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PREFACE

The Revenue Laws Study Committee is established in Article 12L of

Chapter 120 of the General Statutes, to serve as a permanent legislative

commission to review issues relating to taxation and finance. The

Committee consists of sixteen members, eight appointed by the President

Pro Tempore of the Senate and eight appointed by the Speaker of the House

of Representatives. Committee members may be legislators or citizens. Each

of the appointing authorities designates one member to serve as co-chair.

The co-chairs for 2001-2002 are Senator John Kerr and Representative Paul

Luebke.

G.S. 120-70.106 gives the Revenue Law Study Committee's study of the

revenue laws a very broad scope, stating that the Committee "may review

the State's revenue laws to determine which laws need clarification, technical

amendment, repeal, or other change to make the laws concise, intelligible,

easy to acirninister, and equitable." A copy of Article 12L of Chapter 120 of

the General Statutes is included in Appendix A. A committee notebook

containing the committee minutes and all information presented to the

committee is filed in the Legislative Library.

Before it was created as a permanent legislative commission, the

Revenue Laws Study Committee was a subcommittee of the Legislative

Research Commission. It has studied the revenue laws every year since

1977.





COMMITTEE PROCEEDINGS

The Revenue Laws Study Committee met three times before the

convening of the 2002 Regular Session of the 2001 General Assembly on May

28, 2002. Although the Committee received many requests from legislators,

taxpayers, the Department of Revenue, and interest groups to study

numerous issues of tax policy and tax administration, the Committee chose

to consider only those issues that it felt needed to be addressed in the 2002

Regular Session of the 2001 General Assembly. The Committee considered

all proposed tax changes in light of general principles of tax policy and as

part of an examination of the existing tax structure as a whole.

Review of the Recommendations made to the

2001 General Assembly

The 2001 General Assembly enacted 10 of the Revenue Laws Study

Committee's 12 legislative proposals in whole or in part. Appendix B lists

the Committee's recommendations and the action taken on them in 2001. A

document entitled "2001 Tax Law Changes" summarizes all of the tax

legislation enacted in 2001. It is available in the Legislative Library located in

the Legislative Office Building. Appendix C contains a brief summary of the

2001 tax legislation in the form of a slide presentation.



Budget and Revenue Outlook

At its first meeting on April 11, 2002, the Revenue Laws Study

Committee began its work with a briefing on the current year's budget and

an overview of the budget outlook for fiscal year 2002-03 from Lynn

Muchmore and David Crotts with the Fiscal Research Division. Its review of

the current fiscal year's budget assumed a $955 million revenue shortfall. In

March 2002, the General Fund revenues were running 6.5% behind the $9.9

billion target. This revenue shortfall becomes part of the $1 billion projected

shortfall for fiscal vear 2002-03. The Committee understands that the budget

outlook has deteriorated since its first meeting in April. The Committee did

not have time to revisit the issue before the convening of the 2002 Regular

Session of the 2001 General Assembly. Appendix D contains a discussion of

the issues and prospects for the General Fund Revenue Outlook for 2001-

2003 presented to the Committee at its April meeting.

Conformity to the Federal Tax Acts

The Revenue Laws Study Committee spent a considerable amount of

time reviewing the tax law changes enacted by Congress in the Economic

Growth and Tax Relief Reconciliation Act of 2001 and the Job Creation and

Worker Assistance Act of 2002. It also studied the fiscal impact of

conformity on North Carolina revenues1
. The Committee recognized that a

sound tax structure is one that is simple and easy for taxpayers to comply

with and is inexpensive for the Department of Revenue to administer. The

goals of tax simplicity and ease of administration are most readily achieved

1

See Appendix I.



with a tax structure that conforms as much as possible to federal laws to

which a taxpayer must already comply. However, it is also the responsibility

of a sound tax structure to provide the necessary revenues to support the

State's budget. In light of the fiscal cost of conformity and the current

budget outlook, the Committee did not make any recommendation on this

issue.

The Revenue Laws Study Committee began its discussion of the

recent federal tax law changes with an explanation of the changes by

Professor Walter Nunnallee, a professor of tax law at NC Central University

School of Law. The federal Economic Growth and Tax Relief Reconciliation

Act of 2001 ('EGTRRA'), was enacted June 7, 2001. It includes numerous

changes to rules for pensions and benefits, a repeal of the federal estate tax, a

phase-out of the state death tax credit, as well as many other changes to the

Internal Revenue Code. Appendix E contains an explanation of EGTRRA.

The federal Job Creation and Worker Assistance Act of 2002 ('Economic

Stimulus bill'), was enacted March 9, 2002. Among other tax law changes, it

includes an accelerated 30% bonus depreciation allowance for certain assets

placed in service after September 10, 2001, and before September 11, 2004.

Appendix F contains a summary of the Economic Stimulus bill.

The Committee heard from many interested parties on the issue of

whether or not the State should conform to the federal changes, especially

from people involved in managing pension plans. All of the people

interested in pension plans encouraged the Committee members to conform

to the federal tax law changes involving pension plan limits and roll-overs.

Appendix G contains a summary of the remarks made by one of the



interested parties who spoke on this issue. Anne Allen and Brian Usischon,

representing TIAA-CREF, spoke of the cost of not conforming to both the

State and the State's residents as well as the administrative difficulties and

uncertainties created by not conforming.

The Committee collected information on whether other similarly

situated states are conforming to the federal tax law changes. It learned that

some states are choosing to "decouple" from the federal tax law changes

concerning the phase-out of the state death tax credit and the accelerated

30% bonus depreciation allowance. Appendix H contains two charts

depicting this information. The charts were updated May 29, 2002.

Both of these federal acts will substantially affect a taxpayer's federal

taxable income, and will, to the extent North Carolina conforms to them,

have a substantial impact on North Carolina's tax revenues. The fiscal

impact on the State's General Fund of fully conforming to both federal acts

would be a loss of $258.6 million for the 2002-03 fiscal year. Of this loss to

the General Fund, $213.2 million is associated with the 30% accelerated

bonus depreciation provision. The pension tax changes would reduce the

State's General Fund by approximately $6.1 million for 2002-03 and $14.3 for

2003-04. A chart detailing the fiscal impact of conforming to the federal acts

is contained in Appendix I.

In previous years, the State has chosen to conform on most issues

where State law tracks federal law. Therefore, the Department of Revenue is

administering the State law on the assumption that the General Assembly

will choose to conform to most of the changes in the EGTRRA. It will also

process current year original returns as if the Code reference date included



the provisions in the 2002 Economic Stimulus bill. If the Legislature elects

not to conform to the accelerated bonus depreciation provision from the

Economic Stimulus bill, taxpayers who claimed the bonus depreciation on

their original returns will have to amend their returns and pay any tax and

interest due. Taxpayers who have already filed original returns and who

now are filing amended federal returns to claim the bonus depreciation

should delay filing amended North Carolina returns until the Legislature

determines whether it will adopt the bonus depreciation provisions. If a

taxpayer files an amended return to claim the bonus depreciation, the

Department will not process that amended return until the matter is resolved

legislatively. The Department's administration of the federal changes is

contained in Appendix J.

Present-Use Value Classification

The Revenue Laws Study Committee noted that it is one of three

legislative studies concerned with issues surrounding taxation; the other two

are the Tax Policy Study Commission and the Property Tax Study

Commission. The appointments to the Property Tax Study Commission

were not completed before April of 2002. In light of the Property Tax Study

Commission's inability to meet, the Revenue Laws Study Committee agreed

to hear property tax issues that needed to be addressed by the 2002 Regular

Session of the 2001 General Assembly.

The Revenue Laws Study Committee revisited the issue of using cash

rents to determine the present-use value of agricultural land and

horticultural land instead of the current method, which is based on the price



and yield of corn and soybeans. The Revenue Laws Study Committee dealt

with this issue extensively in 1997-98 and it recommended legislation to the

1999 General Assembly that is similar to the legislation recommended in

Legislative Proposal 6. The Committee continues to believe that the new

method of valuation contained in Legislative Proposal 6 would enhance

uniformity and fairness by replacing the current method, which yields

unrealistically low values, with a method based upon data generated by the

farmers themselves. Since 1999, representatives from the Department of

Revenue, the NC Farm Bureau, the Association of County Commissioners,

and the Association of Assessing Officers have continued to work on the

issue of how to improve the present-use value classification and Legislative

Proposal 6 is the culmination of that effort.

Qualified Business Venture Tax Credit

The General Assembly enacted the qualified business venture tax credit in

1987 to promote economic development for North Carolina businesses. The initial

credits applied to both corporations and individual taxpayers, and there was a $12

million cap on the total amount of all tax credits. In response to a 1996 United States

Supreme Court decision in Fulton Corp. v. Faulkner, the General Assembly reduced

the $12 million cap to $6 million, limited the credit to individuals and small pass-

through entities, and removed the requirement that the qualified businesses be

headquartered or operating in North Carolina. The credit was to expire for

investments made on or after January 1, 1999. In 1998, as part of the appropriations

bill, the credit was extended for four additional years until January 1, 2003.



Section 1 of Resolution 2001-36 sets forth the types of legislation that may be

considered during the 2002 Regular Session of the 2001 General Assembly. Under

Resolution 2001-36, a bill to extend the sunset past the current expiration date of

January 1, 2003, would not be eligible for introduction in the 2002 Regular Session.

Parties interested in extending the sunset on the tax credit asked the Revenue Laws

Study Committee to discuss the tax credit at its last meeting on May 28, 2002, and to

consider recommending legislation to extend the sunset.2

The Committee agreed to discuss the issue. It heard testimony on the merits

of the tax credit from interested parties. It learned about the credit's history, the

types of businesses that claim the credit, and the economic impact of the credit.

Appendix K contains the information the Committee received on the credit. The

Committee also noted with some concern the possible constitutional issue

surrounding the definition of "qualified grantee business". 3 After discussing the tax

credit, the Committee acknowledged that the issue is one that needs more

discussion and study than it could give it at this time. However, it also recognized

the desire of taxpayers to know what the tax laws are from year to year and their

need to be able to plan accordingly. Therefore the Committee recommends in

Legislative Proposal 8 that the credit be extended for one year. The one-year

extension will ensure that the matter will be revisited again during the 2003 long

session where it can be more fully debated.

2
Section 1(3) of Resolution 2001-36 provides that legislation implementing the recommendations of

study commissions are eligible for consideration during the 2002 Session of the 2001 General

Assembly.
3
This issue is more fully explained in the summary of Legislative Proposal 8.



Tax Compliance

One of the principles of tax policy that the Revenue Laws Study

Committee has consistently sought to achieve is ease of compliance for both

the taxpayer and the tax collector. The Committee recognizes that

taxpayers who do not comply with the tax laws create an unfair burden on

those taxpayers who do comply. Legislative Proposal 7 would authorize the

Division of Motor Vehicles to disclose to a local tax collector the social

security number of an applicant for a driver's license to assist the collector in

collecting delinquent property taxes due on motor vehicles.4 Legislative

Proposal 4 recommends three changes to the revenue laws to enhance the

enforcement abilities of the Criminal Investigations Division of the

Department of Revenue.

Review of Various State Revenue Laws

The Revenue Laws Study Committee is charged with reviewing the

State's revenue laws to determine which laws need clarification, technical

amendment, repeal, or other change to make the laws concise, intelligible,

easy to administer, and equitable.5 Legislative Proposal 1 provides technical,

clarifying, and conforming changes to the revenue laws and related statutes.

Legislative Proposal 2 enhances uniformity in the taxation of

telecommunications by conforming to the federal sourcing rules for mobile

telecommunications and codifying the sourcing principles for other

telecommunications services. These sourcing principles are the same as the

4
This proposal was not introduced as a bill to the 2002 Session of the 2001 General Assembly.

5
G.S. 120-70.106.



ones adopted by the Streamlined Sales Tax Project and approved by the 27

implementing states in March 2002. Legislative Proposal 3 recommends the

following changes to the revenue laws at the request of the Department of

Revenue: to codify the Department of Revenue's long-standing use of sales

tax exemption certificates, to promote efficiency in the processing of sales tax

returns, and to clarify the breadth of the sales tax exemption for certain

agricultural substances. Legislative Proposal 5 makes several changes to the

property tax laws, as recommended by the Department of Revenue and the

North Carolina Association of Assessing Officers, to improve their efficiency

and effectiveness.

Reports

The General Assembly authorized the Revenue Laws Study Committee

to receive certain reports from the Department of Revenue and the Wireless

911 Board. Appendices L through Q contain the reports received by the

Committee during this interim.

10





COMMITTEE RECOMMENDATIONS
AND LEGISLATIVE PROPOSALS

The Revenue Laws Study Committee makes the following eight

recommendations to the 2002 Regular Session of the 2001 General Assembly.

Each proposal is followed by an explanation and, if it has a fiscal impact, a

fiscal note or memorandum indicating any anticipated revenue gain or loss

resulting from the proposal.

11





LEGISLATIVE PROPOSAL #1

Revenue Laws Technical Changes
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LEGISLATIVE PROPOSAL 1:

A Recommendation of the Revenue Laws Study Committee
to the 2002 Regular Session of the

2001 General Assembly

An Act to Make Technical and Clarifying Changes to the
Revenue Laws and Related Statutes.

Short Title: Revenue Laws Technical Changes.

Brief Overview: It makes technical and clarifying changes to the revenue laws

and related statutes.

Fiscal Impact: No impact.

Effective Date: This proposal is effective when it becomes law.

A copy of the proposed legislation and bill analysis begin on the next page

13





GENERAL ASSEMBLY OF NORTH CAROLINA

SESSION 2001

D
LEGISLATIVE PROPOSAL 1

SENATE DRS6808-LCxz-202 (04/23)

Short Title: Revenue Laws Technical Changes. (Public)

Sponsors: Senators Hartsell; Clodfelter, Dalton, Hoyle, Kerr, and Webster.

Referred to:

1 A BILL TO BE ENTITLED
2 AN ACT TO MAKE TECHNICAL AND CLARIFYING CHANGES TO THE
3 REVENUE LAWS AND RELATED STATUTES.
4 The General Assembly of North Carolina enacts:

5 SECTION 1. Section 3 of S.L. 2001-264 reads as rewritten:

6 "SECTION 3. Any provision of a local act that conflicts with G.S. 153A- 154.1

7 or G.S. 160A-214.1 is repealed. Any local meals tax penalty in addition to or greater

8 than the corresponding penalty provided in G.S. 153A- 154.1 or G.S. 160A-214.1 is

9 repealed.
"

10 SECTION 2. The introductory language of Section 13.(a) of S.L.

1

1

200 1 -427 reads as rewritten:

12 "SECTION 13.(a) G.S. 105 172(a) 105-472 reads as rewritten:".

13 SECTION 3. This act is effective when it becomes law.

14

14





Bill Analysis of Legislative Proposal 1:

Revenue Laws Technical Changes

By: Martha Harris, Bill Drafting Division

SUMMARY: Makes technical and clarifying changes to the Revenue Laws and

related statutes, effective when it becomes law.

Each year the Revenue Laws Study Committee recommends numerous technical

and clarifying changes. This year, because of the late adjournment of the 2001

Session, electronic copies of the updated statutes are not available to use to draft the

bill. Therefore, Legislative Proposal 1 contains only two technical and clarifying

changes to the Session Laws. The changes to the statutes can be added in a

committee substitute after the bill is introduced.

Section 1 of the bill clarifies S.L. 2001-264, An Act To Provide Uniform Penalties For

Local Meals Taxes. That act made all local meals tax penalties uniform by applying

the existing State sales and use tax penalty charges to meals taxes. This act was

intended to improve tax administration by making the tax penalties for each local

meals tax uniform. After the act became law, staff noticed that its language might

not be sufficiently clear to assure that the penalties will be uniform in each

jurisdiction. Section 1 of this bill adds language to clarify that additional or higher

local penalties are repealed.

Section 2 of the act corrects a typographical error. Although Section 3(a) of S.L.

2001-427 purports to amend just subsection (a) of G.S. 105-427, it actually amends

the entire statute. Section 2 of this bill conforms the law to accurately state that it

amends the entire statute.

15





LEGISLATIVE PROPOSAL #2

Conform Mobile Telecommunications
Sourcing

16





LEGISLATIVE PROPOSAL 2:

A Recommendation of the Revenue Uwvs Study Committee

to the 2002 Regular Session of the

2001 General Assembly

An Act to Conform Sourcing of Mobile

Telecommunications Services to the Federal Mobile

Telecommunications Sourcing Act and to Codify the

Sourcing Principles for Other Telecommunications
Services.

Short Title: Conform Mobile Telecommunications Sourcing.

Brief Overview: It conforms North Carolina's sourcing of mobile

telecommunications services to the federal Mobile Telecommunications Sourcing

Act and it codifies the sourcing rules for other telecommunications services.

Fiscal Impact: No fiscal impact.

Effective Date: Two of the sourcing principles become effective January 1

,

2004. The remainder of the proposal becomes effective August 1, 2002, and

applies to taxable services reflected on bills after August 1 , 2002.

A copy of the proposed legislation and bill analysis begin on the next page
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GENERAL ASSEMBLY OF NORTH CAROLINA

SESSION 2001

H D
LEGISLATIVE PROPOSAL 2

HOUSE DRH6393-RBxz-23 (04/29)

Short Title: Conform Mobile Telecommunications Sourcing. (Public)

Sponsors: Representatives Allen; Buchanan, Hill, Holliman, Jarrell, Luebke,

McComas, and Wainwright.

Referred to:

1 A BILL TO BE ENTITLED
2 AN ACT TO CONFORM SOURCING OF MOBILE TELECOMMUNICATIONS
3 SERVICES TO THE FEDERAL MOBILE TELECOMMUNICATIONS
4 SOURCING ACT AND TO CODIFY THE SOURCING PRINCIPLES FOR
5 OTHER TELECOMMUNICATIONS SERVICES.
6 The General Assembly ofNorth Carolina enacts:

SECTION 1. GS. 105-164.3 is amended by adding a new subdivision to

8 read:

9 "§ 105-164.3. Definitions.

10 The following definitions apply in this Article:

11

12 (26a) Place of primary use. - The street address representative of where
13 the use of a customer's telecommunications service primarily

14 occurs. The street address must be the customer's residential street

15 address or primary business street address. For mobile
16 telecommunications service, the street address must be within the

17 licensed service area of the service provider. If the customer who
18 contracted with the telecommunications provider for the

19 telecommunications service is not the end user of the service, the

20 end user is considered the customer for the purpose of determining

21 the place of primary use.
"

22 SECTION 2. GS. 105-164.3(27) reads as rewritten:

18



1 "(27) Prepaid telephone calling arrangement. Sen ice. - A right that meets

2 all of the following requirements:

3 a. Authorizes the exclusive purchase of telecommunications

4 service.

5 b. Must be paid for in advance.

6 c. Enables the origination of calls by means of an access

7 number, authorization code, or another similar means,

8 regardless of whether the access number or authorization

9 code is manually or electronically dialed.

10 d. Is sold in units or dollars whose number or dollar value

1

1

declines with use and is known on a continuous basis."

12 SECTION 3. G.S. 105-164.3(39) is repealed.

13 SECTION 4. G.S. 105-164.4(a)(4d) reads as rewritten:

14 "(4d) The sale or recharge of prepaid telephone calling arrangements

15 service is taxable at the general rate of tax. The tax applies

16 regardless of whether tangible personal property, such as a card or a

17 telephone, is transferred. Prepaid telephone calling arrangements

18 service is taxable at the point of sale instead of at the point of use

19 and is sourced in accordance with G.S. 105-164.4B. Prepaid

20 telephone calling service taxed under this subdivision are-is not

21 subject to tax as a telecommunications service.

22 Prepaid telephone calling arrangements are taxable at the point

23 of sale instead of at the point of use . If the sale or recharge of a

24 prepaid te l ephone calling arrangement does not take place at a

25 retailer's place of business, the sale or recharge is considered to

26 have taken place at one of the following:

27 ar The customer's shipping address , if an item of tangible

28 personal property is shipped to the customer as part of the

30 br The customer's billing address e*-, fer- mobile

31 te lecommunications service , the customer's sen- ice address ,

32 if no tangible personal property is shipped to the customer as

33 part of the transaction.
"

34 SECTION 5. G.S. 105-164.4B(a)(3) reads as rewritten:

35 "(a) Principles. - The following principles apply in determining where to

36 source the sale of a product. These principles apply regardless of the nature of the

37 product.

38

39 (3) Delivery address unknown. - When a seller of a product does not

40 know the address where a product is received, the sale is sourced to

19



1 the first address or location listed in this subsection subdivision that

2 is known to the seller:

3 a. The business or home address of the purchaser.

4 b. The billing address of the purchaser-purchaser or. if the

5 product is a prepaid telephone calling service that authorizes

6 the purchase of mobile telecommunications service, the

7 location associated with the mobile telephone number.

8 c. The address of the seller."

9 SECTION 6. G.S. 105-164.4C(a) reads as rewritten:

10 "(a) General. - The gross receipts derived from providing telecommunications

11 service in this State are taxed at the rate set in G.S. 105-164.4(a)(4c). Mobile
12 telecommunications service is provided in this State if the customer's service address

13 is in this State and the call originates or terminates in this State -Telecommunications

14 service is provided in this State if the service is sourced to this State under the

sourcing principles set out in subsections (al) and (a2) of this section. The definitions

and provisions of the federal Mobile Telecommunications Sourcing Act apply to the

sourcing and taxation of mobile telecommunications services.
"

SECTION 7. G.S. 1 05- 164.4C(b)(l) reads as rewritten:

"(b) Included in Gross Receipts. - Gross receipts derived from

telecommunications service include the following:

(1) Receipts from local, intrastate , interstate , toll, private , and mobile

telecommunications service.flat rate service., service provided on a

call-by-call basis, mobile telecommunications service, and private

telecommunications service.
it

SECTION 8. G.S. 105-164.4C(c)(2) reads as rewritten:

"(c) Excluded From Gross Receipts. - Gross receipts derived from

telecommunications service do not include any of the following:

(2) Telecommunications services that are resold as part of a prepaid

telephone calling arrangement.service

.

SECTION 9. G.S. 105-164.4C is amended by adding two new
subsections to read:

"
(al) General Sourcing Principles. - The following general sourcing principles

apply to telecommunications services. If a service falls within one of the exceptions

set out in subsection (a2) of this section, the service is sourced in accordance with the

exception instead of the general principle.

(1) Flat rate. - A telecommunications service that is not sold on a call-

bv-call basis is sourced to this State if the place of primary use is in

this State.

20



1 (2} General call-bv-call. - A telecommunications service that is sold on

2 a call-bv-call basis and is not a postpaid calling service is sourced to

3 this State in the following circumstances:

4 a. The call both originates and terminates in this State.

5 b. The call either originates or terminates in this State and the

6 telecommunications equipment from which the call

7 originates or terminates and to which the call is charged is

8 located in this State. This applies regardless of where the call

9 is billed or paid.

10 (3) Postpaid. - A postpaid calling service is sourced in accordance with

11 either of the following principles, at the election of the seller:

12 a. The principle set out in subdivision (al)(2) of this section for

13 call-bv-call service.

14 b. The origination point of the telecommunications signal as

15 first identified by either the seller's telecommunications

16 system or. if the system used to transport the signal is not the

17 seller's system, by information the seller receives from its

18 service provider.

19 (a2) Sourcing Exceptions. - The following telecommunications services and

20 products are sourced in accordance with the principles set out in this subsection:

21 £1) Mobile. - Mobile telecommunications service is sourced to the

22 place of primary use, unless the service is authorized bv a prepaid

23 telephone calling service or is air-to-ground radiotelephone service.

24 Air-to-ground radiotelephone service is a postpaid calling service

25 that is offered by an aircraft common carrier to passengers on its

26 aircraft and enables a telephone call to be made from the aircraft.

27 The sourcing principle in this subdivision applies to a service

28 provided as an adjunct to mobile telecommunications service if the

29 charge for the service is included within the term 'charges for

30 mobile telecommunications services' under the federal Mobile

31 Telecommunications Sourcing Act.

32 £2) Prepaid. - Prepaid telephone calling service is sourced in

33 accordance with G.S. 105-164.4B.

34 £3} Private. - Private telecommunications service is sourced in

35 accordance with subsection (e) of this section.
"

36 SECTION 10. G.S. 1 05- 1 64.4C(e) reads as rewritten:

37 "(e) Interstate Private Line. - The gross receipts derived from interstate private

38 telecommunications service are taxable sourced as follows:

39 (1) One hundred percent (100%) of the charge imposed at each channe l

40 termination point in this State.If all the customer's channel
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1 termination points are located in this State, the service is sourced to

2 this State.

3 (2) One hundred percent (100%) of the charge imposed for the total

4 channel mileage between each channel termination point in this

5 Staterlf all the customer's channel termination points are not located

6 in this State and the service is billed on the basis of channel

7 termination points, the charge for each channel termination point

8 located in this State is sourced to this State.

9 (3) Fifty percent (50%) of the charge imposed for the total channel

10 mileage between the first channel termination point in this State and

11 the nearest channe l termination point outside this State . If all the

12 customer's channel tennination points are not located in this State

13 and the service is billed on the basis of channel mileage, the

14 following applies:

15 a, A charge for a channel segment between two channel

16 termination points located in this State is sourced to this

17 State.

18 b. Fifty percent (50%) of a charge for a channel segment

19 between a channel termination point located in this State and

20 a channel termination point located in another state is

21 sourced to this State.

22 (4) If all the customer's channel termination points are not located in

23 this State and the service is not billed on the basis of channel

24 termination points or channel mileage, a percentage of the charge

25 for the service is sourced to this State. The percentage is determined

26 by dividing the number of channel termination points in this State

27 by the total number of channel termination points.
"

28 SECTION 11. G.S. 105-164.4C(h) reads as rewritten:

29 "(h) Definitions. - The following definitions apply in this section:

30 (i) Call center. Defined in G.S. 105 164.27A.

31 (3) Interstate

—

telecommunications—service . Telecommunications

32 service that originates or terminates in this State, but does not both

33 originate and terminate in this State , and is charged to a service

34 address in this State .

35 (3) Intrastate

—

telecommunications—service . Telecommunications

36 service that both originates and terminates in this State .

37 (4) Local telecommunications service .
—Telecommunications service

38 that provides access to a local telephone network and enables a user

39 to communicate with substantially everyone who has a telephone or

40 radiotelephone station that is part of the local telephone network.

41 £5) Mobile telecommunications service .
—Defined in G.S. 105 16*1 .3.
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1 (6) Private te lecommunications service .

—Te lecommunications service

2 that entitles a subscriber of the service to exclusive or priority use of

3 a communications channe l or group of channe l s .

4 (-74 Service address.—Defined in G.S. 105 164 .3.

5 f&) Te lecommunications service .
—Defined in G.S. 105 164 .3.

6 (9) Toll te lecommunications service .
—Any of the following:

ar A service for which there is a toll charge that varies in

8 amount with the distance or elapsed transmission time of

9 each individual communication.

10 br A service that entitles the subscriber, upon payment of a

1

1

periodic charge , determined as a flat amount or on the basis

12 of total elapsed transmission time , to an unlimited number of

13 communications to or from all or a substantial portion of

14 those who have a telephone or radiote lephone station in an

15 area outside the local te lephone network.

16 £1} Call-by-call basis. - A method of charging for a

17 telecommunications service whereby the price of the service is

18 measured by individual calls.

19 (2) Call center. - Defined in G.S. 105-164.27A.

20 {3} Mobile telecommunications service. - Defined in G.S. 105-164.3.

21 [4] Place of primary use. - Defined in G.S. 105-164.3.

22 (5) Postpaid calling service. - A telecommunications service that is

23 charged on a call-by-call basis and is obtained by making payment

24 at the time of the call either through the use of a credit or payment

25 mechanism, such as a bank card, travel card, credit card, or debit

26 card, or by charging the call to a telephone number that is not

27 associated with the origination or termination of the

28 telecommunications service. A postpaid calling service includes a

29 service that meets all the requirements of a prepaid telephone

30 calling service, except the exclusive use requirement.

31 (6) Prepaid telephone calling service. - Defined in G.S. 105-164.3.

32 (7) Private telecommunications service. - Telecommunications service

33 that entitles a subscriber of the service to exclusive or priority use of

34 a communications channel or group of channels.

35 (8) Telecommunications service. - Defined in G.S. 105-164.3.
"

36 SECTION 12. G.S. 105-467(b)(6) reads as rewritten:

37 "(6) The sales price of prepaid telephone calling arrangements service

38 taxed as tangible personal property under G.S. 105-164.4(a)(4d)."

39 SECTION 13. Subdivision (6) of the first paragraph of Section 4 of

40 Chapter 1096 of the 1967 Session Laws reads as rewritten:
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1 "(6) The sales price of prepaid telephone calling arrangements service

2 taxed as tangible personal property under G.S. 1 05- 1 64.4(a)(4d)."

3 SECTION 14. G.S. 105-164.4C(al)(3), as enacted by this act, reads as

4 rewritten:

5 "(3) Post paid-Postpaid. - A post paidpostpaid calling service is sourced

6 in accordance with either of the following principles, at the election

7 of the seller:

8 ar The principle set out in subdivision (al)(2) of this section for

call by call service .

fe. The

to the origination point of the telecommunications signal as first

identified by either the seller's telecommunications system or, if the

system used to transport the signal is not the seller's system, by
information the seller receives from its service provider."

SECTION 15. G.S. 62A-21(4) reads as rewritten:

"(4) "CMRS connection" means each mobile handset telephone number
assigned to a CMRS customer with a billing address place of

primary use in North Carolina."

SECTION 16. G.S. 105-164.4C(e)(4), as enacted by Section 10 of this

act, and Section 14 of this act become effective January 1, 2004, and apply to taxable

services reflected on bills dated on or after January 1, 2004. The remainder of this

act becomes effective August 1, 2002, and applies to taxable services reflected on

bills dated after August 1, 2002.
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Bill Analysis of Legislative Proposal 2:

Conform Sourcing of Mobile Telecommunications

By: Cindy Avrette, Research Division

SUMMARY: This draft bill conforms North Carolina's sourcing of mobile
telecommunications services to the federal Mobile Telecommunications Sourcing Act It

also codifies the sourcing rules for other telecommunications services. Two of the

sourcing principles would become effective January 1, 2004, and apply to taxable services

reflected on bills dated on or after that date. The remainder of the bill would become
effective August 1, 2002, and apply to taxable services reflected on bills dated after August
1, 2002.

CURRENT LAW: Last session, the General Assembly simplified the taxation of

telecommunications services by providing one tax at one rate for all telecommunication

services, including interstate telecommunications service. Under the law, mobile
telecommunications is considered to be taxable in this State if the customer's service address

is in this State and the call originates or terminates in this State. However, under the federal

Mobile Telecommunications Act, mobile telecommunications service is taxable by the state

of the customer's place of primary use, regardless of whether or not the call originates or

terminates in the state. A mobile customer's service address and place of primary use are the

same: the residential street address or the primary business street address of the customer
that is within the licensed service area of the service provider. Therefore, it is the

requirement that the call originate or terminate in the State that must be changed to conform
to the federal mobile telecommunications sourcing rules.

BACKGROUND: "Sourcing" is the determination of the jurisdiction within which a

transaction is considered to take place for tax purposes. Jurisdictions that tax interstate and
international telecommunications generally follow the "Goldberg Rule", which is based on
an Illinois tax that was upheld by the U.S. Supreme court in Goldberg v. Sweet, 488 US 252
(1989). Under the Goldberg Rule a telephone call is subject to a jurisdiction's tax if the call

meets one of the following two criteria:

• It both originates and terminates in that jurisdiction.

• It originates or terminates in that jurisdiction and is charged to a service address in

that jurisdiction.

Because of the complexity of identifying the source of mobile telecommunications, federal

legislation was passed that takes effect of August 1, 2002, that sources mobile

telecommunications transactions at the place of primary use, which is the same as the

service address - the residential address or business premises of the purchaser.
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Under the federal legislation, states could furnish service providers with a database
1

matching street addresses with taxing jurisdictions." Service providers would be held

harmless for any errors resulting from their use of the database. If a database is not provided

for a state, then the service provider may determine the appropriate taxing jurisdiction by

using an enhanced zip code
3
to assign each street address to a specific taxing jurisdiction in

that state. Service providers would be held harmless from any tax liability that otherwise

would be due solely as a result of an assignment of a street address to an incorrect taxing

jurisdiction under this method. The accuracy of the method used is important to protect the

tax base of local taxing jurisdictions. The hold harmless provision is important to service

providers who provide service in a state with multiple taxing jurisdictions.

The Streamlined Sales Tax Project is working with the Telecommunications Industry on

uniform provisions for sourcing as well as refund limitation provisions based upon the hold

harmless provisions in the federal Mobile Telecommunications Sourcing Act. The

Streamlined Sales Tax Project and the implementing states
4
have adopted principles for

sourcing. The principles do not differ from North Carolina's current sourcing principles.

This bill draft codifies those principles. The Streamlined Sales Tax Project has not yet

completed its work on the refund limitation provisions. Since North Carolina does not have

multiple taxing jurisdictions
5

, the need for these provisions is not imminent. Therefore, this

bill draft does not include any provisions on this issue.

6

BILL ANALYSIS: This bill draft conforms North Carolina's sourcing of mobile

telecommunications to the federal Mobile Telecommunications Sourcing Act and codifies

the sourcing principles adopted by the Streamlined Sales Tax Project and the 27

implementing states. Following is a section-by-section analysis of the draft bill:

Sections Replace the term "service address" and "billing address" with the term

1, 3, and "place of primary use" because that is the terminology used in the federal

15:: Mobile Telecommunications Sourcing Act.

Sections Change the term "prepaid telephone calling arrangement" to the term

2, 8, 12, "prepaid telephone calling service" so that the terminology is consistent with

and 13: the other forms of telecommunication services.

1

The Multi-State Tax Commission and the Federation of Tax Administrators are currendy involved in a

project to specify the format of the database.

' Some states allow local governments to impose a tax on telecommunications services, resulting in multiple

taxing jurisdictions within a state.
3
The level of accuracy for the nine-digit zip code ranges from 85% to 99%. A more accurate system may be

developed using a geographic mapping system. The federal law gives states the ability to develop a more

accurate system if it so chooses.
4
There are 27 states that have enacted legislation based on either the Uniform Sales and Use Tax

Administration Act or the Simplified Sales and Use Tax Administration Act: AR, FL, IL, IN, KY, LA ME,

MD, MI, MN, NE, NV, NJ, NC, ND, OH, OK, RI, SD, TN, TX, UT, WA, WI, WV, WY, and the District of

Columbia.
5
North Carolina distributes a portion of the State-imposed telecommunications tax to the cities.
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Sections Prepaid telephone calling services are taxed as tangible personal property,

4 and 5: not as a telecommunications service. Section 4 removes the sourcing

language from the statute that sets the sales tax rates and Section 5 modifies

the sourcing principles that apply to tangible personal property to

accommodate the taxation of prepaid telephone calling services.

Section Deletes the sentence that sources mobile telecommunications based on the

6: call originating or terminating in this State because it conflicts with the

sourcing principle in the federal Mobile Telecommunications Sourcing Act.

It also specifies that mobile telecommunications services be taxed in

accordance with federal law. This reference alerts the reader that there is

applicable federal law on this issue.

Sections Under the federal Mobile Telecommunications Sourcing Act and the

7 and Streamlined Sales Tax Project, telecommunications service is sourced based

11: on the type of service provided rather than the type of call. The bill draft

defines the different types of services and repeals the terms associated with

the types of calls.

Sections Set forth the mobile telecommunications sourcing principle in the federal

9 and Mobile Telecommunications Sourcing Act and they codify the principles

10: currently used by the State to source other telecommunications services.

Section 10 rewrites the sourcing principles for private telecommunications

service in a more understandable format and it adds a sourcing principle that

is not currently applicable to private lines in the State, but may be applicable

in the future. The principles codified in the bill are the same principles

adopted by the Streamlined Sales Tax Project and the implementing states in

March of 2002. Under the bill draft, at the request of the

telecommunications industry, the new sourcing principle applicable to

private telecommunications service does not become effective until January

1,2004.

Sections Under the Streamlined Sales Tax Project, postpaid calling service will be

9 and sourced based on the origination point of the telecommunications signal as

14: first identified by the seller's telecommunications system. However, not

every company in the telecommunications industry has the capability to

determine the origination point of the signal. The bill draft gives the seller

two options to source postpaid calling service until the year 2004; at which

point the seller must source based on the origination point of the

telecommunications signal.

Section At the request of the telecommunications industry, two of the sourcing

16: principles in the bill draft would become effective January 1, 2004, and

apply to taxable services reflected on bills dated on or after that date. The

remainder of the bill would become effective August 1 , 2002, and apply to

taxable services reflected on bills dated after that date; the August 1, 2002,

effective date corresponds with the effective date of the federal act.
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LEGISLATIVE PROPOSAL #3

Revenue Administrative Changes
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LEGISLATIVE PROPOSAL 3:

A Recommendation of the Revenue Laws Study Committee
to the 2002 Regular Session of the

2001 General Assembly

An Act to Clarify the Sales and Use Tax Exemption
Regarding Certain Agricultural Substances and to Make

Various Administrative Changes in the Tax Laws.

Short Title: Revenue Administrative Changes.

Brief Overview: This proposal makes the following changes and clarifications in

the tax laws:

• It clarifies that the sales and use tax exemption for certain agricultural

substances does not include any equipment or devices used to apply those
substances.

• It changes the due date of quarterly sales tax returns from the 1

5

th
of a month to

the last day of a month to enable the Department to spread the processing work
more evenly throughout the month.

• It changes the underpayment penalty calculation for semimonthly sales tax
payers to conform to the requirements of the Streamlined Sales Tax Project.

• It clarifies the use of sales and use tax exemption certificates.

Fiscal Impact: Insignificant.

Effective Date: The change in the due date for quarterly sales tax returns
becomes effective October 1, 2002. The changes in the underpayment penalty
calculation for semimonthly sales tax payers become effective July 1 , 2002. The
remainder of this proposal is effective when it becomes law.

A copy of the proposed legislation, bill analysis, and fiscal memorandum begin on the next page
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1 "(b2) Semimonthly. - A taxpayer who is consistently liable for at least ten

2 thousand dollars ($10,000) a month in State and local sales and use taxes must pay

3 the tax twice a month and must file a return on a monthly basis. One semimonthly

4 payment covers the period from the first day of the month through the 1 5 day of the

5 month. The other semimonthly payment covers the period from the 16 day of the

6 month through the last day of the month. The semimonthly payment for the period

7 that ends on the 15
th
day of the month is due by the 25

th
day of that month. The

8 semimonthly payment for the period that ends on the last day of the month is due by

9 the 10
th
day of the following month.

10 A return covers both semimonthly payment periods. The return is due by the 20

1

1

day of the month following the month of the payment periods covered by the return.

12 A taxpayer is not subject to interest on or penalties for an underpayment for a

13 semimonthly payment period if the taxpayer timely pays at least ninety-five percent

14 (95%) of tie nmmmt Hu p for ench semimonthly payment period lesser of the

15 following and includes the underpayment with the monthly return for those

1

6

semimonthly payment periods-periods:

17 (f) The amount due for each semimonthly payment period.

18 (2) The average semimonthly payment for the prior calendar vear.
"

19 SECTION 4. Part 5 of Article 5 of Chapter 105 is amended by adding a

20 new section to read:

21 "§ 105-164.28A. Other exemption certificates.

22 (aj Authorization. - The Secretary may require a person who purchases

23 tangible personal property that is exempt from tax or is subject to a preferential rate

24 of tax depending on the status of the purchaser or the intended use of the property to

25 obtain an exemption certificate from the Department to receive the exemption or

26 preferential rate. An exemption certificate authorizes a retailer to sell tangible

27 personal property to the holder of the certificate and either collect tax at a preferential

28 rate or not collect tax on the sale, as appropriate. A person who purchases tangible

29 personal property under an exemption certificate is liable for any tax due on the sale

30 if the Department determines that the person is not eligible for the certificate or the

31 property was not used as intended.

32 (b) Scope. - This section does not apply to a direct pay permit or a certificate

33 of resale. G.S. 105-164.27A addresses a direct pay permit, and G.S. 105-164.28

34 addresses a certificate of resale.
"

35 SECTION 5. Section 2 of this act becomes effective October 1, 2002, and

36 applies to taxes levied on or after that date. Section 3 of this act becomes effective

37 July 1 , 2002, and applies to payments due on or after that date. The remainder of this

38 act is effective when it becomes law.
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Bill Analysis of Legislative Proposal 3:

Revenue Administrative Changes

By; Trina Griffin, Research Division

SUMMARY: This bill draft makes thefollowing changes and clarifications in the
tax laws:

• It clarifies that the sales and use tax exemption for certain agricultural
substances does not include any equipment or devices used to apply those
substances.

• It changes the due date of quarterly sales tax returnsfrom the 15th of a month to

the last day of a month to enable the Department to spread the processing work
more evenly throughout the month.

• It changes the underpayment penalty calculation for semimonthly sales tax
payers to conform to the requirements of the Streamlined Sales Tax Project.

• It clarifies the use of sales and use tax exemption certificates.

CURRENT LAW & ANALYSIS:

L Clarifying the Exemption for Certain Agricultural Substances

CURRENT LAW: Included among the agricultural group of sales and use tax

exemptions is an exemption for plant growth inhibitors, regulators, or stimulators
when purchased for use on plants held or produced for commercial purposes. This
exemption was at issue in a recent North Carolina Court of Appeals case, American
Riyener Company, Inc. v. Secretary ofRevenue . In this case, the plaintiff manufactured
and sold ethylene concentrate, a plant growth regulator or stimulator that controls

the speed of the ripening of fruits and vegetables. The plaintiff also manufactured,
sold, and leased generators used to control the release of the ethylene gas. The
plaintiff challenged the assessment of sales tax on its sales of ethylene and the

assessment of use tax for its generators and replacement parts for its generators.

The Department argued that the exemption was not intended to include any
hardware or machinery, such as generators, used to apply the exempted substances.
Nevertheless, the Court held that since the generators were used to control the
release of ethylene gas and to regulate the speed of the ripening of fruits and
vegetables, they were plant growth regulators and stimulators and, therefore,

exempt from the sales and use tax. The Department's petition for review by the
North Carolina Supreme Court was denied. The Department has recommended
amending this exemption to clarify that it does not apply to any equipment or
devices used to dispense the substances listed in the exemption.
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PROPOSAL: G.S. 105-164.13(2a) exempts the following from sales and use tax

when purchased for use on animals or plants, as appropriate, held or produced for

commercial purposes:

• Remedies, vaccines, medications, litter materials, and feeds for animals.

• Rodenricides, insecticides, herbicides, fungicides, and pesticides.

• Defoliants for use on cotton or other crops.

• Plant growth inhibitors, regulators, or stimulators, including systemic and

contact or other sucker control agents for tobacco and other crops.

Section 1 of the proposal clarifies that only these substances, and not any equipment

or devices used to administer, release, apply, or otherwise dispense these

substances, are exempt from the sales and use tax.

II. Due Date for Quarterly Sales Tax Returns

CURRENT LAW: Quarterly sales tax returns are due on the 15th of a month. In

2001, the General Assembly lowered the threshold for monthly payments of

withheld taxes from $500 to $250. Monthly withholding returns are due on the 15th

of the month, the same day as monthly and quarterly sales and use tax returns. As

a result of the monthly threshold change, approximately 25,000 employers moved

from a quarterly to a monthly filing status. The Department now receives 25,000

more returns in eight of the twelve months of the year than it was receiving prior to

the change. Therefore, the Department has recommended changing the due date of

quarterly sales tax returns from the 15th of a month to the end of the month to

enable the Department to spread the work more evenly throughout the month.

Currently, there are 91,000 quarterly sales tax filers.

PROPOSAL: Section 2 of the proposal changes the due date for quarterly sales tax

returns from the 15th of a month to the end of a month. This change would make the

due date for quarterly sales tax returns consistent with the due date for quarterly

withholding tax returns. This change would not impact the timing of local sales

and use tax distributions, nor would it shift any funds from one fiscal year to the

next.

III. Underpayment Penalty Calculation for Semimonthly Sales Tax Pavers

CURRENT LAW: A taxpayer who is consistently liable for at least $10,000.00 a

month in State and local sales and use taxes must pay the tax twice a month and file

a return on a monthly basis. A payment is required for each semimonthly period.

The first semimonthly payment covers the period from the first day of the month

through the 15th day of the month, and the second semimonthly payment covers

the period from the 16th day of the month through the last day of the month. The
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monthly return covers both semimonthly payment periods with any additional

amount due and is due to be filed by the 20th day of the following month. A
taxpayer is not subject to interest or penalties for an underpayment for a

semimonthly payment period if the taxpayer timely pays at least 95% of the amount
due for that payment period and includes the underpayment with the monthly
return for both payment periods.

In 2000, the General Assembly enacted legislation to enable North Carolina to

participate in the Streamlined Sales Tax Project, which is designed to simplify and
modernize sales and use tax administration. There are certain requirements that

each state must adopt in order to participate in the project. One requirement with
regard to the remittance of funds is that if the State requires more than one
remittance per return, the amount of the additional remittance must be determined
through a calculation method rather than actual collections. Since semimonthly
sales tax payers are required to send two remittances per month with one monthly
return, the Department has recommended amending the underpayment penalty

calculation for semimonthly sales tax payers which would provide an additional

method of calculating their estimated tax liability and thus conform to the

requirements of the Streamlined Sales Tax Project.

PROPOSAL: Section 3 of the proposal amends the method for calculating the

underpayment penalty for semimonthly sales tax payers. Neither interest nor
penalties would apply to the underpayment of sales tax remitted on a semimonthly
basis if the taxpayer timely pays at least 95% of the lesser of the following:

> The amount due for the semimonthly payment period; or

> The average semimonthly payment for the prior calendar year.

Just as under the current law, the taxpayer must also include the underpayment
with the monthly return for those semimonthly payment periods.

rV. Use of Exemption Certificates

CURRENT LAW: The Department of Revenue administers many of the sales and
use tax exemptions and preferential rates targeted at certain industries, such as

farming and manufacturing, through the use of an exemption certificate. The
statutes do not address exemption certificates, however, except in the penalty

provisions in G.S. 105-236(5a), which authorizes the Secretary to assess a penalty for

the misuse of an exemption certificate. The Department has recommended that the

practice of using exemption certificates be incorporated into the statutes to avoid
any questions about the ability of taxpayers to claim exemptions through this

method.
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PROPOSAL: Section 4 of the proposal would codify a longstanding practice of the

Department which requires that a purchaser of tangible personal property- that is

exempt from tax or subject to a preferential rate of tax obtain an exemption

certificate from the Department in order to receive the exemption or preferential

rate.

EFFECTIVE DATES: The section changing the due date for quarterly sales tax

returns (Section 2) would become effective on October 1, 2002, and would apply to

taxes levied on or after that date. The section changing the underpayment penalty

calculation for semimonthly sales tax payers (Section 3) would become effective

July 1, 2002, and would apply to payments due on or after that date. The remainder

of the act would become effective when it becomes law.
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Fiscal Analysis Memorandum

[This confidential fiscal memorandum is a fiscal analysis of a draft bill, amendment,
committee substitute, or conference committee report that has not been formally
introduced or adopted on the chamber floor or in committee. This is not an official

fiscal note . If upon introduction of the bill you determine that a formal fiscal note is

needed, please make a fiscal note request to the Fiscal Research Division, and one will

be provided under the rules of the House and the Senate.]

DATE: April 30, 2002

TO: Revenue Laws Study Committee

FROM: Linda Struyk Millsaps

Fiscal Research Division

RE: Revenue Administrative Changes

FISCAL IMPACT

Yes (

)

No (

)

No Estimate Available (X)

FY 2002-03 FY 2003-04 FY 2004-05 FY 2005-06 FY 2006-07

REVENUES
General Fund Potential Revenue Change - See Assumptions and Methodology

PRINCIPAL DEPARTMENT(S) &
PROGRAM(S) AFFECTED: North Carolina Department of Revenue.

EFFECTIVE DATE: Section 2 and 3 (quarterly sales tax returns) become effective October 1,

2002 and applies to taxes levied on or after that date. The remainder of the act becomes effective

when law.

BILL SUMMARY: This proposal includes several changes recommended by the North
Carolina Department of Revenue. Section 1 clarifies that equipment used to dispense plant

growth inhibitors is not exempt from sales tax. Section 2 changes the due date for quarterly

sales tax returns from the 15
th
of the month to the last day of the month, following the end of

the quarter. Section 3 changes the underpayment penalty calculation for semimonthly
taxpayers to conform to the Streamlined Sales Tax Project. Section 4 clarifies the use of
sales and use tax exemption certificates.

ASSUMPTIONS AND METHODOLOGY:
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Section 1: This proposal is a result of a North Carolina Court of Appeals decision. In

American Ripener Co. Inc. v. Muriel K. Offerman, Secretary of Revenue , the court

considered the application of state sales taxes to a plant growth regulator or stimulator which

controls the ripening of fruits and vegetables (ethylene), as well as the equipment used to

deliver that chemical. Tax on replacement parts was also an issue. The court held that all of

these items are exempt from sales and use tax under G.S. 105-164.13(2) and G.S. 105-

164.13 (2a) which exempts "plant growth inhibitors, regulators, or stimulators for

agriculture including systematic and contact or other sucker control agents for tobacco and

other crops". The court also ruled that the generators and associate parts are also inhibitors

and are therefore exempt from sales tax. The proposal effectively amends G.S. 105-

164.13(2a) to make the equipment and parts associated with this gas treatment subject to

sales and use taxes. (The Department had previous assumed all these items were taxable). In

making its ruling the court effectively reduced sales tax revenue. The bill would restore at

least some of that revenue to the General Fund. As such, the bill in and of itself would

create a small revenue gain . However, Fiscal Research is unable to create an exact estimate

of the value of ethylene delivery parts and equipment. As a result, no estimate is possible on

this portion of the proposal.

Section 2: Currently the Department of Revenue receives monthly withholding returns,

monthly sales tax returns, and quarterly sales tax returns on the 1 5 of the month. On the

15
th
of March, April, September, and October income tax returns are due as well. Shifting

the due date of quarterly sales and use tax returns from the 15
th
of the month to the end of

the month will create a more even distribution of work in the Department. Because the

payments are due in the month following the end of the quarter (October, February, April,

and July) the shift will not move any revenue from one fiscal year to the next. Some loss of

interest on the payments or "float" will occur. However, because of the relatively small

sums ofmoney involved, the Department expects the loss to be minimal .

Section 3: This section changes the calculation of penalty for underpayment by

semimonthly sales tax payers. Under current law the taxpayer must remit at least 95% of the

amount due for each semimonthly payment period. This proposal allows the taxpayer to

remit the lesser of this amount or the average semimonthly payment for the prior calendar

year. Clearly this proposal will result in some loss of penalty revenue. However, no data is

available to determine the magnitude of the loss. The Department expects the loss to be

slight-

Section 4: Historically the Department of Revenue has issued exemption certificates to

taxpayers in certain exempted industries to facilitate tax administration. However, there is

no reference to exemption certificates in the statutes, except as it relates to penalties for

misuse of such a certificate. This proposal would codify the practice of issuing exemption

certificates. Since the proposal is only codifying the existing practice of the Department , no

fiscal impact is expected.
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Revenue Laws Enforcement Enhancements
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LEGISLATIVE PROPOSAL 4:

A Recommendation of the Revenue Laws Study Committee
to the 2002 Regular Session of the

2001 General Assembly

An Act to Improve the Enforcement of Tax Laws by
Criminalizing or Increasing the Penalty for Certain

Forms of Tax Fraud and by allowing the Department of
Revenue to Disclose Certain Information to Law

Enforcement Agencies.

Short Title: Revenue Laws Enforcement Enhancements.

Brief Overview: This proposal makes three substantive changes to the revenue
laws:

• It allows for enhanced punishment when an income tax return preparer aids or

assists I the filing of false or fraudulent documents with the Department of

Revenue.

• It creates an offense for fleecing taxpayers.

• It allows the Department of Revenue to share information concerning the

commission of an offense with appropriate state or federal law enforcement
agencies.

Fiscal Impact: No fiscal impact.

Effective Date: The criminal offenses created by this proposal become effective

December 1 , 2002, and apply to actions that are committed on or after that date.

The remainder of this proposal is effective when it becomes law.

A copy of the proposed legislation and bill analysis begin on the next page
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GENERAL ASSEMBLY OF NORTH CAROLINA

SESSION 2001

D
LEGISLATIVE PROPOSAL 4

SENATE DRS8708-LYz-165A (04/16)

Short Title: Revenue Laws Enforcement Enhancements. (Public)

Sponsors: Senators Clodfelter, Dalton, Hartsell, Hoyle, and Kerr.

Referred to:

1 A BILL TO BE ENTITLED
2 AN ACT TO IMPROVE THE ENFORCEMENT OF TAX LAWS BY
3 CRIMINALIZING OR INCREASING THE PENALTY FOR CERTAIN
4 FORMS OF TAX FRAUD AND BY ALLOWING THE DEPARTMENT OF
5 REVENUE TO DISCLOSE CERTAIN INFORMATION TO LAW
6 ENFORCEMENT AGENCIES.
7 The General Assembly of North Carolina enacts:

8 SECTION 1. G.S. 105-228.90(b) is amended by adding a new
9 subdivision to read:

1 "(b) Definitions. - The following definitions apply in this Article:

11

12 (4) Income Tax Return Preparer. - Any person who prepares for

13 compensation, or who employs one or more persons to prepare for

14 compensation, any return of tax imposed by Article 4 of this

15 Chapter or any claim for refund of tax imposed by Article 4 of this

16 Chapter. For purposes of this definition, the completion of a

17 substantial portion of a return or claim for refund is treated as the

18 preparation of the return or claim for refund. The term does not

19 include a person merely because the person (i) furnishes typing.

20 reproducing, or other mechanical assistance, (ii) prepares a return or

21 claim for refund of the employer, or an officer or employee of the

22 employer, by whom the person is regularly and continuously

23 employed, (iii) prepares as a fiduciary a return or claim for refund
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1 for anv person, or (iv) represents a taxpayer in a hearing regarding a

2 proposed assessment.
"

3 SECTION 2. G.S. 105-236(9a) reads as rewritten:

4 "(9a) Aid or Assistance. - Any person, pursuant to or in connection with

5 the revenue laws, who willfully aids, assists in, procures, counsels,

6 or advises the preparation, presentation, or filing of a return.

7 affidavit, claim, or any other document that the person knows is

8 fraudulent or false as to any material matter, whether or not the

9 falsity or fraud is with the knowledge or consent of the person

10 authorized or required to present or file the return, affidavit, claim.

1

1

or other document, shall beis guilty of a Class H felonv. felonv as

12 follows:

13 2L If the person who commits an offense under this subdivision

14 is an income tax return preparer and the amount of all taxes

15 fraudulently evaded on returns filed in one taxable year is

16 one hundred thousand dollars (SI 00.000) or more, the person

17 is guilty of a Class C felony.

18 b. If the person who commits an offense under this subdivision

19 is an income tax return preparer and the amount of all taxes

20 fraudulently evaded on returns filed in one taxable year is

21 less than one hundred thousand dollars (SI 00.000). the

22 person is guilty of a Class F felony.

23 c. If the person who commits an offense under this subdivision

24 is not covered under sub-subdivision a. or b. of this

25 subdivision, the person is guilty of a Class H felony.
"

26 SECTION 3. G.S. 105-159.1(e) reads as rewritten:

27 "(e) A-An_jaid preparer of tax returnsincome tax return preparer may not

28 designate on a return that the taxpayer does or does not desire to make the political

29 contribution authorized in this section unless the taxpayer or the taxpayer's spouse

30 has consented to the designation."

31 SECTION 4. G.S. 105-236 is amended by adding a new subdivision to

32 read:

33 "§ 105-236. Penalties.

34 Penalties assessed by the Secretary under this Subchapter are assessed as an

35 additional tax. Except as otherwise provided by law, and subject to the provisions of

36 G.S. 105-237, the following penalties shall be applicable:

37

38 (10b) Misrepresentation Concerning Payment. - A person who receives

39 money from a taxpayer with the understanding that the money is to

40 be remitted to the Secretary for application to the taxpayer's tax
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1 liability and who willfully fails to remit the money to the Secretary

2 is guilty of a Class F felony.
"

3 SECTION 5. G.S. 105-259(b) is amended by adding a new subdivision to

4 read:

5 "(b) Disclosure Prohibited. - An officer, an employee, or an agent of the State

6 who has access to tax information in the course of service to or employment by the

7 State may not disclose the information to any other person unless the disclosure is

8 made for one of the following purposes:

"(15a)To furnish to the head of the appropriate State or federal law

enforcement agency information concerning the commission of an

offense under the jurisdiction of that agency discovered by the

Department during a criminal investigation of the taxpayer.
"

SECTION 6. Sections 1 through 4 of this act become effective December

1, 2002, and apply to actions that are committed on or after that date. The remainder

of this act is effective when it becomes law.
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Bill Analysis of Legislative Proposal 4:

Revenue Laws Enforcement Enhancements

By: Canaan Huie, Bill Drafting Division

SUMMARY: This draft makes three substantive changes to the revenue laws. First,

it allowsfor enhanced punishment when an income tax return preparer aids or
assists in thefiling offalse orfraudulent documents with the Department of
Revenue. Second, it creates an offenseforfleecing taxpayers. Third, it allows the

Department ofRevenue to share information concerning the commission ofan
offense with appropriate state orfederal law enforcement agencies.

CURRENT LAW AND BILL ANALYSIS:

Sections 1-3. This draft provides for enhanced punishment when an income tax

return preparer aids or assists in the filing of false or fraudulent documents with the

Department of Revenue. Under current law, it is a Class H felony to aid, assist,

procure, counsel, or advise the preparation, presentation, or filing of a return,

affidavit, claim, or other document that is fraudulent or false as to any material

matter. Over the past few years, the Department has noticed an increase in the

number of fraudulent return cases involving an income tax return preparer.

According to the Department, these cases generally involve income tax return

preparers that intentionally inflate the itemized deductions claimed on a return or
include fictitious business losses on the return. This fraud is carried out in order to

reduce taxable income, thereby reducing tax liability. The Department has also

noticed an increase in the number of fictitious returns. These are returns that are
based on fictitious wage and tax statements.

Under this draft, an income tax return preparer who aids or assists in the filing of

false or fraudulent documents would be guilty of a Class F felony. If the total

amount of tax fraudulently avoided in one taxable year on all returns exceeds one
hundred thousand dollars ($100,000), the income tax return preparer would be
guilty of a Class felony. These punishments are the same as the punishments for

embezzlement under Article 18 of Chapter 14 of the General Statutes.

This draft incorporates the definition of income tax return preparer used under the
Code. In addition, this draft makes a conforming change in G.S. 105-159.1(e) to

incorporate this definition.

These sections would become effective December 1, 2002, and would apply to

criminal offenses committed on or after that date.

Section 4. This provision would make it a Class F felony for a person to receive

money from a taxpayer with the understanding that the person would remit the
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monev to the Secretary for application on a tax liability and then willfully fail to

remit the monev to the Secretary. The Department reports that several times a year

they will have a situation where an accountant receives money from a taxpayer to

satisfy a sales or withholding tax liability. The accountant then files a fraudulent

return showing reduced or zero tax due and then pockets the taxpayer's money.

Although the Department can and does bring charges against the account for filing

a fraudulent return, the taxpayer still owes the money that he or she has lost. The

taxpayer must then get the local district attorney to file embezzlement charges. The

Department reports that the district attorneys would prefer that the Department

handle this since it involves taxes and since the Department is already involved.

The penalty is the same as for embezzlement totaling less than one hundred

thousand dollars ($100,000).

This section would become effective December 1, 2002, and would apply to criminal

offenses committed on or after that date.

Section 5. This provision would allow the Department of Revenue to share

information it discovers during a criminal investigation of a taxpayer with

appropriate state or federal law enforcement agencies. Under current law, the

Department may provide information concerning a tax imposed by Article 2A, 2C,

or 2D 1 to law enforcement agencies. However, the Criminal Investigation Division

of the Department occasionally discovers evidence of criminal activity unrelated to

the taxes imposed in those Articles. Under current law, the Department is not

allowed to disclose that information to law enforcement.

This provision has been changed since the May 2 meeting of the Revenue Laws

Study Committee. In response to concerns raised by Senator Webster, the

Department of Revenue requested that disclosure only be allowed when the

information is discovered during a criminal investigation of the taxpayer. This

significantly limits the situations in which the Department could share information

to those in which there is real evidence obtained by a trained law enforcement

officer conducting an independent investigation.

This section would become effective when it becomes law.

1

These Articles deal with the tobacco products tax, alcoholic beverage license and excise taxes, and

unauthorized substances taxes.
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Amend Property Tax Laws
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LEGISLATIVE PROPOSAL 5:

A Recommendation of the Revenue Laws Study Committee
to the 2002 Regular Session of the

2001 General Assembly

An Act to Amend Various Property Tax Laws.

Short Title: Amend Property Tax Laws.

Brief Overview: This proposal makes the following changes to the property tax

laws:

It authorizes tax collectors to impose a $25 returned check fee or 10% of the

amount of the check, whichever is greater, subject to a maximum of $1 ,000.

It sets out the procedure and time limit for appeals of personal property value,

situs, or taxability.

It clarifies that the board of equalization and review may continue to meet after it

adjourns to hear and decide appeals relating to personal property.

It changes the effective date of the change in the definition of "real property" as

amended in S.L. 2001-506 (HB 253).

It allows local agencies to impose a $15 local collection assistance fee on each

local agency debt collected through setoff.

Fiscal Impact: No General Fund impact. Insignificant local revenue impact.

Effective Date: The establishment of a $15 local collection assistance fee

becomes effective January 1, 2003. The remainder of this proposal becomes
effective for taxes imposed for taxable years beginning on or after July 1 , 2002.

A copy of the proposed legislation, bill analysis, and fiscal memorandum begin on the next page
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Short Title:



1 notice of value. If the assessor does not give separate written notice of the value to

2 the taxpayer at the taxpayer's last known address, then the tax bill serves as notice of

3 the value of the personal property. The notice must contain a statement that the

4 taxpayer mav appeal the value, situs, or taxability of the property within 30 days after

5 the date of the notice. Upon receipt of a timelv appeal, the assessor must arrange a

6 conference with the taxpayer to afford the taxpayer the opportunity to present any

7 evidence or argument regarding the value, situs, or taxability of the property. Within

8 30 days after the conference, the assessor must give written notice to the taxpayer of

9 the assessor's final decision. Written notice of the decision is not required if the

10 taxpayer signs an agreement accepting the value, situs, or taxability of the property.

11 If an agreement is not reached, the taxpayer has 30 days from the date of the notice of

12 the assessor's final decision to request review of that decision bv the board of

13 equalization and review or. if that board is not in session, bv the board of county

14 commissioners. Unless the request for review is given at the conference, it must be

15 made in writing to the assessor. Upon receipt of a timely request for review, the

16 provisions of G.S. 105-322 or G.S. 105-325. as appropriate, must be followed."

17 SECTION 3. G.S. 105-322(g)(5) reads as rewritten:

18 "(5) Duty to Change Abstracts and Records After Adjournment. -

19 Following adjournment upon completion of its duties under

20 subdivisions (g)(1) and (g)(2) of this subsection, the board may

2

1

continue to meet to carry out the following duties:

22 a. To hear and decide all appeals relating to discovered

23 property under G.S. 105-3 12(d) and (k).

24 b. To hear and decide all appeals relating to the appraisal, situs,

25 and taxability of classified motor vehicles under G.S.

26 105-330.2(b).

27 c. To hear and decide all appeals relating to audits conducted

28 under G.S. 105-2960) and relating to audits conducted under

29 G.S. 105-296(j) and (1) of property classified at present-use

30 value and property exempted or excluded from taxation.

31 cL To hear and decide all appeals relating to personal property

32 under G.S. 105-317.1(cV

33 SECTION 4. Section 4 of S.L. 200 1 -506 reads as rewritten:

34 "SECTION 4. Section 1 of this act is effective for taxes imposed for taxable

35 years beginning on or after July 1, 2002^2004. Sections 2 and 3 of this act become

36 effective January 1, 2002, and apply to manufactured home title cancellations and to

37 declarations of intent, deeds, deeds of trust, and other instruments recorded after that

38 date. The remainder of this act is effective when it becomes law."

39 SECTION 5.(a) G.S. 105A-2 reads as rewritten:

40 "§ 105A-2. Definitions.

41 The following definitions apply in this Chapter:
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1 (1) Claimant agency. - Either of the following:

2 a. A State agency.

3 b. A local agency acting through a clearinghouse or an

4 organization pursuant to G.S. 105A-3(bl).

5 (2) Debt. - Any of the following:

6 a. A sum owed to a claimant agency that has accrued through

7 contract, subrogation, tort, operation of law, or any other

8 legal theory regardless of whether there is an outstanding

9 judgment for the sum.

10 b. A sum a claimant agency is authorized or required by law to

11 collect, such as child support payments collectible under

12 Tide IV, Part D of the Social Security Act.

13 c. A sum owed as a result of an intentional program violation or

14 a violation due to inadvertent household error under the Food
15 Stamp Program enabled by Chapter 108A, Article 2, Part 5.

16 d. Reserved for future codification purposes.

17 e. A sum owed as a result of having obtained public assistance

1

8

payments under any of the following programs through an

19 intentional false statement, intentional misrepresentation,

20 intentional failure to disclose a material fact, or inadvertent

21 household error:

22 1. The Work First Program provided in Article 2 of

23 Chapter 1 08A of the General Statutes.

24 2. The State-County Special Assistance for Adults

25 Program enabled by Part 3 of Article 2 of Chapter

26 108A of the General Statutes.

27 3

.

A successor program of one of these programs.

28 (3) Debtor. - An individual who owes a debt.

29 (4) Department. -The Department of Revenue.

30 (5) Reserved.

31 (6) Local agency. - A county, to the extent it is not considered a State

32 agency, or a municipality.

33 (7) Net proceeds collected. - Gross proceeds collected through setoff

34 against a debtor's refund minus the collection assistance fee retained

35 by the Department.fees provided in G.S. 105A-13.

36 (8) Refund. - An individual's North Carolina income tax refund.

37 (9) State agency. -Any of the following:

38 a. A unit of the executive, legislative, or judicial branch of

39 State government.

40 b. A county, to the extent it administers a program supervised

41 by the Department of Health and Human Services or it
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1 operates a Child Support Enforcement Program, enabled by

2 Chapter 110, Article 9, and Title IV, Part D of the Social

3 Security Act."

4 SECTION 5.(b) G.S. 105A-5 reads as rewritten:

5 "§ 105A-5. Local agency notice, hearing, and decision.

6 (a) Prerequisite. - A local agency may not submit a debt for collection under

7 this Chapter until it has given the notice required by this section and the claim has

8 been finally determined as provided in this section.

9 (b) Notice. - A local agency must send written notice to a debtor that the

1 agency intends to submit the debt owed by the debtor for collection by setoff. The

1

1

notice must explain the basis for the agency's claim to the debt and that the agency

12 intends to apply the debtor's refund against the debt. The notice must also inform the

13 debtor that the debtor has the right to contest the matter by filing a request for a

14 hearing with the local agency, must state the time limits and procedure for requesting

15 the hearing, and must state that failure to request a hearing within the required time

1

6

will result in setoff of the debt.

17 (c) Administrative Review. - A debtor who decides to contest a proposed

18 setoff must file a written request for a hearing with the local agency within 30 days

19 after the date the local agency mails a notice of the proposed action to the debtor. A
20 request for a hearing is considered to be filed when it is delivered for mailing with

2

1

postage prepaid and properly addressed. The governing body of the local agency or a

22 person designated by the governing body must hold the hearing.

23 If the debtor disagrees with the decision of the governing body or the person

24 designated by the governing body, the debtor may file a petition for a contested case

25 under Article 3 of Chapter 150B of the General Statutes. The petition must be filed

26 within 30 days after the debtor receives a copy of the local decision. Notwithstanding

27 the provisions of G.S. 1 50B-2, a local agency is considered an agency for purposes of

28 contested cases and appeals under this Chapter.

29 In a hearing under this section, an issue that has previously been litigated in a

30 court proceeding cannot be considered.

31 (d) Decision. - A decision made after a hearing under this section must

32 determine whether a debt is owed to the local agency and the amount of the debt.

33 (e) Return of Amount Set Off. - If a local agency submits a debt for collection

34 under this Chapter without sending the notice required by subsection (b) of this

35 section, the agency must send the taxpayer the entire amount set off plus the

36 collection assistance fee-_fees_retained by the Department-provided in G.S. 105A-13.

37 Similarly, if a local agency submits a debt for collection under this Chapter after

38 sending the required notice but before final determination of the debt and a decision

39 finds that the local agency is not entitled to any part of the amount set off, the agency

40 must send the taxpayer the entire amount set off plus the collection assistance fee

41 fees_rotainod by the Dcpartmenirprovided in G.S. I05A-13. That portion of the
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1 amount returned that reflects the collection assistance fee-fees must be paid from the

2 local agency's funds.

3 If a local agency submits a debt for collection under this Chapter after sending the

4 required notice and the net proceeds collected that are credited to the local agency for

5 the debt exceed the amount of the debt, the local agency must send the balance to the

6 debtor. No part of the collection assistance fee

—

fees retained—by—the

7 Departmentprovided in G.S. 105A-13 may be returned when a notice was sent and a

8 debt is owed but the debt is less than the amount set off.

9 Interest accrues on the amount of a refund returned to a taxpayer under this

10 subsection in accordance with G.S. 105-266. A local agency that returns a refund to a

1

1

taxpayer under this subsection must pay from the local agency's funds any interest

12 that has accrued since the fifth day after the Department mailed the notice of setoff to

13 the taxpayer."

14 SECTION 5.(c) G.S. 105A-13 reads as rewritten:

15 "§ 105A-13. Collection assistance fees.

16 (a) State Setoff. - To recover the costs incurred by the Department in

1

7

collecting debts under this Chapter, a collection assistance fee of no more than fifteen

18 dollars ($15.00) is imposed on each debt collected through setoff. The Department

19 must collect this fee as part of the debt and retain it. The Department must set the

20 amount of the collection assistance fee based on its actual cost of collection under

21 this Chapter for the immediately preceding year. If the Department is able to collect

22 only part of a debt through setoff, the collection assistance fee has priority over the

23 remainder of the debt. The collection assistance fee shall not be added to child

24 support debts or collected as part of child support debts. Instead, the Department

25 shall retain from collections under Division II of Article 4 of Chapter 105 of the

26 General Statutes the cost of collecting child support debts under this Chapter.

27 (b) Repealed.

28 (c) Local Debts. - To recover the costs incurred by local agencies in

29 submitting debts for collection under this Chapter, a local collection assistance fee of

30 fifteen dollars ($15.00) is imposed on each local agency debt submitted under G.S.

31 105A-3(d1) and collected through setoff. The Department must collect this fee as

32 part of the debt and remit it to the clearinghouse that submitted the debt. The local

33 collection assistance fee does not apply to child support debts.

34 (d) Priority. - If the Department is able to collect only part of a debt through

35 setoff, the collection assistance fee provided in subsection (a) of this section has

36 priority over the local collection assistance fee and over the remainder of the debt.

37 The local collection assistance fee has priority over the remainder of the debt.
"

38 SECTION 6. Sections 1 and 4 of the act are effective when they become
39 law. Sections 5(a), 5(b), and 5(c) become effective January 1, 2003. The remaining

40 sections are effective for taxes imposed for taxable years beginning on or after July 1,

41 2002.
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Bill Analysis of Legislative Proposal 5:

Amend Property Tax Laws

By: Martha Walston, Fiscal Research Division

SUMMARY: The Proposal makes several changes to the property tax laws as

recommended by the North Carolina Association of Assessing Officers and the

Department ofRevenue:

• Authorizes tax collectors to impose a $25 returned check fee or 10% of the

amount of the check, whichever is greater, subject to a maximum of $1,000.

• Sets out the procedure and time limitfor appeals ofpersonal property value,

situs, or taxability.

• Clarifies that the board of equalization and review may continue to meet

after it adjourns to hear and decide appeals relating to personal property.

• Changes the effective date of the definition of "real property" as amended in

S.L. 2001-506 (HB 253).

• Amends the Setoff Debt Collection Act in Chapter 105A of the General

Statutes to allow local agencies to impose a $15 local collection assistance

fee on each local agency debt collected through setoff.

BILL ANALYSIS: Section 1 of the Proposal amends G.S. 105-357(b) regarding the

penalty imposed on a worthless check given to pay taxes. Current law authorizes

the tax collector to impose 10% of the amount of the check, subject to a minimum of

$1 and maximum of $1,000. The proposal authorizes the tax collector to impose $25

or 10% of the amount of the check, whichever is greater, subject to a maximum of

$1,000.

Section 2 of the Proposal sets out the procedure and time limit for appeals of the

value, situs, or taxability of personal property. The current statutory framework is

oriented toward appeals of real estate tax values and does not specifically address

appeals of personal property. Consequently, counties use different procedures and
time limits for appeals of personal property. The proposal amends G.S. 105-317.1 to

include the following:

• The appeal must be within 30 days after the date of the initial notice of value

of the personal property. The tax bill will serve as notice of value if a

separate written notice of value is not sent. The notice must set out the 30-

day limit.

• Upon receipt of a timely appeal, the assessor must arrange a conference with

the taxpayer and allow the taxpayer to present evidence or argument.
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• Within 30 days after the conference, the assessor must give written notice of

the assessor's decision. Notice is not required if the taxpayer accepts the

value, situs, or taxability of the property.

• Within 30 days of notice of the assessor's final decision, the taxpayer may

request review by the board of equalization and review or the board of

county commissioners. 1

Section 3 of the Proposal authorizes a county board of equalization and review to

meet after its adjournment to hear appeals relating to personal property. Last

session, the Revenue Laws Study Committee recommended that a county board of

equalization and review be given the authority to meet after its adjournment date to

hear appeals relating to motor vehicle property taxes, discoveries, and property

reviewed annually to determine its continued qualification for exemption or

exclusion. Cabarrus, Lincoln, and Stokes Counties already had this authority under

local acts. The recommendation was enacted in S.L. 2001-139.

Section 4 of the Proposal changes an effective date in S.L. 2001-506. Last session, the

General Assembly made several changes to the laws regarding the classification of a

manufactured home as real property. One of these changes was to amend the

definition of "real property" in G.S. 105-273(13) of the property tax laws, by

removing the requirement that a manufactured home have multiple sections to be

considered real property. The amendment also clarified that a manufactured home

would be considered personal property if it did not meet the following statutory

conditions: has the moving hitch, wheels, and axles removed, and is placed upon a

permanent foundation on land owned by the owner of the manufactured home.

This definition change became effective for taxable years beginning on or after July

1, 2002. The Proposal moves the effective date to taxable years beginning on or

after July 1, 2004. The assessors have not been able to determine whether the

manufactured homes in their county meet this definition and have requested an

extension of the effective date.

Section 5 of the Proposal amends the Setoff Debt Collection Act in Chapter 105A of

the General Statutes to authorize the charge of a $15 collection assistance fee on

each local agency debt collected through setoff. The Act currently authorizes the

Department of Revenue to impose a collection assistance fee of no more than $15 on

overdue tax debts collected through setoff against the debtor's refund. The Act also

provides for optional usage of the Act by a local agency (county) that is owed a

debt. The local agency must submit the debt through one of the following:

1

The original draft gave the assessor 15 days to give written notice of the assessor's decision and gave the

taxpayer 15 days to request review of this decision by the board of equalization and review. Mike Pate, a

member of the Revenue Laws Study Committee, has raised concerns that 15 days may not be sufficient time to

give notice in some cases. The North Carolina Association of Assessing Officers and the Property Tax

Division of the Department of Revenue have agreed to increase the period for notice from 1 5 to 30 days.

53



1. A clearinghouse that is established pursuant to an interlocal agreement and
has agreed to submit debts on behalf of any requesting local agency.

2. The North Carolina League of Municipalities.

3. The North Carolina Association of County Commissioners.

The Proposal amends the Setoff Debt Collection Act to require the Department of

Revenue to collect a $15 collection assistance fee on each local agency debt collected

through setoff. The fee must be remitted by the Department to the clearinghouse

that submitted the debt. Last year the N.C. Association of County Commissioners
and the League of Municipalities entered into an interlocal agreement to establish a

clearinghouse for local debt collection. The clearinghouse is registered with the

Department of Revenue as the North Carolina Local Government Debt Setoff

Clearinghouse. The Association and League have also contracted with a third party

to process and compile the local debts. The $15 collection assistance fee will be
used to pay for the costs of collecting these debts.
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Fiscal Analysis Memorandum

[This confidential fiscal memorandum is a fiscal analysis of a draft bill, amendment,
committee substitute, or conference committee report that has not been formally
introduced or adopted on the chamber floor or in committee. This is not an official

fiscal note . If upon introduction of the bill you determine that a formal fiscal note is

needed, please make a fiscal note request to the Fiscal Research Division, and one will

be provided under the rules of the House and the Senate.]

DATE: May 13, 2002

TO: Revenue Laws Study Committee

FROM: Linda Struyk Millsaps

Fiscal Research Division

RE: Amend Property Tax Laws

Yes()

FISCAL IMPACT

No ( ) No Estimate Available (X)

FY 2002-03 FY 2003-04 FY 2004-05 FY 2005-06 FY 2006-07

REVENUES
General Fund No General Fund Impact

Local Governments Potential Revenue Increase - See Assumptions and Methodology
Setoff Debt Collection Potential Revenue Increase - See Assumptions and Methodology

Clearinghouse

EXPENDITURES
Local Governments Potential Cost Savings - See Assumptions and Methodology

PRINCIPAL DEPARTMENT(S) &
PROGRAM(S) AFFECTED: Local Governments, North Carolina Department of Revenue,
Property Tax Division.

EFFECTrVE DATE: Sections 1 (worthless checks) and 4 (manufactured homes) are effective

when they become law. The remainder becomes effective for taxes imposed on taxable years

beginning on or after July 1,2002.
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BILL SUMMARY: This proposal makes several changes to the property tax law and is

recommended by the Revenue Laws Study Committee, the North Carolina Association of

Assessing Officers and the North Carolina Department of Revenue.

Section 1 addresses the returned check fee charged by tax collectors. Under current statute

the collector can impose a 10% fee for returned checks, with a minimum of SI.00 and a

maximum of S 1 ,000. The proposal increases the minimum fee to S25.00. The 1 0% rate and

the S 1.000 maximum provisions are retained. Section 2 defines the procedures and time

limits surrounding a property tax appeal of personal property taxes. Section 3 authorizes

local boards of equalization and review to meet after their adjournment date to hear personal

property appeals. Section 4 changes the effective date of several property tax changes made

last session in regards to manufactured homes. Section 5 authorizes the Department of

Revenue to collect a $15 collection assistance fee on each local debt collected through the

Setoff Debt Collection program. The funds are to be forwarded to the North Carolina Local

Government Debt Setoff Clearinghouse.

ASSUMPTIONS AND METHODOLOGY:

Section 1: Because the proposal increases the minimum amount charged by tax collectors

for returned checks, local fee revenues will increase. Fiscal Research is unable to offer an

exact estimate of the increase, although it is expected to be relatively small.

Section 2: The statutory procedure for property tax appeals is oriented towards real estate

and does not specifically address how to handle motor vehicle appeals. As a result, counties

use a variety of procedures and timelines. Because the bill only clarifies procedure, it is not

expected to have a fiscal impact.

Section 3: This section is not expected to have a fiscal impact as it merely extends the time

limit for appeals.

Section 4: During the 2001 session several changes were made regarding the classification

of manufactured homes for property tax purposes. In particular, the statute laid out specific

qualifications for a manufactured home to be considered real property. This included having

multiple sections, being placed on a permanent foundation, and having several items (hitch,

wheels, axles) removed from the home. The effective date for the changes was July 1, 2002.

Since the legislation passed, many assessors have been unable to determine if all the

manufactured homes in the county meet the new criteria. As a result, they are asking that

the current effective date be delayed until July 1, 2004. Because some properties would

continue to be valued as personal property for two extra years, some impact is expected on

property taxes. However, Fiscal Research is unable to make a reliable estimate of the

impact during that period.

Section 5: Under current law, counties and cities can submit debts for collection to the

Department of Revenue as long as the request is forwarded through the League of

Municipalities, the County Commissioners Association, or a clearinghouse established
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through interlocal agreement. However, when the government submits the debt for

collection, they must absorb the $15 fee themselves. The proposal authorizes the

Department of Revenue to collect the $15 fee from the delinquent payer. This fee does not

apply to child support. The proposal will reduce the cost of debt collection for local

governments, and will likely increase program usage. However, no firm estimate is

available on the total financial impact for local governments.
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LEGISLATIVE PROPOSAL #6

Amend Use Value Statutes
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LEGISLATIVE PROPOSAL 6:

A Recommendation of the Revenue Laws Study Committee
to the 2002 Regular Session of the

2001 General Assembly

An Act to Amend the Present-Use Value Statutes.

Short Title: Amend Use Value Statutes.

Brief Overview: This proposal makes the following changes to the present-use
value statutes:

• It changes the method of determining the present use-value for agricultural land
and horticultural land to one based on cash rents. The current method is based
on the price and yield of corn and soybeans.

• It authorizes the Use-Value Advisory Board to set the capitalization rate within a
range of 6 to 7%. Current law sets the rate at 9%.

• It adds four new members to the Use-Value Advisory Board.
• It makes changes to the definitions that apply to the use-value statutes.

• It requires a new owner to file an application within 60 days of the property's
transfer and certify that the owner intends to continue the present use and
accepts liability for deferred taxes on the property.

Fiscal Impact: No General Fund impact. Potential local revenue change.

Effective Date: The proposal becomes effective for taxes imposed for taxable
years beginning on or after July 1 , 2003.

A copy of the proposed legislation, bill analysis, and fiscal memorandum begin on the next page
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GENERAL ASSEMBLY OF NORTH CAROLINA

SESSION 2001

D
LEGISLATIVE PROPOSAL 6

SENATE DRS8712-LAxz-5 (04/17)

Short Title: Amend Use Value Statutes. (Public)

Sponsors: Senators Hartsell; Dalton, Hoyle, Kerr, and Webster.

Referred to:

1 A BILL TO BE ENTITLED
2 AN ACT TO AMEND THE PRESENT-USE VALUE STATUTES.
3 The General Assembly ofNorth Carolina enacts:

4 SECTION 1. G.S. 105-277.2 reads as rewritten:

5 "§ 105-277.2. Agricultural, horticultural, and forestland - Definitions.

6 The following definitions apply in G.S. 105-277.3 through G.S. 105-277.7:

(1) Agricultural land. - Land that is a part of a farm unit that is actively

8 engaged in the commercial production or growing of crops, plants,

9 or animals under a sound management program. Agricultural land

10 includes woodland and wasteland that is a part of the farm unit, but

11 the woodland and wasteland included in the unit shall must be
12 appraised under the use-value schedules as woodland or wasteland.

13 A farm unit may consist of more than one tract of agricultural land,

14 but at least one of the tracts must meet the requirements in G.S.

15 105-277.3(a)(l), and each tract must be under a sound management
16 program. If the agricultural land includes less than 20 acres of
17 woodland, then the woodland portion is not required to be under a

18 sound management program.

19 (la) Business entity. - A corporation, a general partnership, a limited

20 partnership, or a limited liability company.
21 (2) Forestland. - Land that is a part of a forest unit that is actively

22 engaged in the commercial growing of trees under a sound
23 management program. Forestland includes wasteland that is a part

24 of the forest unit, but the wasteland included in the unit shall must
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1 be appraised under the use-value schedules as wasteland. A forest

2 unit may consist of more than one tract of forestland, but at least

3 one of the tracts must meet the requirements in G.S.

4 105-277.3(a)(3), and each tract must be under a sound management

5 program. Forestland is not required to be under a sound

6 management program if it is determined that the highest and best

use of the forestland is to diminish wind erosion, protect water

8 quality, or serve as buffers for livestock or poultry operations. The

9 term 'forestland' includes timberland and woodland.

1 (3) Horticultural land. - Land that is a part of a horticultural unit that is

1

1

actively engaged in the commercial production or growing of fruits

12 or vegetables or nursery or floral products under a sound

13 management program. Horticultural land includes woodland and

14 wasteland that is a part of the horticultural unit, but the woodland

1

5

and wasteland included in the unit shaH-must be appraised under the

16 use-value schedules as woodland or wasteland. A horticultural unit

1

7

may consist of more than one tract of horticultural land, but at least

18 one of the tracts must meet the requirements in G.S.

19 105-277.3(a)(2), and each tract must be under a sound management

20 program. If the horticultural land includes less than 20 acres of

21 woodland, then the woodland portion is not required to be under a

22 sound management program.

23 (4) Individually owned. -Owned by one of the following:

24 a. A natural person. For the purpose of this section, a natural

25 person who is an income beneficiary of a trust that owns land

26 may elect to treat the person's beneficial share of the land as

27 owned by that person. If the person's beneficial interest is not

28 an identifiable share of land but can be established as a

29 proportional interest in the trust income, the person's

30 beneficial share of land is a percentage of the land owned by

31 the trust that corresponds to the beneficiary's proportional

32 interest in the trust income. For the purpose of this section, a

33 natural person who is a member of a business entity, other

34 than a corporation, that owns land may elect to treat the

35 person's share of the land as owned by that person. The

36 person's share is a percentage of the land owned by the

37 business entity that corresponds to the person's percentage of

38 ownership in the entity.

39 b. A business entity having as its principal business one of the

40 activities described in subdivisions (1), (2), and (3) and
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1 whose members are all natural persons who meet one or

2 more of the following conditions:

3 1 . The member is actively engaged in the business of the

4 entity.

5 2. The member is a relative of a member who is actively

6 engaged in the business of the entity.

7 3. The member is a relative of, and inherited the

8 membership interest from, a decedent who met one or

9 both of the preceding conditions after the land

1 qualified for classification in the hands of the business

1

1

entity.

12 c. A trust that was created by a natural person who transferred

13 the land to the trust and each of whose beneficiaries who is

14 currently entitled to receive income or principal meets one of

15 the following conditions:

16 1 . Is the creator of the trust or the creator's relative.

17 2. Is a second trust whose beneficiaries who are

18 currently entitled to receive income or principal are all

19 either the creator of the first trust or the creator's

20 relatives.

21 d. A testamentary trust that meets all of the following

22 conditions:

23 1 . It was created by a natural person who transferred to

24 the trust land that qualified in that person's hands for

25 classification under G.S. 105-277.3.

26 2. At the time of the creator's death, the creator had no

27 relatives as defined in this section as of the date of

28 death.

29 3. The trust income, less reasonable administrative

30 expenses, is used exclusively for educational,

31 scientific, literary, cultural, charitable, or religious

32 purposes as defined in G.S. 1 05-278.3(d).

33 e. Tenants in common, if each tenant is either a natural person

34 or a business entity described in sub-subdivision b. of this

35 subdivision. Tenants in common may elect to treat their

36 individual shares as owned by them individually in

37 accordance with G.S. 105-302(c¥9). The ownership

38 requirements of G.S. 105-277.3(b) apply to each tenant in

39 common who is a natural person and the ownership

40 requirements of G.S. 105-277.3(bl) apply to each tenant in

41 common who is a business entity.
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1 (4a) Member. - A shareholder of a corporation, a partner of a general or

2 limited partnership, or a member of a limited liability company.

3 (5) Present-use value. - The value of land in its current use as

4 agricultural land, horticultural land, or forestland, based solely on

its ability to produce income , using a rate of nine percent (9%) to

6 capitalize the expected net income of the property and assuming an

average leve l of management, income and assuming an average

8 level of management. A rate of nine percent (9%) shall be used to

9 capitalize the expected net income of forestland. The capitalization

10 rate for agricultural land and horticultural land is to be determined

11 by the Use-Value Advisory Board as provided in G.S. 105-277.7.

12 (5a) Relative. -Any of the following:

13 a. A spouse or the spouse's lineal ancestor or descendant.

14 b. A lineal ancestor or a lineal descendant.

15 c. A brother or sister, or the lineal descendant of a brother or

16 sister. For the purposes of this sub-subdivision, the term

1

7

brother or sister includes stepbrother or stepsister.

18 d. An aunt or an uncle.

19 e. A spouse of a person listed in paragraphs a. through d.

20 For the purpose of this subdivision, an adoptive or adopted

21 relative is a relative and the term "spouse" includes a surviving

22 spouse.

23 (6) Sound management program. - A program of production designed

24 to obtain the greatest net return from the land consistent with its

25 conservation and long-term improvement.

26 (7) Unit. - One or more tracts of agricultural land, horticultural land, or

27 forestland. Multiple tracts must be under the same ownership. If the

28 multiple tracts are located within different counties, they must be

29 within 50 miles of a tract qualifying under G.S. 105-277.3(a) and

30 share one of the following characteristics:

31 a. Type of classification.

32 b. Use of the same equipment or labor force.
"

33 SECTION 2. G.S. 105-277.3 reads as rewritten:

34 "§ 105-277.3. Agricultural, horticultural, and forestland - Classifications.

35 (a) Classes Defined. - The following classes of property are designated

36 special classes of property under authority of Section 2(2) of Article V of the North

37 Carolina Constitution and shati-must be appraised, assessed, and taxed as provided in

38 G.S. 105-277.2 through G.S. 105-277.7.

39 ( 1 ) Agricultural land. - Individually owned agricultural land consisting

40 of one or more tracts, one of which consists of at least 10 acres that

41 are in actual production and that, for the three years preceding
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1 January 1 of the year for which the benefit of this section is

2 claimed, have produced an average gross income of at least one

3 thousand dollars ($1,000). Gross income includes income from the

4 sale of the agricultural products produced from the land and any

5 payments received under a governmental soil conservation or land

6 retirement program. Land in actual production includes land under

7 improvements used in the commercial production or growing of

8 crops, plants, or animals.

9 (2) Horticultural land. - Individually owned horticultural land

10 consisting of one or more tracts, one of which consists of at least

1

1

five acres that are in actual production and that, for the three years

12 preceding January 1 of the year for which the benefit of this section

13 is claimed, have met the applicable minimum gross income
14 requirement. Land in actual production includes land under

15 improvements used in the commercial production or growing of

16 fruits or vegetables or nursery or floral products. Land that has been

17 used to produce evergreens intended for use as Christmas trees must
18 have met the minimum gross income requirements established by
19 the Department of Revenue for the land. All other horticultural land

20 must have produced an average gross income of at least one

21 thousand dollars ($1,000). Gross income includes income from the

22 sale of the horticultural products produced from the land and any

23 payments received under a governmental soil conservation or land

24 retirement program.

25 (3) Forestland. - Individually owned forestland consisting of one or

26 more tracts, one of which consists of at least 20 acres that are in

27 actual production and are not included in a farm unit.

28 (b) Natural Person Ownership Requirements. - In order to come within a

29 classification described in subsection (a) of this section, the land must, if owned by a

30 natural person, also satisfy one of the following conditions:

31 ( 1 ) It is the owner's place of residence.

32 (2) It has been owned by the current owner or a relative of the current

33 owner for the four years preceding January 1 of the year for which
34 the benefit of this section is claimed.

35 (3) At the time of transfer to the current owner, it qualified for

36 classification in the hands of a business entity or trust that

37 transferred the land to the current owner who was a member of the

38 business entity or a beneficiary of the trust, as appropriate.

39 (bl) Entity Ownership Requirements. - In order to come within a classification

40 described in subsection (a) of this section, the land must, if owned by a business

41 entity or trust, have been owned by the business entity or trust or by one or more of
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1 its members or creators, respectively, for the four years immediately preceding

2 January 1 of the year for which the benefit of this section is claimed.

3 (b2) Exception to Ownership Requirements. - G.S. 105 277.1(c) provides that

4 deferred taxes are payable if land fails to mee t any condition or requirement for

5 classification. Accordingly, if land fails to mee t an ownership requirement due to a

6 change of ownership. G.S. 105 277.4(c) applies. Despite this failure and the resulting

7 liability for taxes under G.S. 105 277. 4 (c). theNotwithstanding the provisions of

8 subsections (b) and (bl) of this section, land may qualify for classification in the

9 hands of the new owner if both all of the conditions listed in this subsection are met,

1 even if the new owner does not meet all of the ownership requirements of subsections

1

1

(b) and (b 1 ) of this section with respect to the land. If the land qualifies for

12 classification in the hands of the new owner under the provisions of this subsection.

13 then the deferred taxes remain a lien on the land under G.S. 105-277.4(c). the new

14 owner becomes liable for the deferred taxes, and the deferred taxes become payable

15 if the land fails to meet any other condition or requirement for classification.

16 (1) The land was appraised at its present use value or was eligible for

17 appraisal at its present use value at the time title to the land passed

18 to the new owner.

1

9

(2) At the time title to the land passed to the new owner, the new owner

20 acquires the land for the purposes of and continues to use the land

21 for the purposes it was classified under subsection (a) of this section

22 while under previous ownership.

23 (3) The new owner has timely filed an application as required by

24 G.S. 105-277.4(a) and has certified that the new owner accepts

25 liability for the deferred taxes and intends to continue the present

26 use of the land.

27 (c) Repealed by Session Laws 1995, c. 454, s. 2.

28 (d) Exception for Conservation Reserve Program. - Land enrolled in the

29 federal Conservation Reserve Program authorized by 16 U.S.C. ^-4^84-Chapter 58 is

30 considered to be in actual production, and income derived from participation in the

3

1

federal Conservation Reserve Program may be used in meeting the minimum gross

32 income requirements of this section either separately or in combination with income

33 from actual production. Land enrolled in the federal Conservation Reserve Program

34 shall must be assessed as agricultural land if it is planted in vegetation other than

35 trees, or as forestland if it is planted in trees. Land that is voluntarily removed from

36 production due to participation in any other program is not considered to be in actual

37 production.

38 (e) Exception for Turkey Disease. - Agricultural land that meets all of the

39 following conditions is considered to be in actual production and to meet the

40 minimum gross income requirements:
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1 (1) The land was in actual production in turkey growing within the

2 preceding two years and qualified for present use value treatment

3 while it was in actual production.

4 (2) The land was taken out of actual production in turkey growing

5 solely for health and safety considerations due to the presence of

6 Poult Enteritis Mortality Syndrome among turkeys in the same
7 county or a neighboring county.

8 (3) The land is otherwise eligible for present use value treatment.

9 £fj Sound Management Program. - If the property owner demonstrates any

10 one of the following factors with respect to property, then the property is operated

11 under a sound management program:

12 £1} Enrollment in and compliance with an agency-administered and

13 approved farm management plan.

14 (2) Compliance with a set of best management practices.

15 (3) Compliance with a written sound forest management plan for the

16 production and sale of forest products.

17 (4) Compliance with a minimum gross income per acre test.

18 {5} Evidence of net income from the farm operation.

19 (6) Evidence that farming is the farm operator's principal source of

20 income.

21 (7) Certification by a recognized agricultural forestry, or horticultural

22 agency within the county that the land is operated under a sound

23 management program.

24 Operation under a sound management program may also be demonstrated by
25 evidence of other similar factors. As long as a farm operator meets the sound

26 management requirements, it is irrelevant whether the property owner received

27 income or rent from the farm operator.
"

28 SECTION 3. G.S. 105-277.4 reads as rewritten:

29 "§ 105-277.4. Agricultural, horticultural and forestland - Application;

30 appraisal at use value; appeal; deferred taxes.

31 (a) Application. - Property coming within one of the classes defined in

32 G.S. 105-277.3 shall be is eligible for taxation on the basis of the value of the

33 property in its present use if a timely and proper application is filed with the assessor

34 of the county in which the property is located. The application shaH-must clearly

35 show that the property comes within one of the classes and shall must also contain

36 any other relevant information required by the assessor to properly appraise the

37 property at its present-use value. An initial application shall must be filed during the

38 regular listing period of the year for which the benefit of this classification is first

39 claimed, or within 30 days of the date shown on a notice of a change in valuation

40 made pursuant to G.S. 105-286 or G.S. 105-287. A new application is not required to

41 be submitted unless the property is transferred or becomes ineligible for use-value
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1 appraisal because of a change in use or acreage. An application required due to

2 transfer of the land may be submitted at any time during the calendar year but must

3 be submitted within 60 days of the date of the property's transfer.

4 (b) Appraisal at Present-use Value. - Upon receipt of a properly executed

5 application, the assessor shati-must appraise the property at its present-use value as

6 established in the schedule prepared pursuant to G.S. 105-317. In appraising the

7 property at its present-use value, the assessor shaH-must appraise the improvements

8 located on qualifying land according to the schedules and standards used in

9 appraising other similar improvements in the county. If all or any part of a qualifying

1 tract of land is located within the limits of an incorporated city or town, or is property

11 annexed subject to G.S. 160A-37(fl) or G.S. 160A-49(fl), the assessor shatt-must

12 furnish a copy of the property record showing both the present-use appraisal and the

13 valuation upon which the property would have been taxed in the absence of this

14 classification to the collector of the city or town. He shallThe assessor must also

1

5

notify the tax collector of any changes in the appraisals or in the eligibility of the

16 property for the benefit of this classification. Upon a request for a certification

17 pursuant to G.S. 160A-37(fl) or G.S.160A-49(fl), or any change in the certification,

18 the assessor for the county where the land subject to the annexation is located shall.

19 must, within 30 days, determine if the land meets the requirements of G.S.

20 160A-37(fl)(2) or G.S. 160A-49(fl)(2) and report the results of its findings to the

21 city.

22 (bl) Appeal. - Decisions of the assessor regarding the qualification or appraisal

23 of property under this section may be appealed to the county board of equalization

24 and review or, if that board is not in session, to the board of county commissioners.

25 Decisions of the county board may be appealed to the Property Tax Commission.

26 (c) Deferred Taxes. - Land meeting the conditions for classification under

27 G.S. 105-277.3 shati-must be taxed on the basis of the value of the land for its present

28 use. The difference between the taxes due on the present-use basis and the taxes that

29 would have been payable in the absence of this classification, together with any

30 interest, penalties, or costs that may accrue thereon, are a lien on the real property of

31 the taxpayer as provided in G.S. 105-355(a). The difference in taxes shall must be

32 carried forward in the records of the taxing unit or units as deferred taxes. The taxes

33 become due and payable when the land fails to meet any condition or requirement for

34 classification. Failure to have an application approved is ground for disqualification.

35 The tax for the fiscal year that opens in the calendar year in which deferred taxes

36 become due is computed as if the land had not been classified for that year, and taxes

37 for the preceding three fiscal years that have been deferred are immediately payable,

38 together with interest as provided in G.S. 105-360 for unpaid taxes. Interest accrues

39 on the deferred taxes due as if they had been payable on the dates on which they

40 originally became due. If only a part of the qualifying tract of land fails to meet a

41 condition or requirement for classification, a determination shall be made ofjhe
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1 assessor must determine the amount of deferred taxes applicable to that part and that

2 amount becomes payable with interest as provided above. Upon the payment of any

3 taxes deferred in accordance with this section for the three years immediately

4 preceding a disqualification, all liens arising under this subsection are extinguished.

5 The deferred taxes for any given year may be paid in that year without the qualifying

6 tract of land becoming ineligible for deferred status.

(d) Exceptions. - Notwithstanding the provisions of subsection (c) of this

8 section, if property loses its eligibility for present use value classification solely due

9 to one of the following reasons, no deferred taxes are due and the lien for the

10 deferred taxes is extinguished:

11 (1) There is a change in income caused by enrollment of the property in

12 the federal conservation reserve program established under 16

13 U.S.C. Chapter 58.

14 (2) The property is conveyed by gift to a nonprofit organization and

15 qualifies for exclusion from the tax base pursuant to G.S.

16 105-275(12) or G.S. 105-275(29).

17 (3) The property is conveyed by gift to the State, a political subdivision

18 of the State, or the United States

.

19 (e) Repealed by Session Laws 1997-270, s. 3, effective July 3, 1997."

20 SECTION 4. G.S. 105-277.7 reads as rewritten:

21 "§105-277.7. Use-Value Advisory Board.

22 (a) Creation and Membership. - The Use-Value Advisory Board is established

23 under the supervision of the Agricultural Extension Service of North Carolina State

24 University. The Board shall annually submit to the Department of Revenue a

25 recommended use value manual developed in accordance with the guidelines in G.S.

26 105 - 289(a)(5). In developing the manual, the Board may consult with federal and

27 State agencies as needed. The Board shall submit to the Department of Revenue

28 recommendations concerning requirements for horticultural land used to produce

29 evergreens intended for use as Christmas trees when requested to do so by the

3

1

The Board shall be chaired by the Director of the Agricultural Extension Service

32 of North Carolina State University shall serve as the chair of the Board. The Board

33 aad-shall consist of the following additional membersmembers, to serve ex officio:

34 (1) A a-representative of the Department of Agriculture and Consumer
35 Services, designated by the Commissioner of

36 Agriculture :Agriculture.

37 (2) A a representative of the Forest Resources Division of the

38 Department of Environment and Natural Resources, designated by

39 the Director of that Division; and aDivision.
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1 ill A representative of the Agricultural Extension Service at North

2 Carolina Agricultural and Technical State University, designated by

3 the Director of the Extension Service.

4 (4) A representative of the North Carolina Farm Bureau, designated bv

5 the President of the Bureau.

6 (5} A representative of the North Carolina Association of Assessing

7 Officers, designated bv the President of the Association.

8 (6} The Director of the Property Tax Division of the North Carolina

9 Department of Revenue or the Director's designee.

10 (7) A representative of the North Carolina Association of County

11 Commissioners, designated bv the President of the Association.

12 (bj Staff All members shall serve ex officio. The Agricultural Extension

13 Service at North Carolina State University shaH-must provide clerical assistance to

14 the Board.

15 (c) Duties. - The Board must annually submit to the Department of Revenue a

16 recommended use-value manual. In developing the manual, the Board may consult

17 with federal and State agencies as needed. The manual must contain all of the

18 following:

19 (JQ The estimated cash rental rates for agricultural lands and

20 horticultural lands for the various classes of soils found in the State.

21 The rental rates must recognize the productivity levels bv class of

22 soil or geographic area. The rental rates must be based on the rental

23 value of the land to be used for agricultural or horticultural purposes

24 when those uses are presumed to be the highest and best use of the

25 land. The recommended rental rates may be established from

26 individual county studies or from contracts with federal or State

27 agencies as needed.

28 (2) The recommended net income ranges for forestland furnished to the

29 Board by the Forestry Section of the North Carolina Cooperative

30 Extension Service. These net income ranges may be based on up to

31 six classes of land within each Major Land Resource Area

32 designated by the United States Soil Conservation Service. In

33 developing these ranges, the Forestry Section must consider the soil

34 productivity and indicator tree species or stand type, the average

35 stand establishment and annual management costs, the average

36 rotation length and timber yield, and the average timber stumpage

37 prices.

38 £3} The capitalization rates adopted by the Board prior to February 1 for

39 use in capitalizing incomes into values. The capitalization rate for

40 forestland shall be nine percent (9%). The capitalization rate for

41 agricultural land and horticultural land must be no less than six
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1 percent (6%) and no more than seven percent (7%). The incomes

2 must be in the form of cash rents for agricultural lands and

3 horticultural lands and net incomes for forestlands.

4 {4} The value per acre adopted by the Board for the best agricultural

5 land. The value may not exceed one thousand two hundred dollars

6 ($1.2001.

7 (5) Recommendations concerning any changes to the capitalization rate

8 for agricultural land and horticultural land and to the maximum
9 value per acre for the best agricultural land based on a calculation to

10 be determined by the Board. The Board shall annually report these

11 recommendations to the Revenue Laws Study Committee and to the

12 President Pro Tempore of the Senate and the Speaker of the House

13 of Representatives.

14 (6) Recommendations concerning requirements for horticultural land

15 used to produce evergreens intended for use as Christmas trees

16 when requested to do so by the Department.
"

17 SECTION 5. G.S. 105-289(a) reads as rewritten.

1

8

"(a) It shall beis the duty of the Department of Revenue:

19 (1) To discharge the duties prescribed by law and to enforce the

20 provisions of this Subchapter.

21 (2) To exercise general and specific supervision over the valuation and

22 taxation of property by taxing units throughout the State.

23 (3) To appraise the property of public service companies.

24 (4) To keep full and accurate records of the Commission's official

25 proceedings.

26 (5) To prepare and distribute annually to each assessor a-the manual

27 developed by the Use-Value Advisory Board under G.S. 105-277.7

28 that establishes five expected net income per acre ranges for

29 agricultural land, horticultural land, and forestland, and establishes a

30 method for appraising nonproductive land as a percentage of the

31 lowest use value established for productive land. The high and low

32 net income amount in each range may differ by no more than fifteen

33 dollars ($15.00). The basis for establishing each range shall be soil

34 productivity.

35 For agricultural land, the expected net income per acre ranges

36 shall be based on the actual yields and prices of corn and soybeans

37 over a period of at least the five previous years, and the actual fixed

38 and variable costs, including an imputed management cost, incurred

39 in growing corn and soybeans over the same period of time . The

40 manual shall contain recommended adjustments to the net income
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1 per acre ranges for the growing of crops subject to acreage or

2 poundage allotments.

3 Expected net income per acre ranges shall be similarly

4 established for horticultural land and forcstland. using typical

5 horticultural or forest products in various growing regions of the

6 State instead of corn and soybeans, the cash rental rates for

7 agricultural lands and horticultural lands and the net income ranges

8 for forestland.

9 (6) To establish requirements for horticultural land, used to produce

10 evergreens intended for use as Christmas trees, in lieu of a gross

1

1

income requirement until evergreens are harvested from the land.

12 and to establish a gross income requirement for this type

13 horticultural land, that differs from the income requirement for

14 other horticultural land, when evergreens are harvested from the

15 land.

16 (7) To conduct studies of the cash rents for agricultural lands on a

17 county or a regional basis, such as the Major Land Resource Area

18 map designated and developed bv the U.S. Department of

19 Agriculture. The results of the studies must be furnished to the

20 North Carolina Use-Value Advisory Board. The studies may be

21 conducted on any reasonable basis and timetable that will be

22 reflective of rents and values for each local area based on the

23 productivity of the land.
"

24 SECTION 6. G.S. 105-2960) reads as rewritten:

25 "(j) The assessor skati-must annually review one eighth of the parcels in the

26 county classified for taxation at present-use value to verify that these parcels qualify

27 for the classification. By this method, the assessor shaH-must review the eligibility of

28 all parcels classified for taxation at present-use value in an eight-year period. The

29 period of the review process is based on the average of the preceding three years'

30 data. The assessor may request assistance from the Farm Service Agency, the

31 Cooperative Extension Service, the Forest Resources Division of the Department of

32 Environment and Natural Resources, or other similar organizations.

33 The assessor may require the owner of classified property to submit any

34 information information, including sound management plans for forestland. needed

35 by the assessor to verify that the property continues to qualify for present-use value

36 taxation. The owner has 60 days from the date a written request for the information is

37 made to submit the information to the assessor. If the assessor determines the owner

38 failed to make the information requested available in the time required without good

39 cause, the property loses its present-use value classification and the property's

40 deferred taxes become due and payable as provided in G.S. 105-277.4(c). The

41 assessor must reinstate the property's use-value classification when the owner
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1 submits the requested information unless the information discloses that the property

2 no longer qualifies for present-use value classification. When a property's present-use

3 value classification is reinstated, it is reinstated retroactive to the date the

4 classification was revoked and any deferred taxes that were paid as a result of the

5 revocation must be refunded to the property owner.

6 In determining whether property is operating under a sound management
7 program, the assessor must consider any weather conditions or other acts of nature

8 that prevent the growing or harvesting of crops or the realization of income from

9 cattle, swine, or poultry operations. The assessor must also allow the property owner
10 to submit additional information before making this determination.

"

1

1

SECTION 7. G.S. 105-299 reads as rewritten:

12 "§105-299. Employment of experts.

13 The board of county commissioners may employ appraisal firms, mapping firms

14 or other persons or firms having expertise in one or more of the duties of the assessor

15 to assist him or her the assessor in the performance of sueh-these duties. The county

16 may also assign to county agencies, or contract with State or federal agencies, for any
17 duties involved with the approval or auditing of use-value accounts. The county may
18 make available to sueh-these persons any information it has that will facilitate the

19 performance of a contract entered into pursuant to this section. Persons receiving

20 sueh-this information shall beare subject to the provisions of G.S. 105-289(e) and
21 G.S. 105-259 regarding the use and disclosure of information provided to them by
22 the county. Any person employed by an appraisal firm whose duties include the

23 appraisal of property for the county shall must be required to demonstrate that he or

24 she is qualified to carry out sueh-these duties by achieving a passing grade on a

25 comprehensive examination in the appraisal of property administered by the

26 Department of Revenue. In the employment of such these firms, primary

27 consideration shaH-must be given to the firms registered with the Department of

28 Revenue pursuant to the provisions ef

29 G.S. 105-289(i). A copy of the specifications to be submitted to potential bidders and
30 a copy of the proposed contract may be sent by the board to the Department of
3

1

Revenue for review before the invitation or acceptance of any bids. Contracts for the

32 employment of these sueh firms or persons shall be deemed to be are contracts for

33 personal services and shall not beare not subject to the provisions of Article 8,

34 Chapter 143, of the General Statutes."

35 SECTION 8. This act is effective for taxes imposed for taxable years

36 beginning on or after July 1 , 2003

.
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Bill Analysis of Legislative Proposal 6:

Amend Use Value Statutes

By: Martha Walston, Fiscal Research Division

SUMMARY: This Proposal is a joint effort of representativesfrom the Department

of Revenue, the Farm Bureau, the Association of County Commissioners, and the

Association ofAssessing Officers to amend the present-use value statutes to more
accurately determine the realistic present-use value of agricultural land,

horticultural land, andforestland. The Proposal does thefollowing:

• Changes the method of determining the present use-value for agricultural

land and horticultural land to one based on cash rents. The current method
is based on the price and yield of corn and soybeans.

• Lists factors that demonstrate property is operated under a sound
management plan.

• Authorizes the Use-Value Advisory Board to set the capitalization rate

within a range of 6 to 7% for agricultural land and horticultural land.

Forestland remains at 9%.

• Addsfour new members to the Use-Value Advisory Board.

• Makes changes to the definitions that apply to the use-value statutes.

• Requires a new owner to file an application within 60 days of the property's

transfer and certify that the owner intends to continue the present use and
accepts liabilityfor deferred taxes on the property.

• Requires the Use-Value Advisory Board to report annually to the Revenue
Laws Study Committee and to the President Pro Tempore of the Senate and
the Speaker of the House of Representatives on any recommended changes to

(1) the capitalization rate for agricultural land and horticultural land, and
(2) the maximum value per acrefor the best agricultural land.

BACKGROUND: In 1973, the General Assembly designated three classes of

property as special classes of property under Article V, Sec. 2(2) of the North
Carolina Constitution: agricultural land, horticultural land, and forestland. At that

time, eligible property began to be appraised, assessed, and taxed at its present-use

value, as opposed to its fair market value. The present-use value classification

helps preserve farmland by insulating it from the rising property tax values caused

by competing market pressures to develop farmland for commercial and residential

purposes.

In 1985, the General Assembly enacted the current methodology for calculating

present-use value. It directed the Department of Revenue to prepare and distribute
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annually to each tax assessor a present-use value manual to assist in appraising and

assessing farmland. A four-member Use-Value Advisor}' Board, under the

supervision of the Agricultural Extension Service of North Carolina State

University/ submits a recommended manual to the Department each year. The

present-use value manual is advisory only, and each county remains free to develop

its own present-use value schedules. Until several years ago, all counties used the

manual. Today, an increasing number of counties do not use the manual because

the present-use values in the manual cannot be supported by credible market

evidence. For example, the values determined for agricultural land are based on

vields and prices of corn and soybeans using a capitalization rate of 9%. Corn and

soybeans no longer represent the typical crops grown in the State and are not the

major money crops. This current method erodes the intent to foster uniformity and

creates equitv problems between similar types of properties.

In 1999, the Revenue Laws Study Committee recommended to change the method

for determining the present-use value of agricultural land and horticultural land.

The Committee based the value of such land upon its cash rents using a

capitalization rate of 5%. The proposal was introduced during the 1999 session, but

was never discussed in committee.

BILL ANALYSIS: Section 1 of the proposal makes the following changes to the

definitions that apply in the use-value statutes:

• To qualify for use-value treatment the agricultural land, forestland land, and

horticultural land must be actively engaged in commercial production under

a sound management program. A "sound management program" is defined

as "a program of production designed to obtain the greatest net return from

the land consistent with its conservation and long-term improvement." The

proposal exempts certain agricultural land, forestland, and horticultural land

from a sound management program:

1. If the agricultural land includes less than 20 acres of woodland, then

the woodland portion is not required to be under a sound

management program.

2. Forestland is exempt if it is determined that the highest and best use

of the forestland is to diminish wind erosion, protect water quality7
, or

serve as buffers for livestock or poultry operations. The proposal also

clarifies that the term "forestland" includes timberland and woodland.

3. If the horticultural land includes less than 20 acres of woodland, then

the woodland portion is not required to be under a sound

management program.

• To qualify for use-value treatment, agricultural land, forestland, and

horticultural land must be individually owned. The term "individually

owned" means:
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1. a natural person who (a) lives on the land, (b) has owned the land in

their family for at least four years, or (c) received the land when it was
eligible for use-value treatment in the prior owner's hands.

2. a business entity if farming, horticulture, or forestry is its principal

business and whose members are all natural persons who are actively

engaged in the business, are related to a member actually engaged in

the business, or have inherited the property from one of these
members.

3. a family or charitable testamentary trust that meets certain conditions.

The family trust must be created by a natural person and the

beneficiaries must be the creator of the trust, the creator's relatives, or
a second trust whose beneficiaries are the creator of the first trust or
the creator's relatives.

4. The proposal adds "tenants in common" within the term
"individually-owned". Each tenant in common must either be a
natural person or a business entity.

• The current definition of "present-use value" bases the value of agricultural

land, horticultural land, or forestland on its ability to produce income, using
a capitalization rate of 9%. The proposal provides that the capitalization rate

for agricultural land and horticultural land is to be determined by the Use-
Value Advisory Board pursuant to statutory guidelines defining the duties of

the Board. The capitalization rate for forestland will remain at 9%.

• The proposal creates a definition for "unit". Current law requires

agricultural land, horticultural land, and forestland to be part of a unit, but
does not define the term.

Section 2 of the proposal does the following:

• Under current law, the property must be the owner's residence or have been
owned by the person for four years before the property can be classified in

the use-value program. Prior to 2002, there was an exception to the four-year
ownership requirement, if the new owner owned other property classified in

the use-value program. S.L. 2001-499 removed the requirement that the new
owner have other property classified in the use-value program. However,
the new owner must acquire the land for the purposes of and continue to use
the land for the purposes it was classified under the use-value program.
Also, the new owner is liable for the deferred taxes. The proposal clarifies

that when the land is transferred to a new owner who intends to continue its

use-value purpose, the deferred taxes remain a lien on the land. The
proposal also requires the new owner to file an application for use-value
within 60 days of the date of the property's transfer and certify that the new
owner intends to continue the present use of the land and accepts liability for

75



the deferred taxes. Under current law, the deferred taxes for the preceding

three vears become payable whenever the property loses its eligibility for the

benefit of the present-use value.

• Under current law, land enrolled in the federal Conservation Reserve

Program is considered to be in actual production for use-value

determination, and income derived from participation in the federal

program may be used to meet the gross income requirements for use-value

classification. The proposal corrects an incorrect cite to this federal program,

and clarifies that land voluntarily removed from production due to

participation in any other program WILL NOT be considered to be in actual

production. (Under the federal Conservation Reserve Program, owners are

paid for agreeing to refrain from farming their property in order to conserve

and improve the soil and water resources of the land.)

• The proposal sets out a list of factors that the property owner may
demonstrate in order to show that the property is operated under a sound

management program. Only one of these factors must be demonstrated in

order to meet the sound management requirement.

Section 3 of the proposal does the following:

• G.S. 105-277.4 sets out the requirements for a timely and proper application

for present-use value classification, the duties of the assessor when
appraising at present-use value, and the determination and payment of

deferred taxes. An initial application for present-use value is required to be

filed during the regular listing period or within 30 days of the date shown on

a notice of change in valuation. A new application is required when the

property is transferred or becomes ineligible because of a change in use or

acreage. The proposal allows a taxpayer to file an application any time

during the calendar year if the application is required because of a transfer of

the land. However, the new application must be submitted within 60 days of

the date of the property's transfer.

• The proposal clarifies that failure to have an application approved is ground

for disqualification as classified property. This means that if classified

property is transferred to a new owner who intends to continue the present

use of the property and the new owner does not apply for and receive

approval for present-use value classification, then the new owner becomes

liable for the deferred taxes.

Section 4 of the proposal does the following:

• Changes the make-up and duties of the Use-Value Advisory Board. Under

current law, the Use-Value Advisory Board is established under the

supervision of the Agricultural Extension Service of NC State University.
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The Board annually submits a recommended manual to the Department of

Revenue. The Department of Revenue annually prepares and distributes this

manual to each assessor.

The proposal adds four new members to the current make-up of the Board:

1. The Director of the Agricultural Extension Service of NCSU, serves as

chair.

2. A representative of the Department of Agriculture and Consumer
Services, designated by the Commissioner of Agriculture.

3. A representative of the Forest Resources Division of DENR,
designated by the Director of that Division.

4. A representative of the Agricultural Extension Service at NC
Agricultural and Technical State University, designated by the

Director of the Extension Service.

5. A representative of the NC Farm Bureau, designated by the President

of the Bureau.

6. A representative of the NC Association of Assessing Officers,

designated by the President of the Association.

7. The Director of the Property Tax Division of the NC Department of

Revenue or the Director's designee.

8. A representative of the NC Association of County Commissioners,
designated by the President of the Association.

The proposal makes substantive changes to the duties of the Use-Value
Advisory Board. Under current law, the required contents of the manual are

set out in the statutory duties of the Department of Revenue. The proposal
changes some of these requirements and moves them to the statute setting

out the duties of the Use Value-Advisory Board. The Board must set out the

following in the manual:

• The expected net income per acre ranges of agricultural land.

These are to be based on the estimated cash rental rates for

agricultural lands for the various classes of soil in the State,

instead of the actual yields and prices of corn and soybeans
over a period of at least the five previous years.

• The expected net income per acre ranges for horticultural land.

These are to be based on the estimated cash rental rates for

horticultural lands for the various classes of soil in the State,

instead of typical horticultural products in various growing
regions in the State.

• The rental rates for both agricultural land and horticultural

land are to be used when agricultural or horticultural purposes
are presumed to be the highest and best use of the land. These
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rates may be established from individual count}' studies or

contracts with federal or State agencies.

• The expected net income per acre ranges for forestland. These

are to be furnished by the Forestry Section of the NC
Cooperative Extension Service and are to be based on six Major

Land Resource Areas in the State. These areas are geographic

regions designated by the US Soil Conservation Service. The

proposal sets out in the statute a list of factors that the Forestry

Section must consider when developing the income ranges.

These same factors are currently listed in the Use-Value

Manual.

• The capitalization rates adopted by the Board prior to February

1. The rate for forestland remains at 9%. The rate for

agricultural land and horticultural land is changed from 9% to

a rate of no less than 6% and no more than 7%. The rate is used

to capitalize incomes into values.

• The value per acre for the best agricultural land, not to exceed

$1,200.

• Recommendation of any changes to the capitalization rate for

agricultural land and horticultural land and to the maximum

value per acre for the best agricultural land. These

recommendations must be annually reported to the Revenue

Laws Study Committee and to the President Pro Tern and

Speaker.

Section 5 of the proposal changes the duties of the Department of Revenue as

follows:

• Moves the required contents of the Use-Value Manual to the Use-Value

Advisory Board statute.

• Requires the Department to conduct studies of the cash rents for agricultural

lands.

Section 6 of the proposal amends G.S. 105-296, which sets out the powers and duties

of the assessor. This section requires the assessor to annually review one eighth of

the parcels in the county classified at present-use value and authorizes the assessor

to require an owner to submit information needed by the assessor to verify that the

property continues to qualify. The proposal (1) authorizes the assessor to request

assistance in carrying out the review, (2) clarifies that the assessor may require the

owner to submit information of a sound management plan when verifying the

classification of forestland, (3) clarifies that the period of the review process is based

on the average of the preceding three years' data, (4) requires the assessor to
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consider acts of nature that may prevent the growing of crops or the realization of

income when determining whether the property is operated under a sound
management program, and (5) requires the assessor to allow the property owner to

submit additional information before determining that the property is not operated
under a sound management program.

Section 7 of the proposal amends G.S. 105-299, which authorizes the board of

county commissioners to employ experts. The proposal authorizes the county to

assign to county agencies or contract with State or federal agencies, for any duties

involved with the approval or auditing of use-value accounts.
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Fiscal Analysis Memorandum

[This confidential fiscal memorandum is a fiscal analysis of a draft bill, amendment,
committee substitute, or conference committee report that has not been formally
introduced or adopted on the chamber floor or in committee. This is not an official

fiscal note . If upon introduction of the bill you determine that a formal fiscal note is

needed, please make a fiscal note request to the Fiscal Research Division, and one will

be provided under the rules of the House and the Senate.]

DATE: May 13, 2002

TO: Revenue Laws Study Committee

FROM: Linda Struyk Millsaps

Fiscal Research Division

RE: Amend Use Value Statutes

FISCAL IMPACT

Yes (

)

No (

)

No Estimate Available (X)

FY 2002-03 FY 2003-04 FY 2004-05 FY 2005-06 FY 2006-07

REVENUES
General Fund No General Fund Impact
Local Revenue Potential Local Revenue Change

PRINCIPAL DEPARTMENT(S) &
PROGRAM(S) AFFECTED: Local Governments, N.C. Department of Revenue, Ad Valorem

Tax Division.

EFFECTIVE DATE: July 1, 2003 and applies to taxes imposed for taxable years beginning on or
after that date.

BELL SUMMARY: Under current law farmers are charged property taxes based on the land
value for agricultural and horticultural purposes, rather than the full market price. In

general, this value is lower than the market price because it does not reflect any potential

alternative uses for the property (i.e. new homes, commercial development, or industrial
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facilities). Under the current system the adjusted value for agriculture is based on the

market price for com and soybeans, as well as the cost of producing com and soybeans. A
Use Value Advisory Board is charged with determining the basis for horticultural land. The

Use Value Advisory Board has generally created a manual each year. County tax assessors

can use this manual to determine values under the use value program, or can include their

own values in line with the county's schedule of values. This bill changes the current

program in several ways. In Section 1 the proposal exempts certain agricultural, forestland,

and horticultural land from the existing sound management program requirement, primarily

if the "highest and best use" of the forestland is to serve as a buffer, or a small portion of the

agricultural or horticultural unit is actually woodland. Second, it clarifies that the term

"tenants in common" is a form of individually owned property for use value participation

purposes. It also clarifies that each beneficiary of a family trust must be a natural person to

meet the individually owned requirements. This section also provides that the Use Value

Advisory Board determines the appropriate income and capitalization rates to be used to

determine use value. Section 2 clarifies that when land under the use value program is

transferred to a new owner who intends to continue under the program, the deferred taxes

remain a lien on the property. It also requires that the new owner file an application for use

value within 60 days of the transfer, certify that they intend to continue to use the property

for an allowable activity under the use value program, and accept liability for the deferred

taxes if the requirements are not met. This section also clarifies that land voluntarily

removed from production due to participation in certain federal programs will not be

considered in actual production for use value purposes. Section 3 modifies existing law to

allow a taxpayer to file an application at any time during the calendar year if such an

application is required due to a land transfer. It also clarifies that failure to have an

application approved is grounds for disqualification from the program.

Section 4 makes the most significant changes to current law. It modifies both the

membership and duties of the Use Value Advisory Board. The new members include a

representative of the Farm Bureau, a representative of the NC Association of Assessing

Officers, the Director of the Property Tax Division of the Department of Revenue, and a

representative of the NC Association of County Commissioners. The Board is now charged

with determining expected net incomes per acre for agricultural and horticultural land on the

basis of cash rental rates. (Currently yields and prices of com, soybeans, and various

horticultural products are used as the base). Thus, this section of the bill changes the tax

basis for both types of land to cash rents. Section 4 also requires that the Use Value

Advisory Board annually select a capitalization rate for converting incomes into values.

This capitalization rate must be between 6% and 7%.

Section 5 requires the Department of Revenue to study cash rents for agricultural lands, and

moves some existing language to a different section of the Machinery Act. Section 6

authorizes the assessor to request assistance in the review and clarifies that the assessor may
require the owner to submit evidence of the existence of a sound management plan. Section

7 gives county commissions the authority to assign county agents or contract with other state

and federal agencies to assist with the use valuation process.



BACKGROUND:

Under G.S. 105-289(a)5 the Department ofRevenue and the Use Value Advisory

Committee are instructed to develop a manual to assist county assessors in determining the

use-value of agricultural, horticultural, and forest land. The law states that the use value

should be based on expected net income from the property. The expected net income for

agricultural land is based on actual yields, the price of corn and soybeans for the past five

years, and the actual cost of growing corn and soybeans during that same period. The law
allows the committee to set a method for determining the income potential of horticultural

land. At the time this law was adopted, crops represented 52.8% of agricultural cash

receipts.

In 1996, 1997, and 1999 the Revenue Laws Study Committee was informed that com and
soybean prices might no longer be the most appropriate method for determining the

expected income for farmland, as crops were no longer the primary agricultural product of
the state, and com and soybeans represent an extremely small subset of crop receipts. As
noted in the charts below, the proportion of agricultural cash receipts that come from crops

has declined from 70.4% in 1964 to 42.4% in 2000. In 2000 com and soybeans are only

3.8% of the total farm cash receipts, suggesting that those two items were approximately

8.9% of the crop total.

1964 Proportion of Agricultural Cash
Receipts
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2000 Proportion of Agricultural

Receipts

SOURCES OF DATA: North Carolina Department of Agriculture and Consumer

Services, Agriculture Statistics Section.

In 1996 Revenue Laws was also informed that cost of production data for corn and soybeans

was also no longer available, as the federal government no longer created that database. As

a result of these two factors, limited data and shifts in agricultural production, Revenue

Laws directed the Use Value Advisory Board to study the issue and return to Revenue Laws

with their recommendation for a new system.

ASSUMPTIONS AND METHODOLOGY:

In May 1998 researchers from the North Carolina Cooperative Extension Service conducted

a statewide survey to determine the appropriateness of cash rent as a new basis for the use

value system. The survey asked Extension Directors, Tax Assessors, Farm Credit Service

Appraisers, and farmers to provide estimates of agricultural land values (when sold as

agricultural land) and agricultural cash rents. Estimates were given for low, medium, and

high productivity land. The data was sorted by region (referred to as a Major Land Resource

Area or MLRA). Allowances were also made for quota crops. The Extension Service

received responses from 98 County Extension Directors and 98 County Tax Assessors.

Farm Credit also gave estimates for all 100 counties. They received at least one farmer

response from 75 counties.

When the Use Value Advisory Board compared the sale price of farmland sold as farmland

to the cash rent derived from that land, it found the average rent to value ratio to be 2% in

most of the MLRAs. The notable exception is the Tidewater region where the average rent

to value ratio is 4.5%. This ratio most closely reflects the true rent to value ratio because the

agricultural use of the property in that region is often its highest and best use since there are

not many competing pressures to increase the value of the property. For this reason, the Use

Value Advisory Board recommended using a 5% capitalization rate. Also, 5% is the

nationwide average capitalization rate for farmland.
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Since that time the Department of Revenue and the Extension Service have attempted to

update their findings. This new survey indicates that only 57 counties are currently using

the Use Value Advisory Board manual, while 39 are not (4 counties did not report or did not

have agriculture acres in the use value program). The data also showed that at a 6% cap rate

under a cash rent system, 64 counties would gain revenue, while 32 would lose. At 7% the

numbers move to 40 counties that will gain and 55 that will lose revenue. (The Use Value
Advisory Board is charged with choosing a rate between 6% and 7%). The average rent to

value ratio in this survey was 7.57%. A review of the newer revaluations suggests an
average rent to value ratio of6% or less.

At this time no data is available on the number of acres in the program in each county.

Therefore, no overall estimate of the fiscal impact of this portion of the bill is possible.

Additionally, no good data is available on the impact of the other changes in the bill,

although the overall statewide impact is expected to be fairly small.
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LEGISLATIVE PROPOSAL #7

Disclose Social Security # to Tax Collector
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LEGISLATIVE PROPOSAL 7:

A Recommendation of the Revenue Laws Study Committee
to the 2002 Regular Session of the

2001 General Assembly

An Act to Authorize DMV to Disclose Social Security
Numbers to Local Tax Collectors.

Short Title: Disclose Social Security # to Tax Collector.

Brief Overview: This proposal authorizes DMV to disclose to a local tax

collector the social security number of an applicant for a driver's license to assist

counties in collecting unpaid taxes, especially delinquent property taxes due on
motor vehicles.

Fiscal Impact: No impact on the General Fund. Potential revenue gain for

local governments.

Effective Date: The proposal is effective when it becomes law.

A copy of the proposed legislation, bill analysis, and fiscal memorandum begin on the next page
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GENERAL ASSEMBLY OF NORTH CAROLINA

SESSION 2001

D
LEGISLATIVE PROPOSAL 7

2001-LAz-7 [v.71 (04/29)

(TfflS IS A DRAFT AND IS NOT READY FOR INTRODUCTION)
5/14/2002 12:32:40 PM

Short Title: Disclose Social Security # to Tax Collector. (Public)

Sponsors:

Referred to:

1 A BILL TO BE ENTITLED
2 AN ACT TO AUTHORIZE DMV TO DISCLOSE SOCIAL SECURITY
3 NUMBERS TO LOCAL TAX COLLECTORS.
4 The General Assembly of North Carolina enacts:

5 SECTION 1. G.S. 20-7(b2) reads as rewritten:

6 "(b2) Disclosure of Social Security Number. - The social security number of an

7 applicant is not a public record. The Division may not disclose an applicant's social

8 security number except as allowed under federal law. A violation of the disclosure

9 restrictions is punishable as provided in 42 U.S.C. § 408, and amendments to that

10 law.

11 In accordance with 42 U.S.C. 405 and 42 U.S.C. 666, and amendments thereto,

12 the Division may disclose a social security number obtained under subsection (bl) of

13 this section only as follows:

14 ( 1 ) For the purpose of administering the drivers license laws.

15 (2) To the Department of Health and Human Services, Child Support

16 Enforcement Program for the purpose of establishing paternity or

1

7

child support or enforcing a child support order.

1

8

(3) To the Department of Revenue for the purpose of verifying taxpayer

19 identity.

20 (4) To a tax collector for the purpose of verifying the identity of a

21 delinquent taxpayer.
"

22 SECTION 2. G.S. 105-350 reads as rewritten:

87



1 "§105-350. General duties of tax collectors.

2 It shall be the duty of each tax collector:

3 ( 1 ) To employ all lawful means to collect all property, dog, license,

4 privilege, and franchise taxes with which he is charged by the

5 governing body.

6 (2) To give such bond as may be required of him by the governing body

7 under the provisions of G.S. 105-349.

8 (3) To perform such duties in connection with the preparation of the tax

9 records and tax receipts as the governing body may direct under the

10 provisions of G.S. 105-319 and 105-320.

1

1

(4) To keep adequate records of all collections he makes.

12 (5) To account for all moneys coming into his hands in such form and

13 detail as may be required by the chief accounting officer of the

14 taxing unit.

15 (6) To make settlement at the times required by G.S. 105-373 and at

16 any other time the governing body may require him to do so.

1

7

(7) To submit to the governing body at each of its regular meetings a

18 report of the amount he has collected on each year's taxes with

19 which he is charged, the amount remaining uncollected, and the

20 steps he is taking to encourage or enforce payment of uncollected

21 taxes.

22 (8) To send bills or notices of taxes due to taxpayers if instructed to do

23 so by the governing body.

24 (9) To visit delinquent taxpayers to encourage payment of taxes if

25 instructed to do so by the governing body.

26 (10) To use social security numbers obtained from the Division of Motor

27 Vehicles under G.S. 20-70(b2) solely for the purposes of securing

28 complete tax listings, appraising or assessing taxable property, and

29 collecting taxes. The tax collector may not disclose the numbers to

30 any other person except to comply with a court order or a law. A
31 collector who violates this subdivision is punishable as provided in

32 G.S. 153A-148.1 or G.S. 1 60A-208.1. as appropriate.
"

33 SECTION 3. This act is effective when it becomes law.



Bill Analysis of Legislative Proposal 7:

Disclose Social Security # to Tax Collector

By: Martha Walston, Fiscal Research Division

SUMMARY; The proposal authorizes the Division ofMotor Vehicles to disclose to

a local tax collector the social security number of an applicantfor a driver's license

who is delinquent in paying property taxes on a motor vehicle. This would assist

counties in collecting delinquent property taxes due on motor vehicles. The
proposal also amends the statutory duties of a tax collector to include the duty to

use the social security numbers obtained from the Division only for specified

purposes. Violation of this duty is a misdemeanor.

BACKGROUND: Until several years ago, the Department of Revenue and the

local tax collectors had access to a Division of Motor Vehicles (DMV) computer
screen that included the social security numbers of applicants for driver's licenses.

This exchange of information was not addressed by statute. In 1997, the DMV
changed to a new computer system that did not show social security numbers. That
year, the General Assembly also amended the driver's license law to require all

applicants for a driver's license to provide their social security numbers and gave
specific authority to the DMV to provide social security numbers to the Child

Support Enforcement Program.1 The law did not address disclosure of the

numbers to the Department of Revenue. As a result, the practice between the DMV
and the Department ceased.

In 1999, the Revenue Laws Study Committee recommended that the DMV be given

authority to disclose a social security number to the Department of Revenue for the

purpose of taxpayer identification. This legislation was enacted in S.L. 2000-120.

The disclosure of numbers for tax purposes is authorized by Federal law, 42 U.S.C
405(c)(2)(C)(i). This federal statute provides that any State or political subdivision

thereof may, in the administration of any tax, within its jurisdiction, utilize the

social security account numbers for the purpose of establishing the identification of

individuals affected by such law.

For several years, local tax collectors, the DMV, and the Department of Revenue
have been meeting to solve the access problem without legislation, but have
reached no solution.

42 U.S.C. 666 requires each State to have statutorily prescribed procedures to improve effectiveness of child

support enforcement. One of these procedures is the recording of the social security number of any applicant

for a driver's license.



BILL ANALYSIS: The Proposal amends G.S. 20-7(b2) to add tax collectors to the

list of persons authorized to receive social security numbers from the DMV. This

statute authorizes the DMV to disclose the social security number of a driver's

license applicant only if disclosure is allowed under federal law. 42 U.S. C. 405

appears to support disclosure to local tax collectors. The proposal only authorizes

the disclosure of social security numbers of delinquent taxpayers. It does not

authorize the DMV to disclose social security numbers of taxpayers who are in

compliance. Pursuant to G.S. 105-330.4, the taxes on motor vehicles up for

registration renewal become due on the first day of the fourth month following the

date registration expired. The taxes become delinquent in the fifth month. If the

taxes on a registered vehicle are not paid within four months after they become due,

then on the tenth of each month the collector must send a list containing the names,

addresses, and vehicle identification numbers of these delinquent taxpayers to the

DMV pursuant to G.S. 105-330.7. The list shows those taxpayers that have been

delinquent for four months. Once receiving this list the DMV places a block on the

vehicle's registration for the following year. Registration is renewed only when the

taxpaver obtains a receipt showing that the previous year's taxes have been paid

(G.S. 20-50.4).

The Proposal authorizes the DMV to disclose the social security numbers of these

delinquent taxpayers to the tax collector. The tax collectors would like to receive

these numbers as soon as possible once the taxpayer is delinquent (the fifth month

after expiration of the registration date). The interested parties plan to work

together in developing appropriate procedures for sharing social security- numbers.

Access to social security numbers will assist the tax collectors in collecting

delinquent property taxes, especially taxes due on motor vehicles, and will also

make it easier for collectors to garnish wages of non-payers.

The Proposal also amends the statutory duties of tax collectors by directing that the

collector use the social security numbers obtained from the DMV solely for the

purposes of securing complete tax listings, appraising or assessing taxable property,

and collecting taxes. The tax collector may not disclose the numbers to any other

person except to comply with a court order or a law. A violation of this duty is a

Class 1 misdemeanor and subjects the violator to dismissal from public office or

public employment and inability to hold public office or public employment in the

State for five years after the violation. This is the same punishment given to a local

tax official who divulges confidential information obtained from the Department of

Revenue under G.S. 105-289.
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Fiscal Analysis Memorandum

[This confidential fiscal memorandum is a fiscal analysis of a draft bill, amendment,
committee substitute, or conference committee report that has not been formally

introduced or adopted on the chamber floor or in committee. This is not an official

fiscal note . If upon introduction of the bill you determine that a formal fiscal note is

needed, please make a fiscal note request to the Fiscal Research Division, and one will

be provided under the rules of the House and the Senate.]

DATE: May 13, 2002

TO: Revenue Laws Study Committee

FROM: Linda Struyk Millsaps

Fiscal Research Division

RE: Disclose Social Security # to Tax Collector

Yes()

FISCAL IMPACT

No (

)

No Estimate Available (X)

REVENUES
General Fund

Local Governments

FY 2002-03 FY 2003-04 FY 2004-05 FY 2005-06 FY 2006-07

No General Fund Impact

Potential Revenue Gain - See Assumptions and Methodology

EXPENDITURES
Highway Fund $26,400-529,840

PRINCIPAL DEPARTMENT(S) &
PROGRAM(S) AFFECTED: Local Governments, the Property Tax Division of the Department

of Revenue, Division of Motor Vehicles.

EFFECTIVE DATE: When it becomes law.

BDLL SUMMARY: The proposal authorizes the Division of Motor Vehicles (DMV) to

disclose social security numbers to local tax collectors for the purposes of verifying taxpayer
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identity and collecting delinquent property taxes, primarily those due on motor vehicles.

The social security numbers will only be disclosed if a block is placed on the vehicle for

non-payment. (Social security numbers of non-delinquent taxpayers will not be released).

The bill also includes penalties for improper use of a taxpayer's social security number.

ASSUMPTIONS AND METHODOLOGY: In 1993 the General Assembly approved a

new method of collecting motor vehicle property taxes. Under this structure county tax

assessors are to report the non-payment of property taxes on a motor vehicle to the Division

of Motor Vehicles. Once this information is received, neither the DMV or tag agents should

renew that vehicle's registration because of outstanding tax liabilities. As such, the vehicle

registration is "blocked" until the local property taxes are paid. Despite this system, local

tax collectors report that some vehicle owners continue to avoid paying local property taxes

on motor vehicles.

As the chart below indicates, the collection rate for motor vehicles is consistently lower than

that of real property.



property). Social security numbers are already used by the Department of Revenue and
DHHS to collect back taxes and delinquent child support payments.

Because it is unclear to Fiscal Research how often tax collectors would use this information,

how successful they will be in receiving payment through garnishment, and what proportion

of the motor vehicle collection issue is attributable to tax avoidance, no fiscal estimate of the

revenue gain is possible on the bill.

One the expenditures side, the Division of Motor Vehicles believes two different methods
could be employed to transfer the social security numbers of delinquent taxpayers to county

assessors and tax collectors. One option is to provide this information to county tax

collectors through the County Tax Menu on the DMV system. Under this option,

appropriate officials in all 1 00 counties would be able to view social security information for

a tax stop placed on a vehicle. Only the vehicle's primary owner would have their social

security number disclosed. This is DMV's preferred method, and is estimated to cost

approximately $26,400 in FY 2002-03. The funds would be used primarily to cover 300
hours of programming. A second option is to provide the same information to county tax

officers through a batch processing system. Under this option, only counties that submit tax

blocks would receive a FTP file with appropriate data. The system would be updated

nightly. This option would cost approximately $29,840 to cover 340 hours of programming
time.

SOURCES OF DATA: Local Government Commission, Office of the State Treasurer.

93





LEGISLATIVE PROPOSAL #8

Extend Qualified Business Venture Tax
Credit
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LEGISLATIVE PROPOSAL 8:

A Recommendation of the Revenue Laws Study Committee
to the 2002 Regular Session of the

2001 General Assembly

An Act to Extend the Sunset on Tax Credits for Qualified

Business Investments.

Short Title: Extend Qualified Business Venture Tax Credit.

Brief Overview: The proposal extends the sunset for the tax credit for qualified

business investments for one year. Without this bill, that tax credit would expire for

investments made on or after January 1 , 2003.

Fiscal Impact: The proposal could decrease General Fund revenues by $6
million in fiscal year 2003-04

Effective Date: The proposal is effective when it becomes law.

A copy of the proposed legislation, bill analysis, and fiscal memorandum begin on the next page
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GENERAL ASSEMBLY OF NORTH CAROLINA

SESSION 2001

D
LEGISLATIVE PROPOSAL 8

SENATE DRS8709-LYz-174B* (04/22)

Short Title: Extend Qualified Business Venture Tax Credit. (Public)

Sponsors: Senators Hoyle, Clodfelter, Dalton, Hartsell, and Kerr.

Referred to:

1 A BILL TO BE ENTITLED
2 AN ACT TO EXTEND THE SUNSET ON TAX CREDITS FOR QUALIFIED
3 BUSINESS INVESTMENTS.
4 The General Assembly ofNorth Carolina enacts:

5 SECTION 1. Section 7 of Chapter 443 of the 1993 Session Laws, as

6 amended by Section 29A. 15 of S.L. 1998-212, is repealed.

7 SECTION 2. Section 10 of Chapter 443 of the 1993 Session Laws, as

8 amended by Section 29A.15 of S.L. 1998-212, reads as rewritten:

9 "Sec. 10. Section 6 of this act is effective upon ratification. Section 7 of this act

10 becomes effective for investments made on or after January 1, 2003. The remainder

1

1

of this act becomes effective for taxable years beginning on or after January 1, 1994.

12 A business registered as a qualified business venture or a qualified grantee

13 business before January 1, 1994, retains its registration until the renewal date for the

14 registration of that business under Part 5 of Article 4 of Chapter 105 of the General

15 Statutes as in effect before January 1, 1994. The Secretary of State shall not grant

16 renewal of a registration as a qualified business venture or a qualified grantee

17 business unless at the time of filing the renewal application, the business meets the

1

8

requirements then in effect for a new registration.

19 Notwithstanding the provisions of G.S. 105- 163 .01 4(a), as amended by this act, a

20 credit under Part 5 of Article 4 of Chapter 105 of the General Statutes for an

21 investment made before January 1, 1994, is not forfeited solely on the grounds that a

22 sibling of the taxpayer provides services for compensation to the business in which
23 the taxpayer invested.
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1 Notwithstanding the provisions of G.S. 105- 163 .01 4(d), as amended by this act, a

2 credit under Part 5 of Article 4 of Chapter 105 of the General Statutes for an

3 investment made before January 1, 1994, is not forfeited solely on the grounds that a

4 redemption of the securities received in the investment is made within five years after

5 the investment was made.

6 The Secretary of State may require a qualified business venture or a qualified

7 grantee business that is unable to renew its registration after January 1, 1994, to file

8 reports the Secretary of State considers appropriate to determine the location of the

9 headquarters and principal business operations of the business until three years after

1 the date of the last investment in the business that qualified for the tax credit allowed

1

1

under Part 5 of Article 4 of Chapter 1 05 of the General Statutes.

"

\2 SECTION 3. Part 5 of Article 4 of Chapter 105 of the General Statutes is

1

3

amended by adding a new section to read:

14 " S 105-163.015. Sunset

15 This Article is repealed effective for investments made on or after January 1.

16 2004.
"

17 SECTION 4. This act is effective when it becomes law.

97



Bill Analysis of Legislative Proposal 8:

Extend Qualified Business Venture Tax Credit

By: Canaan Huie, Bill Drafting Division

SUMMARY: This proposal extends the sunsetfor the tax creditfor qualified business

investments one year. Without thisproposal, the tax credit would expirefor investments

made on or after January 1, 2003. This bill is effective when it becomes law.

ANALYSIS: The qualified business investment tax credit was enacted in August
1987 to promote economic development for North Carolina businesses. The initial

credits applied to both corporations and individuals taxpayers, and there was a $12

million cap on the total amount of all tax credits. In response to a 1996 United States

Supreme Court decision in Fulton Corp. v. Faulkner, the General Assembly reduced

the $12 million cap to $6 million, limited the credit to individuals and small pass-

through entities, and removed the requirement that the qualified businesses be

headquartered or operating in North Carolina. The credit was to expire for

investments made on or after January 1, 1999. In 1998, as part of the appropriations

bill, the credit was extended for four additional years until January 1, 2003. This bill

would extend that sunset for one additional year.

The credit is allowed for an individual taxpayer who purchases the equity securities

or subordinated debt of a qualified business venture or a qualified grantee business

directly from that business. The credit is equal to 25% of the amount invested and
may not exceed $50,000 per individual in a single taxable year. An individual

investor may also claim the allocable share of credits obtained by "pass-through

entities" of which the investor is an owner. Pass-through entities include limited

partnerships, general partnerships, S corporations, and limited liability companies.

The credit may not be taken in the year the investment is made. Instead, the credit is

taken in the year following the calendar year in which the investment was made,
but only if the taxpayer filed an application with the Secretary of State. The unused
credit may be carried forward for the next five years. The total amount of credits

allowed to all taxpayers for investments made in a calendar year may not exceed $6

million. The Secretary of Revenue calculates the total amount of tax credits claimed

from applications filed with the Secretary of State. If the amount exceeds the cap,

then the Secretary allows a portion of the tax credits claimed by allocating the total

of $6 million in tax credits in proportion to the size of the credit claimed by each

taxpayer. In general, a taxpayer forfeits the credit if the taxpayer transfers the
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securities within one year or the qualified business redeems the securities

purchased bv the taxpayer within five years after the investment was made. 1

Under the 1996 Fulton case, the original credit provisions clearly violated the

interstate commerce clause of the federal constitution because they reduced a

taxpayer's tax liability by an amount equal to 25% of the cost of purchasing stock in

either a North Carolina business or an investment company whose purpose is to

invest in North Carolina businesses, while no tax reduction was allowed for

purchasing similar stock in out-of-state businesses or investment companies whose

purpose is to invest in businesses that may not be North Carolina businesses. In

response to the Fulton case, the Revenue Laws Study Committee discussed this

credit along with several others, at great length. The original proposal of the

Committee was to repeal all qualified business investment credits, effective January

1, 1997. In response to appeals to the Committee and to the General Assembly, the

credit was expanded to include investments in businesses located both inside and

outside North Carolina, but was no longer allowed for investments in investment

companies and was limited to investments made by individuals and small pass-

through entities under the theory that these investors are not likely to invest outside

of a 50-mile radius of their home.

There may be a constitutional concern with the provision of the credit regarding

"qualified grantee businesses". In order to be a business in which investments are

eligible for a credit, the business must be either a "qualified business venture" or a

"qualified grantee business". Both types of businesses must be registered with the

Secretary of State. The definition of "qualified business venture" includes several

general requirements related to the line of business, gross revenues of the business,

and the organization date of the business. The definition of "qualified grantee

business" includes a requirement that the business have received a grant in at least

one of the three previous years from one of several named entities. One could

argue that this provision violates the rule of uniformity since a credit is allowed

only for investments in business that have received a grant from one of several

specifically named organizations, and not for investments in similar businesses that

have received grants from similar organizations. However, to date this issue has

not been raised in litigation and is therefore not settled.

1 There are two exceptions to this forfeiture provision. First, if the transfer occurs as a result of the

death of the taxpayer, the liquidation of the taxpayer, or certain reorganizations of the qualified

business, within the one-year period, the transfer does not require forfeiture. Second, the 1998

legislation created an exception to this forfeiture provision for projects in the film industry. It is

unusual for a project in that industry in which a person might invest to last for more than 5 years.
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Fiscal Analysis Memorandum

[This confidential fiscal memorandum is a fiscal analysis of a draft bill, amendment,
committee substitute, or conference committee report that has not been formally

introduced or adopted on the chamber floor or in committee. This is not an official

fiscal note . If upon introduction of the bill you determine that a formal fiscal note is

needed, please make a fiscal note request to the Fiscal Research Division, and one will

be provided under the rules of the House and the Senate.]

DATE: June 6, 2002

TO: Revenue Laws Study Committee

FROM: Richard Bostic

Fiscal Research Division

RE: Extend Qualified Business Venture Tax Credit

FISCAL IMPACT

Yes (X) No (

)

No Estimate Available (

)

FY 2002-03 FY 2003-04 FY 2004-05 FY 2005-06 FY 2006-07

REVENUES
General Fund ($6,000,000)

EXPENDITURES

POSITIONS:

PRINCIPAL DEPARTMENT(S) &
PROGRAM(S) AFFECTED: Department of Revenue, Department of the Secretary of State

EFFECTrVE DATE: The act is effective when it becomes law.
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BILL SUMMARY: The bill extends the individual income tax credit for Qualified

Business investments from January 1, 2003 to January 1, 2004.

ASSUMPTIONS AND METHODOLOGY: The amount of Qualified Business credits

given each year is capped at S6 million. Requests for credits have exceeded the S6 million

cap for four out of the last five years. In fact, the amount of credit requested ($19 million) in

2001 was approximately three times the amount of credit available. Given the recent

investor interest in the credit program, it is likely that the S6 million annual cost of the

program will continue until its sunset in 2004. The General Fund fiscal impact occurs in FY
2003-04 because the investments made in 2003 will be awarded credits on returns filed in

the spring of 2004.

SOURCES OF DATA: Department of Revenue

TECHNICAL CONSIDERATIONS:
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ARTICLE 12L

Revenue Laws Study Committee.

§ 120-70.105. Creation and membership of the Revenue Laws Study

Committee.

(a) Membership. — The Revenue Laws Study Committee is established. The

Committee consists of 16 members as follows:

(1) Eight members appointed by the President Pro Tempore of the Senate;

the persons appointed may be members of the Senate or public

members.

(2) Eight members appointed by the Speaker of the House of

Representatives; the persons appointed may be members of the House

of Representatives or public members.

(b) Terms. ~ Terms on the Committee are for two years and begin on January

15 of each odd-numbered year, except the terms of the initial members, which

begin on appointment. Legislative members may complete a term of service on

the Committee even if they do not seek reelection or are not reelected to the

General Assembly, but resignation or removal from service in the General

Assembly constitutes resignation or removal from service on the Committee.

A member continues to serve until a successor is appointed. A vacancy shall be

filled within 30 days by the officer who made the original appointment. (1997-

483, s. 14.1; 1998-98, s. 39.)

§ 120-70.106. Purpose and powers of Committee.

(a) The Revenue Laws Study Committee may:

(1) Study the revenue laws of North Carolina and the administration of

those laws.

(2) Review the State's revenue laws to determine which laws need

clarification, technical amendment, repeal, or other change to make the

laws concise, intelligible, easy to administer, and equitable.

(3) Call upon the Department of Revenue to cooperate with it in the study

of the revenue laws.

(4) Report to the General Assembly at the beginning of each regular

session concerning its determinations of needed changes in the State's

revenue laws.

These powers, which are enumerated by way of illustration, shall be liberally

construed to provide for the maximum review by the Committee of all revenue

law matters in this State.

(b) The Committee may make interim reports to the General Assembly on

matters for which it may report to a regular session of the General Assembly. A
report to the General Assembly may contain any legislation needed to implement
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a recommendation of the Committee. When a recommendation of the

Committee, if enacted, would result in an increase or decrease in State revenues,

the report of the Committee must include an estimate of the amount of the

increase or decrease. (1997-483, s. 14.1.)

§ 120-70.107. Organization of Committee.

(a) The President Pro Tempore of the Senate and the Speaker of the House of

Representatives shall each designate a cochair of the Revenue Laws Study

Committee. The Committee shall meet upon the joint call of the cochairs.

(b) A quorum of the Committee is nine members. No action may be taken

except by a majority vote at a meeting at which a quorum is present. While in the

discharge of its official duties, the Committee has the powers of a joint committee

under G.S. 120-19 and G.S. 120-19.1 through G.S. 120-19.4.

(c) The Committee shall be funded by the Legislative Services Commission

from appropriations made to the General Assembly for that purpose. Members

of the Committee receive subsistence and travel expenses as provided in G.S.

120-3.1 and G.S. 138-5. The Committee may contract for consultants or hire

employees in accordance with G.S. 120-32.02. Upon approval of the Legislative

Services Commission, the Legislative Services Officer shall assign professional

staff to assist the Committee in its work. Upon the direction of the Legislative

Services Commission, the Supervisors of Clerks of the Senate and of the House of

Representatives shall assign clerical staff to the Committee. The expenses for

clerical employees shall be borne by the Committee. (1997-483, s. 14.1.)
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The TaX Files

An Overview of the 2001

Tax Law Changes

By. Cindv Avrctic

THE TAX FILES

• Budget Revenue Provisions

•Significant Tax Legislation

•Sales Tax Legislation

•Property Tax Legislation

•Income Tax Legislation

Budget Revenue Provisions

Closure ofTax
Loopholes -HB 11 57

DOR Debt Collection

Changes - SB 353

Budget Revenue
Provisions- HB 232

The Appropriations

Act of 2001 -SB
1005



Enforce Tax Compliance & Equality

Equalize Franchise Tax on Corporate

Affiliated LLCs

Provides thai franchise lax applies equally to corporate

assets held bv an affiliated LLC

SB 242 Governor's Study SB 1005

"The General Assembly finds that most corporations comply

with the State franchise tax on corporate assets ,. Some taxpayers,

however, take advantage of an unintended loophole . . .creates an

unfair burden on corporate citizens that pay . , . intent . apply the

franchise tax equally criminal penalty applies to taxpayers who
fraudulent!* evade the tax

"

Enforce Tax Compliance & Equality

Conform NC's Subsidiary Dividend

Deduction

It piggybacks the federal dividends received deduction for

State corporate income lax purposes

Governor's Studv SB 1005

/Under this act. some parent companies will gain and

some should lose

^S L. 2001-427 amended this Act so that foreign source

dividends would be treated the same as domestic source

dividends



The Appropriations Act of 2001

Sales Tax Changes

Increased the State sales tax '/; %. for the period

October 16, 2001. to July 1.2003.

Authorizes an additional '/; % local sales tax.

effective July 1.2003

Repeals the State reimbursements to local

governments -- $333 4 million a year.

Provides hold harmless payments to those local

governments whose gain from a '/: % local sales

tax increase less than 100% of their loss from the

repealed State tax reimbursements.

The Appropriations Act of 2001

Sales Tax Changes

The Appropriat



The Appropriations Act of 2001

Spirituous Liquor Tax Changes

loss of S3.s
ror oi-o:

cisc tax on liquor

old in ABC stores silled thai the excise lax was in

ieu of sales tax. This act imposes both, but lowers

the excise tax to 25"/«.

The Appropriations Act of 2001

Highway Use Tax Changes

Deletes the SI. 500 cap

onihc3'.Hi ghwas Use

fa
i:jlctiptrlo-i-oi

S.I. 2UOISK7 nxmrctt

tin S .Saiuipjnr

rccrcalhmil vehicles

thatth^quolifym
Ltimmcrctut vehicle*

Exempts rescue

vehicles from Highwa

Eftecli

Purthu\c>1tQ volunteer

pre dept rpti/ms unj

So more than rwo paid

employees

THE TAX FILES

Budget Revenue Provisions

' Significant Tax Legislation

•Sales Tax Legislation

•Property Tax Legislation

•Income Tax Legislation

Significant Tax Legislation

Simplify Tax on

Telecommunications

- MB 571 & SB 1005

Streamlined Sales

and U$c Tax

Changes- SB 144

Bill Lee Act Changes
- SB 748

Simplify Tax on Telecommunications

S.L. 2001-430 (HB57I)

2002 with one tax at

one rale for all

taxpayers and all types

of calls

1987 with different taxes

and multiple rales based

on the type of taxpayer

and type of call

Simplify Tax on Telecommunications

ll replaces the 3.22% gross receipts tax on local

iL'Iccommunications and the 3% and 6 5% sales

tax on local telecommunications with a uniform

6% gross receipts sales tax on telecommunications

It taxes all telecommunications services equally by

eliminating exemptions for interstate calls, coin

telephone calls, and telephone membership
corporations

It simplifies the local distribution formula

It taxes prepaid telephone calling cards as personal

property at the point of sale



Streamlined Sales and Use Tax Agreement

S.L. 2001-347 (SB 144)

Enables NC to enter

into the Streamlined

Sales and Use Tax

Agreement

Simplifies the sales

and use tax laws

Helps equalize the

playing field between

remote vendors and

Main Street merchants

Bill Lee Act Changes
S.L. 2001-476 (SB 748)

First enacted in 1996 and modified annually

Tax credits for investment in machinery and

equipment and real property, for job creation,

for worker training, and for research and

development

Counties are divided into 5 tiers; the lower the

tier, the more favorable the incentive

Sunset 2006

Five economic distress tiers are based on the

unemployment rate, per capita income, and population

growth of the county

Exceptions to county tier designations:

1. Population less than 12,000 (10,000) and more than 16%
of its population below the federal poverty level = TIER 1

Alleghany and Jones Counties

2. Population less than 35.000 (50,000) and more than 18%
of its population below the federal poverty level = A TIER
DESIGNATION ONE LEVEL LOWER THAN
OTHERWISE WOULD BE Alexander, Dare, Davie,

Macon, and Transylvania Counties

3. Population less than 25.000 CANNOT be designated

higher than a TIER 3

Clarifies that a taxpayer is eligible for a

credit ONLY IF the primary business of

the taxpayer is an eligible business

THEN it relaxes the eligible business requirement

for warehousing A taxpayer can qualify if it has

an establishment whose primary activity is

warehousing so long as the establishment is located

in a tier I. 2. or 3 area; separate site; and serves at

least 25 establishments in at least 5 different

counties in one or more states. (Lowe's)

Substantial Investment

in other Real Property

thin 3Invest at least S10 million in real propen

years

Create at least 200 new jobs within 2 years of the

time the property is first used

Credit = 30% of the eligible investment (no cap).

taken over a 7-year period

20-year carry forward

Creates two additional exceptions that allow

longer carry forwards ....

•20-ycar carry forward

for substantial

investment in other

property mo, cmi.ii

•15-year carry forward

of a credit with respect

to research and

development



Misc. Bill Lee Act Changes

Establishes statute of limitations - credit

cannot be taken more than 6 months alter

the deadline for filing the return on which it

would be claimed

Eliminates the requirement that taxpayer

receive a certification from Commerce; may

seek advisory ruling from Revenue

Equity and impact studies must be updated

every 2 vears



THE TAX FILES

• Budget Revenue Provisions

•Significant Tax Legislation

•Sales Tax Legislation

•Property Tax Legislation

•Income Tax Legislation

Property Tax Homestead Exclusion

S.L. 2001-308

Increases the homestead exclusion amount
from S20.000 to the greater of $20,000 or 50%
of the tax value of the home

Increases the income eligibility amount from
SI5.000 to $18,000. Indexes this amount
annually by a percentage = COLA used to

increase SSI the preceding year

No local government reimbursement

Last increased in 1996

Retirement Home Tax Change
S.L. 2001-17

Creates a permanent exclusion tor CCRCs
that provide minimum amounts of charity

care and/or community benefits

The exclusion may be complete or partial,

dependent upon the percentage of the

facility's resident revenue that is provided

in charity care and community benefit

Present-Use Value Changes
S.L. 2001-139; S.L. 2001-499

Annual Review of

Property with

Preferential Tax

Treatment

Expand Use-Value for

Fanner to Farmer

Transfers

Creates a Property Tax

Study Commission

Property Tax on Motor Vehicles

'S.L. 2001-139 gives all boards ofE&R llie authority to meet

after us adjournment date for motor vehicle cases

^S.L. 2001-139 conforms ihe interest laic on unpaid motor

vehicle taxes to the interest rate due on other unpaid property

taxes

"'S.L. 2001-406 prevents double taxation of motor vehicles

whose tax year changes due to a change in registration

•'S.L. 2001-497 extends from 120 days to one year the time to

request a refund for taxes paid on a vehicle for which the

registration plate has been surrendered

Misc. Property Tax Changes

S.L. 2001-308 allowed local governments

to lower property tax rates in response to

Governor's unexpected release of the

reimbursement monies Anson County lowered

its rate from 90 cents to 87 cents

S.L. 2001-464 and S.L. 2001-513 give 35

counties the authority to require payment
of delinquent taxes before recordation of

deeds



THE TAX FILES

• Budget Revenue Provisions

•Significant Tax Legislation

•Sales Tax Legislation

•Property Tax Legislation

'Income Tax Legislation

Income Tax Changes

I . mi- nd Tax Deadline

S.L. 2001-87

\\ aives penalties Tor

failure to meet

certain tax-related

deadlines because of

a l'rcsidentially

declared disaster

Support Troops

• S.L. 2001-508

Waives penalties and

deadlines and allows

refunds of tuition

gnats to those

deployed in

Operations Enduring

Freedom and Noble

Eagle

Modify Partnership Tax Credit

S.L. 2001-335 (HB 146)

Clarifies that any dollar amount limitation on a

credit allowed to a partnership applies to the total

credit

Consistent with federal tax treatment of

partnerships and with Stale tax treatment of

Subchapter S Corporations

Delays until 2005 the imposition of the limitation

on the credit allowed for donations of real

property for public beach access, lish and

wildlife conservation, and other land

conservation purposes

Housing Tax Credits

S L. 2001-431

Allows a pass-through

entity to allocate a low

income housing tax

credit to any of its

owners at the

discretion of the pass-

through entity

SL 2001-476

Extension of special

allocation rules for

pass-through entities

for the historic

rehabilitation credit

Extend Sunset on State Ports Tax

Credit (S.L. 2001-517)

Jtt

Extends the sunset on

the State ports tax

credit to January I.

2003

Effective retroactive to

March 2. 2000

Signed into- law on

January 4.2002

Sunsets the 2001

Episode of
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APPENDIX E

Summary of the Economic Growth and
Tax Reconciliation Act of 2001





The Economic Growth and Tax Relief Reconciliation Act of

2001

Tax Changes Affecting Individuals

Reduction in Income Tax Rates. (This does not impact NC Taxable Income)

S It creates a new fixed tax bracket; as under current law, the remaining five tax

brackets are indexed annually for inflation. The bracket is the first $6,000 for single

taxpayers; the first $12,000 for married taxpayers filing jointly; the first $10,000 for

heads of households; and the first $6,000 for married taxpayers filing separately. The

bracket increases to $7,000 in 2007 (the other tax filing status are changed

accordingly).

S A new rate of 10% is applicable for the first tax bracket. This rate reduction became

effective retroactively to January 1, 2001 . The tax savings from the lower rate will be

realized for the 2001 tax year by a rate reduction credit. Taxpayers received an

advance refund check in the late summer/early fall of 2001. This refund check will

be subtracted from the credit. Beginning in tax year 2002, the 10% rate will be

shown as a 6
th
tax bracket.

S The lowest current rate of 15% remains unchanged. The new 10% tax bracket is

carved from the 15% bracket. The 15% bracket is not expanded. The remaining four

tax rates will be lowered over time. The rates are lowered 1%, effective June 30,

2001. This means an effective reduction for 2001 of Vz percent. For the 2002 tax

year, the rates will be reduced the full 1 %. The rates will continue to decrease until

2006 when the six effective tax rates will be as follows: 10%, 15%, 25% (formerly

28%), 28% (formerly 31%); 33% (formerly 36%), 35% (formerly 39.6%).

Repeal of Itemized Deduction Limit. (May affect NC taxable income because

deducted from Adjusted Gross Income (AGI) to arrive at federal taxable income; but

provisions do not become effective until 2006.)

S Currently, certain itemized deductions available on individual returns are reduced by

the lesser of 3% of AGI in excess of $132,950 ($66,475 for Married Filing

Separately) or 80% of the itemized deductions otherwise allowable.
1

S Currently, personal exemptions
2
are also reduced once AGI exceeds the inflation-

adjusted threshold of $199,450 (Married Filing Jointly), $166,200 (Head of

Household); $132,950 (Single), and $99,725 (Married Filing Separately). Under the

1
The threshold amount is $100,000 for most taxpayers and $50,000 for married taxpayers filing separately.

The threshold amounts are increased annually for inflation. The numbers used here are the inflation-

adjusted threshold amounts for the 200 1 tax year.
2
The exemption amount is adjusted annually for inflation. The inflation-adjusted exemption amount for

2001 is $2,900.

E-l



phaseout, the exemption amount is reduced by 2% for each $2,500 by which the

taxpayer's AGI exceeds the applicable threshold amount. The points at which a

taxpayer's exemptions would be completely phased out in 2001 are S32 1,950

(Married Filing Jointly), $288,700 (Head of Household), S255,450 (Single), and

$160,975 (Married Filing Separately).

S Effective for taxable years beginning on or after 2006, these reductions are phased out

over four years. For tax years beginning on or after 2010, there will no longer be any

phase-out for high-income taxpayers.

Marriage Penalty Relief. (The first three points do not impact NC taxable income; the

fourth one may.)

S The Act increases the standard deduction for married couples filing jointly until, by

the tax year 2009, it is double the standard deduction for singles.
3
The increase does

not become effective until the 2005 tax year. Under current law, the standard

deduction for a joint return is approximately 167% of the standard deduction for a

single taxpayer. Beginning in 2005, the standard deduction for married taxpayers

filing separately will be the same as the standard deduction for single persons. This

means that for tax years 2005-2008, two married persons filing a separate return will

have a greater combined standard deduction than if they filed jointly.

S Effective in 2005, the Act gradually expands the starting taxable income amount for

the 15% rate bracket for married filing jointly until, by the tax year 2008, it is double

the income amount for the 1 5% rate bracket for singles. This expansion means that

more of the taxpayer's income is taxed at the lower 15% bracket.

S The Act increases the phaseout point for the earned income credit over seven years.

starting in 2002.

S The Act increases the income phaseout point for contributions to education IRAs

starting in 2002.

Tax Credits. (The changes to the dependent care credit may affect NC's dependent care

credit amount. The credits do not impact NC taxable income.)

S Effective 2002, the act simplifies the earned income tax credit by changing the

definition of "earned income" to exclude nontaxable employee compensation, by

calculating the credit on AGI instead of modified AGI, by modifying the relationship

test, by repealing the provision that reduces the credit by any alternative minimum

tax, and by establishing new "tie-breaking" rules.

3
Section 34.19 of S.L. 2001-424 increases the NC standard deduction for married couples filing jointly

over a two-year period so that by the 2003 tax year the amount is twice that of a single taxpayer. The Act

increased the standard deduction from $5,000 to $5,500 for the 2002 tax year and to $6,000 for the 2003

tax year. The standard deduction for married persons filing separately is one-half that for a married couple

filing jointly.
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S Effective 2001, the Act increases the child tax credit from $500 to $600 per child.
4

This amount is increased over 10 years so that by the tax year 2010, the credit amount

will be $1,000 per child.
5

S Effective 2002, the Act liberalizes the dependent care credit in three ways: it

increases the amount of the credit from 30% of eligible expenses to 35%; it changes

the AGI phase-out point from $10,000 to $15,000
6

; and it increase the amount of

eligible dependent care expenses taken into account in figuring the credit from $2,400

to $3,000 for one dependent and from $4,800 to $6,000 for two or more dependents.
7

S Effective 2002, the Act expands the adoption credit by increasing the amount of the

credit to $10,000 per adoption. The current credit amount is $5,000 per adoption and

$6,000 per adoption of a special-needs child. The Act also increases the income

phase-out range from $75,000 to $115,000 MAGI to $150,000 to $190,000 MAGI.

The Act makes the credit permanent for all adoptions.
8
Both the dollar limitation and

the income limitation amounts are subject to COLA in tax years beginning after 2002.

Also, effective for tax years beginning on or after 2003, the $10,000 adoption credit

for a special-needs child is allowed in the year the adoption is finalized, regardless of

whether the taxpayer has qualified adoption expenses.

Tax Exclusions. (May affect NC taxable income)

S Effective 2002, the income exclusion for employer-provided adoption assistance is

made permanent and it is increased to $10,000 per eligible child. The Act also

increases the income phase-out range from $75,000 - $115,000 modified AGI to

$150,000 - $190,000 modified AGI. Both the dollar limitation and the income

limitation amounts are subject to COLA in tax years beginning after 2002. A
taxpayer may be eligible for both the adoption credit and the exclusion, so long as

they apply to different qualified adoption expenses.

S Individuals, as well as their heirs or estates, can exclude from income payments

received as restitution for being a Holocaust victim. This provision applies to

amounts received on or after January 1 , 2000.

S The Act gives the IRS authority to expand the time for certain tax deadlines from 90

days to 120 days for Presidentially-declared disasters.
9

4
North Carolina increased its child tax credit in S.L. 2001-424. For the 2002 tax year, the credit amount is

increased from $60 per child to S75 per child and in 2003 the amount is increased to SI 00 per child. To

qualify for the credit, the taxpayer's AGI for married filing jointly must be below $100,000.
5 The credit amount is reduced ifMAGI on a joint return exceed $1 10,000. The credit amount is reduced

by $50 for each $1,000 ofMAGI over the threshold amount.
6 The credit percentage cannot be reduced below 20%. Therefore, for taxpayers with an AGI over $43,000,

the credit is equal to 20% of eligible expenses.
7
NC's dependent care credit is a specified percentage of the expenses eligible for the credit under the Code.

NCGA105-151.il.
8
The adoption credit for children other than special-needs children was set to expire December 31, 2001.

9
S.L. 2001-87 provides that State tax deadlines are extended to the same extent as the federal tax deadlines

for Presidentially-declared disaster areas.
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S Effective 2002, the Act provides that employer-provided qualified retirement

planning services are excludable from employees' incomes.

IRAs. (May affect NC taxable income)

/ The Act increases the amounts that may be contributed to both traditional IRAs

(deductible from income at time of deferral) and Roth IRAs (tax-free distributions

and earnings in the future) from $2,000 for 2001 to S3,000 for 2002-2004. This

amount increases to S4,000 for 2005-2007 and to S5,000 for 2008. After 2008, this

amount will be indexed annually for inflation in S500 increments. The Act does NOT
change the income eligibility limits or the phase-out rules.

^ The Act allows an additional contribution of S500 (2002-2005) to an IRA or a Roth

IRA by a person age 50 or older. This "catch-up contribution" increases to SI,000 for

tax years beginning on or after 2006.

•S Effective 2002, the Act allows employers to set up traditional or Roth IRAs on behalf

of their employees without impacting any other qualified plan of the employer. The

provision allows an employer to assume the burden of setting up IRAs that was

previously on the employee. With the IRA already set up, it is hoped that employees

will be more likely to make contributions, through payroll deductions, toward

retirement.

S Effective 2006, 401 (k) and 403(b) plans may treat elective deferrals as Roth

contributions. These are non-excludable (currently taxable) from the participant's

gross income and are called Roth 401(k)s or QRCP - qualified Roth contribution

programs. The annual dollar limit on a participant's designated Roth contributions is

the annual limit on elective deferrals (which is $15,000 for 2006
10

); not the maximum

Roth contribution limit (which is $4,000 in 2006 for individuals under 50). Unlike

Roth IRAs, QRCPs will be available to everyone who is a participant in a 401 (k) or

403(b) plan, which allows such contributions. Distributions from Roth 401 (k)s will

be excludable from gross income if made after a non-exclusion period and on account

of the participant reaching age 5914, the participant's death, or the participant's

disability.
'

' From a sponsoring employer's perspective, the adoption of a QRCP will

result in substantial administrative complexity since separate accounting will be

required between pre-tax and designated Roth accounts; however, the potential

benefit to employees from tax-free buildup in their accounts may leave employers

little choice but to offer the plan.

S Effective for tax years beginning after December 31, 2001, and before January 1,

2007, an eligible taxpayer may claim a tax credit for elective deferrals to 401(k)

10 A participant's total amount of elective deferrals cannot exceed the dollar limit (which is $15,000 in

2006). Therefore, if the person contributes $7,000 to a pre-tax plan, the person cannot contribute more than

$8,000 to a QRCP. Roth contributions that exceed the applicable limit will subject the participant to double

tax (subject to tax in the year of deferral as well as the year of distribution) unless the excess deferrals and

any earnings thereon are returned to the person on or before April 1 5 of the year following the tax year in

which the excess deferral was made.
11
The Roth 401(k) distribution does not include the tax-free distribution to pay first-time home buying

expenses as in the case of Roth IRAs.
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plans, 403(b) annuities, SIMPLEs, 457 plans, salary reduction SEPs and IRA
contributions - traditional or Roth. The credit is in addition to any exclusion or

deduction that may apply. To qualify for the credit, a married taxpayer filing jointly'

s AGI (MFJ) must not exceed $50,000. The credit amount varies from 50% of the

amount of the contribution to 10%, depending on the taxpayer's AGI.

Tax Changes Affecting Pension Contributions and Funding

Recognizes that Americans will not havefinancially secure retirements unless they and their employers
savefor retirement in tax-advantaged savings plans. The tax law changes discussed below liberalize

contribution and benefit limits as well asfunding rules. Although the tax law changes increase the limits,

the plans do not have to providefor the maximum contributions allowed.

New Contribution and Benefit Limits. (May affect NC taxable income)

S Under current law, the amount that may be contributed to a defined contribution plan

is limited to the lesser of the base amount
12
or 25% of compensation. Effective 2002,

the Act increases the amount that may be contributed to the lesser of the base amount
or 100% of compensation. The Act also increases the base amount to $40,000,

indexed annually for COLA in $1,000 increments.

S Effective 2002, the Act increases the annual benefit limit under a defined benefit plan

from $140,000
13

in 2001 to $160,000. This amount will be indexed for inflation in

$5,000 increments starting in 2003.

S For purposes of figuring contributions and benefits, the maximum amount of
compensation is limited to a statutory amount. For 2001, that amount is $170,000.

The Act increases the base amount to $200,000 for 2002 and provides that this

amount will be indexed for inflation in $5,000 increments.

•S The Act increases the dollar limit on annual elective deferrals to 401 (k) plans, 403(b)

annuities, and salary reduction SEPs from $10,500 in 2001 to $1 1,000 in 2002.
14

The
dollar limit increases by $1,000 for each year thereafter until it reaches $1 5,000 in

2006. Starting in 2007, the limit will be indexed for inflation in $500 increments.

S The Act increases the maximum annual elective deferrals that may be made to a

SIMPLE plan from $6,500 in 2001 to $7,000 in 2002 and in $1,000 annual

increments until the limit reaches $10,000 in 2005. Starting in 2006, the limit will be
indexed for inflation in $500 increments.

S The Act increases the dollar limit on deferrals under a 457 plan to the same deferral

limits for 401(k) plans.

12
The current base amount is $30,000, indexed annually for COLA in $5,000 increments. The 2001 limi t

is $35,000.

The current base amount is $90,000. It has been indexed over time in $5,000 increments to the $140,000
amount in 2001. The Act changes the base amount to $160,000.

Under 2001 Code, the amount that could be deferred through a 4010c) plan would have been $1 1,000 in

2002 without this change because of the $500 inflationary indexing.
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S Effective 2002, individuals who participate in a 457 plan are no longer required to

coordinate the maximum annual deferral amount for the 457 plan with contributions

made to other types of retirement plans, such as a 40(k) plan, 403(b) plan, SEP, or

SIMPLE. Under prior law. the maximum deferral amount for a 457 plan was reduced

dollar for dollar by any contribution made to other types of retirement plans.

/ Effective 2002, the exclusion allowance limitation for 403(b) annuities is repealed so

that the limit is the same as applies to defined contribution plans - 100% of

compensation. Likewise, for 457 plans, the 33 1/3% limitation on deferrals is raised

to 100%.

Catch-up Provisions. (May affect NC taxable income.)

/ Effective 2002, the Act increases the additional elective deferral limits employees age

50 or older may make to 401 (k) plans, 403(b) annuities, salary reduction SEPs, 457

plans
15

, and SIMPLEs. The catch-up deferral is the lesser of the applicable dollar

amount or the participant's compensation for the year, reduced by any regular elective

deferrals for the year.
16 The applicable dollar amount varies depending on the type of

plan. The maximum catch-up contribution amounts are phased-in until 2006; after

2006, they will be adjusted for inflation in increments of S500.

New Benefit Limits under Qualified Plans. (May NC affect taxable income)

/ Effective for years ending after 2001, the dollar limit on annual benefits is reduced if

benefits under the plan begin before the social security retirement age and is

increased if benefits begin after that age. Currently, the social security retirement age

is 65; however, it is increasing to 67. Under the Act, effective in 2002, the dollar

limit is reduced for benefits' beginning before age 62 and the dollar limit is increased

for benefits beginning after age 65.

Faster Vesting of Employer Matching Contributions.

S If a plan has employer matching, it must adopt one of two alternative vesting

schedules: 1 00% vesting after 3 years of service or 20% vesting for each year of

service, starting with the second year of service and ending with 1 00% after 6 years

of service. This provision is effective for plan years beginning after December 3 1

,

2001 . Under prior law, the vesting period was 100% after 5 years of service or 20%

for each year of service, starting with the third year of service.

J The change in vesting makes retirement packages more portable. It recognizes that

workers stay with employers for fewer years.

15
This catch-up rule does NOT apply during the participant's last three years before retirement. In those

years, the regularly applicable dollar limit is doubled as provided under current law.

16 Most 401(k) plan participants do not make the maximum allowable deferral under the regular limits - so

it is unlikely that many will take advantage of the additional deferral option.

17 More rapid vesting is intended to support portability of benefits by plan participants who change jobs.
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Deductions of Qualified Plan Contributions. (May affect NC taxable income because

greater employer deductions possible)

•S Generally, employers are permitted to deduct their contributions to qualified

retirement plans. The amount of the deduction is based on the type of plan.

Contributions to a defined benefit plan are deductible to the extent that they are

necessary to satisfy the minimum funding standard. Contributions to a defined

contribution plan are limited to 15% of compensation. If an employer sponsors both

types of plans, the total deduction for all the plans may not exceed the greater of25%
of compensation or the contribution necessary to meet the minimum funding standard

for the defined benefit plan. Employee elective deferral contributions to 401 (k) plans

are considered employer contributions for purposes of the deduction limits.

S Effective 2002, the annual limitation on contributions to defined contribution plans is

increased from 15% of compensation to 25% of compensation.

S Effective 2002, the definition of compensation is modified so that it is larger. The

compensation limit is increased from $170,000 in 2001 to $200,000 in 2002 and

elective deferrals are no longer considered employer contributions.

Contributions on Behalf of Domestic Workers.

S Employers of domestic workers can set up SIMPLE plans. However, since they are

not in business, they cannot deduct the contributions. Also, because the contributions

are not deductible, they are subject to a 10% excise tax. Effective for tax years

beginning after December 31, 2001, the Act eliminates the 10% excise tax that

applies to these non-deductible contributions.

Pension Funding Rules. (May affect NC taxable income)

S Defined benefit plans are subject to minimum funding requirements that are designed

to ensure that pension plans have a sufficient amount of assets for them to pay

benefits. Employers that sponsor plans may deduct amounts contributed to satisfy the

rninimum-funding standard. Plan contributions that exceed the full funding limit are

generally non-deductible and subject to a 10% excise tax. Pursuant to a special rule,

employer-sponsors of defined benefit plans with more than 100 participants are

permitted to deduct a maximum amount that is not less than the plan's unfunded

current liability.

S The full funding limit is defined as the excess of ( 1 ) the lesser of (a) the accrued

liability under the plan or (b) 160% of the plan's current liability, over (2) the value of

the plan's assets. In an effort to strengthen pension security, EGTRRA increases the

applicable percentage of current full-funding liability to 165% in 2002 and 170% in

2003. The current full-funding liability provision is repealed for plan years

beginning in 2004 so that the applicable limit will be the excess, if any, of the

accrued liability under the plan over the value of the plan's assets. Companies that

want to provide a safety net for their funding obligation against business downturns
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will be able to take advantage of the additional funding opportunity in prosperous

times.

J Effective 2002, the 10% excise tax will not apply to employer contributions in excess

of the current liability full funding limit. It will continue to apply to contributions

that exceed the accrued liability full funding limit.

S Effective 2002, the special rule allowing a deduction for amounts contributed of up to

100% of a plan's unfounded current liability has been extended to all defined benefit

pension plans. Expansion of the special deduction rule should give more plan

sponsors incentives to adequately fund their plans.

Tax Changes Affecting Pension Distributions and Rollovers

Recognizing that Americans typically changejobs frequently, the Act contains provisions strengthening the

portability ofretirement plan benefits.

4 In figuring required minimum distributions, the Treasury is directed to revise the life

expectancy tables to reflect current life expectancy.

5 Effective 2002, if a participant receives a hardship withdrawal he or she is barred

from making additional deferral contributions to the plan for six months - was 12

months.

V Effective 2002, plan loans may be made to Subchapter S shareholders, partners in

partnerships, and sole proprietors of unincorporated businesses. The maximum

allowable borrowing amount is the lesser of 50% of the vested account balance or

$50,000. Loans in excess of the dollar limit are treated as taxable distributions. This

plan loan rule erases all of the distinctions between corporate and self-employed

retirement plans. This is one less reason for professionals to form professional

corporations instead of organizing as LLCs.

/ Effective 2002, the Act provides greater latitude for plans that are merged or changed

as a result of company acquisitions or similar transactions. If benefits are transferred

to a defined contribution plan, the plan will not be treated as reducing the participant's

benefits merely because the plan does not provide all of the same forms of

distribution available under the prior plan so long as certain conditions are met.

Effective 2002, the types of eligible tax-free rollover distributions are expanded to

include distributions from qualified plans, 403(b) annuities, and 457 plans to other

such plans and distributions from IRAs to qualified plans, 403(b) annuities, and 457

plans.

•S Effective 2002, rollovers are permitted to be made with after-tax contributions to

qualified plans or IRAs. In order to make a rollover of after-tax contributions, the

plan must be set up to provide separate accounting for such contributions and the

earnings on after-tax contributions. After-tax contributions to an IRA may not be

rolled over to a qualified plan, 403(b) annuity, or a 457 plan.

S Effective 2002, surviving spouses may roll over distributions to qualified plans,

403(b) annuities, or 457 plans in which they participate. Prior to this change, the
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V

surviving spouse was not entitled to make a tax-free rollover to another qualified plan

or a 403(b) annuity; the tax-free rollover had to be made to an IRA.

Effective 2002, a direct rollover will be the default option for involuntary

distributions that exceed $1,000 when the qualified retirement plan provides that

nonforfeitable accrued benefits which do not exceed $5,000 must be distributed

immediately. This change is meant to preserve retirement savings.

Amounts received from a qualified plan or IRA may be rolled over tax free if the

rollover is make within 60 days from the date of distribution. If the rollover is not

made, the distribution is taxable to the recipient. The IRS cannot waive the 60-day
rule. Effective 2002, the Act permits the IRS to waive the 60-day rollover period if

the failure to meet the deadline would be against equity or good conscience to extend

it; i.e. when the failure is out of the taxpayer's control the deadline may be extended.

Tax Changes Affecting Education Incentives

Exclusions. (May affect NC taxable income)

S Educational expenses paid by an employer for its employees are generally deductible.

Employer-paid education assistance can be excluded from the gross income of the
employee ifprovided under an educational assistance plan or if the expenses qualify

as a working condition fringe benefit. The Code provides an exclusion of $5,250 for

employer-provided educational assistance.
18

However, the exclusion did not apply to

graduate level courses beginning after June 30, 1996 and it was set to expire

December 3 1 , 2001 . The Act makes the exclusion permanent and extends it to

graduate level courses.

• The Act liberalizes the rules for qualified tuition programs, effective 2002:

o It expands the definition of "qualified tuition program" to include programs
established by private institutions as well as state institutions.

19

o It excludes distributions from state qualified tuition programs to pay for

higher education costs from gross income; it allows the same exclusion for

distributions from private qualified tuition programs in 2004.
20

o The maximum allowance for room and board has been expanded.

o The term "family member" has been expanded to include first cousins of the

original beneficiary.

o A 10% penalty is imposed on distributions included in gross income.
21

Generally, distributions would only be included in gross income if the funds

Employer-paid educational assistance is excludable, without any dollar limit if the courses are taken to

maintain or improve job skills - a tax-free working condition fringe benefit.

The expansion applies only to prepaid tuition plans; private institutions may still not set up qualified

tuition savings programs.

Formerly, distributions were taxable at the beneficiary's rate.
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were used for a purpose other than qualified higher education costs. Prior to

this change, states were required to impose a penalty and that penalty was

often 15%.

o Prepaid tuition credits or amounts in savings-type programs can be rolled over

to other programs tax-free for the benefit of the same beneficiary."

V The Act expands and modifies education IRAs to make them more attractive

vehicles for accumulating savings for education:

o It increases the annual maximum contribution from S500 to 52,000.

o It allows the accounts to be used for elementary and secondary expenses.

o It increases the MAGI phase-out range for married taxpayers filing jointly to

twice the amounts applicable for single filers - $190,000 to $220,000.

o It provides that a beneficiary is no longer required to waive the tax-free

treatment for distributions from an education IRA in order for the education

credits
23

to be claimed during the same year, so long as the distributions are

not used to pay the same expenses taken into account in figuring the credit.

This allows the credits to be claimed for tuition and the education IRA to be

used to pay for room and board, which are expenses for which the credits may

not be claimed.

o It repeals the 6% excise tax on contributions made by any person to an

education IRA on behalf of a beneficiary during any taxable year in which any

contributions are made by anyone to a QTP on behalf of the same

beneficiary.
2

o It allows contributions for special needs beneficiaries above age 1 8 and allows

accounts to continue for special needs beneficiaries above age 30.

o It extends the time for making contributions until the return due date and it

extends the time for returning excess contributions.

S Awards under the National Health Services Corps and the Armed Forces

Scholarship program are excludable from gross income, effective 2002. As with

other tax-free scholarships, the exclusion does not apply to amounts for room and

board.

21
The penalty does not apply to distributions from private qualified tuition programs for qualified higher

education costs before 2004; in 2004, these distributions will be excluded from gross income.

22
Such rollovers are limited to one transfer within any 12-month period.

23
The HOPE credit is limited to the first two years of higher education and is 100 of expenses plus 50% of

the next $ 1 ,000 for a top credit of $ 1 ,500. The lifetime learning credit is 205 of qualified higher education

costs up to $5,000 ($10,000 starting in 2003) for a top credit of $1,000 ($2,000 starting in 2003).

Taxpayers with MAGI over $100,000 on a joint return do not qualify for either the HOPE or the lifetime

learning credit
24

If distributions from education IRAs and QTP exceed the beneficiary's QHEE for the year, the

beneficiary is required to allocate the expenses between the distributions to determine the amounts

includible in income.
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Deductions. (May affect NC taxable income)

S Effective 2002, the above-the-line student loan deduction is no longer restricted to

payments made in the first 60 months in which interest is required and the deduction

applies to voluntary payments, such as interest-only payments. Lastly, the AGI limits

on claiming the deduction are increased and will be indexed annually for inflation.
25

•S The Act creates a new deduction for qualified higher education expenses. For

payments made in tax years beginning after 2001 and before 2006, the Act permits an

above-the-line deduction for QHEE (tuition and fees). In 2002 and 2003, taxpayers

with MAGI that does not exceed $130,000 for married couples filing jointly are

entitled to a maximum deduction of $3,000. In 2004 and 2005, these same taxpayers

are entitled to a maximum deduction of $4,000 and taxpayer with MAGI in excess of

these limits but that does not exceed $160,000 for married couples filing jointly are

entitled to a maximum deduction of $2,000. Taxpayers may not claim the deduction

and a HOPE or Lifetime Learning Credit in the same year with respect to the same
student. A taxpayer may not claim a deduction for amounts distributed from

education IRAs and may not claim a deduction for the earnings portion of

distributions from QTP.

Tax Changes Affecting the Estate and Gift Taxes

Estate and gift taxes, which have been unified since 1976, will start to operate on different platforms as the

estate tax isphased out starting in 2002. The same tax rates will apply, but different exemption amounts

will apply to eachfor these taxes after 2003 when the estate tax exemption increases to $1.5 million while

the gift tax exemption amount stays at $1 million. The estate tax is scheduled to expire in 2010; however, it

is scheduled to reapply in 2011 unless afuture Congress makes the repeal permanent.

Phase Out of State Death Tax Credit. (Will affect NC tax revenues)

S Decedents' estates are entitled to a federal credit for state death taxes paid. This is

commonly referred to as the "pick-up tax". The amount of the credit is based on the

decedent's "adjusted taxable estate", which is defined as the taxable estate less

$60,000. The credit is allowed only for the portion of the adjusted taxable estate that

exceeds $40,000.

* The state death tax credit available will be reduced by 25% in 2002, 50% in 2003,

75% in 2004, and will be repealed entirely in 2005. Beginning in 2005, the credit for

state death taxes will be replaced by a deduction equal to the amount of any estate,

inheritance, or succession taxes actually paid to a state with respect to property

included in the decedent's gross estate.

S As of July 1, 2001, 37 states and the District of Columbia impose only a "pick-up

tax", which is designed to pick up no more state death tax from a decedent's estate

than would be allowed by the federal credit. The loss of revenue at the state level

from the eventual repeal of the federal estate tax is accelerated by the reduction of the

credit beginning in 2002.

The $2,500 dollar limit on the deduction for student loan interest stays the same. The limit is not

adjusted for inflation.
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Repeal of the Federal Estate Tax (May affect NC tax revenues)

/ The top federal estate tax rate drops from 55% in 2001 to 50% in 2002. It continues

to drop by 1% each year until the tax is repealed in 2010. In 201 1, if the tax is

reinstated, the rate will again be 55%.

S Effective for decedents dying after 200 1 , the 5% surtax on very large estates is

repealed. Therefore, after 2001, very large estates can enjoy the benefit of the

graduated rates since the surtax no longer applies.

• The exemption amount increases from $675,000 in 2001 to $1 million in 2002-03,

$1 .5 million in 2004-05, $2 million in 2006-08, and S3. 5 million in 2009. There is no

need for an exemption amount after 2009 since the tax is repealed in 2010. However,

if the tax is reinstated in 201 1, the exemption amount would be $1 million.

/ The current deduction for family-owned business interests of up to $675,000 is

repealed, effective for the estates of decedents dying after December 31, 2003.

Change in Gift Tax Rules.

• The same graduated tax rates for estates apply to taxable gifts until the estate tax is

repealed. When the estate tax is repealed, gifts in excess of the exemption amounts

will become taxable at the highest individual income tax rate.

S The lifetime exemption amount for gifts remains at SI million.

/ The S 1 0,000 annual exclusion amount ($20,000 for joint gifts) has not changed.

These figures are adjusted for inflation. The exclusion for direct payments of tuition

or medical expenses continues to apply. Gifts to a spouse or charity continue to be

fully gift-tax free.

26
There continues to be an unlimited marital deduction and charitable contribution deduction.
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JOB CREATION AND WORK ASSISTANCE ACT OF 2002

I. INTRODUCTION

After months of political debate, Congress finally passed the "Job Creation and Worker

Assistance Act of 2002" - - its long-awaited economic stimulus legislation. President

Bush signed the bill on March 9, 2002. Although the final bill does not contain earlier

proposals to repeal the corporate alternative minimum tax or to accelerate individual

income tax cuts, it does retain many tax incentives for large and small businesses.

For example, there is a new 30% first year depreciation deduction for qualifying

property purchased and placed into service after September 10, 2001. In addition,

there is a temporary increase in the net operating loss carryback period from 2 to 5

years, effective for net operating losses generated for tax years ending in 2001 and

2002. The tax bill also contains many other changes, including: the extension of a host

of tax credits that would have otherwise expired in 2001; tax incentives for property

located in the "New York Liberty Zone"; new restrictions on the "nonaccrual experience

method of accounting"; an increase in the deduction limit for SEP IRAs; new rules for

the tax treatment of cancellation of debt income by S corporations; a 13-week

extension of unemployment benefits; and technical corrections to previous tax

legislation.

Several of these provisions may impact your 2001 tax return. If you have already filed

your return for 2001, an amended return must be filed to take advantage of these new

tax provisions.

Also, there is a new "deemed-sale election" for capital gain property which can only be

made with your 2001 tax return. This election could possibly save you taxes down the

road. There are many complicated factors to consider in deciding if you should make

this election. This outline includes a segment that will help you evaluate those factors

to determine whether this deemed-sale election is prudent.

Caution . As you read this outline, please pay special attention to the effective dates,

which change from one provision to another. We have highlighted the effective date of

each provision discussed. This portion of the outline is intended to be a summary of

the 2002 Act provisions that the author believes affect the largest number of taxpayers.

Accordingly, the summary does not address every change made by the Act. Also, most

states have not yet adopted the provisions of the Job Creation and Work Assistance Act

of 2002. So the state income tax implications of these changes are uncertain at this

time.
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II. HIGHLIGHTS OF CHANGES IMPACTING PRIMARILY BUSINESSES

1. Additional 30% First Year Depreciation for Qualified Property

Under current rules, your business may generally depreciate its tangible business

property under the so-called modified accelerated cost recovery system ("MACRS").

Under MACRS, the depreciation period for most of your tangible personal property

ranges from 3 to 25 years. Generally, your depreciation method for this property is

either 200% or 150% declining balance, switching to the straight-line method when

it is most tax advantageous to your business.

In order to stimulate the purchases of depreciable tangible property, the new

legislation allows your business an immediate 30% deduction of the cost of

"qualified property." To qualify, the property generally must be purchased

after September 10, 2001 and before September 11, 2004, and must be

placed into service before January 1, 2005. You will be allowed this deduction

for both regular and alternative minimum tax purposes. Tax Tip . If you

have already filed your 2001 return, you may obtain the benefit of this deduction by

filing an amended return. Planning Alert ! To qualify for this deduction, you must

satisfy a long list of requirements summarized below.

a. Qualifying Property . The new 30% deduction generally applies only to

MACRS property that has a statutory depreciation period of 20 years or less.

The following is a partial list of the types of property that could qualify for this

deduction:

• 3-vear property includes (but is not limited to): tractor units for use over

the road; breeding hogs; any race horse over 2 years old when placed in

service; and qualified rent-to-own property.

5-vear property includes (but is not limited to): cars and light general

purpose trucks; taxis and buses; airplanes not used in commercial or contract

carrying of passengers or freight; data handling equipment other than

computers (e.g., typewriters, calculators, adding and accounting machines,

copiers, duplicating equipment, and similar equipment); computer-based

telephone central office switching equipment; computers and peripheral

equipment; breeding cattle; and dairy cattle.

• 7-vear property includes (but is not limited to): office furniture and fixtures

(e.g., desks, files, safes, overhead projectors, cell phones, fax machines);

certain livestock 12 years old or less when placed into service; and fishing

vessels.

• 10-vear property includes (but is not limited to): vessels; barges; tugs;

and single purpose agriculture or horticultural structures.
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• 15-vear property includes (but is not limited to): municipal waste water

treatment plants; assets used in producing cement; qualified retail motor fuel

outlets; car wash buildings and related land improvements; billboards; and
certain land improvements (e.g., sidewalks, drainage facilities, sewers,

fences, landscaping, shrubbery, radio and television towers).

• 20-vear property includes (but is not limited to) certain farm buildings.

• Qualified Water Utility Property , which generally has a 25-year

depreciation period, also qualifies for the immediate 30% deduction.

• Computer Software generally qualifies for the 30% immediate deduction.

Planning Alert! If your business purchases the software as part of its

purchase of all or a substantial part of an entire business, the software will

generally not qualify for the 30% immediate deduction. Instead, the

software must be amortized straight line over a 15-year period.

• Certain Leasehold Improvements may also qualify for the immediate

30% deduction. To qualify, the leasehold improvement must be made to the

interior portion of a commercial building (i.e., nonresidential real property)

pursuant to a lease (or a binding commitment to enter a lease). Your
business will qualify whether it is the lessor, lessee, or the sublessee,

provided the leasehold improvement is placed into service more than 3
years after the building was first placed into service, and that portion of the

building is occupied exclusively by the lessee (or any sublessee). Planning
Alert! The following leasehold improvements will not qualify: improvements

that enlarge the building; any elevator or escalator; any structural

component benefitting a common area; and any cost relating to the internal

structural framework of the building. Furthermore, improvements under a

lease between "related persons" will also fail to qualify. The definition of a

related person is quite technical. Please consult the Tax Act for further

information on this term.

b. The Qualified Property's "Original Use" Must Commence after

September 10. 2001 . You will qualify for the additional 30% depreciation

deduction only if your business is the first taxpayer to actually use the qualified

property in business. If your business purchases "used property" after

September 10, 2001, it will generally not qualify for the 30% deduction.

Moreover, even if you buy "factory reconditioned" or "rebuilt" machinery or

equipment, your business will not qualify for the new deduction. Tax Tip . If

your business incurs capital expenditures to recondition, rebuild, or refurbish

property you acquire (or you already own), the capital expenditures will qualify

for the new 30% deduction. Example . Lefs say that on February 1, 2002,

your business purchased $20,000 of used equipment. You then incur a $5,000
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capitalized expenditure to recondition the equipment. The original $20,000

purchase price would not qualify for the new additional first year depreciation,

but the $5,000 capitalized expenditure would qualify. Planning Alert ! Special

rules apply if your business participates in certain sale-leaseback arrangements

of otherwise qualified property.

> Your Business Must Purchase Qualified Property Within the "Applicable Time

Period." To qualify for the new 30% deduction, your business must

generally acquire the qualified property after September 10, 2001 and before

September 11, 2004. Planning Alert! Even if you acquire the property

after September 10, 2001, it will not qualify if the purchase was pursuant to

a binding written contract in effect before September 11, 2001. Tax Tip. If

your business purchases qualifying property after September 10, 2004,

pursuant to a binding written contract that was entered into after September

10, 2001 and before September 11, 2004, the property will still qualify for

the additional first year depreciation if it is placed in service before

January 1, 2005. There is a special rule for businesses that are

manufacturing, constructing, or producing the qualified property for their

own use. To qualify for the additional 30% first-year depreciation, these

businesses must begin the manufacture, construction, or production after

September 10, 2001 and before September 11, 2004 and the property

must generally be placed in service before January 1, 2005. However,

certain property with a longer construction period must be placed in service

by January 1, 2006.

> You Mav "Elect Out" of the 30% First Year Depreciation . If your business

purchases qualifying property, it has the option to elect out of the additional

30% first year depreciation for any class of property for any taxable year.

Tax Tip . In certain situations, you might decide to elect out of this 30%

deduction if you determine you will get a greater tax benefit by deferring

depreciation deductions to later years using regular MACRS depreciation. For

example, your business might anticipate paying tax at a much higher rate in

later years and decide to defer the depreciation deductions by forgoing the

additional first year depreciation.

2. No Change to the 5179 Expense Deduction Except for New York Liberty Zone

Property

Under current law, your business may generally deduct up to $24,000 in 2001 and

2002 ($25,000 thereafter) of the cost of qualifying depreciable, tangible, personal

property. This is commonly referred to as the §179 deduction. Although the tax

stimulus bill as originally proposed would have significantly increased the §179

deduction for all businesses, this proposal was dropped from the final legislation

except for qualifying New York Liberty Zone property- Consequently, the §179

deduction remains at $24,000 in 2001 and 2002, and will increase to $25,000
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thereafter. Planning Alert! If your company's total equipment purchases for a tax

year exceed $200,000, the amount it can immediately deduct as a §179 deduction
will be reduced, and possibly eliminated. Also, your company's immediate write off

cannot exceed the company's business income, computed without regard to the

§179 deduction. Tax Tip . Since you select the property for which you are taking

the §179 deduction on Form 4562, you will generally save taxes by selecting the
assets with the longest depreciable lives.

The 5179 Deduction is Taken Before the 30% Deduction . For example, assume that

on December 1, 2001, your calendar year business purchases $200,000 of computer
equipment (5-year property), which represents the only §179 property your
company purchased in 2001. Assume further that the computer purchases qualify

for the maximum §179 deduction, the new 30% additional first year depreciation,

and the normal MACRS depreciation. The total deductions in 2001 on the computer
purchases would be $101,440, computed as follows: (i) a §179 deduction of

$24,000, plus (ii) additional 30% first year depreciation of $52,800 on the
remaining basis ([$200,000 - $24,000] x 30%), plus (iii) $24,640 of MACRS
depreciation ([$176,000 - $52,800] x 20% [using mid-year convention and 200%
declining balance]). Tax Tip . Generally, if your business purchases more than 40%
of its equipment in the last 3 months of its tax year, it may only take Vh months of

depreciation (instead of 6 months of depreciation) for the property acquired in the
last 3 months. This is commonly referred to as the "mid-quarter convention." The
IRS has waived the "mid-quarter convention" for any business where the 3

rd
or 4

th

quarter of its tax year includes September 11, 2001. Therefore, businesses

qualifying for this waiver may take 6 months of depreciation for all assets placed in

service during the qualifying year. Planning Alert ! Like any other depreciation, the

30% additional depreciation will be subject to the ordinary income recapture

provisions if the property is sold.

3. Additional First Year Depreciation on Passenger Automobiles

The maximum annual depreciation for passenger automobiles used in a business is

capped at certain dollar amounts. For example, for 2001 and 2002, the maximum
first year depreciation on a passenger automobile is $3,060. Under the new law, for

passenger automobiles purchased after September 10, 2001 and before
September 11, 2004, the first year depreciation cap is increased by $4,600 if the

additional 30% depreciation is taken for the auto. Consequently, the maximum first

year depreciation on a qualifying passenger automobile placed in service after

September 10, 2001 will be $7,660 ($3,060 plus $4,600). Tax Tip . Trucks and
vans are exempt from these depreciation limitations if the vehicle's "gross vehicle

weight" exceeds 6,000 pounds (e.g., Expedition, Range Rover, Tahoe, Durango,
Suburban). These vehicles may qualify for the full §179 deduction, the new 30%
first year depreciation deduction, and the regular MACRS depreciation deduction.

4. Net Operating Loss Carryback Period Temporarily Increased from 2 Years to 5 Years
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Businesses can generally carry back net operating losses ("NOLs") 2 years, and

carry them forward 20 years to offset taxable income in the carryback and

carryforward years. The NOL deduction cannot offset more than 90% of a business'

alternative minimum taxable income. For NOLs arising in taxable years ending

in 2001 and 2002, the new law temporarily extends the general NOL carryback

period from 2 years to 5 years. The new law also allows a NOL deduction

attributable to loss carrybacks arising in taxable years ending in 2001 and

2002 to offset 100% (instead of 90%) of a business' AMTL In addition, any prior

year NOL that is being carried forward into taxable years ending in 2001 and 2002

will likewise offset 100% (instead of 90%) of AMTL Planning Alert ! You can

elect to forgo the 5-year carryback period by making a qualifying election by the due

date of your tax return (including extensions) for the year of the loss. This election

is irrevocable and, if made, will not qualify for any of the relief provisions under the

new law. Caution ! Electing to waive the 5-year carryback rule can make sense if it

allows you to carry the NOL to a year you were (or will be) in a higher tax bracket.

However, detailed computations generally should be made before you elect this

waiver.

5. New Law Reverses Supreme Court Decision on S Corporation's Discharge of

Indebtedness

If you own stock in an S corporation, you are required to pay taxes on any taxable

income generated by the S corporation, and you are also allowed to deduct the S

corporation losses on your individual tax return. However, you cannot deduct S

corporation losses in excess of your tax basis in your S corporation stock, plus any

money you have personally loaned to the corporation.

Generally, an S corporation will have taxable income if it owes money to a creditor

but the debt is forgiven (e.g., in bankruptcy). However, this so-called "discharge of

indebtedness" income is generally exempt from tax if the S corporation is in

bankruptcy or is insolvent when the discharge occurs.

In an unexpected taxpayer victory, the Supreme Court held in 2001 that an S

corporation's tax exempt discharge of indebtedness income increased the

stockholders' bases in their stock. In the case before the court, the increased basis

permitted the stockholders to take losses that would otherwise be unavailable.

Unfortunately, the new law reverses this result.

Effective for discharges of indebtedness after October 11, 2001, the new

law provides that an S corporation's tax exempt discharge of indebtedness income

will not increase the basis of any shareholder's stock in the corporation. Planning

Alert! This new provision does not apply to any discharge of indebtedness before

October 12, 2001, or a discharge before March 1, 2002, which is under a

plan of reorganization filed with a bankruptcy court before October 12,
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2001. Tax Tip . If you own stock in an S corporation that incurred a discharge of

indebtedness before October 12, 2001, you may be entitled to a loss deduction for

the 2001 tax year (or for a previous "open" year).

6. New Law Limits the Use of Non-Accrual Experience Method of Accounting

If your business is an accrual method taxpayer, it must generally accrue income for

tax purposes in the tax year all events have occurred establishing the right to the

income (this is commonly referred to as the "all events" test). Generally, once the

"all events" test is satisfied, income must be accrued even though the chances of

collecting the income are in doubt. Under current rules, if your business primarily

performs services, it is not required to accrue income (even if the "all events" test is

satisfied), if it anticipates the income will not be collected in the future. This is

known as the "non-accrual experience method" of accounting. Furthermore, this

special rule for service providers is available only if your business does not charge

interest or impose a penalty for failure to timely pay the amount charged.

Effective for taxable years ending after March 9, 2002, this non-accrual

experience method of accounting will be available only if your business is a

"qualified small business" or it operates in the service fields of health, law,

engineering, architecture, accounting, actuarial science, performing arts, or

consulting. If your business does not provide the previously-listed services, it will

still qualify if it is a "qualified small business" (i.e., any business with "average

annual gross receipts" of $5,000,000 or less). Tax Tip . If this change impacts your

business, you will generally be given approval by the IRS for an automatic

accounting method change.

7. Technical Correction Increases Contributions to SEP

Last year Congress generally increased allowable contributions to defined

contribution retirement plans from 15% of compensation to 25% of compensation.

However, Congress inadvertently failed to change the law so that participants of a

simplified employee pension ("SEP") would get the full benefit of the new 25% limit.

The new law corrects this inadvertent mistake and, starting in 2002, you will be

able to contribute and deduct up to 25% of compensation to your SEP (not to

exceed $40,000). Tax Tip . This is indeed good news for many small businesses.

Unlike most retirement plans, your business can establish a new SEP for its

employees after the close of the tax year. However, the plan must be established by

the due date of the business' tax return.

8. Technical Correction to New Retirement Plan Credit

Last year, Congress created a new tax credit for qualifying small businesses that set

up a new qualified retirement plan after December 31, 2001 (provided that the

business did not have a qualified plan within the prior three years). The new credit
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is generally available to businesses who employ no more than 100 employees and

establish a retirement plan that covers at least one non-highly compensated

employee. The credit equals 50% of the plan's first $1,000 of administrative costs

for each of the first 3 years.

The new law now clarifies that this credit is available for qualifying retirement

expenses for plans first effective after December 31, 2001, even if the plan was
adopted on or before that date. Tax Tip . For determination letter requests

made after 2001, last year's legislation also eliminated the IRS user fee (which can

range from $125 to $1,250) for obtaining a determination letter for a retirement

plan of a "qualified small business." Planning. These new credits reduce the after-

tax costs of individually designed plans.

III. HIGHLIGHTS OF NEW TARGETED TAX BENEFITS FOR NEW YORK CITY

1. Background .

The tax bill contains several tax benefits for businesses located in the "New York

Liberty Zone." The New York Liberty Zone is located in Southern Manhattan. More

specifically, it includes the area located on or south of Canal Street, East Broadway

(east of its intersection with Canal Street), or Grand Street (east of its intersection

with East Broadway) in the Borough of Manhattan, New York, New York. The new
tax benefits for the New York Liberty Zone are much too lengthy to cover in detail in

this summary. The following highlights the more important provisions:

a. Expanded Work Opportunity Tax Credit. A tax credit of up to $2,400 per

employee is allowed for Liberty Zone employers with an average of 200 or fewer

employees who are: (1) individuals performing substantially all their services in

the Liberty Zone, or (2) individuals substantially performing all their services in

New York City for a business relocated from the Liberty Zone to some place else

within New York City due to the terrorist attacks. This expanded credit is

effective for wages paid or incurred to qualified individuals for work after

December 31, 2001 and before January 1, 2004.

b. Expanded 30% Additional First Year Depreciation . In addition to the

assets normally qualifying for the 30% additional first year depreciation

deduction, the new law expands the 30% depreciation deduction to qualifying

"nonresidential real property" and "residential rental property," to the extent the

property rehabilitates real property damaged, or replaces real property destroyed

or condemned as a result of the terrorist attacks of September 11, 2001.

Furthermore, the sunset dates for the 30% additional first year depreciation are

generally extended for property used in the New York Liberty Zone.

c. Increased 5179 Deduction . The new law generally allows an additional §179

deduction of up to $35,000 for qualifying property placed in service in the New
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York Liberty Zone after September 10, 2001 and before January 1, 2007.
For example, for 2001 and 2002, a business with at least $35,000 of qualifying

New York Liberty Zone property would have a maximum §179 deduction of

$59,000, rather than $24,000. Planning Alert! The §179 deduction is subject

to phase-out rules.

d. Expanded Rules for Tax-Free Involuntary Conversions . If you receive

insurance proceeds or other compensation for property lost by fire, theft, or

condemnation, ordinarily you must report as income any excess of the

compensation received over the adjusted basis of the property lost. But you can

elect not to report this gain to the extent that you reinvest the amount received

in similar property. Generally, you have 2 years to replace the converted

property. The new law extends the replacement period to 5 years for a taxpayer

to replace property that was involuntarily converted within the New York Liberty

Zone as a result of the terrorist attacks that occurred on September 11, 2001.

However, the 5-year period is available only if substantially all of the use of the

replacement property is in New York City.

e. Shorter Depreciable Lives for Qualified Leasehold Improvements .

Generally, leasehold improvements to commercial real property are depreciated

using the straight-line method over 39 years. Effective for property
placed in service after September 10, 2001 and before January 1,

2007, leasehold improvements to "qualified New York Liberty Zone leasehold

improvement property" may be depreciated using the straight-line method over

5 years. Qualified New York Liberty Zone leasehold improvement property is

generally qualifying leasehold improvements to commercial real property located

in the New York Liberty Zone.

IV. HIGHLIGHTS OF CHANGES IMPACTING PRIMARILY INDIVIDUALS

1. Changes to Adoption Tax Credit

Last year, Congress enacted legislation that increased the adoption tax credit from

$5,000 per child to $10,000 per child, effective after 2001. Under that legislation, it

appeared that if you finalized the adoption in 2002, you could get the new $10,000

credit even for qualified adoption expenses that were paid in 2001.

The new legislation changes this result. The new law says that any qualifying

adoption expenses paid or incurred during taxable years beginning before

January 1, 2002, will be subject to the $5,000 cap ($6,000 for special needs

children), even if the credit is allowed in a tax year beginning after December 31,

2001.

2. Expansion of Tax-Free Foster Care Payments
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If you are receiving payments for providing foster care, and you meet certain

requirements, you are entitled to exclude the payments from your taxable income.

Effective for taxable years beginning after 2001, the new legislation expands

the definition of qualified foster care payments to include payments by a placement

agency that is licensed or certified by a state or local government, or by an entity

designated by a state or local government to make payments to providers of foster

care. Thus, payments made by for-profit agencies contracting with State and local

governments to provide foster home placements will now be excludable from gross

income by foster care providers. Also, the new law allows foster care providers to

exclude payments made by tax-exempt and for-profit placement agencies with

respect to foster care individuals who are over age 18 at the time of placement.

3. New "Above-the-Line" Deduction for Teachers Who Provide Classroom Materials

If you or your spouse teach kindergarten through 12
th

grade, you are going to like

this new provision. For 2002 and 2003, if you are an "eligible educator" you will

be able to fully deduct as an "above-the-line" deduction up to $250 of your qualified

teaching expenses. Your qualified expenses include books, supplies (other than

non-athletic supplies for courses in health or physical education), computer

equipment (including software and services), other equipment, and supplementary

materials. Planning Alert! To be an "eligible educator
7
' you must be a

kindergarten through grade 12 teacher, instructor, counselor, principal, or aide

working at least 900 hours during the school year.

4. Technical Corrections to Catch-up Contributions to Retirement Plans

A law change in 2001 increased the amount you may contribute to IRAs, 401(k)

plans, and other retirement plans if you are age 50 by year end. The new law

makes it clear that if your 50* birthday occurs during a year, you will be eligible for

this additional contribution as of the beginning of that tax year, rather than on your

50
th

birthday. This increased contribution is effective for 2002.

5. New Law Extends Application of Personal Tax Credits to AMT

Under current law, the following non-refundable personal tax credits would not have

been available to reduce the alternative minimum tax after 2001: dependent care

credit; credit for the elderly and disabled; credit for interest on certain home

mortgages; HOPE and Lifetime Learning credits; and D.C. home buyer's credit. The

new law will allow these credits to offset the alternative minimum tax

liability through 2003. Tax Tip . The adoption credit, child credit, and other

credits were already available to offset the alternative minimum tax.

V. EXTENSION OF EXPIRING PROVISIONS

The new law extends credits and other tax provisions that would have otherwise
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expired or started phasing out by the end of 2001. The following are some of the

items extended:

• the 10% credit (maximum $4,000) for electric vehicles will not be reduced until

2004 (rather than 2002)
• the credit for the production of electricity from wind, closed loop biomass, and

poultry litter is extended for two additional years (2002 and 2003)
• the work opportunity tax credit is extended for two years (2002 and 2003)
• the welfare-to-work credit is extended for two years (2002 and 2003)
• the deduction for clean-fuel vehicles and for clean-fuel vehicle refueling property

will not be reduced until 2004 (rather than 2002)
• the 100% net-income limitation on percentage depletion for independent

producers and royalty owners will not be effective until 2004 (rather than 2002)
• those who did not establish a Medical Savings Account by the end of 2001 may

establish a MSA in 2002 or 2003 (rather than by the end of 2002)

VI. NEW DEEMED SALE ELECTION FOR CAPITAL GAIN PROPERTY

1. Background.

2001 is the first year you may be entitled to a new capital gains tax rate. For

property sold after Dec. 31, 2000, capital gains that would otherwise be taxed

at a 10% capital gain rate (because an individual is in the 15% ordinary income tax

bracket) will be taxed at 8% if the property is owned for more than 5 years. The

8% rate applies to property held for more than 5 years even if the holding period

begins before 2001. For property acquired and sold after Dec. 31, 2000, the 20%
capital gain rate is reduced to 18% if the property is owned for more than 5 years.

To qualify for the 18% rate, the 5-year holding period must begin after 2000.

Planning Alert! Because the 5-year holding period must begin after 2000, the 18%
rate won't be available for gains realized before 2006.

2. Deemed-Sale Election. Since the holding period must begin after 2000 to qualify for

the 18% rate, assets acquired before January 1, 2001 will not qualify regardless of

how long the taxpayer holds them. However, you are permitted to make an election

to treat such property as having been sold and repurchased at the beginning of

2001. If the election is made, the asset is deemed acquired after 2000. Under the

deemed-sale-and-repurchase election, a taxpayer that is not a regular C corporation

may elect to treat any readily tradable stock (which is a capital asset) held on

January 1, 2001 as having been sold and reacquired on January 2, 2001 for its

closing market price on January 2, 2001. The taxpayer may also elect to treat any

other capital asset or property used in a trade or business and held by the taxpayer

on January 1, 2001 as having been sold and reacquired on January 1, 2001 for its

fair market value on that date. Any gain on the "deemed" sale is recognized, but

any loss is permanently disallowed. Planning Alert! You cannot make the deemed-

sale-election for an asset you dispose of within one year after the effective date of
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the election (January 1, 2001 or January 2, 2001).

Caution! The benefits of this election cannot be realized until after 2005 and then

the maximum benefit is a 2-percentage point reduction in the capital gains rate from

20% to 18%. Therefore, it may be difficult for you to decide if you should make the

election. The election must be made with your 2001 return. Obviously, in most

cases, an informed decision cannot be made without detailed calculations.

3. who is Eligible to Make the Deemed-Sale Election? The election may be made by

individual taxpayers or by pass-through entities. The term "pass-through entities"

includes S corporations, partnerships, estates, trusts, mutual funds (or other

regulated investment companies), real estate investment trusts, and common trust

funds. For grantor trusts, the grantor of the trust must make the election. The

election can, apparently, be made on an asset-by-asset basis. So, you can

make the election for some assets and not for others.

4. Effect of Election. The deemed reacquisition resulting from the election starts a new,

post-2000 holding period for the property. The new holding period begins on the

date of the deemed sale. As a result, any gain on the actual sale of the property

after 2005 will qualify for the reduced 18% maximum capital gains rate (if all other

requirements for application of the 18% rate are met). Tax Tip ! You may also start

a new holding period by actually selling the property and then reacquiring it.

However, making the election avoids the transaction costs that would be incurred if

you actually sold and repurchased assets in order to qualify them for the 18%

maximum capital gains rate.

Any gain resulting from the election is treated as received or accrued on the date

the asset is deemed to have been sold. The gain is recognized notwithstanding

any other Code provision. However, any loss from the deemed-sale election

is not recognized even though the basis for the asset is reduced to the fair market

value on the date of the deemed sale. Tax Tip . It appears that you may use net

operating losses or capital losses to offset gain from the deemed-sale election.

Planning Alert! The 2002 tax legislation clarified that if the deemed-sale election

is made for your principal residence, the $250,000 or $500,000 exclusion may not

be used to eliminate the gain. The 2002 legislation also clarified that the deemed-

sale election for a passive activity will not be treated as a complete disposition of

the passive activity releasing all suspended losses associated with the activity.

However, any gain from the passive activity resulting from the election should be

treated as a passive gain.

5. Selected Situations Where Election Mav Be Advisable

• Property With Little Gain or Loss . You might want to make the election with

respect to property that, as of January 1, 2001 or January 2, 2001, hasn't

appreciated substantially or that has a small loss (so that no gain or only a small
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amount of gain will be recognized) but which you expect to hold until after 2005
and anticipate substantial appreciation. You should use caution, however, in

making the election for property with a significant loss, since the loss is not
allowed in 2001 or any other year if the election is made.

Property That Will Appreciate Substantially and Will be Sold After
2005 . You should consider making the deemed-sale election for stock and other

qualifying assets that you expect to appreciate substantially in the future and
that you expect to sell after 2005. However, the deemed-sale election only

reduces the capital gain rate by two percentage points (from 20% to 18%). So,
for the election to be advantageous, the present value of the 2% rate savings

after 2005 must be compared with the additional tax due with the 2001 return

because of the election. Planning Alert! The problem with this calculation is

predicting what the actual gain on the sale will be and whether or not the
present capital gain rate structure will be in effect when the asset is sold.

Net Operating Loss Carryovers . Making the election might also be a good
move if you have net operating loss carryovers to 2001 (that will otherwise
expire) to offset any gain resulting from the election.

Capital Loss Carryovers. If you have capital loss carryovers, you may wish to

make the deemed-sale election if there are capital losses sufficient to eliminate

the gain triggered by the election. This could be beneficial where you hold

depreciable real estate that has appreciated in value. Making the election for the

depreciable real estate could result in additional depreciation at no current tax

cost. Also, if you have both capital loss carryovers and passive activity loss

carryovers, capital losses and passive activity losses may both be allowed in

2001 to the extent of any gain resulting from making the deemed-sale election

for a qualifying passive activity asset.

Nonrefundable Credits . It could be beneficial to make the election for

qualifying appreciated assets where there are unused nonrefundable credits for

2001. In this situation, the tax created by the deemed-sale would be offset by
credits that will otherwise be lost.

Spreading 2002 Gain over 2 Years . Making the election may enable you to

spread the gain on property with respect to which the election is made over 2

tax years (even if you don't get the lower 18% rate because you do not wait 5

years to sell). For example, assume you own stock that was worth $10,000 more
than your cost on January 2, 2001 and you have an actual gain on the sale of

the stock on October 1, 2002 of $25,000. If you do not make the deemed-sale
election, the entire $25,000 gain will be reported in your 2002 return. However,
if the deemed-sale election is made for 2001 (IRS says the election can be made
as late as October 15* 2002 for individuals), then $10,000 of the gain is

included in your 2001 return and $15,000 is included in your 2002 return.
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Whether or not moving gain from 2002 into 2001 will save you money can only

be determined by performing calculations to determine the tax savings, if any.

Also, if $10,000 of the gain is included in the 2001 return and additional income

tax is generated, you will have paid tax a year early on the $10,000.

6. Where Election Mav Not Be Advisable

• Savings Do Not Exceed Additional 2001 Tax and Lost Earnings on Additional Tax .

In general, you should not make the election if the election creates substantial

additional tax for 2001 and the tax savings upon the sale of the asset does not

justify this early payment of tax. Planning Alert ! The practical problem here is

predicting with reasonable accuracy the amount of future appreciation, when the

property will be sold, and what the capital gains rate will be in the year of sale.

Also, the deemed-sale election could backfire if you pay a 20% capital gains tax

for 2001 on the gain triggered by the election and your capital gain rate for the

year of the sale is 8% or there is no capital gain tax in the year of sale because

you have capital losses to offset the gains. Under these facts, the election will

actually cost you money.

7. The Election Is Irrevocable. The election, once made with respect to an asset, is

irrevocable. Consequently, you should not make the election without careful

consideration of all the tax ramifications. Also, you should use caution in making

the election for property other than marketable stock since the IRS may challenge

the value used for computing the gain resulting from the election. If the IRS

increases the value significantly upon audit, you could be faced with a tax liability

larger than you expected with no way to revoke the election.

8. Making the Election. The election is made on an asset-by-asset basis by reporting

the deemed sale(s) on the timely filed return (including extensions) for the tax year

that includes the date of the deemed sale (calendar year taxpayers make the

election on their 2001 tax returns). If the deemed sale results in a loss, IRS says

we should enter zero on the return instead of the amount of the loss (because the

deemed sale can't result in a loss). We must attach a statement to your return

stating that you are making the deemed-sale election and we must list the assets

for which you are making the election. The IRS says we can also make the election

by filing an amended return within 6 months of the due date of the return

(excluding extensions). In other words, calendar-year individuals may make the

deemed-sale election as late as October 15, 2002.
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NORTH CAROLINA AND EGTRRA CONFORMITY: A SUMMARY

Conforming states

Of the eighteen states not conforming to EGTRRA as of January 2002, eleven states have enacted

conformity legislation this year.

EGTRRA Non-Conforming States as ofMay 2002 :

Alabama (administrative guidelines issued), Arizona, Arkansas (administrative guidelines

issued), Hawaii (bill with governor), Massachusetts, New Jersey, North Carolina (administrative

guidelines issued), Pennsylvania, Wisconsin (bill in conference committee)

States Enacting EGTRRA Conformity in 2002 (budget deficit information in parenthesis) :

California* - (S23.6 billion est.) Kentucky (shortfall to be reported 6-30-02)

Georgia Maine (SI 80 million est.)

Idaho°(S36.7 million est.) Minnesota ($200 - $400 million est.)

Indiana ($ 1 billion est.) South Carolina ($320 million)

Iowa ($212.5 million est.) West Virginia ($100 million est.)

* California enacted partial conformity

EGGTRA Nonconformity Issues:

Rollovers, Aggregation Rules / Contribution Limits, Compensation Limits and Elective Deferral

Limits / Tax Deferred Annuity Calculations, Hardship Distributions, Distribution Rules

NC Department of Revenue Guidelines

• Creates additional cost of monitoring for enforcement of state laws vs. federal law

• Does not resolve participant and institution uncertainty surrounding EGTRRA non-

conformity

• Does not discuss changes with regard to rollovers and new calculations as a result of

EGTRRA,
• Still subjects employees to the old federal Maximum Exclusion Allowance

• Does not provide for catch-up contributions

Potential problems for the state

• Cost of noncompliance vs. compliance.

• State as an employer will also have to create dual accounting mechanisms and separate

enforcement procedures.

• Does not eliminate the need for NC to amend tax forms and publications.

• Residents of North Carolina will not be able to take advantage of higher savings limits

and catch-up contribution provisions. Retirement savings will be discouraged.

Benefits of enacting a bill:

• Adrninistrative remedies cannot go as far as a legislative change.

• Enacting EGTRRA's rollover provisions will have no cost to the state.

• EGTRRA's provision allowing employees to use 403(b) money to purchase service credit

in various state retirement plans could translate into more money for the state to manage.

• Enacting pension conformity will allow North Carolina to ease into the cost of total

EGTRRA conformity.

• Will relieve employers - including the state - of administrative uncertainty.



STATEMENT OF BRIAN USISCHON, TIAA-CREF

Revenue Laws Study Committee, May 28, 2002

My name is Brian Usischon. I am a Consulting Officer with TIAA-CREF and I provide

pension plan consulting to colleges, universities and other non-profit organizations in the

analysis, development, design and installation of employee benefit plans. I have been a

resident of North Carolina for ten years, having worked as the Director of Benefits for

Wake Forest University School of Medicine in Winston-Salem from 1992 through 2000.

In addition, I have served on the board of trustees of the Work Family Resource Center in

Winston-Salem, a non-profit Child Care Resource and Referral Program that has

administered grant funds for the Smart Start Program.

I am here to provide you with some brief comments from the input I have received from

employers around the state, including the University ofNorth Carolina, Wake Forest

University and Duke University.

The Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) includes a

substantial array of reforms related to retirement savings—66 provisions in all. The

benefits of these reforms to academic faculty and staff will improve over the 10-year life

of the law, as contributions and other ceilings increase. Taken together, all these changes

will increase the amount that can be saved for retirement and greatly simplify the

calculations for determining employer and employee plan contributions. In addition, the

record-keeping required to correctly administer pension and tax deferred annuity plans

has been considerably reduced by EGTRRA, except in states that have not passed

conforming legislation.

Human Resource professionals who have become familiar with the provisions of

EGTRRA are anxious to see the state pass conforming legislation so that they can make

changes to comply with the new law and introduce innovations to their retirement

programs that will capture the full benefits of the new law.



Here are some examples of the EGTRRA issues that employers in North Carolina are

faced with:

Rollovers

EGTRRA created new opportunities for employees to roll over money between different

types of retirement plans, particularly with regard to supplemental retirement plans.

Under EGTRRA, such rollovers would not be subject to tax on the federal level,

however, in nonconforming states such rollovers to other retirement vehicles would

subject a taxpayer to state personal income tax. Enacting EGTRRA's rollover provisions

will have no cost to the state because such transfers were not allowed previously and they

were not a source of revenue for the state. EGTRRA also allows employees to purchase

service credit in state retirement plans using 403(b) money. Adopting EGTRRA's
rollover provisions could increase the amount of 403(b) money available for such state

service credit purchases and could result in more money coming to the state.

Example: An employee decides to rollover his account balance of S200,000 in a 403(b)

plan to a governmental 457(b) plan. Before EGTRRA this could not be done and if the

state does not conform its laws to EGTRRA, the rollover will be treated as a taxable

distribution under state law and plans receiving such rollovers may become disqualified

under state law. This topic was not covered in the release issued by the Department of

Revenue.

Aggregation Rules

EGTRRA repeals the complex contribution aggregation requirements of 403(b), 401(k)

and 457(b) plans, thus encouraging employees to save for retirement. Employers are

concerned that with the state not conforming to EGTRRA, employers and providers will

be faced with a larger burden to track and report non-excludable contributions for state

tax.

Contribution Limits

Employees are limited as to how much they may contribute annually to a defined

contribution plan by IRC Section 415. Under EGTRRA, the limit is the lesser of $40,000

or 1 00% of compensation, and will be increased periodically in $ 1 000 increments based

on the cost of living. Under the old Section 415, the total limit was the lesser of $35,000

or 25% of compensation. It is unclear which limit will apply for North Carolina

employees.

Additionally, before EGTRRA, contributions to 403(b) plans were subject to the

Maximum Exclusion Allowance (MEA) Calculation (a complex calculation that includes

multiple variables of data including salary, years of service, any breaks in service, and

prior employer & employee contributions), which ensured that when the total amount of

contributions that could be excluded from taxable income had been made, the overage of

retirement contributions in a given year was subject to taxation as income. The MEA
calculation was repealed under EGTRRA but would still be required for state purposes.



Elective Deferral Limits

It is difficult to maintain two separate systems for elective deferrals to Tax Deferred

Annuity (TDA) Plans. Under EGTRRA's revision of IRC Section 402(g), employees
may make an annual elective deferral to a 401(k) or 403 (b) plan ofup to $1 1,000 (rising

to $15,000 by 2006). Under the old version of section 402(g), employee elective deferrals

were limited to $10,500 and were subject to the MEA calculation (see above). The MEA
calculation would apply to elective deferrals to 403(b) plans.

Example: An employee makes an elective deferral of $1 1,000 in 2002 to her 403(b) plan,

which is allowable on the federal level under post-EGTRRA rules. Since the state does
not conform to EGTRRA and imposes either the MEA limit or the previous IRC 402(g)
limit of $10,500. Five hundred dollars (or more if using the MEA calculation) of the

contribution is not excluded from salary for state tax purposes.

Employers are concerned that if an employee achieves the higher EGTRRA limit, how
are earnings on contributions, not excluded from salary for state tax purposes treated?

Where will the burden fall with respect to record-keeping these amounts: to employers,

providers or to employees?

Employers are concerned that contribution amounts not excluded from salary for state tax

purposes will be even greater for employees who attempt to reach the limits allowed by
the new catch-up provision of EGTRRA.

Compensation Limits

The IRC 401(a)(17) limit on compensation that can be taken into account under a plan

increased under EGTRRA from $170,000 to $200,000. Employers are concerned as to

how contributions will be treated if they use the higher limits for calculating employer
contributions.

EGTRRA Technical corrections were included in the Job Creation Act of 2002. Under
this Act, the definition of compensation for a 457(b) plan was changed to be the same
definition as is used for qualified plans and 403(b) plans. Prior to this Act, the 457(b)

definition of compensation excluded items such as elective deferrals to 403(b) plans,

401 (k) plans, SEPs, Simple IRAs and 457 plans, cafeteria plans (IRC Section 125) and
transportation benefits (IRS Section 132).

Hardship Distributions

Employers are concerned about the new hardship distributions rules approved under

EGTRRA. Prior to EGTRRA, if an employee requested a hardship withdrawal, elective

deferrals were suspended for a twelve-month period and the amount of the distribution

reduced the elective deferral limit in the year contributions resumed. EGTRRA allows

elective deferral contributions to resume after six months and the amount of the hardship

withdrawal does not reduce the limit on elective deferrals.



Distribution Rules

Providers like TIAA-CREF must report distributions from a governmental 457(b) plan on

IRS Form 1099-R under EGTRRA, rather than as wages on W-2 as under prior federal

law. Such distributions to participants in non-conforming states would, it appears, have

to be reported on a Form W-2, in which case the amount of wages reported for federal

and state tax purposes on the individual's W-2 will not match and will have to be tracked

and reported correctly. Employers are concerned that this could have an impact on an

employee's decision to participate in a 457(b) plan.

Beyond the short-term benefits ofEGTRRA lies an important and attractive opportunity

for saving for retirement over the next ten years. Over the next few years, as recruitment,

retention, and retirement patterns and needs continue to change at colleges and

universities, employers will need to evaluate the programs they are offering and the

potential benefits available under such programs to their employees. Passing EGTRRA

conforming legislation will give North Carolina employers the opportunity to keep their

benefit programs competitive and at the same time reduce significantly the record-

keeping burdens that would be required to administer these programs.
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APPENDIX I

Fiscal Summary of Internal

Revenue Code Update
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APPENDIX J

Department of Revenue's
Administration of Federal Acts





Administration of EGTRRA's Pension and Retirement Provisions

North Carolina Department of Revenue

The federal Economic Growth and Tax Relief Reconciliation Act of 2001

(EGTRRA), signed by President Bush on June 7, 2001, made numerous
changes to the pension and retirement provisions of the Internal Revenue Code.

Some of these changes affect contribution amounts to various retirement plans

and portability options for these plans. The changes begin to take effect for

federal law in 2002.

EGTRRA changed federal law on these matters, but it did not change North

Carolina law. North Carolina's individual income tax law is tied to the Internal

Revenue Code as it exists on a certain date. That date is set in G.S. 105-

228.90(b)(1 b), and the date is currently January 1 , 2001 . Chapter 427 (House

Bill 232) of the 2001 Session Laws sets the date at January 1 , 2001 . This date

does not include the changes made by EGTRRA.

North Carolina's individual income tax law was revised in 1989 to use federal

taxable income, as defined in the Internal Revenue Code as of the date set in

G.S. 105-228.90, as the starting point for calculating State taxable income.

Since 1989, the North Carolina General Assembly has reviewed the changes

made to the Internal Revenue Code each year by federal legislation and has

always changed the date set in G.S. 105-228.90 to a date that includes the

federal changes.

North Carolina uses a fixed date as the reference date to the Internal Revenue
Code for two reasons. One is a policy reason and one is a legal constraint. The
policy reason for specifying a particular date is that, due to the many changes

made to federal tax law from year to year, the State may not want to adopt all

federal changes automatically, particularly when the changes result in large State

revenue increases or decreases. More importantly, however, the North Carolina

Constitution imposes a legal constraint. Section 2(1 ) of Article V of the North

Carolina Constitution prohibits a delegation of the taxing power. The Attorney

General's Office has advised that an automatic adoption of future federal tax

changes would be invalidated as an unconstitutional delegation of legislative

power.

As a result of the need for the General Assembly to review federal tax changes

before adopting them for North Carolina purposes, the reference date of the

Internal Revenue Code in G.S. 105-228.90 is almost always out of alignment with

the most recent federal changes. This poses administrative problems of varying

degrees for taxpayers as well as for the Department of Revenue. For example,

tax returns for a tax year are sometimes due before the General Assembly has

had a chance to review federal changes that affect the returns filed. The
Department has always handled the federal and State income tax alignment

problem by allowing taxpayers to file returns as if the State's reference date to

the Internal Revenue Code included the most recent federal changes.

Tax Administration Page 1 EGTRRA Pension Changes



The dilemma posed by the lack of alignment in the EGTRRA retirement and

pension provisions is substantial. If North Carolina law is not aligned with the

federal on these matters, plan participants can make contributions under federal

law that will have different consequences for federal tax purposes than for State

tax purposes. For taxpayers to report the proper amount of State tax, the North

Carolina individual income tax return would need to be revised to reflect these

differences. Various add-backs would be needed to account for the differences

on the "front end" when contributions are made and various deductions would be

needed to account for the differences on the "back end" when contributions are

withdrawn. Plan administrators would need to track the differences and tax

practitioners would need to explain the differences to taxpayers who are likely to

be totally confused.

The Department will recommend to the 2002 General Assembly that the State

conform to these changes for both practical and policy reasons. The Department

is quite mindful, however, of the problems created by a loss of revenue and

recognizes that other changes may need to be made in the tax laws to avoid a

revenue loss.

If the General Assembly chooses not to conform, the Department will modify its

tax forms accordingly and will waive certain penalties. It will waive all penalties

that might otherwise apply to plan administrators for failure to withhold tax on

contributions that are exempt from federal tax but are subject to State tax. It will

also waive estimated tax penalties that might otherwise apply to individuals who
have more taxable income under State law than under federal because their

contributions are subject to State tax. These waivers will apply for the 2002 tax

year.

Tax Administration Page 2 EGTRRA Pension Changes



Administration of EGTRRA's Estate Tax Provisions

North Carolina Department of Revenue

The federal Economic Growth and Tax Relief Reconciliation Act of 2001

(EGTRRA), signed by President Bush on June 7, 2001, made significant

changes to the estate tax provisions of the Internal Revenue Code. The changes

increase the amount excluded from federal estate tax and phase out the state

death tax credit. The changes begin to take effect for decedents dying on or

after January 1 , 2002.

EGTRRA changed federal law on these matters, but it did not change North

Carolina law. North Carolina's estate tax law is tied to the Internal Revenue
Code as it exists on a certain date. That date is set in G.S. 105-32.1(1) and G.S.

105-228.90(b)(1b), and the date is currently January 1 , 2001 . Chapter 427

(House Bill 232) of the 2001 Session Laws sets the date at January 1 , 2001

.

This date does not include the changes made by EGTRRA.

Until the General Assembly changes the law, the amount of estate tax imposed

under North Carolina law will continue to be the maximum credit for state death

taxes allowed under section 201 1 of the Code as of January 1 , 2001 . Similarly,

the amount excluded from tax will continue to be the amount set in the Code as

of January 1, 2001.

This lack of conformity poses practical problems for taxpayers as well as for the

Department of Revenue. For example, a decedent who dies in 2002 with a gross

estate of $800,000 is not required to file a federal estate tax return. The estate,

however, exceeds the filing threshold of $700,000 applicable under the Code as

of January 1 , 2001 , and a State estate tax return must be filed. The tax due is

the amount that equals the federal state death tax credit calculated under the

Code as of January 1 , 2001 . To file the North Carolina return, the taxpayer must

complete a federal estate tax return under the law as of January 1 , 2001 , even

though no federal tax is due.

An estate tax return is due nine months after the decedent's date of death. The
General Assembly meets in short session starting in May, 2002. The General

Assembly may address this issue in the short session. Given this possibility, the

Department advises taxpayers to wait to file returns for decedents dying in 2002
until after the General Assembly adjourns in 2002.

Tax Administration Page 1 EGTRRA Estate Tax Changes





FROM DOR WEB SITE

Job Creation and Worker Assistance Act of 2002 -

Impact on North Carolina Income Tax Returns on March
9, 2002, President Bush signed the Job Creation and Worker Assistance Act of 2002. The
Act contains several income tax provisions. The Department of Revenue has received

several inquiries as to the impact of the Act on North Carolina income tax returns since

the State's current statutory reference to the Internal Revenue Code is to the Code as

enacted as of January 1, 2001. Each year the Legislature considers updating the reference

to the Internal Revenue Code to adopt the changes enacted by Congress to the Code since

the last update. Until the Legislature takes action this summer, it is uncertain whether the

Act's income tax provisions will be adopted for North Carolina income tax purposes.

The two provisions included in the Act that will impact the most North Carolina

taxpayers are the 30 percent bonus depreciation allowance and the extension of the net

operating loss carryback period from two to five years. The additional 30 percent
bonus depreciation allowance is available for certain assets placed in service after

September 10, 2001, and before September 1 1, 2004. Taxpayers are still entitled to the

normal first-year depreciation on the remaining basis of the asset after reducing the basis

by the bonus depreciation. This provision affects both corporate and individual income
taxpayers. Because North Carolina's income tax returns do not provide instructions on
how to report depreciation in a manner different than that reported on the federal return,

the Department will process current year original returns as if the Code reference date

included the provisions in the Job Creation and Worker Assistance Act. If the Legislature

elects not to adopt the bonus depreciation provision, taxpayers who claimed the bonus
depreciation on their original returns must amend their returns and pay any tax and
interest due. Taxpayers who have already filed original returns and who now are filing

amended federal returns to claim the bonus depreciation should delay filing amended
North Carolina returns until the Legislature determines whether it will adopt the bonus
depreciation provision. If a taxpayer files an amended return to claim the bonus
depreciation, the Department will not process that amended return until the matter is

resolved legislatively. The carryback period for net operating losses occurring in tax
years ending in 2001 and 2002 is extended from two to five years for federal income
tax purposes. For State income tax purposes, this change affects only individual income
taxpayers because North Carolina does not follow the net operating loss provisions for

corporate income tax purposes. Individuals filing amended federal returns to carry back a

2001 or 2002 net operating loss should delay filing amended North Carolina returns until

the Legislature determines whether it will adopt the additional carryback period

provision. If a taxpayer files an amended return to claim a carryback of a 2001 or 2002
net operating loss, the Department will not process that amended return until the matter is

resolved legislatively. Last modified on: OS/19/02 09:57:13 AM.
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MEMORANDUM

TO: Revenue Laws Study Committee

FROM: Richard Bostic

SUBJECT: Qualified Business Tax Credit Program

Credit Outline

The bullets below briefly describe the Qualified Business Tax Credit Program. A more detailed

program description has been prepared by Committee Counsel and included in the committee
handouts.

• This individual income tax credit is for the direct purchase of equity securities or

subordinated debt of a Qualified Business Venture (QBV) or a Qualified Grantee Business.

The Department of Secretary of State registers companies as QBVs.

• The tax credit is taken in the tax year after the calendar year of investment and any unused
credit may be carried forward 5 years.

• The credit is administered by Department of Revenue and limited to $6 million in total

credits each tax year.

• The credit sunsets January 1 , 2003.

QBV & QGB
Businesses seeking Qualified Business Venture (QBV) or a Qualified Grantee Business (QGB)
status apply to the Securities Division of the Department of the Secretary of State. GS 105-

163.013 requires QBV firms to be engaged primarily in manufacturing, processing, warehousing,

wholesaling, research and development, and services. QGB firms qualify by virtue of receiving a

grant from the NC Technological Development Authority, NC First Flight, Inc., the NC
Biotechnology Center, the Microelectronics Center ofNC, the Kenan Institute for Engineering,

Technology, and Science, or the Federal Small Business Innovation Research Program. Based on

AN EQUAL OPPORTUNITY/AFFIRMATIVE ACTION EMPLOYER



business descriptions of 539 current and former QBVs provided to the Fiscal Research Division

by the Department of the Secretary of State, the qualified firms can be broken down as follows:



*In these years, total credits requested exceeded $6 million. Actual requests were as follows:

1997 $9,250,000

1999 6,450,000

2000 7,000,000

2001 19,000,000

What companies have received investments that qualify for the credit? Individuals or pass-

through entities that apply for the Qualified Business Investment tax credit must file a form D-
499 with their income tax returns. A taxpayer must list the name and amount invested in a

Qualified Business Venture or a Qualified Grantee Business. The Personal Taxes Division of the

Department of Revenue compiles information from the D-499. In the last five years, 270 firms

received investments of $209.9 million and their investors received approximately $28.9 million

in tax credits. Approximately 25% of the credits ($7.3 million) have been taken by 18 venture

capital funds. Five of the top ten recipients of credits are venture capital firms.



that loan also becomes a deductible expense. Without an audit or review from the Department of

Revenue, it is not known if the out of state firms taking the investment credit are using this tax

avoidance strategy.

Economic Impact

Based on a survey of companies with investors that utilized the qualified business tax credit

program, tax credit proponents project that 2,8 1 1 full time jobs have been created with a payroll

of S160.37 million. The survey estimates that $295.5 million of private funds were invested into

these companies and that $1 1.22 million in state income taxes were paid.

The estimated number ofjobs created by QBVs may be too high. The Employment Security

Commission (ESC) was asked to provide the Fiscal Research Division with the number ofjobs

reported by current and former QBVs and QGBs. The ESC found 109 firms with 1.574 jobs in

their database. While the ESC had some trouble matching company names to their database, their

figure is actual not estimated. One reason the actual is lower than estimated is that some firms

have dissolved since they received investments. In a search of the Secretary of State's

corporations database, 74 QBVs have formally discontinued business in NC since 1994. Of that

number, 22 had received investment from 1997 to 2001 that resulted in SI .8 million in tax

credits. Other QBVs have reported significant layoffs or have been reported as closed in the past

two years. Sciquest reported personnel layoffs of 40 in November 2000 due to restructuring and

105 in March 2001 due to realignment of software sales and service. NxView had staffing as

high as 60, but had reduced that number to 4 by September 2001 due to financial difficulties.

Worknet went from a staff of 230 to a staff of40 by late 2001 . Paradigm Genetics laid off 20

people in February 2002. Business journals have reported that Zingbill, Vios, Thinksource, and

Johnson Beer Company have closed their businesses.

The Department of Revenue has not substantiated the estimate of state income taxes paid by

QBVs. Nor has the Department compiled data on the compliance of investors with GS 105-

163.012(d) that states that "The taxpayer's basis in the equity securities or subordinated debt

acquired as a result of an investment in a qualified grantee business shall be reduced for the

purposes of this Article by the amount of the allowable credit." The Department relies on

voluntary compliance with this provision and admits it does not have the resources to track these

investments to determine when they are disposed of.

The question for any tax credit is would the investment have been made without the incentive.

The tax credit does reduce the risk of investing in start up businesses, but venture capitalists are

willing to take high risk in order to receive high returns at a later date. Venture capitalists

carefully screen the technical and business merits of potential companies. For the most promising

ideas the investment would have been made without the tax credit. Perhaps the credit allows

investors to gamble on firms that do not meet venture capital fund standards and have a higher

likelihood of failure had the public subsidy not been available. This memo cannot answer this

question without more indepth study.

Administration

QBVs and QGBs pay a $100 filing fee for initial application for registration with the Secretary of

State and pay a $50 annual renewal fee. The revenue from this fee is deposited into the General

Fund and benefits neither the Secretary of State nor the Department of Revenue. The qualified

business investment program is an unfunded mandate for both departments. Until recently, the

Secretary of State had assigned one person to administer the program. However, that person has

been reassigned and his replacement has not been named. The Secretary of State has not



provided an estimate of what it needs to run the program. The Department ofRevenue estimates

that it spends between $7,500 and $10,000 managing the applications for tax credit from

investors. The Department estimates it would need $52,000 to fund an auditor to examine

businesses that seek QBV qualification and investors who claim the credits.

In renewing the tax credit, the General Assembly might consider transferring all authority for the

program to the Department of Revenue. The registration and renewal fee could be increased to a

level high enough to cover the administrative and audit costs of the tax credit program. For

example, if the 185 current qualified businesses paid $500 each year, the resulting $92,500 in

revenue might be sufficient to cover the Department's cost. An alternative funding method

would be to allow the Department of Revenue to deduct its administrative costs from the $6

million earmarked from the General Fund each year before the credit is allocated to investors.





Testimony before the Revenue Laws Study Committee
May 28, 2002

Monica Doss - President

Council for Entrepreneurial Development

Good morning Mr. Chairman and members of the Revenue Laws Study Committee. My name
is Monica Doss and I currently serve as the president of the Council for Entrepreneurial
Development, also known as CED - the largest and one of the oldest member-based
entrepreneurial support organizations in the nation. Located in the Research Triangle Park, we
serve greater than 5000 individual members, representing more than 1200 entrepreneurial

'

companies, financiers and professional firms. Formed in 1984 to stimulate the creation and
growth of high-impact companies in the greater Research Triangle region, CED provides
education, mentoring and capital formation resources to new and existing high-growth
entrepreneurs.

This morning, I would like to ask you to support extension of the Qualified Business Venture tax
credit, also known as the QBV Credit. The QBV Credit is a mainstay of North Carolina's small
business financing infrastructure, allowing individual investors up to a 25% tax credit for

investments in qualified small companies. The Credit is North Carolina's only tax incentive
specifically targeted to small business startups and is an essential element in the initial financing
of many early-stage high-growth companies. Most claimants are so-called "angel investors"
who typically provide the critical first few hundred thousand dollars of capital for startup
businesses.

Currently, 153 companies are registered as QBV qualified through the Office of the Secretary of
State. Among 52 QBV companies that responded to a recent survey, the average company
employed a total of 23 full-time workers with a payroll of $1 .57 million. Using the figures from
the survey respondents to project results for all of the QBV qualified companies, collectively we
estimate the companies employ as many as 2800 people, have likely raised as much as $295
million in private equity investments, and potentially paid as much as $1 1 million in payroll taxes
last year alone.

While I understand and empathize with the dire financial challenges you face in such a difficult

economic budgeting cycle, the Credit may only be claimed in the tax year after a qualifying
investment is made. Therefore, extending the Credit will not affect State revenue collections
until the 2003-2004 fiscal year and will have no impact on the current State budget.

QBV Companies are important to North Carolina because they create large numbers of high-
paying jobs; attract - and spend - large amounts of capital investments; create a large demand
for goods and services in the community; and provide tax revenue to the state that more than
pays for the cost of the credit in terms of payroll taxes, corporate taxes on earnings, capital

gains on investment returns and other revenues. In the end, the growth of these companies
resonates throughout our entire economy.

I respectfully urge your favorable consideration of extending this QBV Credit.

Monica Doss
Council for Entrepreneurial Development

PO Box 13353, RTP NC 27709
919.549.7500

mdoss@cednc.org



Testimony in Support of Extension of the

Qualified Business Venture Tax Credit

Thank you Mr. Chairman and members of the Revenue Laws Study Committee for this

opportunity to testify in support of extension of the Qualified Business Venture Tax

Credit ("QBV Credit"). My name is Donovan Moxey and I am one of the founders of

LIPSinc.. a company based in the Research Triangle Park that produces animation

software for use in television production and interactive gaming. I am a graduate of both

NC A&T and NC State University.

My company grew out ofNC State's Technology, Education and Commercialization

Proeram ("TEC Program"). The TEC Program, sponsored by NCSU's College of

Management teaches students about building business and commercialization cases for

technology companies, and allows them access to original technology at NCSU. During

my last semester at NC State, while finishing my PhD, I spun my animation software

company out of the TEC Program, joined the Council for Entrepreneurial Development

('"CED"), and wrote a formal business plan. The CED connected me to potential angel

investors.

One of the first questions that I was asked by potential investors was whether I was a

"qualified business venture". Being able to show potential angel investors that my

company was qualified for the QBV Credit gave my company a degree of credibility that

helped me to attract the investment that I needed to get my company off of the ground.

During the first round of funding, my company was able to attract SI. 3 million from 26

angel investors - 22 based in North Carolina. In the second round, my company raised

$9.5 million from 42 investors - 38 from North Carolina. $6 million of that sum came

from venture capital investors and S3. 5 million was additional angel investor funding.

Today, LIPSinc has 15 employees and the average salary is $55,000.

Qualifying under the QBV Credit was a stamp of approval that attracted the investment

that led to the success ofmy company. North Carolina reaps many rewards from such

investments - including increased revenue to the state and the creation of good paying

jobs. I urge the North Carolina General Assembly to continue this Credit.

Testimony to the Revenue Laws Study Committee

May 28, 2002

Respectfully submitted by: Donovan Moxey



Testimony Supporting Extension of the Qualified Business Venture Tax
Credit Revenue Laws Study Committee, May 28, 2002

My name is Peter Young and I am President and CEO of AlphaVax, Inc, a

company located in Research Triangle Park. Thank you for this opportunity to

testify in support of extension of the Qualified Business Venture Tax Credit.

AlphaVax develops vaccines. More specifically, we provide a broad vaccine

technology platform that can be used to prevent a wide variety of infectious

diseases and cancers. Our lead program is a vaccine to prevent HIV infection,

focused on Africa. We are pursuing this vaccine in conjunction with the

International AIDS Vaccine Initiative, the National Institutes of Health, and the

Republic of South Africa.

Our vaccine technology originated from North Carolina State University, the

University of North Carolina at Chapel Hill and the US Army Medical Research
Institute for Infectious Disease, with whom we are also exploring applications for

vaccines against military and bio-terrorist threats.

AlphaVax was incorporated in 1997. We received a license from UNC in early

1998 and started to raise our first equity investment later that year. Our first

round of investments raised $511,000 in June 1999. The Tax Credit was an
important incentive and motivation for those investors and played a direct role

giving AlphaVax its first equity platform in our earliest formative stages. It helped
put us in a position to begin hiring a management team and staff to build an
organization. It provided a true springboard for the company.

Today, AlphaVax has 40 employees. We have an average salary of $80,000 and
a total annual payroll of $3 million.

From the start that the Tax Credit helped to provide, we have gone on to attract

over $10 million worth of out-of-state sponsored research funding and raise over

$20 million in equity investment from outside North Carolina. We are spending

the great majority of these funds in North Carolina, where we have established a

state of the art laboratory and contracted with Greer Laboratories in Lenoir, North
Carolina to begin producing small quantities of our first vaccine.

We hope to initiate our first clinical trials with this technology by the end of this

year. Those first trials - in HIV - will likely attract global attention that projects

North Carolina science and this state's support for cutting edge technology on a
worldwide stage. The Tax Credit has helped make this possible and I sincerely

hope that you will support its extension. Thank you for your time and for allowing

me to testify before the Study Committee.



Su pport Extension of the Qualified Business Venture Tax Credit

What is the Credit?

The Qualified Business Venture Tax Credit ("Credit") (codified at G.S. 105-163.010 et. seq.) is a

mainstay of North Carolina's small business financing infrastructure, allowing individuals up to a

25% tax credit for investments in qualified small companies. Individual credits are capped at

S50.000 per year. Total credits awarded to all taxpayers cannot exceed $6 million per year. In

vears when claims exceed $6 million, available funds are distributed pro rata among qualified

applicants.

Extending the Credit will not impact the 2002-03 State Budget.

The Credit is currently scheduled to expire January 1, 2003. However, the Credit may only be

claimed in the tax year after a qualifying investment is made, so extending the Credit will not

affect State revenue collections until the 2003-04 fiscal year. Extending the Credit will therefore

have no impact on the current State budget.

The Credit helps small businesses.

The Credit is North Carolina's only tax incentive specifically targeted to small business startups

and is an essential element in the initial financing of many early-stage technology companies.

Most claimants are so-called "angel investors'" who typically provide the first few hundred

thousand dollars of capital for startup businesses.

The Credit is working to help start and expand businesses.

Approximately 95 percent of the companies that have pre-qualified as eligible for the Credit have

received equity investments from individual investors or angel investment groups. The average

individual/angel investment per company was $2.5 million.

Approximatelv 32 percent of the companies that have applied to be pre-qualified for the Credit

also have received equity investment from professional venture capital funds. Because of

limitations on the Credit venture capital firms typically are not eligible to receive the Credit for

investments they make in such companies.

The Credit creates jobs and expands the tax base.

A recent survey completed by 52 companies qualified for the Credit showed an average

employment of 23 full-time workers and an average annual payroll of $1.3 million.

In all but one year of the period (1998), total claims for the Credit exceeded the $6 million cap,

resulting in partial credits to all claimants.

Many North Carolina organizations support extending the Credit.

Supporters of the Credit include :

Council for Entrepreneurial Development (CED)

NC Biosciences Organization (NCBIO)

NC Electronic and Information Technology Association (NCEITA)

NC Venture Capital Association (NCVCA)
National Federation of Independent Business (NFl£)

Tri-State Investment Group (TIG)

For more information, please contact Harry Kaplan at (919) 870-8186 or Sam Taylor at

(919)212-0543.



SURVEY OF STATE INVESTMENT TAX CREDITS

Introduction

North Carolina offers the Qualified Business Tax Credit ("QB Tax Credit") to taxpayers
who invest in qualifying businesses. Taxpayers who invest in qualifying businesses may earn aQB Tax Credit that equals up to 25% of that investment. The QB Tax Credit is specifically
designed to give taxpayers an incentive to invest in small businesses.

We have reviewed a number of states' tax laws to determine whether they offer similar
tax incentives. The states we reviewed were Alabama, Florida, Georgia, Mississippi, New York
South Carolina, Tennessee, Virginia, and West Virginia. The review included a detailed search
of the states' governmental web sites as well as conversations with the states' revenue officers.

The Survey's Findings

A vast majority of the states we reviewed offer some sort of tax credits designed to attract
businesses to that state and reward businesses for expansion within that state. The following
states have tax credits similar to North Carolina's QB Tax Credit: New York, South Carolina,
Virginia, and West Virginia.

The Survey's Structure

The Survey is divided by state. Within each state's section there are three subsections.
The first subsection addresses the issue whether that state has a tax credit similar to North
Carolina's QB Tax Credit. The second subsection provides an outline of the state's other
business tax credits. The third subsection details the state's business tax credits. At the end of
the sections on certain states are links to particularly useful web sites.

The Survey's Limitations

The survey is not comprehensive. We excluded certain state tax credits that narrowly
focused on a particular industry. We primarily gathered the information for our survey from
each state's governmental web site and we relied on the validity of those web sites. We did not
undertake a through examination of each states' statutes nor did we consult third party legal
research tools.

Conclusion

North Carolina's QB Tax Credit is an important tax incentive designed to support small
businesses in North Carolina. Other states have similar tax incentives. In order to sustain and
nurture a friendly business environment, we recommend that the North Carolina legislature

extend the QB Tax Credit.

#QBV - survey of stale business tax credits



Alabama

I. Alabama currently does not have an investment tax credit for taxpayers investing in small

businesses. The Birmingham Area Technology Task Force ("BATT Force") has written an

article concerning BATT Force's proposals to the state legislature to create investment tax

credits targeted to attract technology businesses.

(htm://wvvw.alatechtodav.com/Jan02/techlaw.html)

II. Other Business Tax Incentives

A. Capital Investment Tax Credit

B. State Enterprise Zone Incentives

III

.

Description of Business Tax Incentives

A. Capital Investment Tax Credit

The Capital Investment Tax Credit allows qualifying companies to claim a tax credit

against their Alabama income tax liability generated by a qualifying capital investment. The

amount of the tax credit is 5% of total capital investment each year for 20 years, beginning in the

year the project is placed into service.

In order to qualify, small businesses must have one hundred or fewer full-time employees

in Alabama prior to the date the capital improvement project is commenced. Also the minimum

capital investment must be $1,000,000 and the project must create fifteen new full-time jobs.

Finally, there is a minimum average hourly wage requirement. There is no cany forward, carry

back, or retroactivity of the tax credit.

B. State Enterprise Zone Incentives

The Alabama Enterprise Zone Program is another tax incentive to help attract new

businesses to Alabama. Businesses can accumulate tax credits for creating new jobs in certain

geographic areas designated as "Enterprise Zones," for investing in an Enterprise Zone or for

improving existing facilities in an Enterprise Zone.

A business's maximum tax credit for operations in the enterprise zone cannot exceed

$2,500 per new permanent employee hired. A business also can receive a tax credit of $1,000

per new permanent employee for expenses of training those employees in new skills.

Additionally, if a business can certify that at least 30% of new permanent employees hired were

formerly unemployed for at least 90 days prior to this employment then the business qualifies

for a tax credit equal to 80% of the 1st year wages; 60% of the 2nd year wages, 40% of the 3rd

year wages and 20% of the 4th and 5th years wages.

Businesses that invest in improvements to physical facilities or build new physical

facilities can receive a tax credit of 10% on first $10,000 invested, 5% on next $90,000 invested,

and 2% on remaining investment
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Additionally, businesses may receive an exemption from Alabama sales and use tax on

the purchases of the materials used in the construction of a building, or any addition or

improvement for housing any legitimate zone business and on machinery and equipment used in

an Enterprise Zone.

Finally, businesses may receive certain exemptions from Alabama income and corporate

franchise taxes for a period of five years. In order to receive an exemption from income and

corporate franchise taxes, the business must: 1 ) be located in the boundaries of an Enterprise

Zone; 2) generally fall into Standard Industrial Classification (SIC) Codes 20-42 or 44-49 or

consist of major warehousing, distribution centers, or such other activities having a prospect of

significant economic impact without threatening the well-being of existing industries located

within the county hosting the Enterprise Zone; 3) expand its labor force, make new capital

investment or prevent loss of employment; 4) have not closed or reduced employment elsewhere

in Alabama in order to expand into the Enterprise Zone; and 5) obtain an endorsement resolution

approved by the appropriate local governing authority.

Florida

Florida does not have a personal income tax. All efforts to attract businesses to Florida

are at the business level. The Florida Venture Forum advocates for small businesses; its web site

is http://www.flvencap.org/ .

Georgia

I. Georgia does not have an investment tax credit for taxpayers investing in small

businesses.

II. Other Business Tax Incentives

A. Job Tax Credit

B. Small Business Growth Tax Credit

C. Investment Tax Credit

D. Optional Investment Tax Credit

E. Employee Retraining Tax Credit

F. Tax Credit for Increasing Research Activities

III. Description of Business Tax Incentives

A. Job Tax Credit

The Job Tax Credit encourages economic development in Georgia by providing qualified

businesses tax incentives to locate and expand in the state. The job tax credit is available for any

business engaged in manufacturing, warehousing and distribution, processing,

telecommunications, tourism or research and development. The requirements concerning the

number ofjobs created and the amount of tax credit depends on the location of the job creation.
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The Department of Community .Affairs classifies each county into Tiers depending on the

level of economic development; Tier 1 is the least developed, Tier 2 is more developed and Tier

3 is the most developed. In order to qualify for the job tax credit of $2,500 for Tier 1 , businesses

must create an average of 5 or more full-time job. Businesses must create an average of 15 or

more full-time jobs to qualify for Tier 2's $1,500 job tax credit. Finally, to qualify for Tier 3's

job tax credit of $500, businesses must create an average of 25 or more full-time jobs.

Businesses that use the entire job tax credits can carry forward the tax credit for 10 years.

Businesses may not claim both the job tax credit and the investment tax credit, described below,

for a given project.

B. Small Company Business Growth Tax Credit

The Small Company Business Growth Tax Credit is a credit for businesses that have

significantly increased their net Georgia taxable income over a three-year period. The credit can

onlv be claimed by businesses engaged in manufacturing, warehousing and distribution,

processing, telecommunications, tourism, and research and development industries. Retail

businesses are specifically excluded.

The credit is "... the excess over 20% of the percentage growth in the business

enterprise's Georgia net taxable income in the current taxable year ... ." The credit is limited to

50% of the business's Georgia tax liability after all other tax credits have been applied. There is

no provision for any carryover to another tax year.

In each of the two preceding years, the Georgia taxable income of the business must have

increased by at least 20% over the Georgia taxable income to the respective immediately

preceding taxable year. In the third year (i.e., the year for which the credit is calculated), the

growth in Georgia taxable income must be more than 20% over the preceding year. No credits

are allowed if the Georgia tax liability of the business is over $1.5 million before application of

the credit.

C. Investment Tax Credit

The Investment Tax Credit is available for taxpayers that have operated a manufacturing

or telecommunications facility in Georgia for the past three years and invest in new or expanded

facilities within Georgia. The amount of credit varies according to the county where an

expansion project is located. For purposes of the investment credit, counties in the state are

ranked into three tiers in the same manner as they are for the Job Tax Credit. The Investment

Tax Credit may be taken beginning in the year following the tax year in which the project is

purchased or acquired by the taxpayer. The planned investment must have an aggregate cost in

excess of $50,000.00

The amount of the Investment Tax Credit for Tier 1 counties is equal to 5% of the cost of

all qualified investment property purchased or acquired for the project in that taxable year. The

investment tax credit amount for Tier 2 counties equals 3% of the cost of all qualified investment
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property purchased and Tier 3 counties rate for investment tax credits is 1%. The investment tax

credit taken may not exceed 50% of the taxpayer's Georgia income tax liability for that taxable

year. An investment tax credit that is claimed but not used in a taxable year may be carried

forward for ten years in which the qualified investment property was acquired.

D. Optional Investment Tax Credit

The Optional Investment Tax Credit operates in the same manner as the Investment Tax
Credit except that in order to qualify businesses are required to make a higher aggregate

investment and the tax credit percentages are higher. For Tier 1 counties, businesses must
purchase qualified investment property with an aggregate cost of at least $5,000,000 and they

will receive a tax credit equal to 10% of the cost of all qualified investment property purchased

or acquired for the project in that taxable year. For Tier 2 counties, businesses must purchase

$10,000,000 of qualified investment property and the Optional Investment Tax Credit equals 8 %
of the cost of all qualified investment property purchased. For Tier 3 counties, businesses must

purchase $20,000,000 of qualified investment property and the rate for the Optional Investment

Tax Credits is 6%.

E. Employee Retraining Tax Credit

The Employee Retraining Tax Credit is for businesses that provide retraining for

employees. Businesses can earn a tax credit against their income taxes equal to one-half of the

direct cost of retraining full-time employee up to $500 per employee. The Employee Tax Credit

cannot exceed 50% of the amount of a business's tax liability. Businesses can carry forward the

tax credit for 1 years.

F. Tax Credit for Increasing Research Activities

The Tax Credit for Increasing Research Activities allows businesses to claim a research

tax credit, similar to the Federal research credit, for research conducted in Georgia. The amount

of the credit is based on a complicated formula that takes into consideration a number of factors.

The credit is limited to 50% of the business's Georgia tax liability for the year after all other

credits have been deducted. Unused credits maybe carried forward for ten years.

http://www.legis.state.ga.us/departments/dor/inctax/infotaxcr 1 197.pdf

Mississippi

I. Mississippi does not have an investment tax credit for taxpayers investing in small

businesses.

II. Other Tax Incentives

A. Ad Valorem Credit

B. Rural Economic Development (RED) Credit

C. Jobs Tax Credit
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D. National or Regional Headquarters Credit

E. Research and Development Skills Credit

F. Basic Skills Training or Retraining Tax Credit

III . Description of Other Tax Incentives

A. Ad Valorem Credit

An income tax credit is available for ad valorem tax paid on commodities, goods, wares

and merchandise held for resale by manufacturers, distributors, and wholesale or retail

merchants. The credit is limited to the lesser of $5,000 per location or the income tax

attributable to the location. For the credit to be taken, the ad valorem tax must be determined by

specific location. The credit may be claimed only in the tax year in which the ad valorem taxes

are paid. A carry forward is not available.

The credit cannot be used by any business enterprise or corporation other than the

business enterprise actually qualifying for the credits. The credit is not refundable. An expense

cannot be used both as a credit and a deduction. If a credit is based on an expense, then the

amount of the credit taken must be added back to Mississippi taxable income in the year the

credit is used.

B. Rural Economic Development (RED) Credit

An income tax credit is available for debt service on certain bonds issued by the

Mississippi Business Finance Corporation. Debt service may include the total amount paid to

service the debt. Only debt service paid on revenue bonds issued by the Mississippi Business

Finance Corporation to finance economic development projects to induce the location of

manufacturing facilities within this state can be taken as a credit. This credit can be used against

the taxes due from the income generated by or arising out of an economic development project.

This credit has been amended several times and the applicable credit carry forward

periods vary. Currently, excess credits may be carried forward to the three (3) years following

the year in which the credit was earned. The credit is limited to 80% of the income tax due on

income generated by the economic development project that gave rise to the credit. This income

is determined by a formula adopted by the Mississippi Business Finance Corporation. It may be

used in combination with any of the other credits. The credit is not refundable. An expense

cannot be used both as a credit and a deduction. If a credit is based on an expense, then the

amount of the credit taken must be added back to Mississippi taxable income in the year the

credit is used.

C. Jobs Tax Credit

Income tax credits are available for: 1) Permanent business enterprises that are primarily

engaged in manufacturing, processing, distribution, wholesaling, research and development and

warehousing; 2) Permanent business enterprises designated by rule or regulation of the

Department of Economic and Community Development as air transportation and maintenance
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facilities, final destination or resort hotels having a minimum of 1 50 guest rooms, recreational

facilities that impact tourism, movie industry studios or telecommunication enterprises. For the

purposes of this credit, the counties in Mississippi are classified as less developed, moderately

developed and developed. They are then divided into the three previously mentioned groups

with one-third of the counties in each group. The classification for a specific county can change

from year to year based on the evaluation. This classification is used to determine the minimum
number ofjobs a business enterprise must create in a given year before it qualifies for the credit.

It is also used to determine the amount of credit per job created.

The jobs tax credit was instituted to encourage construction or expansion of facilities in

Mississippi in order to increase employment The credit is for each net new full time job created

as long as the minimum increase has been achieved and maintained. The credit is allowed each

year for 5 years beginning in years 2 through 6 after the creation of the job. The unused portions

can be carried forward for up to 5 years from the original year in which the excess credit could

not be used, but a business must use the oldest year's unexpired credit first. The credits may be

used in combination with any of the other credits.

To determine whether a taxpayer with an existing facility, including an expansion at an

existing facility, has created the minimum number ofjobs to qualify for the credit, the taxpayer

must compare the average annual employment level for the previous year with the average

annual employment in the current year. If the amount of the increase exceeds the minimum
required, then the employer would qualify for the credit. This allows the credit to employers

who have not constructed a new facility, but have substantially increased employment at an

existing facility. To determine whether a taxpayer with a new facility qualifies for the credit, the

average employment for the portion of the year after production was started should be compared

with the same period for the previous year. If the increase exceeds the minimum, then the

taxpayer would qualify for the credit.

The total of the Jobs Tax Credit, the Headquarters Credit and the Research &
Development Skills Credit is limited to 50% of a business 's Mississippi income tax liability.

The credit is not refundable.

D. National or Regional Headquarters Credit

A credit is available to any company transferring or establishing a national or regional

headquarters from within or outside the State of Mississippi and creating a minimum of thirty-

five (35) jobs at the headquarters. The amount of the credit is $500.00 for each net new full time

employee for the first five (5) years. The rninimum increase of thirty-five (35) jobs must occur

within one (1) year. Any type of business may qualify for the credit as long as the other criteria

are met, but a national or regional sales office does not qualify for the credit. A national

headquarters is that office or location of a multi-state business, where managerial, professional,

technical and administrative personnel are domiciled and employed. It is the location where the

centralized functions such as financial, legal, technical and personnel functions are performed.

The function and purpose of the national headquarters is to plan, direct and control all aspects of

the organization's operations and it has final authority over all regional offices, operating

facilities or any other offices of the business enterprise.

#QBV - survey of state business tax credits

Smith Anderson
Lawyers



Before the credit is granted, the taxpayer must show that the headquarters will have

officers and other high level employees with the support staff normally associated with a

headquarters. The support staff for the headquarters is also included in the computation of the

credit. The support staff are those full time employees required to assist management and other

headquarters personnel to perform functions that are unique to, or required by, the headquarters

operation. Companies that transfer full time headquarter employees into the state that are

employed in Mississippi for less than twelve (12) months will be allowed a pro-rated portion of

the $500.00 yearly credit in the first and last years. To be used in the credit computation, the

employee must be located in Mississippi and subject to withholding tax.

The total of the Jobs Tax Credit, the Headquarters Credit, and the Research &
Development Skills Credit is limited to 50% of a business's Mississippi Income Tax liability.

The unused portions can be carried forward for up to 5 years from the original year in which the

excess credit could not be used, but a business must use the oldest year's unexpired credit first.

They may be used in combination with any of the other credits.

E. Research and Development Skills Credit

A credit of $500.00 is available for each net new full time employee in any job requiring

research and development skills for the first five (5) years of the employees employment. This

credit is available to any company regardless of the business in which it engages. The applicant

will be notified on approval of the application for credit. Credit should not be taken until

approval is received by the taxpayer. If the employee is employed in Mississippi for less than

twelve (12) months, credit will be allowed for a pro-rated portion of the $500.00 yearly credit in

the first and last years. To be used in the credit computation, the employee must be located in

Mississippi and subject to withholding tax.

The total of the Jobs Tax Credit, the Headquarters Credit, and the Research &
Development Skills Credit is limited to 50% of a business's Mississippi Income Tax liability.

The unused portions can be carried forward for up to 5 years from the original year in which the

excess credit could not be used, but a business must use the oldest year's unexpired credit first.

The credit may be used in combination with any of the other credits. The credit is not

refundable.

F. Basic Skills Training or Retraining Tax Credit

An income tax credit for expenses related to training or retraining employees is available

for businesses that are manufacturers, warehousers, distributors, processors or refiners, or

telecommunication enterprises meeting certain minimum criteria established by the Department

of Economic and Community Development. The credit allowed is 25% of qualified expenses

not to exceed 50% of the income tax liability. Any excess credit will not be refunded, but may

be carried forward for up to 5 years. For training to qualify for the credit, it must be both job-

related, and for either basic skills training or basic skills retraining. Basic skills are reading,

writing and math skills up to the twelfth grade level. The training must be provided by a
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Mississippi community college and must be designed to increase opportunities for employee
advancement with the employer.

The Basic Skills Training or Retraining Tax Credit may also offset up to 50% of the

income tax due. It may be used in combination with any of the other credits. The credit is not

refundable. An expense cannot be used both as a credit and a deduction. If a credit is based on an
expense, then the amount of the credit taken must be added back to Mississippi taxable income
in the year the credit is used.

http://www.mstc.state.ms.us/revenue/incentive/income.pdf

New York

I. Qualified Emerging Technologies Companies Capital Tax Credit

New York State provides a Qualified Emerging Technologies Companies Capital Tax
Credit (QETC Capital Tax Credit) to encourage investment in emerging technology companies
in the State. For investments in a qualifying companies held for at least four years, taxpayers

may claim a credit of 10% of the investment (up to $150,000). If the taxpayer holds the

investment for nine or more years, 20% may be taken as a credit (up to a cap of $300,000).

Investments made by or on behalf of an owner of the business are ineligible.

The amount of the credit, including carry-overs of the credit, deducted from the tax

otherwise due may not, in the aggregate, exceed 50% of the tax imposed (before credits). The
credit is not refundable; however any unused credit may be carried over indefinitely. If a

taxpayer disposes of or recovers a qualified investment before expiration of the required holding

period, a recapture of some or all of the credit is required.

II. Other Business Tax Incentives

A. Investment Tax Credit for Manufacturers

B. Additional Investment Tax Credit & Employment Incentive Credit

C. Industrial or Manufacturing Business (1MB) Credit

D. Empire Zone (EZ) Wage Tax Credit

E. , Zone Equivalent Areas (ZEA) Wage Tax Credit

F. EZ Investment Tax Credit (EZ-ITC) & Employment Incentive Credit (EZ-EIC)

G. EZ Capital Tax Credit

H. Enhanced Benefits for Qualified Empire Zone Enterprises (QEZEs)

III. Description of Business Tax Incentives

A. Investment Tax Credit for Manufacturers

General business corporation taxpayers or personal income taxpayers may claim an

investment tax credit (ITC) for equipment or buildings used in the production of goods.

Corporation franchise taxpayers may claim the ITC for the cost of qualified investment
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expenditures, including buildings and structural components of buildings that are depreciable,

have a useful life of four years or more, are located within the State, and are used principally for

the production of goods.

The credit is 5% of up to $350,000,000 of such expenditures and 4% for such

expenditures in excess of $350,000,000. Certified pollution control, industrial waste treatment,

and acid rain control facilities also qualify for this credit. Eligible costs also include those

associated with retail enterprises' investments in qualified rehabilitated buildings. Research and

development (R&D) property may qualify for an optional rate of 9%.

B. Additional Investment Tax Credit & Employment Incentive Credit

A business that qualifies for an ITC and increase employment by at least 1% above its

employment in the year before it made the investment (base year) may claim an employment

incentive credit (EIC) for the next two succeeding years. The EIC rate ranges from 1.5% of the

investment tax credit base to 2.5%, depending on the level of increased employment over the

base year. General business corporations may claim this credit but banking corporations may
not

C. Industrial or Manufacturing Business (1MB) Credit

Industrial or manufacturing businesses (IMBs) or sole proprietors of IMBs or partners in

an 1MB are allowed a credit to be taken against taxes. The credit is the sum, or pro-rata share of

such, of taxes paid or passed through to the 1MB, during the taxable year for gas, electricity,

steam, water or refrigeration; or the services of providing such, where they are used or consumed

in New York.

Businesses qualifying under the Investment Tax Credit will also qualify for the 1MB.

That is, any business which during the taxable year is principally engaged in: manufacturing,

processing, assembling, refining, mining, extracting, farming, agriculture, horticulture,

floriculture, viticulture, commercial fishing or research and development; or is an industrial

waste treatment facility or an air pollution control facility; or is principally engaged in a

combination of such activities.

D. Empire Zone (EZ) Wage Tax Credit

A business may claim a wage tax credit for doing business and creating jobs in

geographic areas designated as Empire Zones (EZs). The credit equals the product of the

average number of newly hired EZ employees and the credit amount and may be taken for 5

years. Corporation franchise taxpayers, banks, insurance companies, and personal income

taxpayers may claim this credit.

E. Zone Equivalent Areas (ZEA) Wage Tax Credit

Businesses employing individuals in areas eligible to become Empire Zones (EZs) but

not so designated (Zone Equivalent Areas or ZEAs), may take a two-year credit for EZ wages
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paid for full-time employment in jobs created in the ZEA. Businesses must take the credit
during the five-year period following designation as a ZEA. The two-year credit equals $3,000
multiplied by the average number of targeted employees and $1,500 multiplied by the average
number nontargeted employees hired during the first year. Also, taxpayers may take the credit
during a ten-year period following designation as a ZEA. The total wage tax credit cannot exceed
50% of tax due before credits. Corporation franchise taxpayers, banks, insurance companies,
and personal income taxpayers may claim this credit.

F. EZ Investment Tax Credit (EZ-ITC) & Employment Incentive Credit (EZ-EIC)

Businesses may also qualify for an investment tax credit of either 8 or 10% of the cost or
other federal basis of tangible personal property, including buildings and structural components
of buildings located within a designated Empire Zone (EZ). The 8% rate applies to personal
income taxpayers; the 10% rate applies to corporations. Also, an employment incentive credit
applies in addition to the regular EZ-ITC for businesses that increase their average number of
employees by at least one percentage point over the preceding base year. Generally, this credit is

50% refundable to new businesses.

G. EZ Capital Tax Credit

Taxpayers may qualify for credit for investments in zone capital corporations, direct
equity investments in certified zone businesses, and contributions to community development
projects. The credit equals 25% of the sum of the investments and contributions. The maximum
credit per taxpayer is $300,000 and cannot exceed one half of the taxpayer's pre-credit tax.

Corporate franchise taxpayers, banks, insurance companies, and personal income taxpayers may
claim this credit.

H. Enhanced Benefits for Qualified Empire Zone Enterprises (QEZEs)

Empire Zone businesses that meet an annual test demonstrating job creation can become
certified as a QEZE, resulting in benefits that could potentially reduce their tax liability to zero.

QEZEs can receive a credit against their income tax for the cost of eligible real property taxes
imposed on property owned by the business and located within the Empire Zone. The credit is

available for up to 14 years. Any credit not deducted in the current tax year may be refunded.

QEZEs are allowed to take a credit against tax equal to a percentage of taxes attributable to the

zone enterprise. The credit is available for up to 14 years. This credit is not refundable and any
unused credit may not be carried forward to future years. In addition, QEZEs are granted a 10
year exemption from State sales tax on purchases of goods and services (including utility

services) used predominantly in such zones.

http://wvtfw.tax.state.ny.us/statistics/Tax_Incentives/Default.htm
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South Carolina

I. South Carolina has an investment tax credit available to taxpayers that invest in certain

types of business. The Economic Impact Zone Stock Deduction is an individual income tax

credit equal to 20% of the purchase price (paid in cash) of '"economic impact zone stock."

Economic impact zone stock is original issue stock of a small "C" corporation that conducts an

active trade or business in a designated economic impact zone. At least one-third of the

employees must reside in the economic impact zone. The corporation must use the proceeds

from the sale of the stock during the following 12 month period to purchase "qualified impact

zone property." The maximum amount that a taxpayer may claim as a deduction is $10,000 per

year and $100,000 for all tax years.

II. Other Business Tax Incentives

A. Job Tax Credit

B. Job Development and Job Retraining Credits

C. Research and Development Credit

D. Credit for Investing in an Economic Impart Zone

E. Corporate Headquarters Credit

III. Description of Business Tax Incentives

A. Job Tax Credit

South Carolina Code law provides a tax credit against South Carolina income tax or

insurance premium tax for a business creating new jobs in the State. To qualify for the job tax

credit, a business must: (1) be a certain type of business and (2) create and maintain a required

minimum number of "new, full time jobs" at the time a new facility or expansion is initially

staffed. The amount of the credit for each new job is $1,500 to $5,500 per year depending, in

part, on where a taxpayer's facility is located. The credit is available for 5 years and is adjusted

for job increases or decreases.

To obtain the tax credit, a business must be engaged in manufacturing, processing,

tourism, warehousing, distribution, or research and development, or must be a qualifying service-

related facility or a corporate office facility. A retail facility or service-related industry located

in a least developed county may also qualify for the credit. Further, effective for tax years

beginning after June 30, 2001, a technology intensive facility is a qualifying business.

In general, a business must increase employment by a monthly average of 10 new full

time jobs to qualify for the credit, regardless of the county in which the employer is located.

The amount of credit that a business may receive for each job created is determined by the

county where the business' s facility is located. The 46 counties in South Carolina are ranked and

designated as "least developed," "under developed," "moderately developed," or "developed."

#QBV- survey of state business tax credits 12 1.^1 SMITH ANDERS
BS9 Uwven



B. Job Development and Job Retraining Credits

To qualify for the job development and retraining credits, a business must be located in
South Carolina must meet the following criteria:

1

.

The business must be primarily in the type of business required for the job
tax credit, such as manufacturing, tourism, processing, distribution, or
research and development.

2. The business must provide a benefits package, including health care, to
full time employees at the project site where the investment is made.

3. The business must enter into a revitalization agreement with the Advisory
Coordinating Council for Economic Development ("Council") at the
Department of Commerce.

4. The Council must determine that the available incentives are appropriate
for the project, and the Council must certify to the Department that the

total benefits of the proposed project exceed the total costs to the public,

and that the qualifying business otherwise fulfills the requirements.

A qualifying business may negotiate with the Council to claim a job retraining credit

equal to $500 a year for each production employee being retrained. Qualifying business may
not, however, claim a job retraining credit in excess of $2,000 over a 5 year period for any single

employee being retrained. Further, a business may not claim the job retraining credit and the job
development credit on the same employee.

C. Research and Development Credit

South Carolina law allows a corporation a credit against corporate income tax or

corporate license fees imposed under South Carolina Code §12-20-50 equal to 5% of its qualified

research and development expenditures made in South Carolina. The credit is limited to 50% of

the taxpayer's tax liability remaining after all other credits have been applied. Any unused credit

can be carried forward, but must be used before a taxable year beginning 1 years or after from
the date of the qualified expenditure. For a corporation to qualify for the credit, the corporation

must claim a federal income tax credit pursuant to Internal Revenue Code §41 for increasing

research activities for the taxable year.

D. Credit for Investing in an Economic Impart Zone

South Carolina law allows a taxpayer an "economic impact zone investment tax credit"

for qualified manufacturing and productive equipment properties that are placed in service

during the taxable year in a designated economic impact zone. The credit claimed is limited to

$5 million for a business subject to the license tax (including utilities and electric cooperatives).

This credit does not apply to any property to which other tax credits apply, unless the qualifying

business waives such credits. Any unused credit may be carried forward for 1 years.
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E. Corporate Headquarters Credit

South Carolina law grants corporations credits against corporate income tax or corporate

license fees for establishing a corporate headquarters in South Carolina, or expanding or adding

to an existing corporate headquarters.

The credit is equal to 20% of:

1. Qualifying real property costs incurred in the design, preparation, and

development of establishing, expanding, or adding a corporate

headquarters, and

2. Direct construction costs or, with respect to leased facilities, direct lease

costs for the first 5 years of operations for the headquarters.

The qualifying real property costs involved must be at least $50,000 in order to qualify

for the credit. Additionally, the establishment of the headquarters, or addition or expansion,

must result in the creation of at least 40 new headquarters related function and service jobs or

research and development related function and service jobs. At least 20 of these jobs must be

executive, administrative, or professional workers performing headquarters related functions and

services.
'

An additional credit equal to 20% of the cost of tangible personal property is also

available if the personal property is capitalized under the Internal Revenue Code, purchased for

the establishment, expansion, or addition of a corporate headquarters, and is used for

headquarters related services or research and development.

If a business claims the headquarters credit, the basis of any property used to calculate the

credit must be reduced by the amount of the credit claimed. Any unused credit may be carried

forward for 10 years. If, however, certain criteria are met, the credit can be carried forward for

1 5 years.

http : //www, sctax.org/frames/frametaxin.html

Tennessee

I. Tennessee does not have an investment tax credit for taxpayers investing in small

businesses.

II. Other Business Tax Incentives

A. Qualified Industrial Machinery Exemption

B. Equipment Sales Tax Exemption

C. Excise Tax Credit

D. Jobs Tax Credit

E. Investment Tax Credit
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III. Description of Business Tax Incentives

A. Qualified Industrial Machinery Exemption

A business that sells Qualified Industrial Machinery is exempt from sales tax for such
machinery.

B. Equipment Sales Tax Exemption

Tennessee law provides that there is no sales tax on purchases of equipment associated

with the required capital investment by a distribution or warehouse facility.

C. Excise tax credit

Excise tax credit equal to 1% of the purchase price of qualified industrial machinery.

Also there is an excise tax credit equal to 1% of the purchase price of equipment associated with

the required capital investment by a distribution or warehouse facility.

D. Jobs tax credit

Tennessee grants jobs tax credits of $2,000 or $3,000 per new full-time employee for

eligible businesses that meet requirement of increased employment and additional capital

investment.

E. Investment Tax Credit

Manufacturers are allowed a tax credit of 1% of the cost of industrial machinery.

Virginia

I. The Qualified Equity and Subordinated Debt Investments Credit is Virginia's investment

tax credit. The Qualified Equity and Subordinated Debt Investments Credit is available to

individual taxpayers making a qualified investment in the form of "equity" or "subordinated

debt" in a pre-qualified small business venture.

The credit is equal to 50% of the qualified business investments made during the taxable

year. If total annual requests for the credit exceed $5,000,000, the Department of Taxation will

pro-rate the credit for each taxpayer. The total amount of credit a taxpayer may claim per

taxable year may not exceed their authorized credit, $50,000 or the tax liability, whichever is

less. The credit is nonrefundable. Unused credit may be carried forward up to 15 years.

II. Other Business Tax Incentives

A. Enterprise Zone Act Credit

B. Major Business Facility Job Tax Credit

C. Worker Retraining Tax Credit
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III. Description of Business Tax Incentives

A. Enterprise Zone Act Credit

Qualified businesses are given a credit against the tax due on their taxable income and

may be eligible for real property improvement tax credit and an investment tax credit. The credit

is a percentage of the tax due on taxable income from within designated Enterprise Zones. In

addition, a credit for percent of unemployment tax due on zone employees may be claimed.

B. Major Business Facility Job Tax Credit

A company engaged in any business in Virginia, except for retail trade business, may

claim a Virginia tax credit if the company creates at least 1 00 new full-time jobs in connection

with the establishment or expansion of a major business facility. If a business is located in an

Enterprise Zone or in an economically distressed area (as defined by the Virginia Department of

Economic Development), the threshold is reduced from 100 new full time jobs to 50.

The credit is equal to $1,000 per qualified full-time employee (in excess of the 100/50

threshold) who was employed during the credit year. The allowable credit may not exceed a

businesses tax liability. Unused credits may be carried forward for ten years.

C. Worker Retraining Tax Credit

This credit allows a business to claim a tax credit for the training costs of providing

eligible worker retraining to qualified employees for taxable years beginning on or after January

1, 1999. The credit may be applied against individual income tax, estate and trust tax, corporate

income tax, bank franchise tax, and taxes imposed on insurance companies and utility

companies.

Generally, the credit is 30% of all class room training costs or up to $100 annual credit

per student if the course work is incurred at a private school. The Department of Taxation is

authorized to issue up to $2,500,000 of retraining credits annually. If total requested credits

exceed this amount, the Department of Taxation will pro-rate the authorized credits. Credits

taken may not exceed a business' s tax liability in any one year. Unused credits may be carried

over for three years.

http://wwu.tax.state.va.us/it credit pg3.htm - worker

West Virginia

I. The West Virginia Capital Company Credit is available to taxpayers who make a

qualified investment.in a qualified West Virginia capital company. The following are among the

characteristics required to qualify as a West Virginia capital company: 1) the company must

have a reasonably accessible business office in West Virginia that has a listed telephone number

and is open to the public during normal business hours; 2) the company must maintain all of its
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capital base, except that which has been invested in "qualified investments", in bank accounts at

financial institutions in West Virginia; and 3) the company must have a capital base of at least

$1,000,000 but not more than $4,000,000.

A "qualified investment" is a debt or equity investment in a West Virginia business

engaged in one or more of the following activities: manufacturing, agricultural production or

processing, forestry production, mineral production, tourism, wholesale or retail distribution,

services industries and computer software development.

The credit is for 50% of the amount invested. The total amount of tax credits authorized

for a single qualified capital company may not exceed $2,000,000, and the total credits

authorized by West Virginia for all capital companies generally may not exceed a total of

$10,000,000 per fiscal year. If the amount of tax credit exceeds the taxpayer's liability for the

taxable year, the amount of the credit which exceeds the tax liability may be carried forward for

up to fifteen years.

II. Other Business Tax Incentives

A. Business Investment and Jobs Expansion Credit

B. Industrial Expansion and Revitalization Credit

C. Research and Development Projects Credit

III. Description of Business Tax Incentives

A. Business Investment and Jobs Expansion Credit

The Business Investment and Jobs Expansion Credit (Super Credit) is available for

businesses engaged in the primary activities of manufacturing, information processing,

warehousing, goods distribution and destination-oriented recreation and tourism. The types of

Super Credit and the general qualifications include the following:

1. Regular credit—A firm that creates at least fifty new jobs within the State

over a three-year period as the result of making a capital investment is

entitled to this credit.

2. Corporate headquarters relocation credit—Credit is also available to a

business that moves its corporate headquarters to West Virginia from a

location outside the State. The amount of credit allowed depends on the

number of new jobs created in West Virginia by the relocation.

3. Small business credit-A small business may qualify for Super Credit if it

creates at least ten new jobs and if it meets the size criteria as defined

within the law.
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B. Industrial Expansion and Revitalization Credit

The purpose of the Credit for Industrial Expansion and Revitalization is to encourage the

establishment of new industry, the expansion of existing industry, and the growth and

revitalization of industrial facilities in West Virginia. 10% of the cost of any qualified industrial

expansion or revitalization may be claimed as a credit by a business and can be applied against

Business and Occupation Tax, Severance Tax or Business Franchise Tax liability or purchases

directly used in the investment activity over a ten-year period by three types of taxpayers:

1

.

manufacturers who produce their own goods,

2. service manufacturers who produce goods that they do not own, and

3. firms that generate electric power.

To qualify for this credit, property' must be placed in service or use in this State by the

business. In addition, the property involved must be real property, improvements thereto, or

tangible personal property. To qualify as an industrial expansion investment, the property must

be constructed, leased or purchased as a component part of a new or expanded business facility

of an industrial taxpayer. To qualify as an industrial revitalization investment, the property must

be constructed, leased, or purchased for use as a component part of an on-going industrial

facility.

C. Research and Development Projects Credit

The purpose of this credit is to encourage qualified research and development projects in

West Virginia. Qualified research and development projects are those conducted for purposes

relating to the technical, economic, financial, engineering or marketing aspects of expanding

markets for and increasing sales of West Virginia's natural resources and industrial products.

10% of the qualified investment may be claimed as a credit by a business and can be applied

against Business and Occupation Tax, Business Franchise Tax. or Severance Tax over a ten-year

period at the rate of 10% per year.

For tax years beginning after December 31, 1988, the Research and Development Project

Credit may also be utilized to offset up to 50% of a business's adjusted Corporation Net Income

Tax liability. A business electing to use this credit is required to add back 10% of the qualified

investment expenses, attributable to the credit, to its federal taxable income in calculating the

taxpayer's West Virginia taxable income for West Virginia Corporation Net Income Tax

purposes. The sum of the applicable percentage of investment in land and depreciable property

placed in service or use during the tax year and the amount of the qualified research expenses

deducted by the taxpayer for federal income tax purposes for the tax year shall be considered the

qualified investment.

By: Stillman Hanson

April 26, 2002
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Snapshot of Companies Who Have Used the North Carolina
Qualified Business Venture Tax Credit

Based op. responses to date 4/30/02 from 52 companies who have used the QBV Tax Credit.

Average size

Average age
Average salary

Average payroll

23 Full Time Employees
3.5 Years

$57,038

$1.57 million



Comments made about the Credit:

r This Business Venture tax credit program is absolutely important for growing a start-up

company in NC. The state has received more tax from our employees than the credit to

investors. The state should continue this program because it is extremely important for

North Carolina economic development in the future." - Ken Chang, Ardent

Pharmaceuticals, Durham.

> "The QBV tax credit is crucial to raising money on the local and regional level." - Bill

Ward, BUILDERadius, Inc., Asheville.

> "Invaluable. Progressive. Extremely effective. An excellent return on investment for the

state. Besides my own sweat and talent, it has been the single most important element

in raising venture/angel capital. We have just closed a major deal with Warner Bros.

Without this tax credit, I doubt that would have been possible." - Duncan Brantley, Eat A

Peach Pictures, Wilmington.

> "It was a critical element in us raising equity from North Carolina private investors. In

some cases, it was this benefit that swung an investor to invest." - Gene Pease,

Hospitality Partners Inc., Chapel Hill.

> "Valuable to our investors - helped attract new investors." - Michael Norris, invencom.

Charlotte.

> "It is of great value. To end it would be very short-sighted." - Bill Zahn, Medascope

Inc., Cary.

> "The lifeblood of this company has been angel investors. It is imperative to keep the

QBV tax credit." - Jeff Reedy, Overture Networks, Research Triangle Park.

> "Helps raise critical angel round before venture capitalists are interested. Very

important." - David Gardner, PeopleClick, Raleigh.

> "Invaluable in attracting our initial group of investors." - Joe Dowd, Piedmont

Pharmaceuticals, High Point.

> "The QBV credit is an invaluable program to help start up businesses secure necessary

investments from Angel investors. The credit helps to offset some of the risk involved in

investing in start up businesses." - Warren Grimes, Reedy Creek Technologies, Inc.,

Four Oaks.

> "In addition to the contribution that our company makes to the tax base in North

Carolina, we also purchase hundreds of thousands of dollars annually from other North

Carolina-based companies which allows them to further contribute to the tax base of our

great state." - Van D. Stamey. Salon Dynamics, Kannapolis.
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North Carolina Department of Revenue

Michael F. Easley E. Norris Tolson

Governor Secretary

November 30, 2001

Report on Implementation of Tax Law Changes

TO: Senator John H. Kerr, III

Representative Paul Luebke,

Co-Chairs, Revenue Laws Study Committee

FROM: Sabra J. Faires

Department of Revenue

This memorandum reports on the Department of Revenue's plans and actions to

implement the provisions of Session Law 2001-327 (House Bill 1 157). This

report is required by section 4(a) of that act. The purpose of the act is to combat
tax fraud, enhance corporate compliance with taxes on trademark income,
assure that franchise tax applies equally to corporate assets, and conform
corporate dividend treatment to the generally accepted formula used in other

states. The bill consists of three separate and distinct changes.

Summary of the Law Changes

Income Tax on Royalty Income: Section 1 of the bill addresses the issue of

royalty income. A new section, G.S. 105-1 30. 7A, is enacted to specifically

state in the law that royalty payments received for the use of trademarks in

this State are income derived from doing business in this State. If the royalty

income recipient and the payer are related members, the taxpayers have an
option concerning the method by which the royalties can be reported for

taxation. The royalty payments can be either (i) deducted by the payer and
included in the income of the recipient, or (ii) added back to the income of the
payer and excluded from the income of the recipient. This section is effective

for taxable years beginning on or after January 1 , 2001

.

Franchise Tax on Corporate Members of LLCs: Section 2 addresses the

issue of franchise tax on corporations that are controlling owners of limited

liability companies. The intent of the section is to close a loophole that

existed in the law because limited liability companies are not subject to

Department of Revenue Page 1 of 4 Report on S.L. 2001 -327



franchise tax. A corporation could avoid franchise tax on its assets by

transferring the assets to a controlled limited liability company. The new law

requires a corporation that is entitled to receive 70% or more of the limited

liability company's assets upon the limited liability company's dissolution to

include its percentage ownership share of the limited liability company's

income, assets, liabilities, and equity in the corporation's calculation of its

franchise tax. The new law also emphasizes the application of criminal

sanctions against a taxpayer that underpays the franchise tax on assets

attributable to it under this provision as the result of fraud with intent to evade

the tax. These changes are effective January 1 , 2002, for taxes due on or

after that date.

Income Tax on Dividends: Section 3 repeals various sections of the law to

generally conform to the federal tax treatment of dividend income. This

change also conforms to the treatment of dividend income by most other

states. As part of the changes, two new deductions were enacted to exclude

certain foreign dividends from North Carolina income tax although they are

taxed for federal purposes. Under prior law, dividend income was fully

taxable if received from a corporation of which the recipient corporation

owned 50% or less of the voting stock, and dividend income was nontaxable

if received from a corporation of which the recipient corporation owned more

than 50% of the voting stock. These changes are effective for taxable years

beginning on or after January 1 , 2001

.

General Actions Taken by the Department

The Department of Revenue has taken the following actions to implement the

provisions of the act:

• The three changes are explained in a block of text titled Important

Legislative Changes Affecting 2001 Returns in the corporate income tax

forms and instructions booklet. The changes are also addressed on the

tax forms and in the applicable line instructions within the booklet.

• The three changes are explained in the North Carolina 2001 Tax Law

Changes booklet. The booklet is published annually after the General

Assembly adjourns. This publication is available upon request and at the

Department's website, www.dor.state.nc.us.

• The three changes are explained in various speeches and presentations

the Department makes to taxpayers, tax practitioners, lawyers, and other

professional groups. By January 1 , 2002, the Department will have made
presentations to about 500 individuals at various forums and will continue

to explain law changes to various groups after that date.

• The three changes are included in the Corporate, Excise, and Insurance

Tax Division Rules and Bulletins booklet. This booklet is published every

Department of Revenue Page 2 of 4 Report on S.L. 2001-327



two years and is available to the public upon request and at the

Department's website.

• The Department's existing administrative rules will be reviewed and

changed, as needed, to incorporate or explain the three law changes.

Actions Specific to the Royalty Income Provisions

Form Changes: The Department made changes to the CD-401S, S
Corporation Tax Return, and the CD-405, C Corporation Tax Return.

Schedule H, Adjustments to Federal Taxable Income, is revised to reflect the

changes. If the election is made for the payer to forgo the deduction for

royalty expense and the recipient to exclude the royalty income in North

Carolina taxable income, the payer reports an addition on Schedule H, line 1d

for the amount of royalty expenses deducted on the federal return and the

recipient claims a deduction on Schedule H, line 3d.

Schedule F, line 9 instructs a corporation that is related to another

corporation as a parent, subsidiary, or affiliate to identify the relationship and

attach a copy of the appropriate federal income tax schedule reflecting the

relationship. To ensure compliance with the law, the Department of Revenue

can either review the Schedule F information provided by the corporation or

request additional information from the corporation to support the adjustment

to federal taxable income.

Technical Advice Directive: The Department is in the process of writing a

Technical Advice Directive that will be issued to address technical questions

and to clarify the Department's administrative position with respect to the

royalty income issue. The Directive will include examples that explain when
royalty income is taxable in North Carolina. The Directive is expected to be

completed by January 15, 2002. When issued, the Directive will be available

to the public upon request and at the Department's website.

Actions Specific to the Franchise Tax Provisions

Form Changes: The franchise tax change did not require a change in the tax

forms; however, the general instructions for LLCs on page 4 of the instruction

booklet was rewritten to explain the law change.

Technical Advice Directive: The Department is in the process of writing a

Technical Advice Directive that will be issued to address technical questions

and clarify the Department's administrative position with respect to the

franchise tax issue. The Directive is expected to be completed by January

15, 2002. When issued, the Directive will be available to the public upon

request and at the Department's website.
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Actions Specific to the Dividend Provisions

Law Change: The Department recognized that, under HB 1157 as enacted, it

is not clear whether the new deductions for foreign dividends are net of

related expenses. Under general taxation principles, expenses incurred in

earning taxable income are deductible and expenses incurred in earning

income that is exempt from tax are not deductible. The Department

suggested a clarifying change to the General Assembly. This change was

enacted in Section 10 of House Bill 232, Session Law 2001-427.

Form Changes: This change required significant changes to the corporate

tax forms. With the change, North Carolina generally follows the federal tax

treatment of dividends. This changes the starting point for calculating the

North Carolina income tax liability. Previously, the taxpayer began with

federal taxable income before the special deductions (dividends received

deduction) and any net operating loss. The taxpayer now begins with federal

taxable income before any net operating loss. Schedule H is revised to

address the foreign dividends that are now deductible.

Future Reports

In addition to this report, Chapter 327 requires the Department of Revenue to

report to the Revenue Laws Study Committee by May 1 , 2002, and

December 1 , 2002, on the effects of the act. The report is to include any

recommendations the Department has for changes to the act or to other

similar provisions of the tax laws.

As a matter of information, we note that we have already held preliminary

discussions with General Assembly staff regarding another kind of loophole

with respect to the franchise tax. Tax practitioners have pointed out to us that

placing a partnership between the corporation and limited liability company

will result in the assets transferred to the limited liability company being

excluded from franchise tax as before. This is because corporations are not

required to include their percentage ownership of a partnership's assets in

their calculation of franchise tax and partnerships, like limited liability

companies, are not subject to franchise tax.

cc: Secretary Tolson
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North Carolina Department of Revenue

Michael F. Easley E. Norris Tolson
Governor Secretary

May 1 , 2002

Report on Effect of Tax Law Changes

TO: Senator John H. Kerr, III

Representative Paul Luebke
Co-Chairs, Revenue Laws Study Committee

FROM: Sabra J. Faires

Department of Revenue

This memorandum reports on the effects of Chapter 327 of the 2001 Session
Laws (House Bill 1 157), and includes issues identified by the Department of
Revenue concerning changes to that act or to other similar provisions of the tax
laws. This report is required by section 4(a) of Chapter 327. This is the second
of three reports required by the act. The first report was dated November 30,
2001

.
That report summarizes the law changes and identifies the actions taken

by the Department to implement the act. The final report is due by December 1

2002.

Effects of the Law Changes

Session Law 2001-327 consisted of three separate and distinct changes. Those
changes are:

• Income Tax Reporting Option for Royalty Income
• Franchise Tax on Corporate Members of LLCs
• Income Tax on Dividends

Because the changes were effective for tax returns that were due to be filed on
March 1 5, 2002, or later, it is premature to offer an opinion as to whether the
changes will accomplish the act's stated purposes. The purposes of the act, as
stated in the act's title, are to combat tax fraud, enhance corporate compliance
with taxes on trademark income, assure that franchise tax applies equally to

corporate assets, and conform corporate dividend treatment to the generally
accepted formula used in other states.
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The changes with respect to the income tax on royalty income and the franchise

tax on corporate members of LLCs have generated significant interest and

numerous questions from taxpayers and tax practitioners. Other states have

also expressed interest in North Carolina's manner of addressing the income tax

treatment of royalty income as those states consider how to address this

problem. Questions that have been raised include:

Income Tax on Royalty Income

• Does the recipient of the royalty income have to file a North Carolina return if

the payer of the royalties elects to eliminate its deduction of the royalty

expense?

• How does a taxpayer make the election permitted under G. S. 105-1 30.7A?

• In an unrelated entity situation, when does the trademark holder have nexus

in North Carolina and how does it determine its sales factor?

• Can North Carolina impose income tax on a foreign trademark holding

company?

Franchise Tax on Corporate Members of LLCS

• Is the new law applicable to franchise tax due on March 1 5, 2002?

• What effect does being a member of an LLC have on a corporation's

computation of its North Carolina franchise tax?

• Does a corporation have nexus in North Carolina by virtue of being a member
of an LLC doing business in North Carolina?

• If so, does the corporation have to file a North Carolina corporate income and

franchise tax return?

The Department plans to issue Directives to answer these questions. The

Directive on the income tax treatment of royalty income will be issued by the end

of May. There will be two Directives regarding corporate members of LLCs. One
will address whether a corporate member of an LLC has nexus in North Carolina

and when the corporate member of an LLC is required to file a North Carolina

return. The other Directive will address the provisions of Chapter 327 and

explain how the corporate member of an LLC computes its franchise tax. These

Directives will be issued by May 10, 2002.

Issues

The Department of Revenue recommends that the General Assembly consider

the following issues related to the law changes included in Chapter 327:

• The law changes specifically addresses royalty income from the use of

trademarks. How should income from royalties other than trademarks be

taxed? For example, should royalty income from patents be taxed based on

the location where the product is manufactured or the location where the

product is sold?
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As mentioned in the Department's November 30, 2001 report, tax
practitioners have already discovered an alternative entity structure to

overcome the legislature's attempt to close the franchise tax loophole.
Instead of having the corporation transfer its assets directly to an LLC, the
corporation transfers the assets to a partnership. The partnership, in turn,

transfers the assets to the LLC. A partnership, like the LLC, is not subject to

franchise tax. Corporations are not required to include their percentage
ownership of a partnership's assets in their calculation of the tangible
property base for franchise tax purposes. The new 70% test also does not
apply to partnerships that are members of LLCs. Consideration should be
given to subjecting LLCs to the franchise tax as recommended by the North
Carolina Efficiency and Loophole-Closing Commission.

cc: Secretary Tolson
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North Carolina Department ofRevenue

Michael F. Easley E. Morris Tolson

Governor November 1, 2001 Secretary

REPORT ON COLLECTION OF TAX DEBT

TO: The Honorable Marc Basnight
President Pro Tempore

TO: The Honorable James B. Black
Speaker of the House

From: E. Norris Tolson ^^I.jmi' skl/<4/rv'\/
Secretary of Reveni

Subject: Project Collect Tax - Collection of Tax Debt

Section 2, Article 9 of Chapter 105 of the 2001 Session Laws requires the

Department of Revenue to submit quarterly reports, beginning November
1, 2001 through November 1. 2002 and semiannually thereafter, to the

entities listed above on the Department's progress regarding the

collection of tax debt. This Section permits the Department of Revenue
to outsource tax debt to collection agencies and to impose a 20%
collection assistance fee on overdue tax debt. The 20% collection

assistance fee is applied to overdue tax debt 30 days after a fee notice is

mailed to the taxpayer.

The Department has mailed 232,110 notices informing individuals and
businesses owing tax debt that the fee would be added unless the tax

was paid or an installment payment plan was agreed upon within 30
days. As a result of these notices, $5,849,630 in tax debt was collected

and 3,123 installment payment agreements were established involving

$11,351,691 of tax debt.

Collections by Age and Amount

The report must inciude detail as to the amount and age of three

categories of tax debt:

•> Collections by Collection Agencies

P.O. Box 25000. Raleigh. North Carolina 27640
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Collections by the Department of Revenue through Warning Letters

Other Collections by Department Personnel

For the quarter ending September 30, 2001, tax debt collected by the

contract collection agency was $2,770,184, from collection fee warning
letters $5,849,630 and $27,790,496 of tax debt otherwise collected by
Department personnel. In addition, tax collected from non-filers

totaled $1,703,300. Total tax debt and tax collected from non-filers for

the quarter totaled $38,113,610 (Exhibits I & II).

Collection Plan and Timeline

We have developed several key initiatives that are part of our long-term

collection plan, including Project Collect Tax. As a result of these

initiatives, the agency will become more aggressive in collecting overdue

tax debts. The initiatives and target implementation dates are as follows:

Post Delinquent Taxpayers on the Agency Website
www.dor.state.nc.us

1 1-15-01 Mail notice to taxpayers advising on action to be taken

12-01-01 Press release regarding website postings

01-01-02 Delinquent taxpayers are posted on website

Hire 4-4 New Collection Division Employees

10-15-01 Hire 15 new employees (completed 10-15-01)

11-01-01 Hire 13 new employees (completed 11-01-01)

12-01-01 Hire 16 new employees for the central collection unit

Hire 10 Contract Employees For the Collection Division

10-15-01 Hire 10 former DOR employees on contract (completed

10-15-01)
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Civil Enforcement Team - Eight (8) Senior Revenue Officers
(Purpose of team is to conduct concentrated collection
operations)

7-23-01 Deployed team to Mecklenburg County Collected 2.2
million

1 1-5-01 Deploy team to Forsyth and Guilford Counties
1-15-02 Deploy team to Wake, Durham and Orange Counties

Bankruptcy Collections

A review of policies and procedures within the Bankruptcy Unit
has just been finalized. The enhancements implemented as a
result of that study will allow a more timely filing of "proofs of

claim" in Chapter 13 cases and a more aggressive monitoring of

taxpayers reorganizing under provisions of Chapter 11. It is

estimated these enhancements will cause revenues collected by
this Unit to increase from $4 million to $7 million annually.

Develop Request for Proposal for Outsourcing Collection of In-

State Tax Debt

12-15-01 RFP finalized to solicit additional bids from collection

agencies, including in-state collection agencies.

01-01-02 RFP issued

03-01-02 Bid closing

04-01-02 Contract awarded

Prior to Awarding Contract Mentioned in the Previous Initiative,

the Agency's Timeline for Outsourcing In-State Accounts is as
Follows:

1 1-26-0 1 Begin outsourcing accounts under $500
12-10-01 Exchange of Information with Contractor (payments

made to Agency by Contractor for debts collected.

Additional accounts transferred to Collection Agency)
12-31-01 On a going forward basis, Agency will continue to

exchange Information with contractor every two weeks.

Department of Revenue Page 3 of 4 Report on Collection of Tax Debt



Develop Request for Proposal for a Performance-Based Contract
to Collect Overdue Tax Debt

1 1-14-01 RFP submitted to Joint Legislative Commission on
Governmental Operation and Resource Management
Commission

01-14-02 RFP issued

03-15-02 Bid closing

04-03-02 Contract awarded
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Exhibit 1 - Tax Debt Collections

July 1 , 2001 - September 30, 2001
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North Carolina Department of Revenue

Michael F. Easley E. Norris Tolson
Governor Secretary

January 9, 2002

Report on Collection of Tax Debt

TO: Joint Legislative Commission on Governmental Operations
Revenue Laws Study Committee

FROM: E. Norris Tolson

Secretary of Revenue

General Statute 105-241 .3(f) requires the Department to submit a quarterly

report, beginning November 1, 2001 through November 1, 2002 and
semiannually thereafter, to the entities listed above on the Department's
progress regarding the collection of tax debt. The report must detail the amount
and age of tax debt in three categories, including tax debt collected by collection

agencies, tax debt collected as a result of the 20% collection assistance fee
notice, and all other collections of tax debt by Departmental personnel. The
report must also include a long-term collection plan, a timeline for implementing
each step of the plan, a summary of steps taken since the last report and their

results, and any other data requested by the Commission or the Committee.

The first quarterly report for the quarter ending September 30, 2001 was
previously submitted on November 1, 2001. This report provides an update
through December 31 , 2001

.

Tax Debt Collections for the Six-Month Period July 1. 2001 Through
December 31. 2001

• Tax Debt Collected by Collection Agency $ 3,210,906.

• Tax Debt Collected From Fee Warning Letters 24,497,253.
• Other Tax Debt Collected by Departmental Personnel 61.568,939.

Total Tax Debt Collected For Six-Month Period $89,277,098.
• Total Collections From Non-Filers 16,069,902.

• Total Collections For Six-Month Period (Exhibit 1) $ 105,347,000.
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Less Baseline Collections (Debt Collections 7-1 -00/1 2-31 -00) 74,639,045.

Total Tax Debt and Non-Filer Collections from Project Collect $ 30,707,955.

Long Term Collection Plan

In July 2001, the Department implemented an agency-wide initiative called

"Project Collect Tax." Through this project, the Department has committed to

achieving two primary goals: reduce accounts receivable and collect

$150,000,000 in tax debt over and above normal revenue collections by

implementing best practices for collecting tax debt.

Reduce Accounts Receivable For Accounts 120 Days or Older:

Accounts Receivable - July 1 , 2001 $359 M
Accounts Collected Older than 1 20 Days 37 M
Balance of 7-01-01 Accounts Receivable $322 M

We anticipate accounts receivable to decline further as the full impact of Project

Collect Tax activities is realized.

Generating $150,000,000 of New Revenue

To achieve our $150,000,000 goal, several initiatives are being used. The
primary initiatives are as follows:

• Warning Letters - On August 21 , 2001 , the Department began sending 20%
fee warning letters to taxpayers. Over a six-week period, approximately

250,000 notices were mailed. For the period ending 12-31-01, tax debt

collected from these notices totaled $24.5 million.

• Listing Delinquent Taxpayers on the Internet - On January 7, 2002, sixty-nine

(69) taxpayers were listed on the Department's Website with tax liabilities

totaling $2.7 million. Approximately 8600 accounts with a value of $179

million have been identified each with tax debt greater than $5,000. Each

month we will add 100 accounts to our website until we collect our money or

exhaust the entire list.

• Hire 44 New Collection Division Employees - All have been hired and

received initial training in mid December. They are currently working in

Raleigh and various field offices. Preliminary collection figures are not yet

available. However, these new employees will have a substantial impact on

generating new revenue.
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• Hire Former Employees as Contract Workers - Ten former revenue officers

were hired effective October 15, 2001. As of December 31, 2001, these

employees had collected $550,000.

• Civil Enforcement Team - Eight senior revenue officers have conducted

operations in Charlotte and Greensboro. As of December 31, 2001, this

team had collected $3.7 million.

• Enhance Bankruptcy Collections - This initiative was listed in the first

quarterly report. As of this reporting, no collection information is available to

report.

• Develop an RFP for Outsourcing In-State Tax debt - The timelines originally

reported for the first quarter remain the same.

• Outsource In-State Debt Prior to Completion of RFP - On December 26,

2001, 57,371 in-state accounts were out-sourced to a collection agency.

These accounts had a dollar value of $6,420,414.

• Develop an RFP for a Performance-Based Contract to Collect Tax Debt -

The timelines originally reported for the first quarter remain the same. A
separate report on this initiative is submitted.

• Redirect of Existing Personnel - Support personnel from the Documents and

Payments Processing Division were temporarily diverted to duties including

the issuing of garnishments on individuals owing past due taxes. During the

quarter ending 12-31-01, these individuals processed 38,000 accounts and

issued 18,000 garnishments.

• The Examination Division identified 20,000 non-filers from a potential pool of

500,000 cases using Federal abstract information. These non-filers include

individuals who filed Federal tax returns but failed to file state tax returns.

Total collections from this initiative as of December 31, 2001 totaled

$4,115,238.

• Federal Offset Initiative - North Carolina and other states are now authorized

to offset Federal tax refunds for state individual income tax debt. As of

December 31, 2001, this initiative resulted in state tax debt collections

totaling $1,410,138.

Total new revenue generated from all "Project Collect Tax" initiatives for the six-

month period ending 12-31-01 totaled $30,707,955. This total includes

collections from the initiatives previously mentioned and from a more aggressive

collection and enforcement effort.
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North Carolina Department of Revenue

Michael F. Easley E. Norris Tolson

Governor Secretary
April 1,2002

Report on Accelerated Withholding Payment Threshold

TO: Revenue Laws Study Committee

FROM: Sabra J. Faires

Department of Revenue

This report is submitted in accordance with Section 6(g) of Chapter 427 of the
2001 Session Laws. That act directs the Department of Revenue to review the
thresholds set for accelerated payment of withheld income taxes "to evaluate the
efficiency, burden, and level of compliance under the current law" and to report

the results of this review to the Revenue Laws Study Committee by April 1 , 2002.
The report is to include any recommendations on the subject.

Accelerated Payment Threshold

G.S. 105-163.6 requires employers to pay withheld individual income taxes to

the Department on a semiweekly (accelerated), monthly, or quarterly basis
depending on the average amount of taxes withheld by the employer during a
month. The thresholds for each payment frequency are as follows:

Frequency Average Amount of Tax Withheld

Accelerated At least $2,000 a month
Monthly At least $250 but less than $2,000 a month
Quarterly Less than $250 a month

The 2001 General Assembly changed the threshold that divides employers who
pay quarterly from those who pay monthly. Prior to the change, which became
effective January 1 , 2002, employers who withheld an average of less than $500
a month were required to pay quarterly rather than monthly. The change
lowered the monthly threshold to $250, so that employers who withhold an
average of at least $250 a month are required to pay monthly. This change does
not affect the accelerated payment threshold but does increase the compliance
burden for the taxpayer as well as the administrative burden on the Department.
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Action by Department

The Department developed a program to analyze payments of withheld taxes

received by taxpayers and used the program to determine if taxpayers were

paying in accordance with the frequencies set in G.S. 105-163.6. Based on the

program, the Department determined that many taxpayers were making

payments on the wrong frequency.

The Department put taxpayers on the correct frequency and informed them of

the requirements of the law by the methods listed below. Copies of this

information are attached to this report.

(1

)

Sending a notice to all employers in November, 2001

.

(2) Including the information in the revised NC-30, Income Tax

Withholding Tables and Instructions for Employers.

(3) Posting the information on the Department's website,

www.dor.state.nc.us .

(4) Sending employers the appropriate forms booklets to use in 2002

based on their correct frequency and alerting employers of the

thresholds on the cover of the booklets.

To ensure continued compliance with the proper frequencies, the Department

plans to run the program that analyzes payment history each year and notify

affected employers of changes in their payment frequencies. The Department

will run the program in the fall before printing and mailing the forms booklets.

Effect of Action

Placing taxpayers on the correct frequency resulted in switching about 7,500

employers from a monthly basis to an accelerated basis. This change, coupled

with normal changes and additions occurring throughout a year, resulted in

increasing the number of accelerated taxpayers from about 32,000 as of January

1 , 2001 , to about 41 ,000 as of January 1 , 2002.

The fiscal impact to the State of the change is the receipt of tax payments

sooner than would otherwise have occurred. Collections for the month of

February, 2002 show that receipts from employers paying on an accelerated

basis increased by $8.4 million when compared to the same month of 2001.

This occurred despite a decrease of $7 million for February, 2002 in the receipts

from employers paying on a monthly basis when compared to the same month

for 2001 . The number of payments received in February, 2002 from accelerated

payers increased by about 16,500 when compared to the same month of 2001

.

Efficiency. Burden, and Level of Compliance

Placing employers on an accelerated payment frequency rather than a monthly

payment frequency increases the number of payments employers must make
and the Department must process. Because most employers that pay on an

accelerated basis make their payments by electronic funds transfer (EFT) even

though the law does not require them to do so, the increased burden on the
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Department is minimal. The burden to the employer is the time involved in

determining the proper payment to make and then transmitting the payment.

The Department can require payment by EFT only if the employer withholds an
average of $20,000 per month. About 52,700 employers voluntarily pay by EFT
because it is easier for them to do so than to send a paper return and check.
When an employer pays by EFT, the employer sends no paper return to the
Department until the quarterly return.

The Department is primarily responsible for ensuring that employers pay
withheld taxes on the correct frequency. With the programming changes that

have been made, the Department can annually review employers' payment
histories to ensure continued compliance.

Recommendation: Make the due date of the quarterly sales tax return the same
as the due date for the quarterly withholding tax return.

The 2001 General Assembly lowered the threshold for monthly payments of

withheld taxes from $500 to $250. Monthly withholding returns are due on the
15 of the month, the same day as monthly and quarterly sales and use tax

returns. In March, April, September, and October, in particular, the 15
th
of the

month is the same day that income tax returns are due.

The monthly threshold change moved about 25,000 employers from a quarterly

to a monthly basis. The Department now receives 25,000 more returns in eight

of the twelve months of the year than it was receiving prior to the change. This
has compacted the processing work of the Department into a shorter time frame
and is straining the Department's ability to process all payments received in a
timely manner.

The Department recommends that the General Assembly change the due date
of quarterly sales tax returns from the 15

th
of a month to the end of the month to

enable the Department to spread the work more evenly throughout the month.
There are 91 ,000 quarterly sales tax filers, so this would greatly reduce the
peaks on the 15

th
. This change would also make the due date for quarterly sales

tax returns consistent with the due date for quarterly withholding tax returns.

This change would not impact the timing of local sales and use tax distributions.

Nor would it shift any funds from one fiscal year to the next.

To make this change, G.S. 105-164.16 needs to be amended. The change
should become effective October 1 , 2002.
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North Carolina

WIRELESS 911 BOARD
Ronald P. Hawley, Chair Carolyn H. Carter, Vice Chair

-Executive Summary-
February 15,2002

On September 25, 1998, the 1998 Session ofthe General Assembly of North Carolina approved
Senate Bill 1242, G.S. 62a, Enhanced 91 1 Wireless Fund. The objectives of the act include

providing for a wireless enhanced 91 1 system for the use of wireless telephone customers. The act

provides for a service charge of $ .80 per month on each commercial mobile radio service (CMRS)
connection. These funds are disbursed as provided by statute to CMRS providers and public safety

answering points (PSAPs) in North Carolina.

The Board is staffed by an Executive Director and an accountant under the Office of Information
Technology Services. The Board consists of 13 members and meets monthly to indentify, discuss

and act upon those issues concerning the Wireless 91 1 Fund. (See attachment for a list of the
Board members and staff)

For the reporting period of 2000 and 2001, the total revenues collected by the CMRS providers

are:

2000 -$21,325,662.33

2001 -$13,386,215.30

Total Revenues -$ 34,71 1,877.63

For the reporting period of 2000 and 2001, the total expenditures are:

2000 CMRS Providers - $ 1,339,263.64 2001 CMRS Providers -$ 4,063,937.50

PSAPs - 14,463,757.79 PSAPs - $4,807,429.38

Administration - 96,807.26 Administration - $ 44,553.83

Total Expenditures -$15,899,828.69 Total Expenditures -$ 8,915,920.71

The fund balance as of December 31, 2001, including interest, is $ 37,599,321.94.

As of December 3 1 , 200 1,117 PSAPs have been certified as being capable of receiving and
utilizing Phase I data from the CMRS providers. 53% of the state had Phase I coverage deployed
by the wireless carriers.

www. wireless911.its.state.nc.us
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North Carolina Wireless 911 Board

Ron Hawley, Chair

NC Office of Information Technology Services

Carolyn Carter, Vice Chair

NC League of Municipalities

City of Raleigh

Neil Allen

National Emergency Number Association

Randolph County

Belinda Gurkins

NC Local Exchange Carriers

Sprint Telephone

Leigh Horner

CMRS Provider

Nextel Communications

David Keever

CMRS Provider

Alltel Communications

Chief William Leonard

NC Police Chiefs Association

City of Louisburg

Sheriff Dane Mastin

NC Sheriffs Association

Wilkes County

Frank Thomason
National Association of Communications Officers

Rowan County

Pamela Tope

CMRS Provider

Verizon Communications

Toby Turner

CMRS Provider

Sprint PCS

Don VanLiew

CMRS Provider

Cingular Communications

Vacant

NC County Commissioners Association

Staff

Richard Taylor - Executive Director

Leslie Tripp - Accountant
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