana, New Mexico, Oklahoma, and Pennsylvania. Of those, lowa resets the count
of offenses every three years similar to Virginia, and Louisiana resets the count of
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offenses every five years. The Department has provided a matrix of unstamped
cigarette penalties in other states in Appendix 1.

With a few exceptions, cigarettes are not subject to local taxation in other states.
The major exceptions are New York City, Anchorage, and Cook County, lllinois.
According to the Campaign for Tobacco-Free Kids, Top Combined State-Local
Cigarette Tax Rates (June 28, 2011), other than Virginia, local cigarette taxes are only
common in Alabama and Missouri. The Alabama Department of Revenue administers
the local cigarette taxes in 17 counties and county stamps are required to be affixed to
cigarettes sold in such counties. Some localities administering their own cigarette tax
use revenue stamps, others use monthly returns. The Missouri Department of Revenue
administers the local cigarette taxes imposed in two counties: Jackson County and St.
Louis County. Dual stamps are used to evidence payment of the tax in these localities.
Cigarette taxes imposed in cities in Missouri are administered by the locality.
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SECTION Il
LOCAL CIGARETTE TAX ENFORCEMENT POLICIES

Overview of the Working Group

As directed by House Bill 2038 and Senate Bill 1085 (2011 Acts of Assembly,
Chapters 366 and 293), the Department formed a working group to review local
cigarette tax enforcement policies that included representatives from the Virginia
Wholesalers and Distributors Association; the Virginia Retail Merchants Association; the
Retail Alliance; the Virginia Petroleum, Convenience and Grocery Association; the
Northern Virginia Cigarette Tax Board; the Virginia Municipal League; and those
counties that levy a local cigarette tax. Additionally, representatives of specific
stamping agents and localities requested and were granted the opportunity to
participate in the working group.

The working group held its first meeting on April 19, 2011, to discuss the scope
of the study and issues regarding the local cigarette tax encountered by the working
group members. At the meeting a broad outline of topics were discussed as potential
issues for review by the working group. This list was then circulated within the working
group and posted on the Department’s website for members of the working group to
request issues to be added to or stricken from review by the working group.

The second meeting of the working group, held on July 8, 2011, included a tour
of a Virginia stamping facility and a request to finalize the issues for review by the
working group. The Department also asked for volunteers to participate in two breakout
sessions which were held on August 2, 2011, to discuss in depth the issues as
determined by the working group. Alternative ways to collect and pay the tax and
stamping were discussed in one breakout session and penalty structures and appeals
procedures were discussed in another session. Representatives of both local
government and industry groups were present at both sessions. Summaries of the
issues discussed by the working group are below. Materials and comments provided to
the Department by working group members regarding the study have been included in
Appendix V.

Collection and Payment of the Tax

The working group reviewed the current method of collecting and paying the tax.
In most localities, the tax is paid by stamping agents and payment is evidenced by local
stamps. Some localities require the local cigarette tax to be paid by monthly returns.
While a dual stamp is used to evidence payment of the tax in NVCTB jurisdictions,
stamping agents do not remit the tax until after the cigarettes are sold to retailers. The
cigarette tax is remitted to the NVCTB along with a monthly report of sales to retailers
by jurisdiction as the jurisdictions have different tax rates.

The working group discussed alternative ways of collecting the tax, including
having the state collecting both the state and local cigarette tax. One concern with the
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state collecting both the state and local tax is the difficulty in ensuring that the proper
local cigarette tax is paid on cigarettes in retail stores and not the tax for a locality with a
lower tax rate. This can be especially challenging when retailers have locations in
different localities with different tax rates and have the ability to shift inventory between
localities.

The working group also discussed whether the local cigarette tax could be
collected using a monthly return with the tax remitted after the cigarettes have been
sold. While this is the same manner as in NVCTB jurisdictions, the NVCTB combines
resources from 17 northern Virginia jurisdictions and performs a significant number of
audits and inspections. There were concerns that other localities could not afford
enforcement measures beyond stamps. One alternative discussed was the creation of
more regional boards like the NVCTB to provide more resources for enforcement.
However, it may be too expensive for rural localities as it may be necessary to audit and
inspect businesses over long distances.

The working group discussed moving the point of collection for the cigarette
taxes to the retail level. This may require retailers to remit the tax to each locality and
smaller retailers may not have the systems to remit the tax to localities, resulting in a
substantial burden to them. Also, with retailers responsible for paying the tax, it may
cause enforcement issues as it may be harder to audit and ensure proper remittance.

Stamping Issues

In most localities, stamps are used to evidence payment of the local cigarette tax.
Stamps are used both for enforcement and for inventory control. While unique stamps
make it easier to enforce the payment of the tax, they also increase the likelihood that
stamping agents will make errors, both in stamping and distribution to retailers. Up-front
costs for stamping agents are significant as stamping agents need to have an inventory
of stamps on hand to stamp product. Additionally, the costs may not be recouped for
some time for small localities where product may not be sold and held in inventory for a
long time.

The working group discussed the possibility of using a single state and local
stamp. Local government representatives stated that there may be some interest in
using a single stamp, provided the stamps can be traced back to the locality with
minimal effort. This could be done either by features on the stamp or technology.
Stamps may be used to track and trace product through the manufacturing and
distribution process. Stamps may also be used to verify the legitimacy of the product
and can contain information on the distributor, the date the stamp was affixed, and the
stamp’s value. However, this would require more modern and expensive stamps than
are currently used by the state and localities. Massachusetts and California are the only
states to currently use a modern encrypted stamp containing authentication features to
prohibit counterfeiting and information on the distribution process. As technology
advances and such stamps become more common, resulting in lower cost in equipment
used by stamping agents, this may be a future option in Virginia.
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The working group discussed whether agreements between state and local
governments could be used to negotiate better prices for stamps. However, because of
budget cycles and elections, agreements between governments would need to be
carefully managed and it may be easier to create more regional boards to purchase the
stamps and otherwise administer the local cigarette tax.

Beginning July 1, 2012, the current state cigarette tax stamp will have a unique
serial number on each stamp. Currently, the serial numbers are unique to each roll.
With a unique serial number, the stamp may be traced back to the stamping agent and
the stamping agent will be able to determine the locality of the store that purchased the
cigarettes. However, using this to monitor the correct payment of local cigarette taxes
would be labor and time intensive.

Industry representatives expressed concerns that a move to more modern
stamps may necessitate up-front costs for stamping agents for new machinery.
Additionally, many stamping agents provide cigarettes over multiple jurisdictions,
including other states, and using different equipment to provide product to those
jurisdictions may be a substantial burden depending on the stamping facility. Industry
representatives stated that stamping agents would be highly opposed to the
Commonwealth or localities upgrading to modern encrypted stamps unless the
Commonwealth or the localities are willing to purchase the new machinery necessary
for stamping agents to affix the new stamps. Also, if the stamps increase in size to add
features to allow for the stamps to be traced it may cause stamps to be obscured if the
stamping agent must affix more than one stamp. This would require coordination
between the state and localities and may require localities to ease requirements
regarding the visibility of affixed stamps.

The working group also discussed whether localities should continue to allow
retailers to purchase stamps to affix to cigarettes. Currently, the Commonwealth sells
stamps only to licensed stamping agents and the NVCTB sells only to authorized
wholesalers, but many localities have no restrictions on who may purchase stamps.
Standards and licensing requirements may be beneficial for localities. If licenses were
required to purchase stamps to affix to cigarettes, retailers would be more likely to
purchase cigarettes from authorized stamping agents and allow localities to more easily
determine if there are compliance issues. It may also provide localities with another
enforcement measure as the license could be revoked. Additionally, stamping agents
may find it easier to determine if improper stamps found on product in retail stores are a
result of the stamping agent’s error or if the cigarettes are from another source.
However, such requirements may limit or eliminate a retailer's ability to pay the local
cigarette tax and affix the stamp to product upon which the local cigarette tax has not
been paid.
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Monetary Penalties

The working group discussed possible penalty structures for unstamped
cigarettes for both stamping agents and retailers. One area of discussion was whether
there should be a clear division between penalties for error and negligence and those
for criminal activity. One possible way this could be accomplished would be a reduction
in penalties where the cause is mechanical error. Another would be to model local
penalties after the Commonwealth’s penalties. Representatives of both industry and
local governments rejected suggestions of mandating uniform penalties to localities,
though agree that recommendations for more uniform penalties across jurisdictions may
be beneficial.

Seizure of Cigarettes

Depending on the locality, several departments may be involved in the inspection
and seizure of cigarettes, including the Commissioner of the Revenue, the Treasurer’s
office or local finance department. It may also be the local sheriff's office or police
department, or the city or county attorney’s office. A serious issue brought forth to the
working group was the lack of procedures in a number of localities for owners to
challenge the seizure of cigarettes. Virginia Code § 58.1-3832 provides that any city,
county, or town imposing a local cigarette tax may provide for the administration and
enforcement of the tax by ordinance. The ordinance may provide that cigarettes found
in quantities of more than six cartons within the taxing jurisdiction are presumed for sale
or use within the jurisdiction and may be seized and confiscated in certain situations.
The ordinance may also provide that seized cigarettes may be disposed of by sale or
other method deemed appropriate by the local taxing authority. However, Va. Code §
58.1-3832(6) provides that the ordinance may:

Provide for the forfeiture and sale of any property seized:; provided, however, that
proper notice of such seizure shall be given to the known holders of property
interests in such property and shall include procedures for administrative appeal
as well as affirmative defenses which may be asserted by such holders which
procedures must be set forth in reasonable detail.

Code of Virginia § 58.1-3832 is set forth in Appendix IV.

In some localities, the local ordinance provides that such procedures may be
established administratively. While the current language of Va. Code § 58.1-3832 does
not preclude localities from administratively establishing procedures, the working group
has found that not all localities make such procedures easily available to the public. If
such procedures are not published, stamping agents and retailers may find it difficult to
know the deadlines and procedures necessary to challenge the seizure and potential
sale of their product. A working group member volunteered to converse with the Local
Government Attorneys of Virginia regarding the requirement that notice setting forth
appeals procedures and affirmative defenses that may be asserted must be given when

seizing property.
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Additionally, while the statute authorizes local governments to sell or destroy
seized cigarettes, it does not set forth a specific time limit that local governments must
wait before doing so. If the cigarettes are sold or destroyed before an appeal can take
place, it may be impossible for the retailer to put forth any evidence that the tax was
properly paid on the cigarettes.

Appeals Procedures

The working group discussed whether a mandated uniform appeals process
would be beneficial. Though representatives of both industry and local governments
stated that localities would be unlikely to support detailed mandates regarding the entire
appeals process, there was some interest in legislation setting out a general format and
timeline for appeals concerning seized property. Working group members also
acknowledged that setting forth a standard set of procedures for appeals in the form of
best management practices for local governments may be beneficial, particularly for
seizures and appeals and localities that may be contemplating Imposing a new local
cigarette tax.

Industry representatives also suggested that local governments allow stamping
agents to take on liability for unstamped product where the stamping agent determines
that he is responsible for the product. Stamping agents have also requested the
opportunity to be heard or inspect the cigarettes in an effort to either join in the appeal
or make the retailer whole if the product was not stamped due to the stamping agent’s
error. Currently, the Commonwealth will allow the stamping agent to provide an affidavit
stating that he is responsible for the product, if he does so, the penalty on the retailer is
abated and the stamping agent is assessed with the penalty.
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Study on Local Cigarette Tax Enforcement Policies Section Ill, Conclusion and
Recommendations

SECTION Il
Conclusion and Recommendations

The working group has reviewed and discussed the current enforcement policies
for the local cigarette tax and at this time, there is no consensus to change the point of
collection or payment of the local cigarette tax. There was also no consensus at this
time to change the current stamps, either by mandating their elimination or upgrading to
more modern stamps. However, as technology advances and stamps with the ability to
trace product through the manufacturing and distribution process become more
common and less expensive, upgrading to a more modern stamp may be a future
option.

The working group is concerned that a number of localities do not establish
procedures for seizures and appeals in the local ordinance. While the current language
of Va. Code § 58.1-3832 does not specifically preclude localities from administratively
establishing procedures for appeals and seizures, stamping agents and retailers may
find it difficult to know the deadlines and procedures necessary to challenge the seizure
or appeal any assessments if the procedures are not published.

The working group recommends that local governments that administratively set
forth their procedures for seizing cigarettes and appeals publish such procedures in a
manner that will inform stamping agents, retailers, and other possessors of cigarettes.
Additionally, the working group recommends that local governments ensure that notices
of seizures include procedures for administrative appeals as well as the affirmative
defenses that may be asserted by the aggrieved party as the law requires.

The working group has expressed interest in having representatives of local
governments and industry work toward drafting best management practices for the local
cigarette tax for local governments. The consensus of the working group is that the
best management practices would include only recommendations and would not require
local governments to enact any changes. The working group recommends that the
General Assembly direct representatives of stamping agents, retailers, and local
government to continue to work towards providing best management practices that set
forth recommendations regarding 1) types of stamps required, 2) monetary penalty
structures, 3) procedures for seizing cigarettes, and 4) more uniform local appeals
processes.
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Appendix |
House Bill 2038 and Senate Bill 1085 Text

VIRGINIA ACTS OF ASSEMBLY -- 2011 SESSION

CHAPTER 366

An Aet 10 require the Deparnmenr of Taxation to review certain izsues relating o the local cigarene tax.

[H 203181
Approved March 22, 2011
Be it enacted by the Ceneral Assembly of Virginia:
1 § 1 The Tax C issioner chall ¢ a working group conzizting of represenrarives selectad by

the Virginia Wholesalers and Distributors Association. the Virginia Retail Merchams Azzocianion: the
Retail Alliance, the Uirginia Petroleum, Cowvenience and Grocery Azsoviation: the Northerm Vrginia
Cigarerte Tax Board, the Virginia Municipal League; and those counties that livy o local cigarette fax.
The working group may add other individuals 1o its membership as it deems necessary.
2 The working group shall review curremt policies on (il appeals of penalties related to the
cigarerte tax assessed om wholesalers amd remilers, (i} the desirability of having a single cigarerre rax
stamp for ctate and local raxes, tiii} methods of determining the validity of cigarene rax stamps thar are
only partially visible. and tiv) related issues thar are idenrifisd By the working group and st be
considered in order to address the issues in clauses (i) through (ifi).

£ 3. The working grouy is requested to begin its work as soon as possible qfter the comclusion of the
2011 regular session of the Gemaral Aszembly, and 1o idewtify any changes 1o cwrrent law, regulation,
or policy that it considers desirable when addressing the above izsues. The working group is reguested
to provide a report and recommendations to the chairmen of the Houze Committee on Finance and the
Senare Comntirtee on Finance by December I, 2011

LN
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Appendix |
House Bill 2038 and Senate Bill 1085 Text

VIRGINIA ACTS OF ASSEMBLY -- 2011 SESSION

CHAPTER 293

An Act 1o requira the Depariment of Taxation 1o review certnin iszues relaring to the local cigaretie tax

IS 1085]
Approved March 18, 2011

Be it enacted by the General Assembly of Virginia:

L. § L That rhe Tax Commissioner shall convene a working group consisting of representanives selecred
by the Virginia Wholesalers and Dismibutors Association. the Virsinia Retail Merchants Association: the
Retail Alliance. the Firginia Petroleum, Cowvenience and Grocery Association: the Northers Firginia
Cigarette Tax Board; the Virginia Municipal Leaguse; and those counties that levy a local cigaretts fax.
The working group may add sther individuals 1o its membership ax it deems HECeIZary.

§ 2 The working group shall review corrent policies on (i) appeais of penalties related o the
cigarette :ax asseszed on wholesalers and rerilars, (ii} the desirability of having a single cigarerre rax
stamp for state and local raxes, i} methods af devermining rthe validity of cigarette tax Stemps rhat are
only partially visible, and (i) related izsues that are idenrified by the working group and must be
conzidered in order 1o address the issuas in clauzer {i), /i), and (iii).

5 3. The working group is requested to begin itx work as soon as possible after the conclusion of the
2011 regular session of the General Assambly and o identify any changes ro current law, regulation, or
policy that it considers desirable when addreszing the above iszuss. The working group is requested o
provide a report and recommendations to the Chairmen of the Senate Committea on Finance and the
House Committee on Finance by Dacember 1, 2011

Department of Taxation A-l December 1, 2011
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Appendix IV
Virginia Code § 58.1-3832 Text

A8 o Qo of Virgion > 38 13833
arey | nest
5 58.1-3832 Local ordinances to administer and snforce local taxes on sale or use of cigarettes.

Any county. caty or town having a tax upon the sale or use of cigarettes may by ordinance, provide for the administration and
enforcement of any such cigarette tax. Such Jocal ordinance may:

i Provide for the registration of any distributor, wholesaler. vendor, retailer or other persen seiling, storing or possessing cizarettes
within or transporting cigarettes within or into such taxing junsdiction for sale or use. Such registration may be conditioned upon the
filing of 2 bond with 2 surety company authorized to do business in Virgmia as surety, which bond shall not exceed one and one-half
tumes the average manthly lisbility of such taxpayer. The county, city or town may revoke registration if such bond is impaired, but
for no other reasan. Any such distributor, wholesaler. retailer or other person whose business and residence is outside the taxing
junisdsetion, who shall sell, store or possess in the taxing jurisdiction therein any cigarettes shall, by virme of such sale. storage or
possession yubmrt hiraself to its legal jurisdiction and appomt as his attorney for any service of Lawful process such officer or person
as may be designated m the local ordinance for that purpose. A copy of any such process served on the said officer or person zhall be
sent forthwith by registered mail to the distributor, wholesaler or retailer.

2. Provide for the use of a tax stamp or meter inmpression 2s evidence of payment of the tax or other method or syztem of reporting
payment and collection of such tax.

1. Provide that tobacco products found t quantities of more than six cartons within the taxing jurisdiction shall be conelusively
presurned for sale or nse within the yurisdictzon and may be seized and confiscated if-

2. They are i wansst, and are not accompanied by a bill of lading or other document indicating the true name and addrass of the
consignor or seller and of the consignee or purchazer. and the brands and quantity of cigarettes so wansported. or are in transit and
accompanied by a bill of lading or other docunsant which 15 false or frzudulent, in whole o7 m part; or

b, They are in transit and are accompanied by a bill of lading or other document mdicating:

(1} A consignee or purchaser in another state or the District of Columbia who is not awthorized by the law of such other jurizdiction
to receive or possess such tobacco products on which the taxes imposed by such other junisdiction have not been paid. unless the tax
of the stare or District of destmation has been paid and the said products bear the tax stamps of that state or District: or

(2} A consignee or purchaser i the Commonwealth of Virgima but outside the taxing yurisdiction who does not pessess a Virginia
saies and use tax certificate. a Viaginta retai] cigarerte License and, where applicable. both a busimess license and retail cigarette
itcense 1ssued by the local pmisdicnon of destimation; or

¢. They are not m wanst and the tax has not been paid, nor have approved arrangements for payment been mada, provided that this
subparagraph shall not apply to cigarettes in the possession of distributors or public warehouses which have filed notice and
appropriate proof with the taxmp huisdiction that thoze cigarettes are temporanfy within the taxing nurisdiction and will be sent to
consignees or purchasers outside the yurisdiction in the normal course of business.

4. Provide that cigarettes and other property, other than motor vehicles, used i the fintherance of any illegal evasion of the tax 10
seized and confiscated may be disposed of by sale or other method deemed appropmiate by the local taxmg authority. No credit from
any sale or other disposition chail be aliowed toward any tax or penalties owed.

5. Provide that persons violating any provision thereof shall be deemed milty of a Class 1 misdemeasor, and require the payment of
penaities for late payment ot to exceed ten percent per month, penalties for fraud or evasion of the tax not to exceed fifty percent,
and nterest not to exceed three quarters of one percent per month, upon any tax found to be overdue and uapaid. The mere
posseszicn of untaxed cigarettes m quantities of not more than six cartons chall not be a viclation of any such ordinance.

§. Provide for the forfeiture and sale of any property seized; provided. however, that proper notice of such seizure shall be given to
the known holders of property intavests in such property and shail melude procedures for administrative appeal as well as affirmative
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Appendix V
Materials and Comments Provided by Working Group Members

Potential Issue- Security Procedures (sent by The Smith Group on behalf of
VWDA)

From: TheSmthGrp@aol.com

Sent: Monday, May 23, 2011 11:32 AM

To: Muse, Andrea (TAX)

co: Haskins, Mark {TAX}); Mayer, Joseph {TAX)

Subject: Re: Locat Cigarette Tax Study- List of Potential issues
Ardres,

| would kke to pass alorg for future meeting agenda’s a consideration 1o address security isswes with local stamps.
Although there may be some prisdictions that have proper cortrols, there are a number that do not and as more are
added o the tamryg rolls | secwity procedures should be on owr list.

‘We have had situations where stamps were stofen from the back doar of a muncipat bidg to the FED X truck:
no claimed to be at faut—-— local governmant said it wert out the door and FED X reported they delivered the package
given to them when picked up ———— our wholesaler had to pay arother 510.000 for another rofl of local stamps.

With Tidewater now going lo 57.50 a carton tax like Fairfax at $8.50 a cartor—a Virginia $10.50- $11.50 tax creates
maore incentive for mischief and tax avoidance.

Last week | had a meeting with State Police and Cot Flaherty about product stolen recently in Amberst. Since stamprg
agerts maintain prepaid stamp invertory this is a problem along with drivers traveling the State with expensive sweniones
these days.

Cur July meeiing is tertatively set o travel to Mc Lane 1o provide the study group a visual represertation of what we
have been reporting.  TAX may corsider then, that they hear a repart from Retad regarding varous methads of product
receipt-then to the shelf.

Thark you for the update and the web site. Very helptul with our communications for this study.

Regards.,
Jeff

JEFF D, SMITH, T

THE SMITH GROUP, INC.

4207 AUGUSTA AVE.

RICHMOND, VIRGINIA 23230

PH. 804-353-2322

FX: 804-355-83%a86

CELL. B0O4-240-0271

EMAIL. THESMTHGRP@AOL COM
WEBSITE. WWW.SMITHGROUPVA . COM

This comenunication is for use by the intended recipient only and contains iformation that may be privileged, confidential
or copyrigited under applicable law. The conterts of the emall and any attached files are corfidential. If you have
recewved this emai in error, you must rot copy, forward, disciose the information contained in it, or otherwise use it in any
way. Fiease rotfy the sender immediately and then delete the message and any attachments.

In a message dated S/:20/2011 4:22:12 PM. Eastern Daylight Time. andrea muse®iax vrginia.goy writes:

A broad cutline of the topics discussed at the April 19, 2011 meeting as issues that should be considered by the
working group is attached and has been placed on TAX's webpage for the study, http./fwwrwitax virginia Fov
Jsite.cfmlahas=StudyieaiCigarette, under the "Study Documents” section. Members of the working group are
entouraged to send any additional issues that they believe shauld be induded in future discussians to me and 1 will
post them to the webpage.  encourage everyone to visit the webpage reguiarly to keep abreast as to the progress of
the study.

+f you have any questions, pisase do not hesitate to contact me.
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Appendix V
Materials and Comments Provided by Working Group Members

Potential Issue- Stamp Selection (sent by The Smith Group on behalf of VWDA)

From: TheSmthGep@aol.com {maifto: TheSmthGrp@aol.com]

Sent: Monday, July 11, 2011 1:11 PM

To: Muse, Andrea (TAX}

Ca: Haskins, Mark {TAXY); Mayer, Joseph (TAX); jdsivifisrithgroupva.com
Subject: Locad Tax Study

Andrea,
Fotiowing our meeiing Friday and the discussion, | would like to inciude on our list of issues:

local government stamp selection for enforcement

Hitpitegt siate va usicgi-hintegpS0d exe?0C0+cod+£8 1-3832 (paragraph 2)

wocal govemment's who choose 10 irnpose a local cigarette tax and require the use of a locat
stamp should adopt the same stamp technology as the State.

Thank you,

Jeft

JEFF D. SMITH.

THE SMITH GROUP, INC.

4907 AUGUSTA AVE.
RICHMOND, VIRGINIA 23230
PH 804-353-2322

FX B04-355-8986

CELL BO4-2400271

EMAIL. THEGMTHGRP@ACL COM

WERSITE. WWW.SMITHGROUPVA.COM

This communication is for use by the intended recipient onky and contains information that may be
privileged. confidential or copyrighted urxler applicable law. The contents af the email and any attached
fles are confidential. i you have recedved this email in emsr, you must not copy, forward, disclose the
infermation contained in 4, or otherwise use it i any way. Please notify the sender mmediately and then
detete the message and any attachments.
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Appendix V
Materials and Comments Provided by Working Group Members

NVCTB Revenue Information (Sent by Deborah Cannon, NVCTB Administrator)

Northern Virginia Cigarette Tax Board

07/01/2010 - 06/30/2011

¢ The Northern Virginia Cigarette Tax Board is responsible for the
enforcement of the cigarette tax ordinances for 17 jurisdictions
covered by the Board. Through auditing, stamping and enforcing

the local taxes the Board collected total revenue of
$16,938.052.20 for fiscal year 2011.

¢ Total Revenue for court imposed fines and penalties were
$43,884.36.

¢ Total approved budget for Fiscal Year 2011 was $654,200.00.

® Total numbers of seizures were 238 seizing 17,957 packs of
untaxed cigarettes generating $39,340.50.
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Appendix V
Materials and Comments Provided by Working Group Members

Suggested Local Government Best Management Practices (Sent by The Smith
Group on behalf of VWDA)

LG-BMP for Local Smoke Tax
Narrative Summary:

Issue: As local governments increase their local cigarette tax or impose
for the first time a cigarette tax, licensed wholesale distributor stamping
agents are caught in the middie between retailers and local enforcement
agents in determining legitimate stamping mistakes vs tax avoidance
activity.

BMP-
Local Stamp Security

The State requires extensive disclosure information before a stamping agent license is
granted and a significant licensing fee. Local government in general does not.  Local
government taxes range from $1.00/carion to $8.50/carton. The State tax is
$3.00/canton. In general, the focal tax is higher than the State, but the security to
purchase stamps is lower than the State , opening the door for tax mischief.
Confiscation being the only penatty, repeated offenses are likely.

Vigibility Requirements

The State does not have a stamp de minimus visibility requirement, buf some local
governments include this in their violations. Local government should only penalize for
violations relating to their own stamp.  Further, the State stamping penalties are
monetary and not confiscation. Partial visibilify requirements s should be set at 50%
of the local stamp as evidence that the tax has been paid.

Appeals

The State and NVCTB provide for a uniform appeals process but many ocal
governments do nct.  Local govemments should provide for an appeals process for
hoth the retailer and or whotesaler stamping agent. (Provided in 58.1-3832) The appeal
process shouid include offers in compromise when it is conciuded o be a stamping
agent mechanical error or 3 stamping agent delivery mistake.

We believe if these issues are addressed uniformily among local governments imposing
a cigarette tax, compliance rates will improve and those that continue to fry and avoid
the tax will surface and should be deait with more seriously.

Department of Taxation A-V December 1, 2011



Appendix VI
Response Provided by the Virginia Municipal League

Response to the Draft Report by the Virginia Municipal League, with Alexandria
and Norfolk in Agreement (Sent by Neal Menkes, Director of Fiscal Policy)

October 19, 2011

Mr. Mark C. Haskins

Director of Policy Development Division
Virginia Department of Taxation

Post Office Box 1115

Richmond, VA 23218-1113

Dear Mark:

Thank you for the oppormnity to respond to the draft report. Iam also writing on behalf
of the Cities of Norfolk and Alexandris.

Enforcing local cigarette tax ordinances 1s complicated, affecting the operations of and
costs for local governments, wholesalers and retailers alike. I'd like to acknowledge the
hard work you and your staff put into the effort, particularly in researching the issues,
facilitating the discussions. and faithfully capturmg the gist of the issues.

The recommendations you suggest concerning seizure notices and admimistrative sppeals
are fair. VML has been and remains committed to work with our members and tobacco
wholesalers to develop “best management practices” for cities and towns, and
wholesalers to address the issues outlined in the draft report.

It 1s VML's position that nxuch can be done to smooth the rough edges of enforcement
without resorting to legislative remedies. Improving the stamping process, paying greater
attention to the “readabulity” of the stamps on the cigarette packages, and providing an
administrative means to sort out honest mistakes from criminal activity should be the
goals for all the stakeholders.

However, [ would be renuss if I didn't point out that even a successful implementation of
best management practices will not resolve ail the outstanding issues. At some point in
tune, sooner rather than later, “smart stamp” technology will have to be embraced as a
means o mprove adminisiration and enforcement for government, wholesalers and
retaslers. For focalities, over $67.0 million in taxes is at stake. For the state_ cigarette
taxes bring m more than twice the amount collected by local governments. Moreover, the
state revennes leverage roughly $157.0 million in federal Medicaid doliars. The issue is
mouey. The bill to pay for technological upgrades cannot fail solely on the wholesalers
or on cities and towns. The Tax Department’s work on this subject may not be over.

Sincerely,

Neal Menkes
Drractor of Fiscal Policy
Virgima Municipal League
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