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Introduction

On June 21, 2017, the North Carolina General Assembly adopted House Bill 59 (Session Law 2017-39).  Senate Bill 257 (Session Law 2017-57) brought us decreases in the income and corporate tax rate, as well as increases in the standard deduction amounts.  Senate Bill 628 (Session Law 2017-204) was enacted in August 2017 and included a number of clerical and technical changes.

On June 1, 2018, the North Carolina General Assembly enacted the Appropriations Act of 2018 (S.B. 99; Session Law 2018-5) which made a number of changes to North Carolina’s tax code, including a number of provisions that decouple North Carolina’s tax code from the federal Tax Cuts and Jobs Act of 2017 (the “TCJA”) and the federal Bipartisan Budget Act of 2018 (the “BBA”).

In this discussion, we will review some of the more interesting legislative developments which have transpired during the most recent summer legislative sessions.  In addition, we also will review some of the recent court cases involving North Carolina state and local tax issues, as well as certain Department of Revenue procedural changes of interest to North Carolina state tax practitioners.


This manuscript is not designed to provide an exhaustive analysis of all the North Carolina state and local tax issues facing tax practitioners in North Carolina on a daily basis, nor is this manuscript designed to describe all of the differences that exist between federal and North Carolina tax systems.  Instead, this discussion will review some of the more interesting recent North Carolina tax developments which have arisen in the last year or so.


Please note that this manuscript went to print on November 1, 2018, and therefore this manuscript may not include all of the most recent North Carolina Department of Revenue pronouncements or court cases.

PART ONE
PERSONAL INCOME TAX DEVELOPMENTS
I.
Personal Income Tax Rate Reductions.
The personal income tax rate has been lowered from 5.499% to 5.25%, effective for tax years beginning in 2019.  (SL 2017-57).  However, beginning in 2019, the mandatory withholding rate on wages is increased to 5.35%.
II.
New Increased Standard Deduction Amounts. 


A.
SB 257 (2017) increases the standard deduction, beginning in 2019 as follows:





 2017/2018

    2019






Standard

Standard 






Deduction

Deduction


Filing Status


Amounts

Amounts


Single



$8,750


$10,000

Married filing separately
$8,750


$10,000

Married filing jointly

$17,500

$20,000

Head of Household

$14,000

$15,000
These increases are effective for tax years beginning in 2019.  (SL 2017-57).
III.

Individual Income Tax Filing Requirements. 
Previously, N.C.G.S. 105-153.8 (a)(1) provided that you are required to file a North Carolina return only if you are required to file a federal tax return. The 2018 Appropriations Act modified this section to make it clear that an individual taxpayer must file a North Carolina return if its taxable North Carolina  income exceeds the North Carolina standard deduction amount. This change became necessary since the federal standard deduction is now much higher than the North Carolina standard deduction amount. As result, an individual may be required to file a North Carolina return even if it is not required to file a federal tax return.

IV.
Child Care Tax Credit Changes.  

Under SB 257 (2017), beginning in 2018, the child care tax credit has been converted from a tax credit to a deduction for certain child care expenses.  G.S. 105-153.5 was amended by adding a new sub-section (a1) providing for new deductions ranging from $500 to $2,500, depending upon the taxpayer's filing status and AGI level.  The deduction is only allowable to taxpayers who are entitled to federal child tax credits under Section 24 of the Internal Revenue Code.


The new subsection (a1) provides a detailed schedule for the various deduction levels depending upon filing status and AGI limits.  For example, a married filing jointly couple with an AGI of $40,000 or less can claim a $2,500 deduction, and the deduction then is reduced $500 for every $20,000 increase in AGI.  There is no child care deduction for a married filing jointly couple with an AGI over $120,000.
V.
New Cancer Donations for North Carolina Tax Refunds. 
Senate Bill 628 (2017) added a new Section 105-269.8 to the individual tax refund provisions to provide that, if any individual is entitled to a North Carolina tax refund, then that taxpayer may elect to contribute, to the North Carolina Division of Public Health of the Department of Health and Human Services, all or any part of that tax refund for early detection of breast and cervical cancer research.  We expect to see a new line item on the individual tax return form to allow for this refund donation.

Apparently, this new cancer donation provision became effective for the 2017 tax year, but will expire after the 2020 tax year.
VI.
Review of North Carolina Itemized Deductions. 

Under prior law, beginning in 2014, taxpayers who itemized their deductions for federal tax purposes were limited to the following itemized deductions for North Carolina tax purposes beginning in 2014:



1.
Charitable contributions.  N.C.G.S. 105-153.5(a)(2)a.



2.
Qualified residence interest and real property taxes are deductible, but only up to $20,000 in combined total. N.C.G.S. 105-153.5(a)(2)b.
However, under HB 97 (2015), beginning in 2015, the medical expense deduction for itemizers was reinstated.  So, for 2015 and beyond, North Carolina will allow the following itemized deductions:



1.
Charitable contributions.  N.C.G.S. 105-153.5(a)(2)a.



2.
Qualified residence interest and real property taxes are deductible, 




but only up to $20,000 in combined total. N.C.G.S. 105-153.5(a)(2)b.


3.
Medical expenses deductible under IRC Section 213.

Note:
Individual taxpayers who use the standard deduction for federal tax purposes can still itemize deductions for North Carolina tax purposes.  N.C.G.S. 105-153.5(a).

VII.
North Carolina “Decoupling” From the Federal PATH Act and Federal TCJA of 2017.
SB 276 (signed by Governor McCrory on June 1, 2016), provided for several instances in which North Carolina did not adopt several of the 2015 federal PATH Act changes to individual income tax.  Likewise, the 2018 North Carolina Appropriations Act contained a number of provisions that “decouples” the North Carolina tax code from the Federal Tax Cuts and Jobs Act of 2017.  Therefore, we continue to have additional adjustments or variances that will be required for North Carolina tax purposes.

A.
No Deductions for Insurance Premiums on Residential Mortgages.  Under the federal PATH Act and Federal TCJA of 2017, individual taxpayers may continue to claim interest deductions for federal tax purposes for payment of mortgage insurance premiums for 2017.  However, under SB 726, payments of mortgage insurance premiums are not deductible mortgage interest for NC income tax purposes. N.C.G.S. 105-153.5(a)(2)b.

B.
No North Carolina Cancellation of Debt Exclusion for Forgiven Qualified Principal Residence Debt.  Under the federal PATH Act of 2015, taxpayers may exclude from taxable income debt forgiven before 2018 that was incurred to acquire a principal residence.  IRC Section 108(h)(2).  However, under SB 726, taxpayers cannot exclude forgiven qualified residence debt for NC income tax purposes.  N.C.G.S. 105-153.5(c2)(1).

C.
No North Carolina Deduction For Qualified Higher Education Expenses.  The federal PATH Act allows for "above the line" deductions of up to $4,000 for qualified higher education expenses for 2017.  However, SB 726 does not provide for a similar deduction for NC income tax purposes. N.C.G.S. 105-153.5(c2) (2).

D.
IRA Distributions to Charities.  The federal PATH Act permanently extended the rule permitting individuals, who are age 70 1/2 or older, to make tax-free IRA distributions up to $100,000 directly to a charitable organization.  Again, however, SB 726 does not allow a similar exclusion for North Carolina tax purposes.  Instead, the taxpayer must add the distributions back to NC AGI, and then the taxpayer will claim a charitable contribution deduction for NC income tax purposes for the amount of the IRA distribution being made to the charitable organization. N.C.G.S. 105-153.5(c2)(3).
E.
Qualified Opportunity Zone Provision.  The TCJA provides for temporary deferral of gross income for gains reinvested in a Qualified Opportunity Zone fund and the permanent exclusion for capital gains from the sale or exchange of an investment in the QO Fund as long as the investment in the fund is held for at least 10 years.  A Qualified Opportunity Zone is a low-income community designated as a QO Zone by the governor of each state.
Senate Bill 99 (2018) decouples from the federal provision by adding new adjustments to N.C.G.S. 105-130.5.  New section 105-130.5(a)(26) now provides for a North Carolina addition to taxable income for gain otherwise excluded under Section 1400Z of the Internal Revenue Code. Likewise, N.C.G.S. 105-130.5(b) also provides for a subtraction from gross income to the extent that gain from sale of a QO Fund has to be recognized in a subsequent year under Section 1400Z of the Internal Revenue Code. 

F.
Overview of  AGI Reductions From Federal AGI  Under N.C.G.S. 105-153.5(b).

1.
Interest income from U.S. and North Carolina debt obligations.  N.C.G.S. 105-153.5(b)(1);



2.
Social Security and Railroad Retirement Benefits.  N.C.G.S. 105-




153.5(b)(3);

3.
Federal and North Carolina retirement benefits that are exempt under the Bailey, Emory and Patton line of cases.  N.C.G.S. 105-153.5(b)(5);



4.
State and local income tax refunds.  N.C.G.S. 105-153.5(b)(4);

5.
20% deduction allowed due to the Section 168 or Section 179 "add back." N.C.G.S. 105-153.5(b)(8); and
6.
for property sold during the tax year, a reduction to the extent that the taxpayer's tax basis for North Carolina tax purposes exceeds the income tax basis for federal tax purposes.  N.C.G.S. 105-153.5(b)(7).
7.
for deferred gain later recognized under Section 1400Z.
See revised N.C.G.S. 105-153.5(b).


G.
Additions To Federal AGI.  Here are some of the Federal AGI additions that apply for 2016 and thereafter:

1.
Interest income from debt obligations of states other than North Carolina.  N.C.G.S. 105-153.5(c)(1);

2.
The Federal Section 199 production activity deduction for federal tax purposes.   N.C.G.S. 105-153.5(c)(4);

3.
Reduction in S corporation shareholder income by virtue of the Federal Section 1374 "built-in-gains" tax.  N.C.G.S. 105-153.5(c)(2);

4.
85% "add back" for excess Federal Section 179 and Section 168 deductions. N.C.G.S. 105-153.5(c)(5); and

5.
for property sold during the tax year, the amount by which the taxpayer's tax basis for Federal tax purposes exceeds the income tax basis for North Carolina tax purposes. N.C.G.S. 105-153.5(c)(3).
6.
Federal deduction for higher education expenses.  N.C.G.S. 105-153.5(c2)(2).
7.
Nontaxable IRA distributions to tax-exempt organizations.  N.C.G.S. 105-153.5(c2)(3).

8.
Deferred gain on sale of property under Section 1400Z.
VIII.
New Historic Rehabilitation Tax Credits.  

HB 97 (2015) restored a credit for rehabilitating historic structures that expired in 2015.  The new Article 3L Historic Rehabilitation Credits contain a number of differences from the former rehabilitation credit structure.


The new Article 3L credits are effective for expenses incurred beginning in 2016, but expires for expenses incurred after January 1, 2020.  See N.C.G.S. 105-129.105.
See new North Carolina General Statute 105-129.100 et al.
IX.
North Carolina Enacts Legislation Clarifying Rehabilitation Credits. 
The 2018 Tax Act clarifies that, with respect to rehab expenditures incurred before January 2015, the credits for those expenditures will expire unless the property is ultimately placed in service by January 1, 2023. See revised N.C.G.S. 105-129.39. 

And, with respect to the new rehabilitation credit (that became effective in 2016), the 2018 Appropriations Act has clarified that, with respect to expenditures incurred prior to January 1, 2020, those tax credits will expire unless the property is placed in service by January 1, 2028.  N.C.G.S. 105-129.110.

X.
Changes to Historic Rehabilitation Credits for Certain "Transferees."  


N.C.G.S. 105-129.106 provides for a limited credit for the rehabilitation of non-income producing property.  This section also provides that the "transferee" of a rehab structure, for which the rehab expenses were made, may also claim a credit provided that the transfer of the historic structure occurs before the property is placed in service.  Senate Bill 628 has amended 105-129.106(b) to clarify that, in order to claim rehabilitation credits for rehabilitation expenses made by the transferor, the transferor must also provide the transferee with documentation detailing the amount of the rehabilitation expenses and the amount of the allowable credit.  So, if your client purchases a historical rehabilitation structure before it is placed in service, you must also make sure that, as part of the closing, the transferor provides the transferee with all required information regarding the rehabilitation expenses and the amount of the credit.

PART TWO
REVIEW OF FEDERAL AND STATE DIFFERING TREATMENT OF

SECTION 168 AND 179 DEDUCTIONS

I.
Section 179 Limitations for 2016 and Beyond:  SB 726 (Session Law 2016-6, June 1, 2016).


A.
Federal Law Under the Federal PATH Act of 2015.  Under the Federal PATH Act of 2015, for Federal tax purposes, the Section 179 expense limit is set permanently at $500,000 and the Federal Section 179 expense deduction is "phased-out" for annual purchases between $2 Million and $2.5 Million. 


B.
SB 276 Section 179 Limits and Phase-Out.  Nevertheless, SB 276 (signed by Governor McCrory on June 1, 2016), provided for NC Section 179 limitations and a phase-out threshold for North Carolina tax purposes as follows:


1.
North Carolina Section 179 Limits and Phase-Outs.  The North Carolina Section 179 limit is $25,000.  N.C.G.S. 105-130.5B.  And, under SB 276, the Section 179 deduction will begin being "phased-out" for annual acquisitions above $200,000.  N.C.G.S. 105-130.5B(c).


2.
North Carolina 85% Add-back and Subsequent Year 20% Deductions.  As in years past, North Carolina requires that taxpayers must "add back" to Federal AGI for NC tax purposes 85% of difference between the Federal Section 179 deduction and the Section 179 deduction allowed for North Carolina tax purposes.  And, for next five (5) years thereafter, North Carolina taxpayers may deduct 20% of the "add back" amount.  N.C.G.S. 105-130.5B(c).

II.
No North Carolina Section 168 Bonus Depreciation; SB 276 (Session Law 2016-6, June 1, 2016).

A.
Federal Law.
The Federal PATH Act extended the 50% Section 168 Bonus Depreciation for 2015, 2016, and 2017.  The TJCA increased the Section 168 Bonus Depreciation to 100% of qualified property acquired and place into service after September 27, 2017 and before January 1, 2023.

B.
SB 276 “De-couples” Bonus Depreciation from the Federal Act.  Regardless, on June 1, 2016, Governor McCrory signed SB 276 which did not adopt the federal bonus depreciation rules for North Carolina tax purposes.  So, for 2015 and beyond, the North Carolina rules mandate an 85% "add back" for 2015 and thereafter with 20% "add back" deductions over the next five (5) years.  See N.C.G.S. 105-130.5B(a).
III.
NC Department Of Revenue Clarifies Bonus Depreciation Basis Adjustments 
Required Upon Property Transfers In Non-Recognition Events.  


A.
Introduction.  Special rules apply where property, subject to Section 168 bonus depreciation, is transferred in a nonrecognition event, or where the ownership interests in the owner of property subject to Section 168 bonus depreciation is transferred in a nonrecognition event.  

Under N.C.G.S. 105-130.5B(e) (applicable to corporations) and new N.C.G.S. 105-134.6A(e) (applicable to individuals), if there is a transfer of an asset where the tax basis of the asset carries over from the transferor to the transferee for Federal tax purposes (such as by virtue of a gift or by a merger, or pursuant to a Section 351 capital contribution to a corporation or a Section 721 contribution to a partnership), the transferee may add any remaining unused 20% "add-back" deductions to the tax basis of the transferred asset, and the transferee may then depreciate the new adjusted tax basis in the property over the remaining useful life of the asset.  In all events, however, the transferor is not allowed any remaining future bonus depreciation deductions associated with the transferred asset.  


However, in the personal income tax context, the transferee gets the basis addition only if the transferor (or the owner in a transferor) certifies in writing to the transferee that the transferor (or the owner in a transferor) will not take any remaining future 20% bonus depreciation deductions associated with the transferred asset.  N.C.G.S. 105-134.6A(e).  Also, under N.C.G.S. 105-134.6A(h), for purposes of this Section, a "transferor" is an individual, partnership, S corporation, LLC or Trust, and a "owner in a transferor" is a partner, shareholder, member of a "transferor."

And, remember that, under N.C.G.S. 105-134.6A(d), the normal rule is that the adjustments to federal AGI from the bonus depreciation adjustments do not result in an asset tax basis difference for federal tax purposes versus North Carolina tax purposes.  However, to the extent there has been a transfer of an asset, the tax basis would be different for federal and North Carolina tax purposes to the extent that the transferee increases its tax basis in the asset for unclaimed 20% deduction amounts.  N.C.G.S. 105-134.6(A(d) and (e).  

And finally, please note that, to the extent that the transferred asset has been fully depreciated, the basis addition will only benefit the transferee upon the sale of the asset.  In other words, since the asset presumably has no more useful life left (since it has been depreciated to zero), the asset will not be subject to any future depreciation deductions.


B.
Transfers of a Bonus Depreciation Asset After 2012.   


The NC Department of Revenue has issued clarification as to how the bonus depreciation basis "add-back" rules will be applied when there is an actual or deemed transfer of a bonus depreciation asset after 2012 in a non-recognition event.  Bonus Asset Basis, North Carolina Department of Revenue Announcement (February 21, 2014).  The Department explains that, in a carryover-basis transfer of a bonus depreciation asset that occurs after 2012, the transferee may add any remaining installments of the five (5) year bonus depreciation deductions of the transferor to the transferee's tax basis of the transferred asset, and the transferee then may depreciate the adjusted tax basis over any remaining useful life of the transferred asset.  The Department clarifies that neither the transferor (nor any owner of the transferor) may claim any remaining installments of the five (5) year bonus depreciation deduction after the transfer.  

However, the Department advises that, in most cases, the transferee may make an addition to basis only to the extent that the transferor (or each owner of the transferor) certifies in writing to the transferee that the transferor (or the owner of the transferor) will not take any future installments of the five (5) year bonus deprecation with respect to the transferred asset. 

Question:
But what if the transferor is a pass-through entity (such as an LLC or an S corporation) and less than all of the owners of the transferor (say 2 of 5 owners of the pass-through entity) make the required written certification to the transferee?  

Answer:
In informal discussions with the NCDOR, the NCDOR has advised that, in this event, the transferee gets a basis addition only for the amount of the excess deductions that have not yet been claimed by the two (2) pass-through owners who issued the written certification to the transferee. 

Apparently, however, the bonus asset basis addition is allowed for transfers to C corporation-transferees even if the transferee does not receive the required written certification from the transferor.  But for all other transferees, the written certification is required.

Note: this Notice illustrates the importance of making sure that the transferee receives the certified written certification from the transferor (or its owners) that future bonus depreciation deductions will not be claimed by the transferor (nor by any of its owners).

C.
Remaining Life.  The Department further advices that the transferred asset has remaining life if it has not been fully depreciated for federal income tax purposes as of the date of the transfer.  In that case, the basis adjustment will be recovered over the remaining years in which the assets will be depreciated for federal tax purposes.  If the asset has no remaining life, then the basis adjustment will be completely recovered in the year of transfer.  


D.
Adjustments on State Income Tax Return.  The Department notes that the bonus asset basis adjustment - resulting from the transfer of an asset described above - will result in a difference in tax basis for federal and state tax purposes, as well as a difference in the amount of depreciation or gains or losses for state and federal tax purposes going forward.  So, an adjustment to federal adjusted gross income is required for state tax purposes for each year the asset is depreciated or for the year the asset is sold.  See N.C.G.S. 105-130.5B(g).

PART THREE
NORTH CAROLINA FIDUCIARY INCOME TAX DEVELOPMENTS
I.
North Carolina Income Taxation of Foreign Trusts With North Carolina Beneficiaries.


North Carolina assesses income tax on the income of a foreign trust holding assets for the benefit of one or more North Carolina residents, even where (1) the trustee is not a North Carolina resident, (2) the trust's assets are held outside North Carolina, and (3) the Trust instrument provides that the Trust is governed by the laws of a state other than North Carolina.  Specifically, North Carolina General Statute Section 105-160.2 imposes income tax on the  amount of taxable income of a trust that is "for the benefit of a resident of North Carolina."  Moreover, North Carolina Administrative Code requires a fiduciary to file a North Carolina income tax return if a trust derives any income for the benefit of a North Carolina resident. 17 NCAC 6B.3716(b)(2).
 II.
The Kaestner Trust Case.  


On June 8, 2018, the North Carolina Supreme Court delivered its much anticipated decision on the Kaestner Trust case, affirming the North Carolina Court of Appeals' decision that N.C.G.S. 105-160.2 was unconstitutional "as it applied" to one of the North Carolina beneficiaries of an out-of-state trust.  Kimberly Rice Kaestner 1992 Family Trust vs. North Carolina Department of Revenue, 814 S.E.2d 43 (N.C. 2018).


On August 9, 2016, the NCDOR had filed notice that it was appealing the North Carolina Court of Appeals' decision affirming the Wake County, North Carolina Superior Court decision that N.C.G.S. 105-160.2 was unconstitutional "as it applied" to a North Carolina beneficiary of an out-of-state trust.  Kimberly Rice Kaestner 1992 Family Trust vs. North Carolina Department of Revenue, 789 S.E.2d 645 (N.C. App. 2016); affirmed, 2015 WL 1880607 (April 23, 2015).  On April 23, 2015, the Wake County, North Carolina Superior Court held that such taxation is unconstitutional under the Due Process Clause and the Commerce Clause of the United States Constitution "as applied" to the Kaestner Family Trust, where the only connection of the foreign trust to North Carolina was the North Carolina residence of the trust's discretionary beneficiaries.

A.
Facts.
In the Kaestner Family Trust case, Joseph Lee Rice III created an irrevocable trust in 1992 for the benefit of his children.  The Trust was created in New York and was governed by New York law.  When the Trust was initially created, Mr. Rice and the trustee all resided and were domiciled in New York.  Also, at the time the Trust was created, no primary or contingent beneficiary was a resident or domiciliary of North Carolina.  In 1997, Mr. Rice's daughter, Kimberly Rice Kaestner, moved to North Carolina.


During the relevant tax years at issue, the Trust invested in financial investments and the custodian of the Trust's assets was located in Boston, Massachusetts.  All legal, tax and financial books and records for the Trust were prepared in New York.


Under the terms of the Trust, neither Ms. Kaestner nor any of the beneficiaries had the absolute right to demand any of the assets or income of the Trust.  Instead, distributions of income and principal could be made by the Trustee at its "sole discretion."  Indeed, during the tax years at issue, no distributions were made from the Trust to North Carolina beneficiaries.  


During the 2005 through 2008 tax years, the Trust filed North Carolina income tax returns and reported, as taxable income, Ms. Kaestner's share of the income accumulated in the Trust, even though no income was actually distributed to Ms. Kaestner or to her children.  The Trust then filed a refund request to request a refund of income taxes from North Carolina of over $1.3 Million paid by the Trust during those tax years.  The NCDOR denied the refund request and the Trust filed a law suit in Wake County, North Carolina Superior Court, claiming that N.C.G.S. 105-160.2 violated the Due Process and Commerce Clauses of the United States Constitution, as well as the Constitution of the State of North Carolina.


B.
The Due Process Challenge.  According to the Superior Court, in determining whether the North Carolina statute violated the Due Process Clause of the United States Constitution, the court must focus on the Trust's contacts and relationships with North Carolina, rather than focus upon the beneficiary's contacts with North Carolina.  


Here, the Trust never had any physical presence in North Carolina, never owned any real property located in North Carolina and never invested directly in any North Carolina based investments.  Also, the Trust never kept any records in North Carolina as the principal place of administration of the Trust was outside the State of North Carolina.  


Since the Trust never had any physical contacts with North Carolina, the Superior Court then reviewed and scrutinized whether there were any benefits conferred upon the Trust by North Carolina to determine whether North Carolina has constitutional authority to tax income held by the Trust.  The court viewed whether the Trust had "purposely availed" itself of the benefits and laws of North Carolina such as by keeping tangible or intangible property in North Carolina or by using property in North Carolina or by conducting business in North Carolina.  


The Superior Court suggested that, with respect to the actions of the Trust, the maintenance of an office in North Carolina, the ownership of assets in North Carolina, and the transaction of business in North Carolina might provide sufficient contacts to permit the taxation of trust income.  However, the court noted that the only connection between the Trust and North Carolina was the fact that Ms. Kaestner and her three children lived in North Carolina.  


The Superior Court, therefore, concluded that N.C.G.S. 105-160.2 violated the Due Process of the U.S. Constitution "as applied" to the Trust in this case.  


C.
Commerce Clause Challenge.  Likewise, for the same reasons, the Superior Court also found that, with respect to the Commerce Clause challenge to the statute, the Trust lacked "substantial nexus" with North Carolina and therefore the statute violated the Commerce Clause of the United States constitution "as applied" to the Trust in this case.

Note:  The NCDOR appealed the Superior Court's decision regarding the Commerce Clause to the North Carolina Court of Appeals, but the Court of Appeals did not address the Commerce Clause issue on appeal.  Thus on appeal to the North Carolina Supreme Court, the Supreme Court dealt only with the Due Process challenge.


D.
Conclusion.  There are several important observations to be drawn from this case.  First of all, the Supreme Court affirmed the Superior Court's ruling that the North Carolina fiduciary income statute was unconstitutional "as applied," rather than "on its face."  If the Supreme Court had overruled the Superior Court's ruling that the North Carolina statute was unconstitutional "on its face," then virtually any out-of-state trust, that pays North Carolina tax, could seek a refund of income taxes paid to North Carolina based upon the Kaestner Trust decision.  However, this case may have very little precedential value to other out-of-state trusts, since the tax was deemed unconstitutional only "as applied" to the Kaestner Trust.  


Finally, the NCDOR was unable to show any physical connection or business connection between the Trust and the State of North Carolina.  The Superior Court may well have reached a different result if the Trust had invested in any assets or businesses located in, or operating in North Carolina.
PART FOUR
WAYFAIR AND THE ECONOMIC PRESENCE TEST
U.S. SUPREME COURT UPHOLDS “ECONOMIC PRESENCE” NEXUS TEST; SOUTH DAKOTA VS. WAYFAIR INC.
A. Overview of Wayfair.  On June 21, 2018, the United States Supreme Court upheld the constitutionality of a South Dakota nexus statute which required that out-of-state remote sellers collect sales tax if it (1) made more than $100,000 in sales into the state of South Dakota or (2) engaged in at least 200 sales transactions with South Dakota residents, regardless of whether or not the remote seller actually had any physical presence in South Dakota and even if it had no assets or employees physically present in the State of South Dakota. [South Dakota vs. Wayfair, Inc., 138 S. Ct. 2080 (2018)].

In Wayfair, the Supreme Court overruled its earlier 1992 decision in Quill vs. North Dakota that established the “physical presence” requirement that required states to show that remote sellers have a physical presence in that state before for states could force the out-of-state retailers to collect sales tax. Before Wayfair, states were prohibited from forcing out-of-state retailers to collect sales tax on sales to in-state residents, unless the out-of-state seller had some “physical presence” in the taxing state, such as “brick and mortar” facilities or employees actually located in the taxing state. Effectively, Wayfair now substitutes an “economic presence" test for the “physical presence” nexus test previously in place under the Quill decision.


At the present time, many states have enacted, or are in the process of enacting, economic presence legislation very similar to the South Dakota legislation that was the subject of the Wayfair case.

B.
North Carolina Adopts The Economic Nexus Test.  During the 2018 summer legislative session, the North Carolina General Assembly did not adopt any new economic presence legislation.  However, on August 7, 2018, the North Carolina Department of Revenue issued a Directive (S.D. 18-6) advising that, effective November 1, 2018, the NCDOR would require that remote out-of-state sellers, having gross sales in excess of $100,000 sourced in North Carolina or two hundred (200)  or more separate transactions sourced in North Carolina in the previous or current year to register, collect and remit sales and use tax beginning November 1, 2018 or 60 days after the seller meets the threshold amount, whichever is later.  Although the General Assembly did not adopt a specific statute which implements the $100,000\200 transaction threshold requirement, the NCDOR states that it believes that, under existing language in N.C.G.S. 105-164.8(b)(5) that it has the legislative authority to impose sales tax obligation collection obligations on remote sellers who meet the $100,000\200 transaction test. 

N.C.G.S. 105-165-8(b) provides in relevant part as follows: 

(b) Remote Sales – a retailer who makes a remote sale is engaged in business in this State and is subject to the tax levied under this Article if at least one of the following conditions is met:
(5) The retailer, by purposefully or systematically exploiting the market provided by this State by any media-assisted, media-facilitated, or media-solicited means, including direct mail advertising, distribution of catalogs, computer-assisted shopping, television, radio or other electronic media, telephone solicitation, magazine or newspaper advertisements, or other media, creates nexus with this State.  A nonresident retailer who purchases advertising to be delivered by television, by radio, in print, on the Internet, or by any other medium is not considered to be engaged in business in this State based solely on the purchase of the advertising.

So, this means that any out-of-state remote seller that met the threshold requirement in 2017 will have to begin collecting and remitting sales and use tax beginning November 1, 2018. And, once a remote seller has met the threshold for the current year or a future year, it will then have 60 days from the date that it hits the threshold to register and begin collecting and remitting North Carolina sales tax on sales sourced to North Carolina.  

Interestingly, in the Directive,  the NCDOR mentions that, since North Carolina is a member of the Streamlined Sales and Use Tax Governing Board (“SSTGB”), remote sellers can register for all 24 streamline member states by submitting and completing one online application through the Streamlined Sales Tax Registration System (“SSTRS”). In addition, if an out-of-state seller registers through the SSTRS and then later needs assistance calculating tax or preparing returns in any of the streamline member states, the SSTGB has access to certified service providers who can assist the remote seller with its sales and use tax functions. 

Note:  If you have not already done so, you need to subscribe for Jack Small’s Webinar on the Wayfair decision, which is sponsored by the NCACPA.
PART FIVE
NORTH CAROLINA SALES AND USE TAX DEVELOPMENTS
Senate Bill 628 (2017) made a number of "clarifying changes" to the sales tax rules relating to RMI services.  Some of these changes are retroactive all the way back to January 1, 2017 and others are prospectively effective.

I.
New RMI and Real Property Capital Improvement Matrix.  
On April 18, 2018, the North Carolina Department of Revenue issued Directive SD-18-1 to address a number of issues relative to the application of repair, maintenance and installation services to real property.  This Directive includes a "matrix" as to when various types of services or products will be taxable RMI services, versus non-taxable capital improvements.  This Directive includes eighteen (18) pages of examples of specific items and services and when those various types of services or products will be taxable RMI services, versus non-taxable capital improvements.  

Also, see N.C. Sales and Use Tax Division Form E-505 (September 17, 2017) which summarizes many of the changes brought by Senate Bill 628.

II.
Senate Bill 628 (Session Law 2017-204) made a number of clarifying changes to the sales tax rules.  Most of these changes related to the repair, maintenance and installation (RMI) services.  


A.
Clarifying that certain installation services do not constitute a capital improvement.  SB 628 amended N.C.G.S. 105-164.3(331)d. to clarify that a taxable installation service would include things like floor refinishing, as well as installation of carpet, floor coverings, windows, doors, 
cabinets, countertops and other installations where the item being installed is replacing a similar existing item.  However, the term "installation" does not include an installation that is otherwise defined as a "capital improvement."  This change is effective January 1, 2017.

Note:  Presumably, the purpose of this change is to clarify that certain installation services may well be taxable in one context, but nontaxable in the context of a "capital improvement."  

B.
Replacement of Multiple Items.  Senate Bill 628 also modified subsection (33l)d. of N.C.G.S. 105-164.3 to clarify that the replacement of more than one like-kind item (such as one or more windows) is a single repair service, and thus taxable.  This change is effective January 1, 2017.

C.
Tenant Improvements.  Previously, N.C.G.S. 105-164.4H(e)(1) provided that additions or alterations to real property for the benefit of the lessee or tenant could meet the definition of non-taxable capital improvements, as long as the addition or alteration for the tenant becomes a permanent installation for which title vest in the owner or lessor of the real property immediately upon installation.  As a result of this language, it would be very difficult for a contractor or tenant to determine whether the contractor was providing taxable or non-taxable RMI services for a tenant without scrutinizing the underlying terms of any lease between the tenant and the landlord.  SB 628 amended these rules, by deleting any references to "tenant improvements" in N.C.G.S. 105-164.3(2c), which now contains the definitions of "capital improvements."

D.
Painting and Wall Papering.  Previously, wall papering and painting of real property fell within the definition of a capital improvement (See former N.C.G.S. 105-164.4H(e)(1)e).  However, Senate Bill 628 now provides that painting and wall papering of real property are non-taxable capital improvements, except where the painting or wall papering is "incidental" to a RMI service.  New Section 105-164.3(2c)e.

Note:  It is not clear what the term "incidental" is intended to mean here, but presumably, for these purposes, "incidental" means as a "consequence of" rather than as "a minor part of."  

E.
Replacements and Installations of "Systems" Versus "Units."  Under former law, in some instances a replacement of a unit of a system could be taxed as a RMI service if there was a replacement of a unit rather than the entire system.  Under the new N.C.G.S. 105-164.3(2c)f., enacted by SB 628, replacements or installations of a plumbing system or electrical system would meet the definition of a non-taxable capital improvement.  However, a capital improvement would not include merely repairing, replacing or installing electrical or plumbing components, water heaters, gutters, and similar items that are not part of new construction, reconstruction or remodeling.  

F.
Replacement Or Installation Of Other Certain Items.  SB 628 has also amended N.C.G.S. 105-164.3 by adding new subsection (2c)g. to provide that replacement or installation of a heating or air conditioning unit or system constitutes a non-taxable capital improvement.  However, RMI services relating to gas logs, water heaters, pool heaters and similar individual items will constitute taxable RMI services, unless those services are provided as part of new construction, reconstruction or remodeling.

G.
Patios and Decks.  The addition of patios and decks now constitute capital improvements.  New N.C.G.S 105-164.3(2c)h.

H.
Punch List Items.  Senate Bill 628 also has clarified that certain RMI services will be considered to be part of a capital improvement as long as the service provider provides those services within six (6) months after the service provider originally completed the real property contract, or, in the case of new construction, within twelve (12) months of the occupancy date of the new structure.  New N.C.G.S. 105-164.3(2c)i.

I.
Landscaping.  Senate Bill 628 also clarified that landscaping services, including tree trimming, mowing, seeding and fertilizing, constitute non-taxable capital improvements.  New N.C.G.S. 105-164.3(16e).

J.
"Modular Homes."  Under prior law, a manufactured home or a modular home was considered as "real property," for purposes of the capital improvement rules, only if the manufactured home or modular home was permanently affixed to a foundation.  Senate Bill 628 has eliminated the requirement that the manufactured home or modular home actually be affixed to a foundation.  New omitted 105-163.3(33d)d.

K.
Mixed Transaction Contracts.  SB 628 also made changes to the definition of a "mixed transaction contract." A mixed transaction contract involves a service provider providing RMI services relating to a capital improvement, as well as RMI services that are unrelated to the capital improvement.  New N.C.G.S. 105-164.3(20b).


Previously, old former N.C.G.S. 105-164.4H(b) provided that, as long as the price of the taxable RMI services, included in the mixed contract, did not exceed 10% of the entire transaction price, then the RMI services would be non-taxable.  That threshold has now been increased from 10% to 25%.  Revised N.C.G.S. 105-164.4H(d).
III.
Substantiation Requirements.  
A lot of controversy has existed as to how homeowners and contractors must substantiate, to their subcontractors, that a given subcontract involves an exempt real property contract.  Generally, the NCDOR has taken the position that every service provider must charge sales and use tax on the given project - unless the homeowner or general contractor provides the subcontractor with an Affidavit of Capital Improvement.


Senate Bill 628 has added a new Section 105-164.4H(a1) to clarify the substantiation requirements.  This new subsection (a1) concludes that an RMI service generally will be subject to sales tax, unless someone substantiates that the transaction otherwise is subject to sales and use tax as a real property contract.  This new section (a1) provides that receipt of an Affidavit of Capital Improvement, or by "such other records" establishes that the transaction is a real property contract.


This new subsection clarifies that the receipt of an Affidavit Of Capital Improvement generally establishes that the person receiving the Affidavit should treat the transaction as a non-taxable capital improvement - in the absence of "fraud or other egregious activities."  In addition, the issuer of an Affidavit of Capital Improvement is liable for any additional tax otherwise due on the transaction if it is later determined that the transaction is not a capital improvement. And finally, a person who receives an affidavit of capital improvement, absent fraud or other egregious activities, is not liable for any additional tax due on the transaction if it is later determined that the transaction truly was not a capital improvement.

IV.
Property Management Agreements.  

The 2018 Tax Act added a new subsection (61a)r. to N.C.G.S. 105-164.13 to provide that the sale of property management contracts will be exempt from sales tax. This change becomes effective beginning January 1, 2020.
A "property management contract" is defined under new N.C.G.S. 105-164.3(30b).  The new statute defines a real property management contract as a contract to manage certain activities related to business or income producing properties.  However, the term does not include a contract for repair, maintenance and installation services for real property.

V. Admission Charges. 

N.C.G.S. 105-164.4G provides for the assessment of sales tax on admission charges.  However, N.C.G.S. 105-164.4G(e) provides that sales tax is not assessed on admission charges paid for the right to participate in an activity. The 2018 Appropriations Act added language to clarify that participation means participating, other than in one’s capacity as a spectator, in certain sporting activities. The Tax Act also added a new subsection (6) that provides a list of other examples of participating activities for which sales tax would not be assessed on the admission charges. Examples of exempt admission charges would be for things like rock climbing, skating, snowboarding, ziplining, or amusement rides (including a waterslide) and riding on a carriage, boat, train, plane, horse, chairlift or other similar rides.

VI.
New Legislative Grace.  


Senate Bill 628 (2017) has added a new Section 105-244.3 to provide additional amnesty for certain taxpayers who make good faith mistakes and who otherwise intended to comply with all the RMI rules.  This new Section is called the "Sales Tax Base Expansion Protection Act." 


This Section now provides that the NCDOR shall not assess any tax for a filing period from March 1, 2016 through January 1, 2018 - if certain criteria are met, such as:


1.
A retailer failed to charge sales tax on separately stated installation charges that were part of the sale of tangible personal property.


2.
A person who failed to classify them as a retailer during 2016 and failed to charge sales tax on all retail transactions, but rather erroneously treated some transactions as real property contracts.  Note, however, that the NCDOR can still assess any unpaid use taxes, on purchases that were used by the retailer to fulfill a transaction that was erroneously treated as a real property contract.


3.
A person who erroneously treated a transaction as a real property contract between March 1, 2016 and January 2018, and did not collect sales tax on the transaction that really was a retail sale or a taxable RMI service.  (Note again, that the NCDOR can still assess unpaid use tax on any purchases that were used to fulfill the transaction that was erroneously treated as a real property contract).


4.
A person who failed to collect sales tax on the retail sale of a service contract to maintain tangible personal property that has become part of real property between March 1, 2016 and January 2018.


Please note that there are other situations under new N.C.G.S. 105-244.3 that provide relief avenues available to taxpayers in other situations.

Note:  Please also see:  Important Notice:  Sales Tax Expansion Protection Act, issued by the NCDOR on September 6, 2017.
VII.
2018 Tax Changes to Sales Tax Amnesty Provisions.  

N.C.G.S. 105-244.3 prohibited the NCDOR from assessing sales tax on certain specified transactions for filing periods before January 2018.  The 2018 Appropriations Act amended N.C.G.S. 105-244.3(a) to extend the amnesty period out another year. 
In addition, the 2018 Appropriations Act added three (3) new covered transactions to expand the list of transactions that can possibly be subject to amnesty. A new subsection 8(a) was added for taxpayers who failed to collect sales tax on a mixed transaction contract that exceeded 25% and a new 8(b) was added for taxpayers who failed to collect sales tax on the taxable portion of a bundled transaction. In addition, more importantly, a new subsection (10) was added to provide for potential amnesty for a taxpayer who failed to collect sales tax on repair, maintenance and installation services for tangible personal property, motor vehicles or digital property. 

VIII.
Alternative Sales Tax Compliance Option for Certain RMI Services. 


Section 2.8 of Senate Bill 628 (2017) provides an optional method for RMI service providers to comply with new sales tax rules.  Under this Section 2.8, if a RMI service provider can prove that it paid sales or use tax on the purchase of tangible property used to perform a RMI service, then the RMI service provider can claim a credit against the sales tax chargeable on the RMI service equal to the amount of sales and use tax paid by the RMI service provider when purchasing tangible personal property to perform the RMI service.  


This offset provision was scheduled to expire on July 1, 2018.  However, the 2018 Appropriations Act makes this offset option fix permanent. 

IX.
Sales Tax Compromise Relief Expanded. 

House Bill 97 and HB 1030 (2016) expand opportunities for potential tax compromise for "good faith efforts."


Prior to 2015, N.C.G.S. 105-237.1(a) provided that the DOR may agree to compromise a tax liability if the DOR determines that the tax compromise is "in the best interest of the State" and where there is a failure to pay or collect sales or use tax on admission charges or where there is a failure to pay or collect sales or use tax on the sale of a service contract.  


The 2015 HB 97 (2015) amended N.C.G.S. 107-237.1(a)(6) to further expand the possible "good faith" compromise amnesty where the taxpayer failed to pay or collect sales or use tax on sales of tangible personal property sold to a real property contractor for use by the real property contractor in erecting structures, building on or otherwise improving, altering or repairing real property.  The new "expanded amnesty" provisions under HB 97 became effective as of March 1, 2016.


The 2016 House Bill 1030 has further expanded the amnesty provisions of N.C.G.S. 105-237.1 by adding a new subsection (a)(7), which will allow the NCDOR to compromise a tax liability if the taxpayer failed to collect and pay sales or use tax as a result of the change in the definition of "retailer" or as a result of the sales tax base expansion to (i) service contracts, (ii) repair, maintenance and installation services or (iii) sales transactions for a person engaged in retail trade.  New N.C.G.S. 105-237.1(a)(7).  The new subdivision (7), however, makes it clear that this amnesty provision only applies where the taxpayer made a "good faith effort to comply with the sales and use tax laws."


This new subdivision (7) applies for tax assessments for any periods between March 1, 2016, and December 31, 2022.  
X.
Sales Tax Compromise. 

The NCDOR has the authority to compromise the taxpayer's liability for failure to properly collect sales and use taxes on admissions and service contracts as long as the taxpayer made a good faith effort to comply with the law. This provision was set to expire for assessments issued after July 2020.  However, under the 2018 Appropriations Act, the Department continues to have the authority to compromise any tax liability for any period ending before July 1, 2020, regardless of when the assessment was actually made.  N.C.G.S. 105-237.1(a)(6).

XI.
Mill Machinery Tax Repealed.  
Historically, mill machinery used by a manufacturing operation has been subject to a significantly reduced sales and use tax rate of 1%, with a maximum tax of $80.00 per article, under Article 5F. This is frequently called the "mill machinery tax."  


Article 5F (N.C.G.S. 105-187.51) has been completely repealed as of July 1, 2018.  SB 257 amended N.C.G.S. 105-164.13 to now add sales tax exemptions for articles previously subject to the mill machinery tax, effective July 1, 2018.

PART SIX
CORPORATE INCOME AND FRANCHISE TAX DEVELOPMENTS.
I.
Corporate Income Tax Reductions.   
SB 257 (2017) revised N.C.G.S. 105-130.3 to provide that the new 3% corporate income tax rate has been reduced further from 3% to 2.5%, beginning in 2019.

II.
HB 97 (2015) Moves To a Steady Phase-In of Single Sales Factor Apportionment.  


HB 97 provides that, beginning in 2016, the appointment factor for multi-state corporations will gradually move from a "multi-factor" approach to a single sales-factor approach.  


For 2016 and 2017, multi-state tax apportionment will still be made on the property factor, the payroll factor and the sales tax factor, but for 2016 and 2017, the sales tax factor will be given more weight until 2018, when the property factor and the payroll factor will be completely removed.  


Thus, for 2018 and beyond, the apportionment statute will rely solely on "sales sourcing" rules.  See revised N.C.G.S. 105-130.4(i).
III.
Changes to Sourcing Rules in the Apportionment Statute.
North Carolina has now moved to a single sales factor apportionment formula for corporate income and franchise tax purposes.

The 2018 Appropriations Act made several clarifying changes to the sourcing rules under N.C.G.S. 105- 130.4 (l) (3) relating to whether and when income for services performed in North Carolina  or income from intangibles is deemed to be "sourced" to North Carolina for corporate income and franchise tax purposes. 

A. Sourcing for Receipts From Intangible Property.  The new revised statutes clarify that receipts from intangible property are sourced in North Carolina to the extent that those receipts are for intangible personal property that is used here in North Carolina. Previously, the statute stated that  income from intangibles was sourced to North Carolina only when the receipts were from “sources” located inside North Carolina.

B.
Income from Services. Presently, the North Carolina General Statute 105-130.4(l)c provides that receipts from services are deemed to be sourced to North Carolina when the “income-producing activities" are located in North Carolina. The 2018 Appropriations Act revised subsection c by adding a new definition of “income-producing activities."  The new Act provides that an “income-producing activity” means an activity directly performed by the taxpayer or its agents for the ultimate purpose of generating the sale of the service.

Also, the new 2018 Act clarifies that receipts from income-producing activities that are performed inside and outside of North Carolina are deemed to be attributable to North Carolina in proportion to the amount of income producing activities performed inside North Carolina to the total income-producing activities performed everywhere that generate the sale of that service.

IV.
Corporate Tax Changes to the Definition of "Apportionable" Income.  


Previously, N.C.G.S. 105-130.4(a)(1) defined "apportionable income" as all income that is "apportionable under the United States Constitution."  Senate Bill 628 enacted an amendment to the definition of "apportionable income" in N.C.G.S. 105-130.4(a)(1) to provide that apportionable income is to be defined as all income apportionable under the United States Constitution, "including income that arises from" the following specified items:


1.
Transactions and activities conducted in the regular course of the taxpayer's trade or business; and


2.
Tangible and intangible property if the acquisition, management, employment, development or disposition of the property is or was related to the operation of the taxpayer's trade or business.  


This change is effective immediately.

Note:
Presumably, this new language was intended to provide further support to the North Carolina Department of Revenue's ongoing interpretation of the definition of "apportionable income."  

V.
Foreign Derived Intangible Income Deduction.

The TCJA added a new Internal Revenue Code Section 250, which provides for a corporate level deduction for certain income generated from sales of domestically produced services and intangibles into foreign markets. This is called the FDII deduction. Senate Bill 99 does not conform to Section 250 and therefore we have a new add back under Section 105- 130.5(a)) for the Internal Revenue Code Section 250 deduction.
VI.
Maximum Franchise Tax For S Corporations Is Reduced.  
SB 257 amended N.C.G.S. 105-122(d2) to provide that, although the franchise tax base for a C corporation is $1.50 per $1,000 of tax base, for an S Corporation the tax rate would be $200 for the first $1 Million of tax base assets, and then $1.50 per $1,000 of tax base assets above $1 Million. However, the minimum franchise tax for an S corporation will never be less than $200.  The franchise tax changes are effective as of January 1, 2018, and thus apply to franchise tax returns filed for 2017 and thereafter.

VII.
Other Franchise Tax Changes.  


Prior to 2017, in calculating the amount of "total actual investment in tangible personal property,"  taxpayers were allowed to deduct certain acquisition indebtedness for purposes of this calculation.  This deduction was repealed effective for taxable years beginning after January 1, 2017 (see Session Law 2015-241 Section 32.15(c)).


Senate Bill 628 has now restored the deduction for certain acquisition indebtedness.
PART SEVEN
PARTNERSHIP TAX CHANGES

N.C.G.S. 105-153.4(d) provides the general rule that a non-resident partner of a North Carolina partnership must calculate its North Carolina taxable income by multiplying a fraction times the non-resident's federal adjusted gross income (as adjusted by certain North Carolina modifications).  The denominator of the fraction is the partner's gross income (as adjusted by certain North Carolina modifications) and the numerator of the fraction is the partner's income derived from North Carolina property or from a trade or business operating in North Carolina.


Senate Bill 628 has amended Section 105.153.4(d) to provide that the non-resident partner's numerator shall also include any "guaranteed payments" (as defined as Section 707 of the Internal Revenue Code) made to that partner from the partnership.  And, the North Carolina partnership K-1 must also report the amounts of any guaranteed payments made to the non-resident partner.


Please note that the Department of Revenue takes the position that this is not a "substantive" change, but is simply a "clarifying" change, and therefore this amendment is retroactive and prospective for all time.

PART EIGHT
NORTH CAROLINA DEPARTMENT OF REVENUE PROCEDURAL CHANGES
I. New Automatic Extension  Request. 

Section 38.4.(b) of the 2018 Act adds a new subsection (c) to N.C.G.S. 105-263 to now provide that any taxpayer who receives an automatic extension of time to file a federal income tax turn is granted an automatic extension to file a North Carolina return, as long as the taxpayer certifies on the state tax return that the taxpayer was granted a federal extension. 

Note:  Please note however, that this Section becomes effective for taxable years beginning on or after January 1, 2019; as a result, we will have to file a separate state extension for 2018 tax returns.

II. Electronic Filing of Informational Returns. 

The 2018 Tax Act also provides for a new $200 penalty per return for the failure to file certain information returns electronically.   New N.C.G.S. 105-236(a)(10)d.  In addition, the new Act adopted N.C.G.S. 105-241A(e) which requires that the NCDOR publish on its website a list of all returns that it requires to be filed electronically.

III.
New Changes for Filing Your Tax Protest.  
To challenge a proposed assessment of tax, a taxpayer must file a Request for a Departmental Review within forty-five (45) days after the receipt of the proposed tax assessment.  Senate Bill 628 has amended Section 105-241.11 to provide that the Request for Departmental Review must be submitted on the NCDOR's form and must also contain an explanation for the request for review.  This could be a "foot fault" for taxpayers who either (1) submit an informal request for reconsideration or (2) who file the correct Form NC-242, but fail to attach an explanation to their Form NC-242.

IV.
Taxpayer Inaction Can Terminate the Request for Departmental Review.  
We have heard, anecdotally, that the NCDOR has received a number of Requests for Departmental Review, only to find themselves bogged down with appeals cases where the taxpayers are refusing to cooperate in their own departmental review.  Therefore, under Senate Bill 628, the Legislature has added new N.C.G.S. 105-241.13A called "Taxpayer Inaction."  Under this new Section, if the NCDOR sends the taxpayer a request for additional information and the taxpayer fails to respond within thirty (30) days, then the NCDOR must issue a second notice to re-issue its request for additional information and, if the taxpayer fails to timely respond after the second information request is sent, the assessment will become final.  These administrative changes are effective as of August 11, 2017 and apply to requests for departmental review filed after that date.
V.
Required Reporting to the Department of Revenue Upon Certain Federal Tax Adjustments.  


N.C.G.S. 105-159 provides the general rule that, after an IRS audit, you must report any income tax changes to the North Carolina Department of Revenue within six (6) months after the audit is completed.  House Bill 59 (Session Law 2017-39) amended N.C.G.S. 105-159 to now provide that, if there is an IRS audit that relates to a change of filing status, personal exemptions, standard deductions or itemized deductions, then that information also must be reported to the North Carolina Department of Revenue within six (6) months after the conclusion of the federal tax audit.
Also, under the 2018 Act, N.C.G.S. 105- 241.8(b) has been amended to now require that any taxpayer, that voluntarily files an amended federal income tax return, must also file an amended state tax return within six months after filing the amended federal return. Under existing law, if there is an IRS audit that results in assessment of additional tax, then the taxpayer has six months to file an amended North Carolina return to reflect the changes arising from the federal audit.

VI.
Filing Protective Refund Claims.

A. 
Background.  For many years, the NCDOR has had a protective refund claim policy that taxpayers could follow in order to protect their right to a potential tax refund based on some type of contingent event for a taxable period for which the statute of limitations was about to expire.  Under the old protective refund claim policy, the NCDOR would accept a protective claim for refund as long as the refund claim:


(1)
was filed before the expiration of the statutory refund claim period;


(2)
identified and described the contingencies affecting the claim;


(3)
was sufficiently clear and definite to alert the NCDOR as to the essential nature of the claim; and


(4)
identified the tax schedule and the specific year for which the protective claim was filed.


B. 
New N.C.G.S. 105-241.6(B)(5) Replaces The Old Protective Refund Claim Policy.  House Bill 14, enacted in 2013, added a new exception to the general statute of limitations for obtaining a  refund of an overpayment of tax due to a contingent event or an event or condition other than a contingent event.   Under new N.C.G.S. 105-241.6(b)(5), if a taxpayer is subject to a contingent event, or an event or condition other than a contingent event, and timely files a notice with the NCDOR, then the period for requesting a refund for an overpayment of tax will be six (6) months after the contingent event or other condition is concluded.  


For purposes of the new statute, the term "contingent event" is defined as litigation or a state tax audit initiated prior to the expiration of the statute of limitations that prevents the taxpayer from possessing the information necessary to file an accurate and definite request for refund of overpayment. In addition, the new statute defines an "event or condition other than a contingent event" as an event or condition other than litigation or a state tax audit that has occurred that prevents the taxpayer from filing an accurate and definite request for refund of an overpayment within the general statute of limitations period.  


C. 
Contingent Event Claims.  The following is a summary of the steps that should be taken for protective claims involving a "contingent event."


First, a taxpayer who is subject to a "contingent event" must file written notice with the Department of Revenue prior to the expiration of the statute of limitations.


Although no specific form is required to be filed to provide such notice to the NCDOR, the new statute provides that the notice must identify and describe the contingent event, the type of tax involved and the tax return or payment affected by the contingent event.  And, the notice must state in clear terms the basis used to determine the estimated amount of the overpayment.  


The taxpayer may simply file a Form NC-14, Notice of Contingent Event or Request to Extend Statute of Limitations.  


The NCDOR will then notify the taxpayer in writing that either (1) the contingent event notice has been received with all of the required information or (2) the contingent event notice has been received without all the required information.  


Ultimately, the taxpayer must file a Request for Refund of an Overpayment within six (6) months after the contingent event concludes.  And, the taxpayer must also submit a copy of the Department of Revenue's acknowledgement of an accepted notice when it files its refund claim.


D.
Event Or Condition Other Than A Contingent Event.  A taxpayer who contends that an event or condition (other than litigation or a state tax audit) has occurred that prevents the taxpayer from filing an accurate and definite request for refund of an overpayment prior to the expiration of the statute of limitations may submit a written request to the NCDOR seeking an extension of the statute of limitations on which to file a request for a refund of an overpayment.  


The request seeking an extension of the statute of limitations must be filed prior to the expiration of the statute of limitations.  And, the request must establish, by clear convincing proof, that the event or condition is beyond the taxpayer's control and that it prevents the taxpayer from timely filing an accurate and definite request for refund of an overpayment.  


The taxpayer may also use Form NC-14 to request an extension of the statute of limitations.  The NCDOR will then respond in writing as to whether or not the request for an extension of the statute of limitations is granted or declined.  If the NCDOR grants the request to extend the statute of limitations, then the taxpayer must file a refund claim within six (6) months after the event or condition concludes, and must submit, with the request for refund, a copy of the NCDOR letter granting the request for an extension of the statute of limitations.  


E.
New Six (6) Months Deadline For Filing Request For Refund.  Under the former North Carolina protective refund policy, the taxpayer did not have a deadline to perfect the protective refund claim.  Now, under the new statutes, the taxpayer must file a definitive refund claim within six (6) months after the contingent event concludes.


F.
Where to Mail the Form NC-14.  The Form NC-14 should be mailed to the North Carolina Department of Revenue, PO Box 871, Raleigh, NC  27602-0871, and on the envelope, the taxpayer should note which tax division the notice should be sent to.

New N.C.G.S. 105-241.6(b)(5).  

See North Carolina Department of Revenue Notice:  "Exception to the General Statute of Limitations for Certain Events".

VII.
Don't Forget About Withholding Requirement For Payments to Contractors With ITINs.

Effective Jan. 1, 2010, any "payer" that pays more than $1,500 to an independent contractor who holds an Individual Taxpayer Identification Number (ITIN) must withhold 4 percent of that pay. ITINs are issued by the Internal Revenue Service to individuals who are not eligible to receive a social security number. Payers include businesses, organizations or other individuals. 


This law does not apply to wage compensation from which state and federal income taxes are already being withheld.   So, ITIN holders, who are paid as employees as opposed to independent contractors and who already have state and federal taxes withheld from their pay, are not subject to additional withholding. 


Payers should file and pay withholding taxes on contractors with ITINs just like they would for regular employees (using the same online process or forms and the same filing and paying frequency). Payers that are subject to this new withholding requirement, and that don’t currently file and pay withholding taxes, must register with the state and receive a withholding account number so they can begin filing and paying the taxes.

Chapter 476 (S.B. 1006, Laws 2009).

VIII.
North Carolina Volunteer Disclosure Program.

A.
Background.  The North Carolina Volunteer Disclosure Program is designed to promote compliance and to benefit taxpayers who discover a past filing obligation and liability that has not been discharged.  It applies to taxpayers who have failed to file returns and pay any tax due to the North Carolina Department of Revenue.  It also applies to any tax administered by the North Carolina Department of Revenue, as well as any type of domestic or foreign taxpayer who is subject to tax in North Carolina.  


However, this program is not available to corporate and individual income taxpayers who have engaged in income shifting tax strategies or other tax shelter activities that minimize or eliminate North Carolina state taxes. Also, the voluntary disclosure program does not apply to any taxpayer who is registered for payment of the tax but fails to file a return (ex. sales or employment tax returns), and it does not apply to a taxpayer who files a return but under reports tax due on the return. 


Voluntary disclosure arises when a taxpayer contacts the North Carolina Department of Revenue without any prior initial contact by the North Carolina Department of Revenue concerning the filing of a return and the payment of a tax.  Voluntary disclosure includes requests by taxpayers under the Multistate Tax Commission National Nexus Program.  A major component of the Voluntary Disclosure Program is to resolve sales and use tax, and corporate income and franchise tax liabilities when nexus is the central issue.  


B.
Summary of Voluntary Disclosure Program.  Here is a summary of the new Voluntary Disclosure Program taken from the North Carolina Department of Revenue website:

Description of Program

The North Carolina Voluntary Disclosure Program (VDP) is designed to promote

compliance and to benefit taxpayers who discover a past filing obligation and liability

that has not been discharged. It applies to taxpayers that have failed to file returns and

pay any taxes due to the North Carolina Department of Revenue (NCDOR). It applies to

any tax administered by the Department and to any type of domestic or foreign taxpayer

that is subject to tax in this State.

VDP does not apply to a taxpayer that files a return but underreports the tax due on the

return. This program is also not available to taxpayers that have been suspended by the

Secretary of State per G.S. 105-230 and subject to reinstatement under G.S. 105-232.

Voluntary disclosure arises when a taxpayer contacts NCDOR prior to initial contact by

this agency concerning the filing of a return and the payment of a tax. Voluntary

disclosure includes requests by taxpayers submitted under the Multistate Tax

Commission National Nexus Program.

A major component of the VDP is to resolve sales and use, and corporate income and

franchise tax liabilities when nexus is the central issue.


I.
Qualifying for Voluntary Disclosure

To qualify for the Voluntary Disclosure Program, a taxpayer must meet all of the

following criteria:

· The taxpayer has not been contacted by the Department of Revenue, Internal


Revenue Service or Multistate Tax Commission with respect to any tax for


which the taxpayer is requesting voluntary disclosure.

· The taxpayer does not have outstanding tax liabilities other than those

reported through the voluntary disclosure.

· The taxpayer is not under audit for any tax.

· The taxpayer pays the tax due plus accrued interest within 60 days from the

date of acceptance by NCDOR of the voluntary disclosure agreement.

· Upon request, the taxpayer makes records available for audit to verify the

amount of the taxpayer's liability and the accuracy of the representations

made by the taxpayer.

· The taxpayer cannot have previously participated in the Voluntary



Disclosure Program.


II.
Benefits of Voluntary Disclosure

A taxpayer whose application for a voluntary disclosure is approved will receive:

· A requirement to file returns and pay tax will be limited to three years for taxes filed annually or thirty-six months for taxes that do not have an annual filing frequency. If the applicant has collected taxes from others, such as sales and use taxes or withholding taxes and not reported those taxes for periods beyond three years or thirty-six months, the requirement to file and pay will be extended to cover those periods. 

· The requirement to file returns and pay taxes for taxpayers discovered

through examination that are not registered or non-filers is six years for taxes

filed annually or seventy-two months for taxes that do not have an annual

filing frequency. Under the VDP, the requirement to file returns and pay

taxes for three years or thirty-six months refers to returns that are currently

past due. To determine the filing requirement for voluntary disclosure for

taxes that are filed annually, a taxpayer would file the most recent return that

is past due, plus returns for the two (2) previous years. To determine the

filing requirement for taxes that do not have an annual filing frequency, a

taxpayer would file the most recent return that is past due, plus returns for

the previous thirty-five (35) months.

· Waiver of penalties, unless the taxpayer collected a trust tax such as sales and use tax or withholding tax, but did not pay it to the Department. If trust taxes were collected, the Department will waive all penalties except the 10% penalty for failure to pay the tax when due.

· When applicable, the ability to report the applicable tax liability in a spreadsheet format versus filing a return for each period involved.

· Sixty (60) days from the Voluntary Disclosure Agreement date to determine the liability, and prepare the returns or spreadsheets and pay the amount of tax and interest due.


III.
How to Apply

Taxpayers or their representative can anonymously complete the program application for businesses taxes or individual income and mail it to the following address:

Voluntary Disclosure Program

North Carolina Department of Revenue

P. O. Box 871

Raleigh, North Carolina 27602-0871


IV. 
Review and Approval of Voluntary Disclosure Requests

NCDOR will review an application for voluntary disclosure and it will be approved, rejected, or a counter proposal made. Once the application has been approved, NCDOR will sign a Voluntary Disclosure Agreement and send it to the taxpayer or representative of the taxpayer for proper signatures.

If NCDOR determines that the taxpayer does not qualify for voluntary disclosure, the taxpayer or representative of the taxpayer will be notified.

In the event of misrepresentation of information and applicable tax data by the taxpayer or representative, the agreement can be voided and the NCDOR can take action as if the agreement does not exist.


V.
 Audits for Voluntary Disclosure Period

NCDOR reserves its right to audit a taxpayer's books and records, subject to the time limits per G S 105-241 8 The audit may include all or part of a voluntary disclosure period.

NCDOR will assess any tax determined to be due that was not discharged under the Voluntary Disclosure Agreement.  All applicable penalties and interest will apply to additional taxes discovered to be due that have not been paid.

A taxpayer contacted by the Department for the purpose of examination after an application for voluntary disclosure has been submitted, but prior to acceptance of the agreement by NCDOR, may disclose same to suspend audit activity pending acceptance into the VDP.


VI.
 Confidentiality

The Department will not release the identity of a taxpayer that enters into a Voluntary Disclosure Agreement or the terms of the agreement unless the information must be released upon request under the provisions of G S 105-259 or existing information exchange agreements.


VII.  
Any Questions?

Please contact Discovery & Special Projects toll free at 1- 877-919-1819 ext. 10215,

or email Cale.Johnson@dornc.com
PART NINE
TRUST FUND TAX COLLECTION

I. 
Responsible Person Liability for Trust Fund Taxes

A.
Background.  Individual officers and directors of a corporation are usually not liable for corporate debts or obligations.  General partners of a partnership, on the other hand, are always personally liable for debts and liabilities of the partnership.  


B.
"Responsible Person" Liability Under N.C.G.S. 105-242.2.  However, by statute, a "responsible officer" of a corporation or a limited liability company may be held personally liable for certain unpaid "trust taxes" owed by the business entity, such as sales and use, motor fuels, and income withholding taxes.  A "responsible officer" is defined as any of the following: 



(i)
the president, treasurer, and the CFO of a corporation, 



(ii)
the manager of an LLC and the general partner of a partnership, and 



(iii)
any other officer of a corporation or a member of a LLC who has a duty to pay trust taxes on behalf of the entity. 

II.  
Responsible Person Liability Statute of Limitations Period Is Amended.  

Effective May 11, 2016, N.C. Gen. Stat. §105-242.2(e) is amended to provide that the statute of limitations for assessing a responsible person for unpaid taxes of a business entity "expires the later of (i) one year after the expiration of the period of limitations for assessing the business entity or (ii) one year after a tax becomes collectible from the business entity under G.S. 105-241.22(3), (4), (5), or (6)."


This amendment to the period of limitations for assessing a responsible person applies to a "trust fund" tax that becomes collectible from the business entity under N.C. Gen. Stat. 105-241.22(3), (4), (5) or (6) on or after May 11, 2016.  See S.L. 2016-5.

III. 
Trust Tax Recovery Program Closed for New Applicants as of June 1, 2016.
The North Carolina Department of Revenue has announced that it is no longer accepting new applicants for the Trust Tax Recovery Program effective June 1, 2016.  The program was launched in 2014 as a way for businesses to recover from tax liabilities.  The Trust Tax Recovery Program offered penalty and fee waivers, as well as payment plans, to taxpayers that have outstanding liabilities for sales, withholding and other trust fund taxes.


The North Carolina Department of Revenue advises that taxpayers currently enrolled in the program should continue making their scheduled payments until they have resolved their liability.  

IV.
Secretary of Revenue Decision No. 2006-145, North Carolina Department of Revenue, November 7, 2006 (Released February 13, 2007).  A Manager of a Limited Liability Company Was Personally Liable for the Unpaid North Carolina Sales Taxes of the LLC.  


Under N.C.G.S. 105-242.2, the North Carolina Department of Revenue is authorized to assess a "responsible officer" for unpaid sales taxes of a corporation or an LLC.  The term "responsible officer" is defined to include the manager of an LLC.  Moreover, it is irrelevant to the determination of liability whether the manager had the authority to collect and/or remit the tax; managers are considered responsible officers and may be held personally liable.


In this case, the LLC made retail sales of clothing during the period covered by the assessments.  The LLC collected the sales tax on its retail sales of clothing but failed to remit the sales tax to the Department.  The LLC closed its business in August 2002.  


The Taxpayer was a manager of the LLC and was responsible for the purchasing and merchandising of the products for the stores and developing the store locations.  The Taxpayer was assessed the sales tax as a "responsible officer" after the LLC failed to pay the Department the sales taxes it had collected.  


In this case, the Taxpayer was the only person listed under the section for "Corporate Officers" on the sales and use tax registration application and listed his title as managing member.  


Also, the Articles of Organization for the LLC listed the Taxpayer as one of the "Organizers" of the LLC.  Also, Article VIII, Managers, Section 8.2(b) of the Operating Agreement for the LLC, provided that the Taxpayer was appointed one of the managers of the LLC and by signing the agreement, he accepted the appointment.  Also, the Taxpayer was listed as the registered agent of the LLC on the Secretary of State's website.

Conclusions of Law

Based on the foregoing findings of fact, the Assistant Secretary made the following conclusions of law:


G.S. 105-253(b) provides that each responsible officer of a limited liability company is personally and individually liable for all sales taxes collected by the limited liability company.

The term "responsible officer" is defined to include "the manager" of a limited liability company.  The Taxpayer therefore was a responsible officer, and as such was liable for the North Carolina and applicable county sales taxes collected by the LLC, but never remitted to the Department of Revenue.


G.S. 105-253(b) authorizes the Department to assess a responsible officer for the unpaid sales taxes of a corporation or a limited liability company.  The term "responsible officer" is defined to include the manager of a limited liability company.  Even though the Taxpayer stated he was not responsible for collecting and remitting the sales taxes, there was no doubt that this Taxpayer was a manager and therefore was a responsible officer of the LLC.  The Taxpayer was the only officer listed on the sales and use tax registration application and his title was listed as Managing Member.  He signed the LLC's Operating Agreement, acknowledging his appointment as manager.  Finally, the Taxpayer signed the LLC's annual reports as Managing Member, and the LLC's tax returns as Managing Partner.

Note:

Likewise, in Secretary of Revenue's Decision 2007-42 (December 18, 2007), a president of a corporation was personally liable for the unpaid North Carolina sales taxes that were collected, but never remitted. According to the Secretary of Revenue, each responsible officer of the Corporation is personally and individually liable for all of the sales taxes collected by the corporation, and the term "responsible officer" is defined to include the corporation's president.

V.
Corporate Officer of Selling Corporation Held Liable for Unpaid Sales and Use Tax Despite the Sale of the Corporation‛s Assets to an Outside Third Party; Secretary of Revenue Decision 2004-359 (October 28, 2005).

In the case of Secretary of Revenue Decision 2004-359 (decided March 7, 2005 and released October 28, 2005), the taxpayer was the president of a corporation which had delinquent sales tax returns which were filed by the taxpayer on July 6, 2001.  At that time, the taxpayer notified the Department of Revenue when he filed the delinquent returns that he had sold the business on June 17, 2001.


The taxpayer tried to claim that the purchaser should have taken steps to make sure that any delinquent sales taxes had been paid at the time that the business was sold to the purchaser.  In this case, the taxpayer corporate officer made a clever argument that, since N.C.G.S. 105-164.38 provides that unpaid sales and use taxes are liens against assets of the sold business, any purchaser should withhold a portion of the purchase price to make sure that unpaid sales taxes are brought current.


In fact, under N.C.G.S. 105-164.38(a), unpaid sales and use taxes are liens on all personal property of any person engaged in business and who stops in engaging in business by selling a business or its assets or by going out of business.  N.C.G.S. 105-164.38(a).  A person who stops engaging in business must file the sales and use tax returns within thirty (30) days after selling the business and/or its assets or after going out of business.  N.C.G.S. 105-164.38(a).


The taxpayer argued that, under N.C.G.S. 105-164.38(b),  the purchaser of the business should have withheld, from the consideration paid, an amount sufficient to cover the corporation‛s sales tax liabilities.  In essence, the taxpayer claimed that, under N.C.G.S. 105-164.38(b), it was the purchaser’s responsibility to make sure that the seller’s outstanding sales tax liabilities had been satisfied at the time of sale.  


 However, that statute (N.C.G.S. 105-164.38(b)) also states that the buyer must withhold part of the purchase price for the payment of the seller’s sales tax liabilities, until the seller provides the buyer with a certificate from the NCDOR confirming that the seller’s sales tax liabilities have been paid.  N.C.G.S. 105-164.38(b).   Of course, in this case, the NCDOR could not have issued such a statement to the taxpayer-seller or to the purchaser because, at the time of the sale, the reports and the sales tax for the periods in question had not been filed or paid.


Therefore, according to the Secretary of Revenue, the NCDOR is not prevented from assessing, against the seller of the business, unpaid sales taxes. 


Next, the Secretary of Revenue determined that the taxpayer, as an officer of the seller, should be held personally liable for the unpaid sales taxes.  Under N.C.G.S. 105-253(b), certain corporate officers of the seller may be personally liable for unpaid sale taxes.  N.C.G.S. 105-253(b).  Under N.C.G.S. 105-253(b), a corporate officer can be a responsible party who is personally liable for (i) unpaid sales and use taxes and (2) income taxes withheld from employee wages.  Each responsible officer of any corporation that is required to file sales and use tax returns is personally liable for payment of the tax owed by the corporation. Generally, the term ‟responsible officer‟ means the president and the treasurer of the corporation.  N.C.G.S. 105-253(b).

Note:
Purchasers Are Also Liable for Unpaid Sales and Use Taxes of Seller.  The Secretary of Revenue also is authorized to hold a purchaser of the business (or its assets) liable for the seller-business‛s unpaid sales taxes because unpaid sales and use taxes are liens upon all personal property of a sold business or of a business that goes out of business, even if there is no filed tax lien of record.  N.C.G.S. 105-164.38(b). Under N.C.G.S. 105-164.38(b), if the purchaser fails to withhold an amount sufficient to cover the seller’s taxes, and the seller’s taxes still remain unpaid after 30 days, the buyer is personally liable for the unpaid taxes to the extent of the greater of:




(i)
the consideration paid by the buyer, or




(ii)
the fair market value of the business or stock of goods.


Conclusion.  This case is important in that it reminds us of (1) the potential officer responsibility for unpaid sales taxes and (2) that unpaid sales taxes are a de facto lien against sold assets.  Thus, where unpaid taxes remain after a business is sold or where the business ceases to exist, the Department of Revenue may proceed against the Seller or against the Seller‛s responsible corporate officers or it may proceed with collection actions against the purchaser.

VI.
Continued Criminal Enforcement Actions.  See “2017 Press Releases” at 

http://www.dor.state.nc.us/press/index.html
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