Ad Valorem Taxation of Coal Property in West Virginia
and Other States—Part 2

BY CALVIN A. KENT, PH.D.

This article is the second of a two-part series exploring the issues in ad valorem taxation of
coal-mining properties. The first installment appeared in volume 7, issue 3. This topic was first
presented by the author at the International Association of Assessing Officers’ (IAAO) 76th
Annual International Conference on Assessment Administration held in Orlando, Florida,
August 30-September 1, 2010. The two articles are a condensation of a research report prepared

as a requirement for the AAS designation.

Several trends and issues are expected
to influence the appraised value of
coal property for ad valorem tax pur-
poses. Among these are fluctuations in
the price of coal plus environmental
regulations on surface mining and CO,
emissions. The process of carbon capture
and sequestration (CCS), which has the
potential to dispose of CO, emissions
from utility and industrial sources by in-
jecting them deep underground, creates
several issues of its own directly related
to ad valorem taxation of coal interests.

Other taxes are levied on coal produc-
tion as well and their application within
the states studied is discussed. While lo-
cal governments rely on the ad valorem
tax, the severance tax is often employed
at the state level. In addition, reclama-
tion fees are levied for the purpose of
remediating abandoned coal mines and
abating acid mine drainage. Coal inter-

ests likewise are subject to the same taxes
paid by other businesses in the states
where they are located.

Finally, the issue of how well the ad
valorem tax on coal property complies
with the standards of a good tax is ex-
plored. The discussion shows that when
compared to these standards, the tax on
coal property does not equate closely.
The reliance of local governments on
property taxes in coal-producing states
means these levies will continue. There
is a need, however, for better assessment
practices in most states and recognition
of the impact that these levies have on
the use of coal.

Fluctuation in Coal Production
and Prices

Coal reserves, particularly higher quality
reserves in West Virginia, Kentucky, and
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other Appalachian states, are on the
decline (Energy Information Adminis-
tration 2010). Central Appalachian coal
has commanded a higher price than coal
from other regions because of its high
BTU and low sulfur content. As a result
of this premium price, the coal has been
heavily mined with the thicker seams and
better quality grades already extensively
excavated (Energy Information Admin-
istration 2010, 79). The remaining coal
is in thinner seams and in less accessible
locations. As a result, coal production
in Central Appalachia is predicted to
decline significantly in the next 20 years
(Childs and Hammond 2009).

After remaining steady for almost two
decades, coal prices spiked in 2008-2009
almost doubling from previous levels
(Energy Information Administration
2010, 80). Since the formula used in
most states to value coal reserves is based
on previous years’ prices, this increase
will lead to higher valuations in the short
term. If coal prices do not remain as
high in the future, the valuation of coal
interests will decline.

Environmental Regulation

Cap and Trade

Over the years, many legislative measures
have been proposed to reduce the level
of greenhouse gas emissions (primarily
CO,). The American Clean Energy and
Security Act of 2009 (ACESA), commonly
referred to as the Waxman—Markey bill
or as the Cap and Trade bill, was passed
by the U.S. House of Representatives
on June 26, 2009. The cap and trade of
greenhouse gas emissions (carbon diox-
ide and other gases measured in terms of
their carbon dioxide equivalence) is the
prime component of ACESA. The legisla-
tion also includes regulations regarding
clean energy and energy efficiency (Holt
and Whitney 2009). Under ACESA,
the government would place a cap, or
ceiling, on greenhouse gas emissions.
Credits or allowances would be issued
up to the limit of the cap. These credits

would then be auctioned. Firms which
had excess credits could “trade them”
to firms that needed the credits to stay
below their cap. Such a system already ex-
ists in 10 New England and Mid-Atlantic
states (Regional Greenhouse Gas Initia-
tive 2011).

Title T of the act contains clean en-
ergy provisions including the Combined
Efficiency and Renewable Electricity
Standard (CERES) that will require utili-
ties to have 20 percent of the electricity
they generate come from alternate energy
sources or efficiency savings by 2020.
Title I also promotes carbon capture and
sequestration and establishes the Clean
Energy Deployment Administration. Title
IT of ACESA promotes energy efficiency
through building codes, lighting and
appliance efficiency, transportation ef-
ficiency, and industrial energy efficiency.

Titles III and V provide for the re-
duction in greenhouse gas emissions
through a cap-and-trade program on
carbon dioxide (and carbon dioxide
equivalent) emissions. The cap-and-
trade program would begin in 2012.
The amount of permitted emissions
would be reduced gradually from 2005
levels starting with a 3 percent reduc-
tion in 2012 and ending in a cumulative
83 percent reduction by 2050. Title IV
addresses industry competitiveness and
distributional effects on low-income
households. These issues are addressed
through a variety of rebates, refunds,
and tax credits.

The passage of ACESA or similar leg-
islation would have a negative impact
on coal production. It is estimated that
the provisions of ACESA would reduce
coal production in West Virginia by 29
percent by 2030 (Childs 2010). Such a
reduction in the use of coal probably
would result in lower property valuations
for both active and reserve coal in all
states which produce it.

Clean Water Act

Under the provisions of the Clean Water
Act (1972, sections 401-404), three gov-
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ernmental agencies—U.S. Department
of the Army, U.S. Department of the Inte-
rior, and U.S. Environmental Protection
Agency (EPA)—issued a memorandum
of understanding that found:

[A] surface mining technique commonly
referred to as “mountaintop mining”
has become increasingly prevalent in the
Appalachian region. Although its scale
and efficiency has enabled the mining of
once-inaccessible coal seams, this mining
practice often stresses the natural environ-
ment and impacts the health and welfare
of surrounding human communities.

(2009, 1)

The agencies agreed to take steps
to implement an “Interagency Action
Plan (IAP) designed to significantly
reduce the harmful environmental con-
sequences of Appalachian surface coal
mining operations...” (U.S. Department
of the Army, U.S. Department of the Inte-
rior, and U.S. Environmental Protection
Agency 2009, 2).

Since the issuance of that memoran-
dum of understanding, several actions
have been taken. In 2010, the EPA is-
sued Detailed Guidance: Improving EPA
Review of Appalachian Surface Coal Mining
Operation under the Clean Water Act, Na-
tional Environmental Policy Act, and the
Environmental Justice Executive Order. That
memorandum stated:

1t has been a high priority of this Ad-
ministration. .. to reduce the substantial
environmental and human health
consequences of surface coal mining
in Appalachia, and minimize further
impairment of already compromised
watersheds. ... EPA has a legal respon-
sibility to address the environmental
consequences of Appalachian surface coal

mining. (EPA 2010, 3)

The EPA’s Guidance contains stringent
provisions regarding the quality of water
entering streams through valley fills used
in surface mining. The head of the EPA
was quoted, “You are talking about no or

very few valley fills that would meet the
standards” (Kasey 2010, 3).

Under the Clean Water Act (1972), the
U.S. Army Corps of Engineers (USACE)
has the responsibility of granting permits
for surface mines. In June 2010, USACE
suspended issuance of surface mining
permits under the Nationwide Permit
21 process (DOD [Department of De-
fense] 2010). As a result of the new EPA
Guidance, surface mine permit requests
now have to meet more stringent review
requirements including longer periods
of public comment. The USACE does
contend that it will continue to issue
permits under section 404 of the Clean
Water Act if it determines that “it is not
contrary to the public interest” (DOD
2010).

This action has brought the issuance
of new surface mine permits to an almost
complete halt in Appalachian states.
The implications of the EPA Guidance
are significant for property taxation of
active coal and coal reserves. Forty per-
cent of all West Virginia coal is surfaced
mined (BBER [Bureau of Business and
Economic Research] and CBER [Center
for Business and Economic Research]
2010). If no new surface mine permits
are issued or can be modified to meet the
guidelines, then those coal reserves have
lost their economic value. In turn, the
loss of economic value will translate into
lower taxable values for the coal reserves.
Many coal seams which were classified as
mineable will now have to be re-classified
as unmineable. Valuations would then
drop from $1,000 to $5 per acre.

Furthermore, in many locations, a sym-
biotic relationship exists between surface
and underground mining. For example,
both use the same loading facilities and
prep plants. Because surface and under-
ground mines share the same facilities,
the cost of underground mining will rise
if surface mining is curtailed. Therefore
the value of coal reserves that would be
extracted through underground mining
is likely to decline if new surface mining
is limited, along with a corresponding
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drop in the taxable value (Burton, Hicks,
and Kent 2002).

Carbon Capture and Sequestration
Faced with the strong prospect of a car-
bon-constrained future, coal-producing
companies and states are seeking alter-
natives that will allow coal to continue
as a major source of electric power and
industrial uses in the United States.
One of the most discussed alternatives
is carbon capture and sequestration or
CCS (Ansolabehere et al. 2007). This
process consists “of separation of CO,
from industrial and energy-related
sources, transport to a storage loca-
tion, and long-term isolation from the
atmosphere” (Metz et al. 2005). Two
researchers found, “Even in a carbon-
constrained world, coal mining and coal
power can stay in business, thanks to
carbon capture and storage” (Socolow
and Pacala 2006, 53).

Significant legal, technical, and eco-
nomic issues must be resolved, however,
if CCS is to be implemented at a cost
which will make coal competitive with
other fuels, including renewables (Kent
and Truex 2010). Recognizing this
reality, the West Virginia Legislature
in 2009 enacted legislation noting the
criticality of CCS to the state’s economy
and establishing a Carbon Dioxide
Sequestration Working Group (CCS
Group) to study the scientific, technical,
legal, and regulatory issues pertaining to
CCS (West Virginia Code §22-11A-6). The
group released its preliminary report to
the legislature in July 2010 (CSS Group
2010).

Property tax issues raised by CCS
include:

* Who owns the underground
pore space into which captured
carbon will be sequestered?

* Who owns the injected CO,?

® Is captured CO,a commodity
similar to coal which could be
subject to property taxation?

¢ Is the pore space into which
the captured CO, is injected an
object for property taxation?

Ouwnership of Pore Space

Pore space is defined as the “space be-
tween rock or sediment grains that can
contain fluids” (Metz et al. 2005, 410).
When injected into deep formations
(2,500 feet or below), CO, compresses,
becomes “supercritical,” and then turns
into a liquid. There are several types of
pore spaces into which CO, can be inject-
ed. Of primary interest to coal-producing
states are deep formations of sedimen-
tary rocks including depleted oil and gas
reservoirs, deep unmineable coal seams,
and deep unused water-saturated saline
reservoir rock (Metz et al. 2005, 199).

For CCS, “the major legal issue is who
owns or controls the pore spaces used
for the sequestration of CO,” (Knee
2010, 24). This question is of concern
to property tax officials because if CCS
creates a taxable situation, then owner-
ship must be determined. A related
question is: once the CO, is injected, who
owns it—the injector or the owner of the
pore space into which it was injected? If
CO, has value, such as use in coal-bed
methane extraction or enhanced oil and
natural gas recovery, will the same logic
that makes coal reserves taxable property
be applied to injected CO,?

While there is significant precedent
established regarding pore space own-
ership in the underground injection of
natural gas for temporary storage and
the use of CO, injection for enhanced
oil recovery (EOR), this issue has only
recently received legislative attention
in the context of carbon sequestration
(de Figueiredo and Fadil 2008). If the
surface owner has not severed the min-
eral interests, then no ownership issue
exists. But if the severed mineral rights
have been granted to parties other than
the surface owner, legal issues arise. The
first issue is whether there has been a
severance of the interests in pore space
and what was covered by the severance.
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The second issue concerns ownership of
pore space after the mineral covered by
the severance has been extracted.

In determining the ownership of pore
space, some states follow the English
Rule which provides that the owner
of the mineral rights owns the pore
space even after the mineral has been
exhausted. Most states use the American
Rule in which the surface owner retains
the rights to the pore space unless they
have been specifically granted in the
severance along with the mineral rights.
Once the mineral has been extracted,
possession of the pore space returns to
the surface owner (de Figueiredo et al.
2007).

The first state to explicitly address the
issue of CO, injection in pore space was
Wyoming which follows the American
Rule (Fish 2009). Legislation passed in
2008 states that ownership of all pore
space belongs to the surface owner un-
less the conveyance of that space has
been specifically granted (HB 57; HB58;
HB89). Judicial decisions nearly 60 years
ago established the same principle,
although in the context of natural gas
storage, in two Appalachian states—West
Virginia in Tate v. United Fuel Gas Co. et al.
(1952) and Kentucky in Central Kentucky
Natural Gas v. Smallwood (1952).

Since CO, becomes a liquid when
injected into very deep saline or other
formations, laws regarding water rights
may be more applicable in some states
than those covering mineral rights.
Fortunately there is no substantive dif-
ference between the laws relating to
severing and obtaining mineral rights
and water rights (de Figueiredo et al.
2007). But state regulations concerning
water rights do vary which will create
confusion should stored CO, migrate
across state boundaries.

The World Resources Institute (WRI)
conducted an extensive investigation of
storage concerns (Forbes et al. 2008).
Finding there is not “full clarity” on the
issue of subsurface ownership rights, the

organization encouraged all states to
work toward clarification. WRI offered as
an alternative to the “private ownership”
model in which the owner has all the
property rights, a “public interest” model
in which the government could exercise
power over property rights much like in
the case of air space where flight patterns
are established by the Federal Aviation
Administration (FAA) for reasons of
public safety. A report prepared for the
Interstate Oil and Gas Compact Commis-
sion (IOGCC) recommended that states
should have the legal authority to define
ownership of pore space and to require
“compulsory joining of all participating
interests in the reservoir” as in the rules
suggested by IOGCC (Anderson et al.
2007, 26). In the European Union, na-
tional governments own the pore space
(Forbes et al. 2008, 83).

In recent years, the following legisla-
tive actions were taken in various states
regarding ownership of pore space:

* Louisiana in 2009 passed legis-
lation giving the state the right
to expropriate storage facilities
owned by certain corporations
(La. Rev. Stat. Ann. 30:1101-
1111).

¢ Montana in 2009 passed a bill
which provides that the surface
owner also owns the pore space
unless specifically indicated
otherwise (Montana SB 498).

e North Dakota, in two bills
passed in 2009, established the
right of the surface owner to
the pore space butalso required
that pore space owners agree to
“amalgamation” of pore space
if necessary to allow sequestra-
tion (North Dakota SB 2139; SB
2095).

¢ Oklahoma granted ownership
of pore space to surface owners
in 2009 but gave the state cor-
poration commission power to
condemn pore space if needed
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to site a storage facility (Okla-
homa SB 610).

* Wyoming passed three bills in
2008 which vested ownership of
pore space with surface owners
but did allow for “unitization”
of pore space if necessary (Wyo-
ming HB 57; HB 58; HB 89).

¢ Pennsylvania introduced leg-
islation in 2010 which would
declare deep pore space as
owned by the state (Pennsylva-
nia HB 80). The legislation also
would establish a “carbon diox-
ide sequestration network” on
state-owned land and give the
Department of Conservation
and Natural Resources regula-
tory authority over CCS storage.

* Kentucky had pore space legis-
lation introduced in 2009 but
it did not pass. The legislation
would give the state all rights,
title, and interest in seques-
tered carbon dioxide plus any
economic benefits, including
carbon credits that might result
from the sequestration (Ken-
tucky 09RS HB 351).

This issue was settled in West Virginia
with the passage in 2009 of HB 2860
which vested pore space ownership
with the surface owner unless specifi-
cally transferred in the deed severing
the subsurface interests. The Legal
Subcommittee of the CCS Group has
recommended though that “legislation
should declare that pore space...within
the boundaries of the state and 12,500
feet beneath the surface or between
2,500 feet and 12,000 feet beneath the
surface thatare not under an existing or
reasonably foreseeable use by the respec-
tive property owner are part of the public
domain...” (CSS Group 2010, 89).

Ouwnership of CO,
The legal issue of who owns the CO, after
injection into the pore space appears to

be “settled law.” If the precedents regard-
ing natural gas hold, then injected CO2
remains the property of the one who
owned it at injection (de Figueiredo et
al. 2007). All the state legislation dis-
cussed in the previous section follows
this precedent.

Captured CO, as a Taxable Commodity

A further issue concerns the classifica-
tion of CO, either as a commodity or as
apollutant (Anderson et al. 2007; Parfo-
mak and Folger 2007). When CO, is used
for enhanced oil recovery (EOR), ithas a
commercial value and states containing
EOR operations consider it a commod-
ity. Great potential exists for the use of
CO, in enhanced coal bed methane re-
covery (ECBM) in coal-producing states.
Should CO, be considered industrial pol-
lution under the U.S. Supreme Court’s
decision in Massachusetts v. EPA (2007), it
would be subject to EPA regulation and
thus would have little commercial value.
If captured CO, is a commodity with
economic value, then it may be subject
to property taxation as a “reserve” as well
as severance taxation. To date, no state
has taken this action.

Property Taxation of Pore Space

An issue which has not been consid-
ered in the literature either on CCS or
property taxation relates to the pore
space itself. For CO2 to be stored, a pore
space must be obtained. This acquisi-
tion necessarily involves either leasing
the space or buying it from the owner
unless the pore space has been declared
to be public domain. This transaction
provides a justification and a nexus for
property taxation of the interest in the
pore space. The state legislation previ-
ously mentioned all provides that if pore
space is the subject of a taking, then
compensation must be paid to the owner.
These provisions ensure that there is no
violation of the takings clause in the Fifth
and Fourteenth Amendments to the U.S.
Constitution (Noe 2010). The takings
provisions raise the property tax issue
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of whether the pore space itself should
carry a taxable burden. If so, should
taxation occur only if the pore space is
actually being used for storage?

Alternate Methods of Coal Taxation

Coal interests are subject to a variety of
other forms of taxation in addition to ad
valorem taxation. A comparative analysis
of these taxes follows. This review shows
a lack of uniformity among the states
regarding which taxes are applied to
coal, how the tax bases are determined,
what the rates are, and which level of
government administers the taxes (Kent
and Eastham 2010). A summary table
of taxes, other than property, levied on
coal in each of the 13 studied states is
provided in appendix A.

The variations in approaches to taxa-
tion of the coal industry in the major
coal-producing states can be explained
by several reasons. One is the impor-
tance of coal in the state’s economy. The
more important coal is as an industry in
determining the state’s gross domestic
product (GDP), the higher the rates and
the more uniform the taxes.

Regrettably, coal mining as an industry
is not reported separately from other
forms of hard rock mining in the fed-
eral government statistics. Based on the
North American Industry Classification
System (NAICS) category 2121, Mining
(Except Oil and Gas), coal and other
metal and nonmetallic minerals repre-
sent nearly 16.5 percent of GDP for the
total NAICS mining classification. Table
1 ranks the 13 major coal-producing
states by 2008 GDP for this NAICS clas-
sification.

Unfortunately, including coal mining
with extraction of metals and nonmetals
in this classification blurs the data. But
the three states with the highest coal pro-
duction, Wyoming, Kentucky, and West
Virginia, are also the most economically
dependent on coal and those with the
most extensive taxes on coal.

Geographic location of coal-mining
areas appears important as well. In states
where coal is produced only in a limited
number of locations, local control of tax-
ation is more likely (Kent and Eastham
2010). Variations in the types of taxes
reflect the state’s philosophy of taxation

Table 1. Mining (except oil and gas) contribution to state GDP (2008)

Mining Industry Mining Industry Contribution | Mining as Percentage of Total
GDP Rank* State to State GDP State GDP**
1 West Virginia $5,310,000,000 10.885%
3 Kentucky $3,812,000,000 7.814%
4 Wyoming $3,582,000,000 7.343%
6 Pennsylvania $3,237,000,000 6.635%
7 Texas $1,946,000,000 3.989%
9 Colorado $1,867,000,000 3.827%
10 Virginia $1,850,000,000 3.792%
12 Illinois $1,485,000,000 3.044%
16 Montana $1,047,000,000 2.146%
18 Indiana $964,000,000 1.976%
19 Ohio $940,000,000 1.927%
31 North Dakota $246,000,000 0.504%
32 Maryland $244,000,000 0.500%

Source: U.S. Bureau for Economic Analysis (2010)

* Indicates where mining (less oil and gas) ranks among all industries contributing to state gross

domestic product (GDP)

** Indicates what percentage of the state’s GDP was generated by the mineral industry
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as some states place more emphasis on
certain taxes than on others. Lack of
uniformity raises legal questions as well
as economic issues which are beyond the
scope of this study.

Coal mining and coal-related busi-
nesses also pay taxes which are common
to all businesses operating in each state.
These include personal income taxes,
sales and use taxes, workers compensa-
tion taxes, unemployment compensation
taxes, fuel taxes, and road fees. These are
not covered in this article. In some states,
additional permit fees are required for
trucks that haul coal to compensate for
road damage and extra construction
costs.

Severance Taxes
Once in production, coal is usually sub-
jectto aseverance (or production) tax. A
severance tax is a tax on the privilege of
extracting (or severing) a nonrenewable
natural resource from the ground. The
amount of severance tax levied is based
on various criteria in each state. Only
Illinois, Pennsylvania, and Texas do not
impose a state severance tax on coal. In
Virginia, severance taxes may be imposed
at the local level only.

The economic theory which provides
the justification for a severance tax is
stated by Brunori (2005):

Severance taxes are imposed both for the
substantial revenue they raise...and to
reimburse the state for the loss of its natural
resources. Many natural resources, such
as coal, are depletable; once extracted,
they cannot be replaced. Severance taxes
are a way to compensate the state for that
permanent loss. For that reason, severance
tax revenue is often placed in a trust or
other long-term fund designed to produce
revenue when the natural resources are no
longer available. (p. 105-106)

Richardson (2005) carries the idea
further:

The long-term depletion of the energy
reserves can be accommodated for current

and future citizens by a permanent trust
Jund that converts the depletable. .. coal
resource into a nondepletable financial
asset. A permanent trust fund preserves
the use of the natural wealth of a state
Jor future generations. (p. 359)

The concept of placing the severance
tax revenues in a separate fund and using
the income from the fund to cover lost
revenues as the resource is depleted has
not been followed in the states consid-
ered in this study.

Corporate Taxes

Every state in this study except Wyoming
imposes a tax on the income earned by
incorporated companies including those
involved in the production and sale of
coal. Ohio and Texas do not use the
traditional corporation net income base
(Bjur et al. 2008), but the other states
more or less follow the federal tax base
with modifications. The corporation
income tax rate varies from a low of 4.63
percent in Colorado to 9.99 percent in
Pennsylvania.

There is considerable and long-con-
tinuing debate concerning the propriety
of taxing corporation income and its
impact at either the state or federal level.
(Brunori 2005; McLure 1979; Pechman
1983; Tax Institute 1947) This debate is
not continued in this report. Nonethe-
less, one justification of the use of the
corporate income tax at the state level is
pertinent to the discussion of property
taxation.

The state corporate income tax can be
Justified on a number of grounds. One
widely noted rational is that it compen-
sates for deficiencies in the property tax.
... The property tax does not take into
account that businesses require varying
degrees of property inputs to produce
the same level of profit. Consequently,
capital-intensive operations are taxed
more heavily by the property tax than are
labor-intensive companies. (Brunori
2005, 85)
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The argument justifying corporate
income taxes is strengthened when states
repeal the taxes on intangible personal
property such as stocks, bonds, and de-
posits. But the argument for imposing
corporate taxes is weakened particularly
in the case of coal production because
it is a capital-intensive industry with
coal reserves and personal property
frequently the subject of ad valorem taxa-
tion. Furthermore, owners of active coal
mines and coal reserves often organize
as pass-through entities such as limited
liability corporations to avoid corporate
taxation.

Reclamation Fees
Twelve of the states studied in this report
impose a reclamation fee to cover the
costs of reclaiming forfeited mining sites.
The funds are used to restore the land
after surface mining and to correct the
effects of acid mine drainage which can
result from underground mining meth-
ods. In seven states, the reclamation fee is
a single fee that covers both surface and
underground mining. In four other states,
a different fee is charged depending on
the mining method. These state-imposed
reclamation fees are in addition to the
federal fees levied on coal production
through the Surface Mining Control and
Reclamation Act of 1977 (SMCRA).
SMCRA is federal regulation which sets
the minimum reclamation fee paid by
coal-mining operations. The funds col-
lected from this fee are used to reclaim
abandoned mine lands. The fee imposed
by this act currently is set at $0.315 per
ton of coal which is produced by surface
mining methods and $0.135 per ton or
10 percent of the coal value, whichever
is less, of coal produced by underground
mining methods (Surface Mining Control
and Reclamation Act amendments. 2006,
section 202(a)(1)). Additionally, a rec-
lamation fee of $0.09 per ton or two
percent of the coal value, whichever
is less, is levied on the production of
lignite coal.

West Virginia imposes a reclamation
tax of $0.144 per ton of coal produced, a
permit fee of $1,000, and abond require-
ment of between $1,000 and $5,000 per
acre with a $10,000 minimum. A mini-
mum bond of $10,000 is required in six
other states examined. Permit fees range
from $125 in Illinois to $5,000 in Texas.

This discussion demonstrates that
property taxes are not the only levies
placed on coal production in the major
coal-producing states. Severance taxes,
corporate income taxes, and reclamation
fees are major sources of income to the
states which use them. The justification
for using severance taxes is weakened
since, in those states that apply the tax,
the monies are used to support the
general fund rather than placed in a
trust to provide income when coal is
exhausted. Contending that corporate
taxes are justified to “fill the gaps” in
property taxation is also questionable for
coal production because it is a capital-
intensive industry and coal companies
pay significant property taxes on active
coal, coal reserves, and machinery and
equipment.

Reclamation fees could be viewed as
benefit taxes, butin reality they are taxes
on current production to pay for social
costs created by previous operators. Coal
companies are now required to remedi-
ate their sites under various federal and
state legislation. The reclamation fees
charged are used primarily for clean-up
of the legacy sites abandoned prior to
SMCRA.

Evaluation of Ad Valorem

Taxation of Coal Interests

Two observations on property taxation are
in order. Based on the research, the prop-
erty tax, despite its critics, will remain as
the mainstay of local finance (Bahl, Marti-
nez-Vazquez, and Youngman 2010; Fisher
1996; Netzer 1966). As Kenyon (2010)
comments, “The argument, in a nutshell,
is this: if you like local government, you
had better appreciate the property tax”
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(p- 297). On the other hand, as Sheffrin
(2010) notes, “The...fact is that the tax-
paying public hates the property tax” (p.
241). The latter observation may be an
overstatement, but it was supported by
a recent survey which discovered that 55
percent of the respondents saw the local
property tax as either “unfair” or “not at
all fair” (Moon 2009, 13).

Although there has been extensive
research on many aspects of the property
tax, no published research has focused
on the economics of property taxation of
coal interests. This section addresses that
deficiency by putting mineral interests in
the framework of the overall economic
analysis of the property tax.

Mineral interests are immobile. Like
land, minerals are not subject to “voting
with their feet” as the thesis by Tiebout
(1956) suggests. Since the value of
minerals is determined by the discovery
of uses for those minerals and the sub-
sequent supply and demand of those
minerals, they are fit objects for taxa-
tion according to the single tax theory
(Brown 1926). There is, nevertheless,
a fundamental difference between the
two. While land cannot be destroyed,
minerals (when extracted) are.

In 1776, Adam Smith set forth his four
axioms for a good tax:

* The subjects of every state
ought to contribute towards the
support of the government, as
nearly as possible, in proportion
to their respective abilities.

¢ The tax which each individual is
bound to pay out s to be certain
and not arbitrary.

¢ Every tax ought to be levied
at the time, or in the manner
in which it is most likely to be
convenient for the contributor

to pay.
* Every tax ought to be so con-
trived as both to take out and to

keep out of the pockets of the
people as little as possible, over

and above what it brings into
the public treasury of the state.
(Heilbroner 1986, 313-314)

The International Association of As-
sessing Officers has simplified Smith’s
canons: “...a tax must meet certain
broadly agreed-upon criteria that tend
to define a good tax system. Notions
of fairness, equity, and uniformity pre-
dominate” (Almy, Dornfest, and Kenyon
2008, 28). IAAO has further refined the
criteria as: fairness and equity, neutrality,
uniformity, buoyancy, practicality and
cost-effectiveness, and public acceptance
plus openness and transparency. How
does the ad valorem tax on coal interests
measure against these standards?

Fairness and Equity

IAAO states, “The two basic principles
of'an equitable tax system are the benefits
principle and the ability-to-pay principle
(Almy, Dornfest, and Kenyon 2008, 28).
“The benefits principle suggests that
a tax is considered equitable when it
pays for services that consumers desire”
(p- 29). This view sees the property tax
as a user fee paid by those who benefit
from the services they receive as a result
of paying the tax. It is difficult to justify
property taxation of coal interests on
these grounds since there is a very loose
connection, if any, between the taxes on
coal interests and the benefits received
by those in the industry. The ad valorem
tax on coal interests can be captured in
Netzer’s words, which he applied to the
property tax in general: “...a tax based
on the value of taxable property does not
closely resemble, in its distribution of
payments among individual users of the
service, a price-like user charge, even for
local government services to a property”
(Netzer 1966, 71).

Does the property tax on coal and coal
reserves fare better under the ability-to-
pay concept?

Taxation based on the ability-to-pay

principle rests on two beliefs: horizontal

equily and vertical equity. Horizontal
equity calls for equal treatment of tax-
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payers who are the same in all relevant
economic aspects... . Vertical equity es-
sentially means that taxpayers who are
in unequal economic positions should
be treated differently. In practice, this
means that people with low incomes
should pay less in taxes that those with
high incomes. (Almy, Dornfest, and
Kenyon 2008 29)

Academics have become increasingly
skeptical of the value of both concepts.

Economists have...been critical of
horizontal equity as an independent
mechanism for judging tax fairness.
Complex judgments need to be made
to determine if two parties are, in fact,
situated equally. Would the recipient
of $100,000 in workers’ compensation
after an accident be similarly situated to
a non-injured worker earning $100,000?
... Clearly, judgments need to be made
independently to determine if parties
are similarly situated. If that is the case,
why have a separate theory of horizontal
equity? (Sheffrin 2010, 244)

Vertical equity depends on an ap-
propriate determination of horizontal
equity. Before it can be determined
which taxpayers are to be treated un-
equally, it is necessary to determine
which taxpayers are to be treated equally.
There is continuing debate about the
appropriate measure of ability-to-pay.
Should it be measured by income,
wealth, or consumption? If income is
used, should it be current income or
lifetime income?

Musgrave (2005) refers to the concept
of ability-to-pay as “appealing,” but then
notes,

To begin with, an index has to be chosen

to measure taxable capacity or ability to

pay. Two centuries ago, property and
wealth measured ability to pay; income
has since replaced property and wealth
as the best indicator. Recently support
has increased for using consumption as
a measure. (p. 1)

Even so, the terms progressive (those
with the greatest incomes pay pro-
portionately more), regressive (those
with lower incomes pay proportion-
ately more), and proportional (all income
groups pay the same proportion) are
still in use. Suffice it to say that in the
old view, property taxes, particularly on
homes, were seen as regressive. This
thinking has largely been rejected for the
new view, which sees the property tax as
either proportional or progressive when
the tax is capitalized into the price of the
property (Sheffrin 2010).

Whether the ad valorem tax on coal
interests is consistent with the ability-to-
pay doctrine depends not only on the
definition of the ability to pay but also on
the determination of the tax’s economic
incidence as opposed to its statutory
burden. The statutory burden falls on
the one legally responsible for paying
the tax while the economic incidence
falls on the one whose income is reduced
because of the tax. When statutory bur-
den and economic incidence differ, the
tax has been “shifted” (Pechman and
Okner 1974).

The property tax on coal reserves
probably has the same economic inci-
dence as the tax on land. The owners will
bear most of the cost in the form of lower
royalty rates or lease payments (Aaron
1975, 18-55; Netzer 1966, 31-37; Pech-
man and Okner 1974, 32). This means
that the tax is capitalized becoming a
tax on investment. Zodrow (2005) notes,
“...although capital still tends to bear
the overall burden of a tax on capital,...
the outflow of capital caused by the tax
lowers returns to immobile factors in the
jurisdiction...” (p. 188). Although no
empirical studies have been completed
on the ownership of coal reserves, the
assumption in the popular press is that
coal reserves are predominantly owned
by wealthy corporations and individuals
(Goodell 2006). If this is so, then the ad
valorem tax on coal and coal reserves is
progressive to current income.
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Neutrality
According to IAAO,

Neutrality means that a tax does not
distort economic decisions. ... Neutrality
fosters economic efficiency. An efficient
tax encourages an optimal mix of the
factors of production (labor, capital,
management, and land), which accord-
ing to economic theory increases general
welfare. (Almy, Dornfest, and Kenyon
2008, 29)

It is difficult to square the property
tax on coal interests with this standard.
As noted, if the ad valorem tax on coal
properties is capitalized, with the result-
ing devaluation of returns, investment
capital will flow to other alternatives
which are not taxed or lesser taxed. As
with the tax on land, the tax on coal
does not reduce the amount available,
but it does lower returns which will
lead to less investment (Netzer 1996,
71). This effect will be evidenced in the
West Virginia formula for reserve coal
valuation by moving high-cost deposits
into the unmineable classification. Since
returns on investment in coal are lower
in the states with higher taxes, including
property taxes, coal production will be
favored in lower tax jurisdictions other
things being equal.

Uniformity

According to the uniformity standard,
“assessment ratios or effective tax rates
should not vary significantly with prop-
erty value” (Almy, Dornfest, and Kenyon
2008, 30). The West Virginia ad valorem
tax on coal interests may not meet this
criterion in two ways. First, coal seams
that are 30 inches or less are exempt
from taxation. Critics claim these seams
can often be worked by surface mining
and should be subject to taxation (Mc-
IImoil et al. 2010).

Second, coal reserves in West Virginia
are now assigned to one of five categories
for tax purposes: active, reserve, unmine-
able, mined out, or barren. In addition,

a coal reserve’s value is based on the
time of expected extraction: 20, 40, or
80 years (Kent 2010). Reserves that have
not been precisely mapped will not be
classified as 20-year reserves. Therefore,
these parcels have an advantage over
those parcels that have been mapped.

Still, the West Virginia approach makes
a significant effort toward uniformity by
considering all the factors which deter-
mine a particular coal seam’s value such
as thickness, sulfur content, and BTU
content. Other states with appraisal for-
mulas that do not consider these factors
and treat all coal reserves as the same
probably violate the uniformity standard.

In a number of states, ad valorem
taxation of coal interests has been left
in local hands. Those local officials have
either turned the process over to consul-
tants or not changed valuations in years.
During interviews by the author (Kent
2010), some county assessors had little
idea how the consultants determined
the appraised values or how the old
values were originally determined. Since
different local governments can use dra-
matically different methods of assessing
coal seams, even in the same state, coal
seams that cross county boundaries can
raise issues of uniformity which are fit
subjects for litigation.

Buoyancy

Asused by IAAO, buoyancy “refers to the
ability of tax yields to rise (and fall) with
the economy and with revenue needs”
(Almy, Dornfest, and Kenyon 2008, 31).
Until recently, the stability of coal prices
has made its ad valorem taxation a stable
source of revenue for local governments
in West Virginia and in other states. “A
tax on capital value, or current market
value, of immovable property can be an
important part of a balanced revenue
system. ...taxes on immovable property
are considered to be good local taxes
because the immovability of the tax base
makes clear which government is enti-
tled to the tax revenue” (Almy, Dornfest,
and Kenyon 2008, 31).
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The recent variability in coal prices
has introduced a degree of instability
because average coal prices are used in
states employing the income approach to
valuation. Coal prices are closely linked
to the business cycle. The recent decline
in prices can be attributed directly to
the recession as less electricity is being
generated (Energy Information Admin-
istration 2010). As the quality of the
remaining coal seams in West Virginia
and other Appalachian states declines
and/or as restrictions on the use of coal
for environmental reasons continue, ad
valorem coal taxation is likely to become
less stable and less reliable in the future.

Practicality and Cost-effectiveness
The criterion of practicality and cost-
effectiveness relates to how simple the
tax is to administer (Almy, Dornfest,
and Kenyon 2008, 32). Property tax
administration has been criticized
continuously in the United States for
more than 100 years. Seligman (1895)
found the property tax incapable of
administration. “Practically, the general
property tax as actually administered is
beyond all doubt one of the worst taxes
know in the civilized world” (p. 11).
Recently, Bahl, Martinez-Vazquez, and
Youngman (2010) wrote, “...the heart of
the problem with property taxes lies in
the assessment of taxable values” (p. 5).
The process of valuing coal reserves
used in West Virginia, Kentucky, Colo-
rado, and other states using similar
approaches is complex. To ensure a
high degree of uniformity, appraisal was
moved to the state level. Administering
the tax is also expensive. In West Virgin-
ia, the Department of Taxation employs
a private contractor to oversee the
process. The West Virginia Geological
Survey does the geological mapping on
a state contract. The state employs four
individuals to do the parcel digitization
work for the geographic information sys-
tem (GIS). The cost of the administrative
process in other states and local govern-
ments using less complex approaches

may be lower, but the determination of
value may be impaired.

Public Acceptance, Openness, and
Transparency

IAAOQO, along with other authorities,
claims that public satisfaction with the
property tax increases when the public
sees a direct benefit from the services
funded by the tax, the tax system is
not biased either for or against certain
groups of taxpayers, and the administra-
tion is open with a method for appeal
(Almy, Dornfest, and Kenyon 2008, 33;
Fisher 1996; Netzer 1966). As just noted,
there is an overall dissatisfaction with the
property tax among the general public.
No studies have been completed on the
level of satisfaction with the ad valorem
tax on mineral interests.

From the previous discussion of coal
valuation approaches, it should be clear
that the canon of simplicity is not met
by the ad valorem tax on coal interests
in West Virginia or other states which
use a similar approach such as Colorado
and Kentucky. A definite tradeoff must
be made between simplicity and accu-
racy. The West Virginia process is open
and, to the extent it can be understood,
transparent. Public acceptance of all
taxes on coal interests is high because
the public perceives that the properties
are owned by wealthy and/or out-of-
state interests and thus such taxation is
justified (Goodell 2006). In addition,
the controversy over the environmental
effects of coal mining has led advocates
to seek even higher property and sever-
ance taxes.

A frequently quoted observation about
the condition of the property tax in most
states is that it “resembles a structure
designed by a mad architect, erected on
a shaky foundation by an incompetent
builder and made worse by the well
intentioned repair work of hordes of
amateur tinkerers” (Stocker 1991). This
description does not appear to apply to
ad valorem taxation of mineral interests
in West Virginia, but as indicated earlier, it
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may well be valid in some other states. The
methods of coal taxation reflect the po-
litical process which, according to Fisher
(1996), has dominated determination
of real property taxes in general. Politics
rather than economic theory or sound
administrative principles have shaped the
ad valorem tax on coal interests.

Conclusion

The future of property taxation of coal
interests will be determined by two
factors: the future of coal as a fuel for
electric generation and industrial use
and the future of federalism. Whether
coal will continue as an important fuel
source in the generation of electricity
is not clear. Environmental issues with
surface mining and the push for renew-
able fuels such as solar, wind, water, and
biomass plus the reemergence of nuclear
create the uncertainty. The passage of
federal cap-and-trade legislation for
CO, would significantly reduce the value
of both active coal and reserve coal as
the use of coal diminishes. In addition,
whether entities owning coal reserves
that require federal permits for surface
mining under the Clean Water Act will
be able to obtain them leaves in limbo
whether these reserves are mineable or
not. The uncertainty about coal’s future
creates an environment in which less in-
vestment in coal reserve development is
likely. If that occurs, the property tax on
active coal and coal reserves will become
a less certain source of revenue for local
governments in the future.

The prediction of declining coal prices
in the future is based on the expanded
use of alternate fuels, increased energy
efficiency, and the shift in production
from high-cost Appalachian coal to
lower-cost western and interior sources
(Energy Information Administration
2010). The result will likely be lower
property valuations on both active and
reserve coal in states where coal is valued
using the income approach.

Carbon capture and sequestration if
implemented would allow coal to con-

tinue as a fuel in electric generation
and industrial use. However, the process
would raise the cost of using coal, reduc-
ing its market price and appraised value.
CCS also creates issues for ad valorem
taxation of pore space and the captured
carbon dioxide which have not yet been
fully addressed.

The importance of coal reserves
depends on how large a part they are
of the real property base and their geo-
graphical distribution within the state.
Where coal is a significant part of the
total property tax base, the assessment
process is more centralized at the state
level and more sophisticated methods of
valuation are employed. Also, in states in
which coal reserves are located in only
a limited number of counties, appraisal
has remained a local function which is
either performed by consultants or done
poorly.

The past decades have seen a shift in
fiscal federalism as power has become
more centralized either at the state or
federal level.

Federalism and the general property tax
are, arguably, American innovations,
but often the connection between the two
is overlooked. .. .one of the major political
issues of the day has to do with the scope
and scale of governmental organiza-
tions. Federalism was invented as a way
of allowing state governments to retain
elements of sovereignty while delegating
certain functions...to a central govern-
ment. States in turn delegated much of
the day-to-day operation of government
to counties or towns. (Fisher 1996,
206-214)

The use of the property tax as a
source of revenue at the state level has
virtually disappeared although state
centralization of the assessment pro-
cess has increased (Pagano and Jacob
2010). Restrictions on property tax rates
and exemptions of certain property or
favorable classification systems have
caused local governments to employ
sales and income taxes or to impose
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fees. This trend has reduced the overall
importance of property taxes for local
governments which may be reflected in
the lack of concern for better appraisals
of coal interests in most states (Pagano
and Jacob 2010).

Author’s Note

The full research report on which this
article is based, “Ad Valorem Taxation of
Mineral Interests: Coal in West Virginia
and Other Coal-Producing States,” can
be obtained by contacting the IAAO
library.
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Appendix A. Taxation Methods in Selected

Coal-producing States
Corporation
Severance Tax Income Tax Reclamation Tax or Fee

Colorado
$0.54 per ton after 300,000 tons produced each | 4.63% of taxable | Fee: $25 + $10 per acre
quarter income Bond: $10,000 minimum
lllinois
No tax imposed 4.8% of taxable Surface permit fee: $125 per acre

income Other area permit fee: $5 per acre
Indiana
Surface: $0.055 per ton 8.5% of taxable Bond: $10,000 minimum
Underground: $0.03 per ton income
Kentucky
4.5% gross value with minimum of $0.50 per | 4% of first $50,000 | Fees: All fees total no more than $450 per

ton

taxable income

5% of next $50,000
taxable income

acre.

Bond: $10,000 minimum

6% of taxable
income exceeding
$100,000
Maryland
Surface: $0.17 per ton 8.25% of taxable | Open pit mine: $75 per acre permitted
Deep mine: $0.15 per ton ncome
Montana
Surface: 15% of value for high-energy coal; 10% | 6.75% of taxable | Surface: $0.09 per ton for lignite
forlow-energy coal ncome Surface: $0.315 per ton for all other coal
Underground: 4% of value for high-energy coal;
3% for low-energy coal
North Dakota
$0.375 per ton base tax plus additional $0.02 | Tiered ratesfor5 | Fee: $500 + $10 per acre
per ton for lignite research income ranges

Bond: $10,000 minimum
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Ohio

$0.10 per ton base $150 for gross No separate reclamation fees are charged.
i , . receipts between | All three severance taxes are divided among
feoc'llzrnast?(;:fpz(:rrnti:?nvﬁzii?:rll rtglggnsge aI::te $150,000 and four funds dedicated to reclamation or
varies depending on balance in reclamation 1,000,000 abandonedsite.
fund. $150 plus 0.26%
$0.012 per ton for surface mining in addition to o?eg;::i;eacrfrlpts
base and $0.12—$0.16 per ton tax g
$1,000,000
Pennsylvania
No tax imposed 9.99% of taxable | Permit fee: $250
income

Reclamation fee: $100 per acre

Bond: Amount determined by Department
of Environmental Protection

Texas

No tax imposed

Franchise tax: Tiered

rates for 4 income
ranges

Permit fees: $500 to $5,000
Bond: $10,000 minimum

2% gross value (for seam thickness between 37
and 45 inches)

1% gross value (for seam thickness less than 37
inches)

Virginia

Determined at the local level; rate cannot 6% of taxable Surface: $0.04 per ton produced

exceed 19 of gross receipts income Underground: $0.03 per ton produced
Loading facility: $0.015 per ton processed
Bond: $10,000 minimum

West Virginia

5% gross value 8.75% of taxable | $0.144 per ton produced

income

Wyoming

Surface: 7% taxable value

Underground: 3.75% taxable value

No tax imposed

No tax imposed
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