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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. The co-chairs for 2003-2004 are Senator John Kerr and Representatives Paul

Luebke and David Miner.

G.S. 120-70.106 gives the Revenue Laws 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 administer, 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.

In 2002, the General Assembly established a permanent subcommittee under the
Revenue Laws Study Committee to study and examine the property tax system.! The
subcommittee was to consist of six members, three appointed by the Senate chair of the
Revenue Laws Study Committee and three appointed by the House chair of the
Committee. The subcommittee may recommend changes in the property tax system to

the full Committee for its consideration in its final report to the General Assembly. The

1S.L. 2002-184, s. 8.



chairs to the Revenue Laws Study Committee appointed the following eight members
to the Property Tax Subcommittee: Co-Chairmen Senator Dan Clodfelter and
Representative Harold "Bru" Brubaker; Senators Walter Dalton and Fletcher Hartsell;
Representative Gordon Allen, Dewey Hill, and Bill McGee; and public member Leonard

Jones. 2

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.

2 Legislative Proposal #8, Revenue Laws Technical Changes, provides that the Property Tax Subcommittee
of the Revenue Laws Study Committee may consist of up to eight members.



COMMITTEE PROCEEDINGS

The Revenue Laws Study Committee met five times after the 2003 Regular Session
of the 2001 General Assembly adjourned on July 20, 2003. 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
2003 GENERAL ASSEMBLY

The 2003 General Assembly enacted five of the Revenue Laws Study Committee's
seven legislative proposals in whole or in part. Appendix B lists the Committee’s
recommendations and the action taken on them in 2003. A document entitled “2003
Tax Law Changes” summarizes all of the tax legislation enacted in 2003. It is available

in the Legislative Library located in the Legislative Office Building.

BUDGET AND REVENUE OUTLOOK

At its first meeting on January 13, 2004, the Revenue Laws Study Committee
began its work with a briefing on the current year's budget and an overview of the
revenue outlook for fiscal year 2003-2004 from Jim Johnson and David Crotts with the

Fiscal Research Division.

While the continuation budget for fiscal year 2004-2005 is balanced, high priority
commitments, such as funding for higher education enrollment increases, State
employee and teacher pay raises, teacher performance initiatives, repairs and

renovations, the Rainy Day Fund, and Water Resources Development projects, remain



unfunded. Two items that pose a serious risk to the budget are the ABC bonus payouts
for teachers, which has exceeded the current year's budget by $44 million, and the

volatile growth rate of Medicaid.

Despite an anticipated shortfall, the fiscal analysts did identify areas that have
seen dramatic improvement in recent months. Withholding taxes were up dramatically
in the fourth quarter of 2003 and sales tax collections continue to rise. Collection data
indicates that for the first six months of fiscal year 2003-2004, net General Fund
revenues are running $25.8 million ahead of the $7.0 billion target for the period. More
importantly, the State moved from a $41.4 million shortfall to a $25.8 million surplus, a
turnaround of $67.2 million. Although the economic outlook is the brightest that it has
been in the past three years, the recovery has been plagued with inconsistencies and
analysts continue to be cautious for several reasons. First, the revenue growth rates
must continue to increase if the State is going to meet its budget target. Second,
external events, such as the war in Iraq, have the potential to sidetrack economic
recovery. Third, the market continues to experience carryover losses from the stock
market crash. Data from some states indicate that the backlog of losses is the highest
since the 1973-1974 bear market. Finally, many of the North Carolina jobs lost to
overseas locations will not be replaced, stunting employment growth. Appendices C
and D contain a discussion of the issues and prospects for the State Revenue and

Budget Outlook for 2003-2004 presented to the Committee.

Among the State's tools for generating revenue is the program known as "Project
Collect Tax" established within the Department of Revenue for collecting back taxes.
The Department is required to report on a quarterly basis to the Revenue Laws Study
Committee its progress regarding the collection of tax debt. At the February 3, 2004

meeting, Secretary Norris Tolson reported that the Department had generated $47



million in revenue as of January 2004 and is well on its way to generating the goal
figure of $115 million. Project Collect Tax has collected $275 million in delinquent taxes
in this biennium, with $78 million in the first seven months. A copy of the

Department's report on the collection of tax debt is included as Appendix E.

In addition to reporting on Project Collect Tax, Secretary Tolson identified for the
Committee members several of the Department's enforcement concerns. First, the
Department has detected an increase in efforts to avoid taxes by fraudulent methods,
including an increase in fraudulent tax preparers. Investigating these cases is time-
consuming and expensive and places a significant burden on the Department's
resources. Second, the Department has identified a number of people working in
North Carolina, especially among the immigrant labor pool, who are claiming
maximum deductions but not filing a tax return. Secretary Tolson estimates this failure
to file accounts for a loss of revenue to the State of approximately $30-$50 million per
year. Third, there are a growing number of taxpayers claiming William S. Lee Act
credits who are not eligible for or qualified to receive the credits resulting in a
significant outflow of money. After examining 149 corporations that claimed credits
under the Bill Lee Act in 2003, the Department recovered $10 million in taxes owed by
the corporations and reduced future installments in subsequent tax years by $78

million.

The Committee continues to monitor several ongoing court cases involving tax
matters that have the potential to affect the State's budget and revenue outlook. At its
first meeting, the Committee heard updates on four cases, all of which are ongoing.

Memoranda summarizing these cases and detailing their status is included in Appendix

F.



INCOME TAX

The Revenue Laws Study Committee spent considerable time reviewing two

income and franchise tax issues.

North Carolina's tax law tracks many provisions of the federal Internal Revenue
Code by reference to the Code.! The General Assembly determines each year whether to
update its reference to the Internal Revenue Code.? Updating the Internal Revenue
Code reference makes recent amendments to the Code applicable to the State to the
extent that State law previously tracked federal law. Legislative Proposal #1, IRC
Update, changes the statutory reference to the Code from June 1, 2003, to January 1,
2004. Congress enacted two bills between June 1, 2003, and January 1, 2004, that would
affect State tax provisions. The Military Family Tax Relief Act of 2003, P.L. 108-121,
enacted on November 11, 2003, makes numerous changes to personal income tax
provisions primarily affecting members of the uniformed services or the Foreign Service
and their families. The Medicare Prescription Drug, Improvement, and Modernization
Act of 2003, P.L. 108-173, enacted on December 8, 2003, created Health Savings
Accounts, which allow persons to accumulate funds on a tax-preferred basis to pay for

certain medical expenses.

The Committee continued discussions, begun in 2000, on the applicability of the

corporate franchise tax to various types of business entities. In 2001, the Revenue Laws

! North Carolina first began referencing the Internal Revenue Code in 1967, the year it changed its taxation of
corporate income to a percentage of federal taxable income.

2 The North Carolina Constitution imposes an obstacle to a statute that automatically adopts any changes in
federal tax law. Article V, Section 2(1) of the Constitution provides in pertinent part that the “power of
taxation ... shall never be surrendered, suspended, or contracted away.” Relying on this provision, the North
Carolina court decisions on delegation of legislative power to administrative agencies, and an analysis of the
few federal cases on this issue, the Attorney General’s Office concluded in a memorandum issued in 1977 to
the Director of the Tax Research Division of the Department of Revenue that a “statute which adopts by
reference future amendments to the Internal Revenue Code would ... be invalidated as an unconstitutional
delegation of legislative power.”



Study Committee recommended changes to the franchise tax in order to correct what
was perceived to be a loophole in the law. Under North Carolina law, limited liability
companies (LLCs) are not subject to the franchise tax. In 1997, the North Carolina law
was amended to allow for a single-member LLC. This change had the unintended
consequence of allowing a corporation to avoid the franchise tax, without affecting
liability for other taxes, by holding assets in a single-member LLC. In 2001, the Revenue
Laws Study Committee proposed legislation that was later enacted to close this
perceived loophole. That legislation required a corporation to include in its franchise
tax base all or a portion of the assets of an LLC in which the corporation was a member
under certain circumstances. That legislation was fine-tuned by legislation enacted
during the 2002 Session. After the 2002 Session, the Department of Revenue reported
that tax practitioners had discovered alternative entity structures to overcome the
General Assembly's attempt to close the perceived loophole. Due to time constraints,
the Revenue Laws Study Committee could not fully develop a proposal before the
convening of the 2003 General Assembly. During 2003, legislation was introduced in
the General Assembly to further close the perceived loophole; however, that legislation

ultimately was not enacted.

Over the course of several meetings after the conclusion of the 2003 Session, the
Revenue Laws Study Committee heard updates on attempts to close the perceived
loophole. Some members recommended the franchise tax be extended to business
entities other than corporations while others recommended a repeal of the franchise tax
and an overhaul of corporate taxation. Ultimately a working group advising the
Revenue Laws Study Committee recommended a proposal that would amend the
attribution rules of the 2001-2002 legislation and exempt smaller LLCs. Legislative

Proposal #2, Amend Franchise Tax Loophole, incorporates these recommendations.



SALES AND USE TAX

A. Streamlined Sales Tax Project

The Revenue Laws Study Committee continues to support the efforts of and
monitor the progress of the Streamlined Sales Tax Project. The Project is an effort
created by state governments, with input from local governments and the private
sector, to simplify and modernize sales and use tax administration for both Main Street
and remote sellers for all types of commerce. Forty-two of the 45 states with a sales and
use tax, as well as the District of Columbia, are involved in the Project. As of April
2004, 20 states have enacted all or part of the conforming legislation, and the process of
compliance certification has begun. In order for North Carolina to be in full compliance
with the Agreement, the General Assembly will have to eliminate multiple rates, caps,

and thresholds by December 31, 2005.

At this point, participation by vendors is voluntary; states cannot require out-of-
state vendors to collect sales and use taxes without Congressional action. However, in
late 2003, H.R. 3184 and S. 1736 were introduced in Congress, which would authorize
member states to require all sellers, except those qualifying for the small business
exception, to collect and remit sales and use taxes with respect to remote sales to

purchasers located in the member states. Those bills are still pending.

The Revenue Laws Study Committee considered two Streamlined-related items
in a bill draft titled, Sales and Use Tax Changes. The first item would exempt bakery
items from the definition of "prepared food," thus exempting those items from the State
sales tax. The bakery item exemption is not required by the Agreement, but is a
permissible exemption. There was considerable debate over this issue. In support of
the exemption, members argued that certain grocery items traditionally considered

staples, like bread, should be taxed at the lower 2% rate regardless of whether it is



purchased from a store's bakery or from its bread aisle. On the other hand, the
exemption as approved by the Agreement covers a broad range of bakery items
including donuts, muffins, pies, croissants, and pastries, which may be considered more
like "prepared food" that should be taxed at the 7% rate. The Committee expressed
concern that the exemption may create inconsistent results or exempt items that are not
supported by the rationale for exempting food staples. Ultimately, the Committee did

not recommend this proposal.

The second item in the bill draft was a provision that would codify existing
Department policy regarding refunds of overcollected sales and use tax. Under the
Agreement, states must require purchasers seeking a refund of overcollected sales and
use tax to provide sellers with written notice and a 60-day period to respond prior to
bringing a cause of action against the seller. The Department has already adopted this
policy, promulgated in a February 2004 technical bulletin, but retailers would prefer
that the provision be codified in statute. This item was recommended by the
Committee and is found in Legislative Proposal #7, Notice Period for Sales and Use Tax

Refunds.
B. Electricity Sold to Manufacturers

Sales of electricity, along with sales of piped natural or artificial gas and sales of
motor vehicles, aircraft, watercraft, and manufactured or modular homes, are exempt
from the provisions of the Streamlined Sales Tax Agreement. However, this Committee
has previously identified as a feature of an equitable and effective tax structure the
absence of multiple rates, caps, and exemptions. To further its efforts to modernize,
simplify, and equalize North Carolina's tax code, the Committee examined the

graduated tax rates applicable to sales of electricity to manufacturers.

Prior to July 1, 2002 electricity that was sold to a manufacturer for use at a



manufacturing facility and that was separately metered or measured was subject to the
sales and use tax at a rate of 2.83% (most other sales of electricity are taxed at the rate of
3%). On February 14, 2000 the Secretary of Revenue issued a Directive ruling that
electricity is a form of energy, not a form of matter or tangible property that the
Legislature intended to exempt from tax. The Directive overruled previous private
letter rulings from the Sales and Use Tax Division of the Department of Revenue that
allowed a sales tax exemption for arc furnaces. Effective March 1, 2000, electricity used
in arc furnaces once again became subject to the 2.83% sales tax. The state’s only

aluminum smelter, Alcoa Badin Works, began paying the 2.83% tax in March 2000.

Two bills were introduced during the 2001 General Assembly to reverse the
Revenue decision. Although neither of those measures passed, a floor amendment to
Senate Bill 748, Bill Lee Act Changes, included a .17% tax rate beginning July 1, 2002 for
manufacturers who use over 900,000 megawatt hours of power each year. At the time,
the only firm eligible for this lower rate was Alcoa Badin Works. Alcoa has since closed
its North Carolina plant, and according to the Department of Revenue, there are no
taxpayers currently claiming the .17% tax rate.  Senate Bill 748 also included the
following additional rates, beginning in July 1, 2005, based on volume of electricity used

by manufacturers:

e 2% =250,000 - 900,000 megawatt hours each year
e 2.25% =5,000 - 250,000 megawatt hours each year
e 2.83% = less than 5,000 megawatt hours each year (current tax)

The bill draft titled Sales and Use Tax Changes would make the following changes

with regard to the taxation of electricity:

J It would repeal the .17% tax rate that currently applies to sales of electricity to
manufacturers who use more than 900,000 megawatt-hours of electricity
annually;

J It would repeal the graduated tax rate provisions (specifically the 2% and the

2.25% rates) that are scheduled to take effect July 1, 2005; and
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J It would re-enact the law as it existed prior to July 1, 2002, which provided for a
2.83% tax rate on electricity sold to manufacturers and separately metered or
measured, regardless of the volume of electricity used annually.

At its May 6, 2004 meeting, the Committee heard from Chuck Neely,
representing Alcoa, and Sharon Miller, representing the Carolina Utility Customers
Association, Inc., who both opposed the repeal of the reduced rates. Mr. Neely
indicated that although Alcoa is not currently operating its smelting facility, which if in
operation, would be able to take advantage of the .17% rate, it continues to employ
approximately 140 people in its other operations. He further indicated that given the
right economic conditions, Alcoa intends to re-open its smelting facility. However,
without the .17% rate in place, it may not be economically feasible. There was
considerable debate on this issue, but ultimately the Committee decided not to

recommend the proposal to repeal the reduced rates on certain sales of electricity.

MOTOR FUELS TAX

The Revenue Laws Study Committee received several proposals from the Motor
Fuels Tax Division of the Department of Revenue. At the first meeting of the
Committee, the Motor Fuels Tax Division made a brief presentation in which the
Division Director, Julian Fitzgerald introduced senior staff and promised a proposal
that would enhance the ability of the Division to carry out its mission. At a later
meeting, the Committee reviewed the proposal of the Division and had a lively
discussion related to several provisions of that proposal. Two provisions in particular

drew a great deal of discussion.

First, the Committee had concerns about exempting the American Red Cross
from the motor fuels tax that it currently pays on dyed diesel fuel used for highway
purposes. Dyed diesel fuel is exempt from the federal motor fuels tax and, therefore,

generally may not be used in highway vehicles. There are come exceptions to this
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however, in that governmental vehicles, intercity buses, private school buses, and
vehicles operated by the American Red Cross may use dyed diesel fuel on the
highways. With the exception of vehicles owned by governmental entities, these users
of dyed diesel fuel are currently required to pay the State motor fuels tax on dyed diesel
fuel used for highway purposes.? Some members of the Committee were concerned
about the erosion in the motor fuels tax base resulting from continued exemptions from
the motor fuel taxes. The Motor Fuels Tax Division felt, however, that the exemption

was required in order to comply with federal law.

Second, there was a great deal of discussion about several penalties that would
be increased or created by the proposal. Particular concern was expressed about a
penalty that would be imposed upon terminal operators for failure to issue a proper
shipping document. Some of the members expressed a concern that failure to issue a
proper shipping document may be the result of taxpayer error rather than malevolent
intent and that the penalty seemed harsh for this type of error. The Motor Fuels Tax
Division stated that the Division has repeatedly provided education on the matter of
issuing proper shipping documents and that the problem has persisted with certain
terminal operators. The Division reported that it has had problems with terminal
operators issuing one shipping document that showed fuel to be delivered in more than
one State. With such a shipping document, it is permissible for the transporter to
deliver the fuel to either destination. Without a proper shipping document it is difficult

for the Division to verify whether the proper amount of tax has been paid.

Some concerns were also raised about a penalty that would be assessed against a
provider, bulk-end user, or retailer of alternative fuel that fails to obtain a license. Some

members felt that the imposition of this penalty could stifle research involving

® Local governments were made exempt from the motor fuels tax on dyed diesel fuel used in highway vehicles
during the 2002 Session.
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alternative fuels. The Motor Fuels Tax Division indicated a willingness to work with
taxpayers to avoid the imposition of a penalty, but felt that the authority to assess a

penalty was needed to ensure enforcement of the motor fuels taxes.

Few concerns were raised about a provision that would abolish a hold harmless
provision that was created in 1996. However, the Motor Fuels Tax Division and
representatives of the petroleum marketing industry indicated an intent to further
review this proposal. Similarly, few concerns were raised about a proposal to allow the
Secretary of Revenue to appoint employees of the Motor Fuels Tax Division as revenue

law enforcement officers.

A pared down version of the proposal of the Motor Fuels Tax Division is

incorporated in Legislative Proposal #4, Motor Fuels Tax Changes.

PRIVILEGE LICENSE TAX

At its February 3, 2004 meeting, the Committee was presented with an overview
of the privilege license tax system, an analysis of the system's deficiencies, and options
to consider for revising the current system. Historically, this system of taxation has
been considered an outmoded, inefficient, and arbitrary method of raising revenue
largely because it places a tax burden on only a limited portion of businesses. For these
reasons, the majority of State privilege license taxes, as set out in "Schedule B" of
Chapter 105, were repealed in 1997. However, the problems that plagued the State
privilege license tax system still exist at the local level and continue to be a source of
confusion for local governments and taxpayers alike. Specifically, cities and counties
are authorized to levy privilege license taxes only to the extent cities and counties were
authorized to tax the businesses before Schedule B was repealed. Therefore, in order to
determine the scope of a city's or county's authority to levy a privilege license tax, one

must refer to the law as it existed in 1995 before the repeal. Consequently, there are
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inconsistencies in the administration of these local taxes.

The Committee was presented with two possible options for improving the
privilege license tax system. It could codify the former Schedule B provisions into the
current statutes, or it could repeal the local privilege license tax exemptions and
restrictions and replace them with a more uniform system. The Committee, however,

did not take any further action on this issue during the interim.

ECONOMIC DEVELOPMENT

The Revenue Laws Study Committee spent some time looking at a specific
economic development issue. The Committee studied the issue of the wage standard
as it relates to economic development programs, particularly the Job Development
Investment Grant (JDIG) program. JDIG is a program that was created in 2002 under
which grants are made to selected businesses based on a percentage of the personal
income tax withholdings associated with eligible new positions created by the business.
As the program was originally enacted, in order to be eligible for participation in the
JDIG program, grantee businesses had to pay an average weekly wage that met the
wage standard set out under the Bill Lee Act. In the 2003 2nd Extra Session, however,
that wage standard requirement was removed from the JDIG program. The Committee
heard presentations from the Department of Commerce and the Governor's Office
about why they felt the removal of the wage standard was necessary. The Committee
also heard a presentation on alternative ways of establishing a wage standard that
could utilize a sector-based approach. A paper prepared on this matter by William
Schweke with the Corporation for Enterprise Development is included as Appendix G.
The Revenue Laws Study Committee recognized that two other legislative committees
were studying economic development issues and decided to take no further action on

this matter.
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TELECOMMUNICATIONS

The Enhanced 911 Wireless Fund Act, enacted by the 1998 General Assembly,
established a system for charging cellular telephone users for enhanced 911 service and
established a method of administering and distributing the funds collected. An
enhanced 911 system is one that provides cellular users with 911 service, directs
wireless 911 calls to the appropriate dispatch agency based on where the calls originate,
and enables the dispatch agency to determine the location and telephone number of the
caller. The Act provides for a service charge of $.80 per month on each commercial
mobile radio service (CMRS) connection. The funds are then disbursed to CMRS
providers and public safety answering points (PSAPs) in North Carolina. The Wireless
911 Board is required to report biannually to the Revenue Laws Study Committee
regarding receipts and expenditures of all funds received by the Board. At its March 16,
2004 meeting, Richard Taylor, Executive Director of the Wireless 911 Board, reported a
$51 million fund balance as of December 31, 2003. A summary of the Board's report is

attached in Appendix H.

The Committee was briefed on a new area of technology that has generated a
great deal of activity - Voice over Internet Protocol (VoIP). VoIP is a technology that
allows users to make telephone calls using a broadband Internet connection instead of a
regular (or "analog") phone line. The possibility of VoIP becoming a central part of our
nation's telecommunications infrastructure is extremely high. Given the uncertain
nature of its tax status, the growth of this technology has the potential for significant

revenue implications for the State and its municipalities.

The Department of Revenue's position is that, under current law, VolP
telecommunication services are subject to sales tax in North Carolina. In other states, at

least one company offering these services, Vonage, Inc., has filed suit maintaining that
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its product is not a telephone service subject to telecommunications taxes, but rather an
information service. Under federal law, information services are not subject to state
regulation or taxation. Fiscal analysts conclude that the advent of VoIP will likely
reduce the amount of telecommunications tax revenue available to the State and
municipalities. Currently, the State collects about $310-$360 million in
telecommunications taxes annually, with approximately $50-$60 million going to
municipalities under a tax sharing program. If VoIP were found to be an information
service, the State and municipalities would potentially lose all the revenue associated
with VoIP services. Even if VoIP were found to be a telecommunications service that
could be taxed, the cost savings associated with using VoIP would likely reduce the

taxable base.

At this time, most of the activity regarding the tax status of VoIP is occurring at
the federal level. The Internet Tax Freedom Act, defining VoIP as an information
service, is pending before Congress. A federal district court ruling that Vonage is an
information service provider is currently on appeal. Most significant, however, is likely
to be Federal Communication Commission activity. In 2003, the FCC started a massive
rulemaking process to consider the regulatory status of VoIP. Many industry watchers
believe it will be the FCC that ultimately makes the decision on the taxability of VoIP.
A memorandum and a PC World article with additional detail on this issue can be

found in Appendices I and J.

GENERAL TAX LAW ADMINISTRATION

The Setoff Debt Collection Act is a mechanism for State and local agencies to
collect debts owed to the agencies through setoff against an individual's income tax
refund. This collection remedy is mandatory for State agencies and optional for local

agencies. Each year, the Department of Revenue determines its costs of running the
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program and recovers these costs by charging a collection assistance fee as a percentage
of each debt collected. According to the Department, the process is very tedious and
quite cumbersome because many different areas of the Department are affected. Thus,
the "actual cost" is an estimate at best. G.S. 105A-13 caps the fee at no more than $15.00
per debt, but for the last four years, the fee has been just under $5.00. Therefore, the
Department recommends, and the Committee is proposing, that G.S. 105A-13 be
amended to establish a flat $5.00 collection assistance fee on each debt collected through
setoff. This change can be found in Legislative Proposal #6, Adopt Flat Fee for Debt

Collection.

The Revenue Laws Study Committee also recommends Legislative Proposal #8,
Revenue Laws Technical Changes, which makes several technical and clarifying changes to

the revenue laws and related statutes.

PROPERTY TAX SUBCOMMITTEE

The Property Tax Subcommittee, established by the Revenue Laws Study
Committee in G.S. 120-70.108, has been given broad instruction to recommend changes
to the property tax system and to examine the taxation of all classes of property,
including exemptions and exclusions of property from the property tax base. The
Subcommittee is also directed by the statute to study the present-use value system. In
S.L. 2003-284, Sec. 117, the Subcommittee was directed to "study the positive and
negative impacts of the acquisition of land by the State and non-profit organizations
using money from the Clean Water Management Trust Fund and other State funds for
conservation purposes on local government ad valorem tax revenues." The
Subcommittee examined a number of proposals and voted to recommend one proposal
to change the present-use value appraisal of farmland owned and leased by a family

business.
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A. Present-use value appraisal of farmland

The Subcommittee began its study of the property tax system by examining the
present-use valuation of farmland. The Department of Revenue presented an overview
of the system which values farmland (agricultural land, horticultural land, and
forestland) for property tax purposes at its present-use value as opposed to its fair
market value. This presentation can be found in Appendix K. The Subcommittee was
also given a summary of present-use value legislation enacted by the General Assembly
in 2001 and 2002. S.L. 2001-499 expanded the applicability of the present-use value
program to farmer-to-farmer transfers. This change provides that the owner of
farmland can transfer the property, regardless of whether the new owner already has
property in the present-use value system, without losing the property's use value tax
status and having to pay deferred taxes. 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. S.L. 2002-184 implemented changes recommended by
the Revenue Laws Study Committee. These changes amended the present-use value
laws to provide an updated method of determining the value of farmland in its present
use, clarified the sound management requirement for qualifying for use value taxation,
and allowed land subject to a conservation easement to continue to qualify for use value

taxation.

The Subcommittee heard from Jim Dobson, an Iredell County farmer, who
expressed his concern about farmers in the county who had lost the present-use value
tax benefit when they leased their land. Under current law, farmland may be owned by
a natural person or by a business entity. If the land is owned by a business entity, then

the land may keep its present-use value status if the business entity is engaged in the
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principal business of farming and all members of the business entity meet one or more

of the following conditions:

1. The member is actively engaged in the business of the entity.

2. The member is a relative of a member who is actively engaged in the business of
the entity.

3. The member is a relative of, and inherited the membership interest from, a
decedent who met one or both of the preceding conditions after the land
qualified for classification in the hands of the business entity.

If farmland, owned by a business entity, is leased to a non-member of the business
entity for farming purposes, then the present-use value status is lost. In this situation,
the county tax assessor would deny present-use value status because the business of the
entity is deemed to be leasing land rather than agriculture. By contrast, the current law
allows a natural person to lease his or her farmland without losing the preferential tax
status. This means that a widow who inherits farmland from her husband will not lose
present-use value tax status on the land if she decides to lease it for farming purposes.
The Subcommittee voted to amend the present-use value statutes to allow farmland
owned by a business entity to keep its present-use value status if its members lease the
land for the purpose of agriculture, horticulture, or forestry and if all members of the
business entity are relatives. This proposal would allow a family business's property to
keep its present-use value status if the members of the business do not want to
physically participate in farming the land or to make decisions about the farming
activity. The recommendation of the Property Tax Subcommittee is incorporated as

Legislative Proposal #5, Allow Family Business to Lease Farmland.

The Subcommittee looked at one other proposal to amend the present-use value
statutes.  This proposal would exempt agricultural land from the ownership

requirements in the statutes and extend the roll back period for agricultural land from
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three years to six years. The consensus of the members was that the bill needed more

study to determine its impact on county revenues.
B. Conservation Working Group

The Subcommittee heard from a number of conservation groups who presented
their proposals to benefit conservation including making it easier for taxpayers to
donate land for conservation purposes, developing a comprehensive statewide
conservation plan, and expanding present-use value status to lands managed for
wildlife and other conservation purposes. Statements from these groups can be found
in Appendices L and M. After hearing from the interested parties, the Subcommittee
agreed that a working group should be formed to study conservation lands, present-use
value, and related tax incentives. ~The working group met on April 19 and began
discussing issues of interest. The group decided to focus on the following four issues:
(1) types of conservation incentives that property owners want, (2) improving the
administration of the present-use value system, (3) revenue issues for local

governments, and (4) improving data collection efforts.
C. Improve Property Tax Collection on Repossessed Mobile Homes

The Subcommittee began studying the ongoing problem of collecting delinquent
property taxes on repossessed mobile homes. Under current law, it is unlawful for
anyone, other than a mobile home manufacturer or retailer, to move a mobile home
from one location to another without first obtaining a county tax permit. In order to
obtain this permit, the owner of the mobile home must pay all taxes due to the county
or taxing unit. It is also unlawful for a lienholder to take possession of a mobile home
without first applying for a tax permit and paying taxes due on the mobile home within
seven days of issuance of the permit. A violation of the law is a Class 3 misdemeanor.

County tax collectors are having trouble enforcing the law for several reasons.
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Lienholders are increasingly taking possession of and selling the mobile homes on site
without obtaining a tax permit. Once the home is transferred to a new owner for value,
the county's ability to collect delinquent property taxes on the mobile home ends.
County tax collectors also stated that the penalty for violation of the statutes is too
lenient and not prohibitive. The manufactured housing industry argued that the law
does not require a permit when the lienholder takes possession and does not move the
mobile home. The industry also argued that since many of the mobile homes cannot be
sold or can be sold only at a significant loss, a lienholder should not be liable for all
delinquent taxes on the home. A working group composed of representatives of the
manufactured housing industry, county tax collectors, the Association of County
Commissioners, the League of Municipalities, the Department of Revenue, and the
Department of Transportation has met twice to examine ways of improving the
collection to property taxes on repossessed mobile homes. The Subcommittee will

continue to work on a solution to this problem.
D. Update on State owned conservation property.

As directed by S.L. 2003-284, Sec. 117, the Subcommittee began examining the
value and associated property tax loss from the acquisition of land by the State and
non-profit organizations using money from the Clean Water Management Trust Fund
and other State funds for conservation purposes. Tentative findings of a status report
provided to the Subcommittee show that since 1995, the State has acquired 193,696 acres
for conservation purposes and that the total sales price for these properties was
$198,285,088. The total potential lost local tax revenue is projected to be at least $1.4
million statewide, although the actual amount may be much higher. This update on

State owned conservation property can be found in Appendix N.

E. Other issues examined by the Property Tax Subcommittee
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issue

The Subcommittee also looked at but took no action on the following issues:

Requiring qualifications for county and city tax collectors similar to current
statutory qualifications for county tax assessors.

Valuation of partially improved, undeveloped lots in subdivisions for property
tax purposes. Under G.S. 105-287(d), an assessor has the option to appraise
unsold lots in a subdivision as land acreage rather than as lots if the tract of land
has been subdivided into lots and more than five acres of the tract remain
unsold.

Changes to the property tax homestead exclusion and to the annexation statute
delaying the annexation of present-use value property by a city as long as the
property remains eligible for present-use value classification.

Exempting property under construction and held by exempt religious,
educational, and various charitable organizations if the property, when finished,
will be used for the exempt purpose.

Changes to the appeal process in property tax valuation cases.

JusT COMPENSATION SUBCOMMITTEE

Session Law 2003-349 directed the Revenue Laws Study Committee to study the

of just compensation for the removal of lawfully erected, nonconforming,

off-premises outdoor advertising. Under current law, local governmental entities are

not required, under most circumstances, to pay monetary compensation to an owner of

outdoor advertising when that advertising is required to be removed in order to

conform to a local ordinance.* Under case law, the payment of monetary compensation

is generally not required when the owner of the outdoor advertising is allowed to

remove the advertising over a reasonable period of time. However, most states require,

by statute, local governments to pay monetary compensation for the removal of

outdoor advertising. The Committee heard testimony from representatives of local

government and of the outdoor advertising industry. The Committee established a Just

* The payment of just compensation is required when the advertising is located along federal-aid primary and
interstate highways, in compliance with federal and State law.
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Compensation Subcommittee to study the issue in depth.

The Subcommittee reviewed negotiations between the interested parties
involving a variety of issue. After months of negotiations, the interested parties reached
agreement on most provisions regarding the payment of monetary compensation for
the removal of outdoor advertising. During final negotiations, representatives of local
government recommended setting monetary compensation at the fair market value of
the property subject to a cap of three times the gross annual revenues associated with
the property: Representatives of the outdoor advertising industry recommended
setting monetary compensation at the fair market value of the property which would be
represented by six and one-half times the gross annual revenues associated with the
property. Copies of the proposals submitted by the North Carolina League of
Municipalities and the North Carolina Outdoor Advertisers Associations are included
as Appendix O. The Subcommittee voted to set the amount of monetary compensation
required as the fair market value of the property to be removed, subject to a cap of five
times the gross annual revenues associated with the property. The recommendation of
the Just Compensation Subcommittee is incorporated as Legislative Proposal #3,

Monetary Compensation — Outdoor Advertising.
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COMMITTEE RECOMMENDATIONS
AND LEGISLATIVE PROPOSALS

The Revenue Laws Study Committee makes the following eight
recommendations to the 2004 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.

—_

IRC Update

2. Amend Franchise Tax Loophole

3. Just Compensation - Outdoor Advertising
4. Motor Fuels Tax Changes

5. Allow Family Business to Lease Farmland

6. Adopt Flat Fee for Debt Collection

7. Notice Period for Sales and Use Tax Refunds

8. Revenue Laws Technical Changes
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LEGISLATIVE PROPOSAL #1

IRC UPDATE
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LEGISLATIVE PROPOSAL #1:

A RECOMMENDATION OF THE REVENUE LAWS STUDY COMMITTEE
TO THE 2004 GENERAL ASSEMBLY, 2003 SESSION

AN ACT TO UPDATE THE REFERENCE TO THE INTERNAL
REVENUE CODE USED IN DEFINING AND DETERMINING
CERTAIN STATE TAX PROVISIONS.

SHORT TITLE: IRC Update
SPONSORS: Miner, G. Allen, Brubaker, Hill, Luebke, McGee, Wainwright,
Wood

BRIEF OVERVIEW: ~ This bill would update to January 1, 2004, the reference to the
Internal Revenue Code used in defining and determining certain State tax
provisions. This bill would be effective when it becomes law.

FI1scAL IMPACT: This bill would result in a loss to the General Fund of
approximately $5 million to $7 million annually.

EFrecTIVE DATE:  This bill would become effective when it becomes law, except
to the extent that it would increase taxable income for the 2003 taxable year.

A copy of the proposed legislation, bill analysis, and fiscal analysis begin on the next page
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GENERAL ASSEMBLY OF NORTH CAROLINA
SESSION 2003

U
BILL DRAFT 2003-LYxz-135 [v.6] (1/20)
(THIS IS ADRAFT AND IS NOT READY FOR INTRODUCTION)
3/25/2004 2:24:44 PM
Short Title: IRC Update. (Public)
Sponsors:

Referred to:

A BILL TO BE ENTITLED
AN ACT TO UPDATE THE REFERENCE TO THE INTERNAL REVENUE
CODE USED IN DEFINING AND DETERMINING CERTAIN STATE TAX
PROVISIONS.
The General Assembly of North Carolina enacts:
SECTION 1. G.S. 105-228.90(b)(1b) reads as rewritten:
"(b) Definitions. — The following definitions apply in this Article:

(1b) Code. — The Internal Revenue Code as enacted as of June—1;
2003;January 1, 2004, including any provisions enacted as of that
date which become effective either before or after that date."
SECTION 2. Notwithstanding Section 1 of this bill, any amendments to
the Internal Revenue Code enacted after June 1, 2003, that increase North Carolina
taxable income for the 2003 taxable year become effective for taxable years
beginning on or after January 1, 2004.

SECTION 3. Notwithstanding the time limitations of G.S. 105-266 and
G.S. 105-266.1, a refund for an overpayment of tax resulting from a change in the
law enacted by this act regarding the exclusion of gain on the sale or exchange of a
principal residence by a member of the uniformed services or the Foreign Service of
the United States is timely if a demand for the refund is filed on or before November
11, 2004.

SECTION 4. This act is effective when it becomes law.
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BILL ANALYSIS OF LEGISLATIVE PROPOSAL #1:
IRC UPDATE

BY: Y. CANAAN HUIE, BILL DRAFTING DIVISION

SUMMARY: This bill would update to January 1, 2004, the reference to the Internal
Revenue Code used in defining and determining certain State tax provisions. This
bill would be effective when it becomes law.

CURRENT LAW:  North Carolina's tax law tracks many provisions of the federal
Internal Revenue Code, by reference to the Code.! The General Assembly
determines each year whether to update its reference to the Internal Revenue
Code.? Updating the Internal Revenue Code reference makes recent amendments to
the Code applicable to the State to the extent that State law tracks federal law. The
General Assembly's decision whether to conform to federal changes is based on the
fiscal, practical, and policy implications of the federal changes and is normally
enacted in the following year, rather than in the same year the federal changes are
made. Under current law, the reference date to the Code is June 1, 2003.

BILL ANALYSIS: This bill would update the reference to the Code to January 1,
2004. Congress enacted two bills between June 1, 2003, and January 1, 2004, that
would affect State tax provisions. These bills are the Military Family Tax Relief Act
of 2003 (P.L. 108-121), which was signed into law on November 11, 2003, and the
Medicare Prescription Drug, Improvement, and Modernization Act of 2003 (P.L.
108-173), which was signed into law on December 8, 2003.

Military Family Tax Relief Act of 2003 (MFTRA) (P.L. 108-121).
The Military Family Tax Relief Act of 2003 makes numerous changes to the tax
laws. These changes are discussed separately below.

1 North Carolina first began referencing the Internal Revenue Code in 1967, the year it changed its
taxation of corporate income to a percentage of federal taxable income.

2 The North Carolina Constitution imposes an obstacle to a statute that automatically adopts any
changes in federal tax law. Article V, Section 2(1) of the Constitution provides in pertinent part that
the “power of taxation ... shall never be surrendered, suspended, or contracted away.” Relying on
this provision, the North Carolina court decisions on delegation of legislative power to
administrative agencies, and an analysis of the few federal cases on this issue, the Attorney General’s
Oftice concluded in a memorandum issued in 1977 to the Director of the Tax Research Division of
the Department of Revenue that a “statute which adopts by reference future amendments to the
Internal Revenue Code would ... be invalidated as an unconstitutional delegation of legislative
power.”
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Exclusion of gain on sale of a principal residence by a member of the uniformed services or
the Foreign Service. Under current law, an individual taxpayer is allowed to exclude
up to $250,000 ($500,000 if married filing a joint return) of gain realized on the sale
or exchange of a principal residence. To qualify for this exclusion, the taxpayer
must have owned and used the residence as a principal residence for at least two of
the last five years. MFTRA provided special rules for members of the uniformed
services3 or the Foreign Service of the United States. Under MFTRA the member
may elect to suspend for a maximum of ten years the five-year test for period for
ownership and use during certain periods of absence due to service in the
uniformed services or the Foreign Service. If the election is made, the five-year
period ending on the date of the sale or exchange does not include any period, up to
ten years, in which the taxpayer or the taxpayer's spouse is on qualified official
extended duty.* The effect of this provision will make it easier for military families
to qualify for this exclusion. This provision is effective for sales or exchanges
occurring on or after May 6, 1997. MFTRA also provides for a one-year period for
taxpayers to claim refunds as a result of this provision that would otherwise be
barred because of the statute of limitations. This bill provides a similar exception to
the State statute of limitations.

Exclusion from gross income of certain death gratuity payments. Federal law provides
that qualified military benefits are not included in gross income. Qualified military
benefits include certain death gratuities. Under previous law, the amount of the
military death gratuity benefit was $6,000 of which $3,000 was excluded from gross
income. MFTRA increases the amount of the military death gratuity benefit to
$12,000 and provides that all of it is excluded from gross income. This provision is
effective for deaths occurring after September 10, 2001.

Exclusion for amounts received under the Department of Defense Homeowners Assistance
Program. The Department of Defense Homeowners Assistance Program (HAP)
provides payments to certain employees and members of the Armed Forces to
offset the effects on housing values related to military base realignment or closure.
Under the program, an eligible individual can either receive a cash payment related
to the decrease in value or sell the property for a price based on the fair market
value of the property before the announcement of the base realignment or closure.
Previously, to the extent these payments exceeded the fair market value of any
property relinquished, they were considered income. MFTRA excludes these

3 The uniformed services include the Army, Navy, Air Force, Marine Corps, and Coast Guard, the
commissioned corps of the National Oceanic and Atmospheric Administration, and the
commissioned corps of the Public Health Service.

4 "Qualified official extended duty" is any period of extended duty while serving at a place of duty
at least 50 miles from the taxpayer's principal residence or under orders compelling residence in
government furnished quarters. "Extended duty" is a period of duty pursuant to a call to order for a
period in excess of 90 days or for an indefinite period.
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payments from gross income. This provision is effective for payments made after
November 11, 2003.

Expansion of combat zone filing rules to contingency operations. Generally, under
Section 7058 of the Code the period of time for performing various acts under the
Code is suspended for any individual serving in the Armed Forces of the United
States in an area designated as a combat zone. North Carolina law prohibits the
Secretary of Revenue from assessing penalties or interest for any period that is
disregarded under Section 7058 of the Code. State law also provides that the
taxpayer is granted an extension of time to file a return or take any other action
regarding a State tax during this period. The federal legislation extends the special
suspension rules to include persons who are not serving in a combat zone but who
are deployed outside of the United States and away from the individual's
permanent duty station while participating in an operation designated by the
Secretary of Defense as a contingency operation or that becomes a contingency
operation.> This provision applies to any period for performing and action that had
not expired before November 11, 2003.

Veterans' organizations tax exemption membership requirement modification. In order to
be tax-exempt as a veterans' organization under Section 501(c)(19) of the Code,
certain membership requirements must be met. Under previous law, at least 75% of
members were required to be past or present members of the Armed Forces and
"substantially all" of the other members were required to be spouses, widows, or
widowers of present or past members of the Armed Forces or cadets. MFTRA
enlarged the class of individuals who must make up substantially all of the
remaining membership by including ancestors and lineal descendants of present or

past members of the Armed Forces or cadets. This provision became effective
November 11, 2003.

Dependent Care Assistance Program payments to members of the uniformed services. As
mentioned earlier, certain qualified military benefits are not included in gross
income. MFTRA clarifies that dependent care assistance provided under a
dependent care assistance program to a member of the uniformed services by
reason the member's status or service is excludable from gross income as a qualified
military benefit. This provision is effective for taxable years beginning on or after
January 1, 2003.

Suspension of tax-exempt status of terrorist organizations. Under current law, the
revocation of an organization's tax-exempt status is accompanied by administrative

5 A contingency operation is a military operation that is designated by the Secretary of Defense as an
operation in which members of the Armed Forces are or may become involved in military actions,
operations, or hostilities against an enemy of the United States or against an opposing military force,
or results in the call or order to active duty of members of the uniformed services during a war or a
national emergency declared by the President or Congress.
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or judicial rights of appeal. Prior to the enactment of MFTRA, there was no
procedure for suspending the tax-exempt status of an organization. MFTRA
suspends the tax-exempt status of any organization that is exempt from tax under
Section 501(a) of the Code for any period during which the organization is
designated or identified by U.S. authorities as a terrorist organization or a supporter
of terrorism. During the period of suspension, no deduction for any contribution to
the organization is allowed under the Code. No organization or other person may
directly challenge the suspension of tax-exempt status. In order to challenge the
suspension of tax-exempt status, a person must challenge the underlying
designation that the organization is a terrorist organization or a supporter of
terrorism. Tax-exempt status is reinstated when all underlying designations have
been rescinded. If it is determined that a designation was erroneous, tax-exempt
status is reinstated retroactively. This provision is effective for all designations -
past, present, or future. Suspension of tax-exempt status becomes effective when
the designation becomes effective or November 11, 2003, whichever is later.
Because this provision became effective during 2003 and could have the effect of
raising taxes in the 2003 tax year for some taxpayers, this bill contains language in
Section 2 that clarifies that any change in this bill that could increase taxes in the
2003 taxable year will not take effect until the 2004 taxable year.

Above-the-line deduction of overnight travel expenses of National Guard and Reserve
members. Under previous law, National Guard and Reserve members could claim
itemized deductions for their nonreimburseable expenses for transportation, meals,
and lodging for overnight travel associated with National Guard or Reserve
meetings. These expenses were only deductible to the extent they exceeded 2% of
the taxpayers adjusted gross income. MFTRA allows for an above-the-line
deduction so that National Guard or Reserve members may claim a deduction for
these expenses regardless of whether they itemize deductions. The deduction is
allowed only to the extent it does not exceed the federal per diem rate and only
when the member must travel at least 100 miles from home. The deduction allowed
by MFTRA is not limited to the portion that exceeds 2% of adjusted gross income.

Extension of certain tax relief provisions to astronauts. In 2001, Congress enacted the
Victims of Terrorism Tax Relief Act of 2001. That act provided certain income and
estate tax relief to individuals who died as a result of the terrorist attacks on
September 11, 2001 or April 19, 1995 (the bombing of the Alfred P. Murrah Federal
Building in Oklahoma City) or as a result of an illness that occurred as a result of an
anthrax attack that occurred between September 11, 2001, and January 1, 2002. In
general, under that act, qualified individuals are exempt from federal income tax
for the taxable years starting with the taxable year preceding the attack until the
taxable year including death. This income tax exemption does not apply to certain
deferred compensation payment or to amounts that would not have been otherwise
payable without some other action occurring after September 11, 2001. That act also
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provides that certain death benefits are excludable from gross income and provides
for a reduction in estate taxes. MFTRA extended these benefits to astronauts who
lose their lives on a space mission, including those who lost their lives in the space
shuttle Columbia disaster. This provision is effective for individuals whose lives
are lost after December 31, 2002.

Medicare Prescription Drug, Improvement, and Modernization Act of 2003 (P.L.
108-173).

The Medicare Prescription Drug, Improvement, and Modernization Act of 2003
(P.L. 108-173) contains one significant tax provision. As part of that law, Congress
enacted Health Savings Accounts (HSA). The federal legislation will allow a person
to accumulate funds on a tax-preferred basis to pay for certain medical expenses.
Contributions to the fund may be made by an employer, an eligible individual, or
both. The earnings in the fund grow tax-free. Employer contributions to a HSA are
excludable from gross income and contributions by an eligible individual are
deductible in computing adjusted gross income.

Distributions from a HSA for medical expenses would be excludable from income,
except for amounts distributed to pay most health insurance premiums. However,
tax-free distributions from a HSA may be used to pay the following health
insurance premiums: retiree health insurance premiums for individuals who have
reached Medicare eligibility; premiums for COBRA coverage; premiums for
qualified long-term care insurance contracts; and premiums for a health plan
during a period in which an individual is receiving unemployment. Distributions
from a HSA for non-medical expenses would be includible in income.
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INTERNAL REVENUE CODE UPDATE FOR 2003 FEDERAL TAX CHANGES
ESTIMATED BUDGET EFFECTS - PRELIMINARY

Fiscal Years 2004 - 2009

[Millions of Dollars]

Provision

Effective

2004-05 2005-06  2006-07 2007-08 2

I. H.R. 3365 "THE MILITARY FAMILY TAX RELIEF ACT OF 2003"

1.

5.

6.

7.

9.

Exclusion of gain on sale of a principal residence by a
member of the uniformed and foreign services

. Exclusion from gross income of certain death gratuity

payments to deceased members of the armed forces

. Exclusion for amounts received under Department of

Defense Homeowners Assistance Program

. Expansion of combat zone filing rules to contingency

operations

Modification of membership requirement for exemption
from tax for certain veterans' organizations

Clarification of treatment of certain dependent care
assistance programs provided to members of the
uniformed services of the United States

Treatment of service academy appointments as
scholarships for purposes of qualified tuition programs
and Coverdell Education Savings Accounts

. Suspension of tax-exempt status of terrorist

organizations

Above-the-line deduction for overnight travel expenses
(not exceeding per diem levels) of National Guard and
reserve members traveling more than 100 miles from
home

soea 5/6/97

doa 9/10/01

pma DOE

[1]

tyba DOE

tyba 12/31/02

tyba 12/31/02

dmbo/a DOE

apoia 12/31/02
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-0.5 -0.1 -0.1 -0.1

Negligible Revenue Effect

Negligible Revenue Effect

Negligible Revenue Effect---------------------

Negligible Revenue Effect---------------------.

No Revenue Effect

Negligible Revenue Effect---------------------.

Negligible Revenue Effect---------------------



10. Tax relief and assistance for families of astronauts who
lose their lives in the line of duty

[2] Negligible Revenue Effect--------------------.
‘ NET TOTAL FOR H.R.3365 -1.2 -0.7 -0.7 -0.7
‘ Provision Effective 2004 2005 2006 2007
Il. HR.1"THE MEDICARE PRESCRIPTION DRUG, IMPROVEMENT, AND MODERNIZATION ACT OF 2003"

1. Health Savings Accounts tyba 12/31/03 -1.4 -4.3 -4.8 -5.4
TOTAL COST OF IRC UPDATE 2.6 -5.0 .55 6.1
Legend:

apoia = amounts paid or incurred after soea = sales or exchanges after
DOE = date of enactment pma = payments made after
dmbo/a = designations made before, on, or after tyba = taxable years beginning after

doa = deaths occurring after

Notes:

[1] The provision applies to any period for performing an act which has not expired before the date of enactment.
[2] Generally effective for qualified individuals whose lives are lost in the line of duty after December 31, 2002.

Source:
The Fiscal Research Division of the General Assembly worked with Revenue's Tax Research Division on these estimates.
North Carolina estimates are based on a percentage of a federal estimate computed by the Congressional Joint Committee on Taxation.

Approximately 2.44% of the active military personnel in the US claim North Carolina as their residence (Dept. of Defense - 2001 Statistical Report

of Personnel and Readiness) and 2.57% of the active US reserve and national guard are residents of NC (Dept. of Defense - 2002 Atlas/Data
abstract for the US and Selected Areas). The average federal tax rate used is 21.9% (IRS Statistics of Income Bulletin Fall 2003) and the average
NC income tax is 6.8% (2001 tax year detail data). For the Health Savings Account, NC has 2.9% of the US population (US Census Bureau).
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LEGISLATIVE PROPOSAL #2

AMEND FRANCHISE TAX LOOPHOLE
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LEGISLATIVE PROPOSAL #2:

A RECOMMENDATION OF THE REVENUE LAWS STUDY COMMITTEE
TO THE 2004 GENERAL ASSEMBLY, 2003 SESSION

AN ACT TO CLOSE A LOOPHOLE THAT ALLOWS
CORPORATIONS TO CONTINUE AVOIDING FRANCHISE TAXES
AND TO REMOVE PROVISIONS THAT COULD RESULT IN
FRANCHISE TAXES ON ASSETS NOT INDIRECTLY OWNED BY

CORPORATIONS.
SHORT TITLE: Amend Franchise Tax Loophole.
SPONSORS: Clodfelter, Kerr, Dalton, Hartsell, Hoyle, Webster

BRIEF OVERVIEW: This draft bill would amend 2001-2002 legislation that
established attribution rules intended to close a loophole that allows corporations to
escape franchise tax by having a controlled limited liability company (LLC) hold
their assets. The changes will further close the loophole, exempt small LLCs, and
remove from the franchise tax LLC assets not controlled indirectly by a corporation.

FISCAL IMPACT: No fiscal impact estimate is available. The intent of the
legislation is to prevent the further erosion of the tax base and to remedy problems
with previous legislation

EFFECTIVE DATE: ~ For taxes due on or after January 1, 2003.

A copy of the proposed legislation, bill analysis, and fiscal analysis begin on the next page
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GENERAL ASSEMBLY OF NORTH CAROLINA
SESSION 2003

BILL DRAFT 2003-LCxz-178J [v.1] (1/21)

(THIS IS ADRAFT AND IS NOT READY FOR INTRODUCTION)
5/6/2004 10:55:07 AM

Short Title: Modify Franchise Tax Loophole. (Public)

Sponsors:  Representative.

Referred to:

A BILL TO BE ENTITLED

AN ACT TO CLOSE A LOOPHOLE THAT ALLOWS CORPORATIONS TO
CONTINUE AVOIDING FRANCHISE TAXES AND TO REMOVE
PROVISIONS THAT COULD RESULT IN FRANCHISE TAXES ON ASSETS
NOT INDIRECTLY OWNED BY CORPORATIONS.

The General Assembly of North Carolina enacts:

SECTION 1. G.S. 105-114.1 reads as rewritten:
"8 105-114.1. Limited liability companies.

(@)  Definitions. — The definitionsin-G-S—105-130-7A-apphy-in-this-section—n
additionthe-following definitions apply in this section:

(1)  Affiliated group. — Defined in section 1504 of the Code.

(2) Capital interest. — The right under a limited liability company's
governing law to receive a percentage of the company's assets upon
dissolution after payments to creditors.

(3) Entity. — A person that is not a human being.

(4)  Governing law. — A limited liability company's governing law is
determined under G.S. 57C-6-05 or G.S. 57C-7-01, as applicable.
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2 Hability—companyor—has—arelated—memberthatis—a—memberofa
3 L A |
4 (b)  Controlled Companies. — If a corporation or an affiliated group of
5 corporations owns seventy percent (70%) or more of the capital interests in a limited
6 liability company, the corporation or group of corporations must include in its three
7  tax bases under this Article the same percentage of the limited liability company's net
8  assets. jon—i HH labih
9

10

11

12

13

14

15

16

17

18

19

20

21

22

23 principal-corporation-that-are-corporations:

24 (c)  Constructive Ownership. — Ownership of the capital interests in a limited

25 liability company is determined by reference to the constructive ownership rules for

26  partnerships, estates, and trusts in section 318(a)(2)(A) and (B) of the Code with the

27  following modifications:

28 (1) The term 'capital interest' is substituted for 'stock' each place it

29 appears.

30 (2) A limited liability company and any noncorporate entity other than

31 a partnership, estate, or trust is treated as a partnership.

32 (3)  The operating rule of section 318(a)(5) of the Code applies without

33

34

35

36  Asticle:

37 (d)  No Double Inclusion. — If a corporation is required to include a percentage

38 of a limited liability company's assets in its tax bases under this Article pursuant to
39 subsection (b) of this section, its investment in the limited liability company is not
40 included in its computation of capital stock base under G.S. 105-122(h).
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(e)  Affiliated Group. — If the owner of the capital interests in a limited liability
company is_an _affiliated group of corporations, the percentage to be included
pursuant to subsection (b) of this section by each group member that is doing
business in this State is determined by multiplying the capital interests in the limited
liability company owned by the affiliated group by a fraction. The numerator of the
fraction is the capital interests in the limited liability company owned by the group
member and the denominator of the fraction is the capital interests in the limited
liability company owned by all group members that are doing business in this State.

(f)  Exemption. — This section does not apply to assets owned by a limited
liability company if the total book value of the limited liability company's assets
never exceeded one hundred fifty thousand dollars ($150,000) during its taxable year.

(@) Timing. — Ownership of the capital interests in a limited liability company
is determined as of the last day of its taxable year. The adjustments pursuant to
subsections (b) and (d) of this section must be made to the owner's next following
return filed under this Article. If a limited liability company and a corporation or an
affiliated group of corporations have engaged in a pattern of transferring assets
between them with the result that each did not own the capital interests on the last
day of its taxable year, the ownership of the capital interests in the limited liability
company must be determined as of the last day of the corporation or group of
corporations' taxable year.

(h)  Penalty. — A taxpayer who, because of fraud with intent to evade tax,
underpays the tax under this Article on assets attributable to it under this section is
guilty of a Class H felony in accordance with G.S. 105-236(7)."

SECTION 2. G.S. 105-114.1(b), as amended by this act, reads as
rewritten:

"(b) Controlled Companies. — If a corporation or an affiliated group of
corporations owns seventy—percent{70%)-or—+meremore than fifty percent (50%) of
the capital interests in a limited liability company, the corporation or group of
corporations must include in its three tax bases under this Article the same
percentage of the limited liability company's net assets. "

SECTION 3. Section 1 of this act becomes effective January 1, 2003, and
applies to taxes due on or after that date. Section 2 of this act becomes effective
January 1, 2005, and applies to taxes due 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 #2:
AMEND FRANCHISE TAX LOOPHOLE

BY: MARTHA H. HARRIS, BILL DRAFTING DIVISION

SUMMARY: This draft bill would make the following changes to 2001-2002
legislation that established attribution rules intended to close a loophole that
allows corporations to escape franchise tax by having a controlled limited
liability company (LLC) hold their assets. The changes would become effective
for taxes due on or after January 1, 2003.

¢ Remove attribution rules for certain related members and for individuals.
Ownership interests in LLC assets would be attributed to corporations and
to and from partnerships, estates, trusts, LLCs, and other entities.

e Provide that federal rules relating to constructive ownership of stock
govern attribution of ownership interests in LLC assets.

e Attribute only a proportion of the LLC assets to the controlling
corporation, rather than all of the assets.

¢ Exempt LLCs that have no more than $150,000 of assets.

e Simplify and correct the test for determining whether an LLC's assets are
attributable to a corporation.

e Beginning in 2005, change from "70% or more" to "more than 50%" the
minimum percentage of an LLC's assets a corporation must control to
trigger the franchise tax requirement.

¢ Remove membership in the LLC as an additional condition for attribution.

CURRENT LAW: Under North Carolina law, limited liability companies! (LLCs)
are not subject to the franchise tax. In 1997, the North Carolina law regarding LLCs
was changed to allow for a single-member LLC. This change had the unintended
consequence of allowing a corporation subject to North Carolina franchise tax to set
up an LLC and transfer assets to the LLC in a tax-free transfer. The assets then held
by the LLC would not be subject to the franchise tax. Thus, the corporation could
avoid a significant portion of its franchise tax liability by transferring assets into a
wholly owned LLC without affecting its income tax liability.

1 A limited liability company is a business entity that is essentially a hybrid of a partnership and a
corporation. Like a corporation, an LLC limits the liability of its owners. Like a partnership, an LLC
is usually not subject to entity-level taxation.
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In 2001, the General Assembly enacted S.L. 2001-327 to close this loophole. The 2001
legislation tried to address the problem by requiring a corporation to pay tax on
assets owned by the LLC if the corporation, including its affiliated corporations,
indirectly owned? at least 70% of the LLC's assets. Unfortunately, tax planners
found that the tax could still be avoided by using an additional paper transaction. If
the corporation interposed a partnership between itself and the LLC holding its
assets, then technically the 2001 legislation would not apply and the assets would
continue to escape franchise tax.

In 2002, the General Assembly enacted S.L. 2002-126 to tighten the 2001 law. The
2002 legislation required attribution through "related members" (other entities and
individuals) who may partner with one or more corporate entities to own the LLC
that will hold the corporate assets. "Related members" is a defined term and
includes shareholders, partnerships, etc. If a corporation and its related members
together indirectly own at least 70% of an LLC's assets, the 2002 legislation provides
that each corporation pays franchise tax on its relative share of the LLC's assets. The
relative share is calculated after excluding those related members that are not
corporations. Thus, the entire assets are subject to franchise tax, with the tax burden
shared proportionally by the corporations that are involved in the ownership
scheme.

After the 2002 legislation was enacted, it became apparent that it not only failed to
close the loophole but also extended the franchise tax to situations that did not
involve corporate control of LLC assets. The loophole remained open because there
are additional paper transactions that can be interposed between the corporation
and the LLC in order to circumvent the attribution of the LLC's assets to the
corporation. For example, control may be passed through a business trust.3

The 2002 legislation apparently went too far because it extended the franchise tax to
assets owned by individuals or entities over which the corporation has no control. If
a corporation controls assets owned by a related LLC, then franchise tax would be
appropriate. If a corporation gives up both control and ownership of assets,
however, it would seem that the corporation should not have to pay franchise tax
on the assets.

BILL ANALYSIS: This draft bill would close the loophole by extending the
franchise tax to LLC assets the corporation controls through trusts and other
entities. The bill would also trim back the scope of the 2002 legislation by limiting
its reach to LLC assets the corporation controls and by exempting small LLCs.
These changes are retroactive to 2003.

2 Indirect ownership of an LLC's assets is determined based on who is entitled to receive those assets
upon dissolution of the LLC.

3 A business trust is not considered a related member, as that term is defined in G.S. 105-130.7A,
because it would be the corporation, not the shareholders, that would form the trust.
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The concept of control is determined by tracing ownership the capital interests in
the LLC's assets. A capital interest is the right to receive some or all of the assets
under the LLC's governing law if it were dissolved. Ownership of the capital
interests in an LLC is traced, using the principles of constructive ownership,
through any noncorporate entities. The chain of constructive ownership can run
through layers of noncorporate entities but not through individuals. The franchise
tax is payable by the corporation or affiliated group of corporations to which
ownership of the capital interests is traced.

Ownership of capital interests in an LLC is determined as of the last day of the
LLC's tax year. If an LLC and a corporation engage in a pattern of trading assets
back and forth so that neither owns them on its respective trigger date, the
Secretary may require the determination to be made as of the last day of the
corporation's tax year.

If the capital interests in an LLC are owned by an affiliated group of corporations,
the value of the assets is allocated among the members of the group for franchise
tax purposes so that there will not be double taxation of any assets. The allocation is
in proportion to each affiliate's ownership interest.

The bill would exempt from the attribution rules those LLCs whose total assets do
not exceed $150,000. Under current law, an LLC pays an annual report fee of $200
while corporations pay an annual report fee of $20. The approximate threshold at

which there would be no tax advantage from transferring corporate assets to an
LLC is $130,000.

The bill would also make a number of other changes to the law. It would reduce the
threshold percentage of an LLC's assets that a corporation must control before the
franchise tax is triggered. The current threshold is 70% or more but applies to a
much broader realm of parties through whom ownership may be attributed. This
bill would set the threshold at more than 50% beginning in 2005. The bill would
also correct the formula for tracing ownership to remove the current law's potential
effect of attributing 100% of an LLC's assets when the corporation controls less than
100%. Finally, the bill would remove membership in the LLC as an additional
condition for attribution. That condition created a loophole and served no purpose.

BACKGROUND: The State franchise tax is among the oldest taxes in North
Carolina. It is a tax on S Corporations and C Corporations for the privilege of doing
business in the State. The tax rate is $1.50 per $1,000 of value of the greatest of (1)
apportioned net book value of the corporation; (2) 55% of appraised value of real
and tangible personal property in N.C.; or (3) total actual investment in tangible
property in N.C.

The Department of Revenue, in its 2003 reports to the Revenue Laws Study
Committee, noted that there exists a general franchise tax inequity because the
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imposition of the tax depends on the type of entity. The Governor's Commission to
Modernize State Finances recommended that the State impose the franchise tax on
all types of business entities, not just on traditional corporations. The Commission
recommended that the revenues generated from this base broadening could be used
to establish a minimum net worth threshold for payment of the tax.

The 2003 Revenue Laws Study Committee recommended legislation to the 2003
legislative session on the issue of the LLC franchise tax loophole. The proposal was
introduced by Senator Clodfelter and passed the Senate. Senate Bill 51 was revised
in the House of Representatives. Although Senate Bill 51 is eligible for further
consideration in 2004, the conference committee appears to be unable to resolve its
differences.
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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 19, 2004
TO: Revenue Laws Study Committee

FROM: David Crotts
Fiscal Research Division

RE: Amend Franchise Tax Loophole

FISCAL IMPACT
Yes () No () No Estimate Available ( x)
PRINCIPAL DEPARTMENTS AFFECTED: The franchise tax is collected by the Department of
Revenue. The enactment of the bill should not affect the budget requirements of the Department.
EFFECTIVE DATE: The loophole closing provisions are effective for taxes due on or after

January 1, 2003. The change to the franchise tax “ownership trigger” language is effective for taxes
due on or after January 1, 2005.

ISSUE BACKGROUND: Under North Carolina law, limited liability companies (LLC’s) are
not subject to the franchise tax. In 1997, single-member LLC’s were authorized in North
Carolina. This allowed a corporation to set up an LLC and transfer assets to the LLC in a tax-
free transfer. The assets then held by the LLC would not be subject to the franchise tax.

The 2001 General Assembly attempted to correct this situation by requiring a corporation to pay
tax on assets owned by the LLC if the corporation, including its affiliated corporations, indirectly
owned at least 70% of the LLC's assets. However, tax planners found that the tax could still be
avoided by using an additional paper transaction. For example, if the corporation interposed a

44




partnership between itself and the LLC holding its assets, the assets would continue to escape the
franchise tax.

In 2002, the General Assembly addressed this issue by including "related members” (other
entities and individuals) who may partner with one or more corporate entities to own the LLC to
which the corporate assets are transferred. If a corporation and its related members together
indirectly own at least 70% of an LLC's assets, each corporation would pay the franchise tax on
its relative share of the LLC's assets.

Since that time, it has been discovered that there are other paper transactions that can be
interposed between the corporation and the LLC to avoid the franchise tax. One example is a
business trust. The tax does not apply in this situation because the trust is not considered a
“related member”. At the same time concerns have been raised that the tax had been extended to
situations that did not involve corporate control of LLC assets.

BILL SUMMARY: (1) extends the franchise tax to LLC assets that a corporation controls
through trusts and other entities; (2) reduces the scope of the 2002 legislation by limiting its
reach to LLC assets the corporation controls and by exempting LLCs whose total assets are
$130,000 or less; (3) reduces the threshold percentage of an LLC's assets that a corporation must
control before the franchise tax is triggered from 70% to 50%; (4) corrects the definition of
indirect ownership to remove the current law's potential effect of attributing 100% of an LLC's
assets when the corporation controls less than 100%; and (5) removes membership in the LLC as
an additional condition for attribution.

ASSUMPTIONS AND METHODOLOGY: A discussion with the Department of Revenue
indicated that there is no data available on this issue. In addition, the intent of the legislation is to
prevent the further erosion of the franchise tax base before it occurs and to eliminate unintended
consequences of the 2002 legislative remedy.
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LEGISLATIVE PROPOSAL #3

MONETARY COMPENSATION - OUTDOOR
ADVERTISING
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LEGISLATIVE PROPOSAL #3:

A RECOMMENDATION OF THE REVENUE LAWS STUDY COMMITTEE
TO THE 2004 GENERAL ASSEMBLY, 2003 SESSION

AN ACT TO REQUIRE LOCAL GOVERNMENTS TO PAY
MONETARY COMPENSATION FOR REMOVAL OF LAWFULLY
ERECTED OFF-PREMISES OUTDOOR ADVERTISING SIGNS, AND
TO AUTHORIZE LOCAL GOVERNMENTS TO ENTER INTO
RELOCATION AND RECONSTRUCTION AGREEMENTS WITH
OWNERS OF NONCONFORMING OFF-PREMISES OUTDOOR

ADVERTISING SIGNS.
SHORT TITLE: Monetary Compensation - Outdoor Advertising
SPONSORS: Dalton, Kerr, Hartsell, Hoyle, Webster

BRIEF OVERVIEW:  This bill requires a local governmental entity to pay monetary
compensation when the entity requires the owner of legally-erected,
nonconforming, off-premises outdoor advertising to remove the advertising.
Monetary compensation may be determined based on a number of factors, but may
not exceed five times the annual gross revenue related to the advertising, unless the
local government consents to a higher amount.

FISCAL IMPACT: No State fiscal impact.

EFFECTIVE DATE: This bill would become effective when it became law.

A copy of the proposed legislation, bill analysis, and fiscal analysis begin on the next page
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GENERAL ASSEMBLY OF NORTH CAROLINA
SESSION 2003

U
BILL DRAFT 2003-LYz-148 [v.7] (3/30)
(THIS IS ADRAFT AND IS NOT READY FOR INTRODUCTION)
4/27/2004 7:17:17 PM
Short Title: Monetary Compensation - Outdoor Advertising. (Public)
Sponsors:

Referred to:

A BILL TOBE ENTITLED
AN ACT TO REQUIRE LOCAL GOVERNMENTS TO PAY MONETARY

COMPENSATION FOR REMOVAL OF LAWFULLY ERECTED OFF-

PREMISES OUTDOOR ADVERTISING SIGNS, AND TO AUTHORIZE

LOCAL GOVERNMENTS TO ENTER INTO RELOCATION AND

RECONSTRUCTION AGREEMENTS WITH OWNERS OF

NONCONFORMING OFF-PREMISES OUTDOOR ADVERTISING SIGNS.
The General Assembly of North Carolina enacts:

SECTION 1. Article 11 of Chapter 136 of the General Statutes is
amended by adding the following section to read:
"§ 136-131.2 Acquisition by local governments of nonconforming off-premises
outdoor advertising.

(@)  As used in this section, the term 'outdoor advertising' has the same
meaning as in G.S. 136-128(3), except that it includes outdoor advertising visible
from the main-traveled way of any road.

(b) A local governmental entity may require the removal of an off-premises
outdoor advertising sign that is_nonconforming under a local ordinance; and may
requlate the use of off-premises outdoor advertising within the jurisdiction of the
local governmental entity in accordance with the applicable provisions of Chapter
153A and Chapter 160A of the General Statutes.

(c) No local governmental entity may enact or amend an ordinance to require
the removal of any non-conforming, lawfully erected off-premises outdoor
advertising sign without the payment of monetary compensation to the owners of the
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off-premises outdoor advertising. The payment of monetary compensation is not

required in the following cases:

(1) The advertising is determined to be a public nuisance or detrimental
to the health or safety of the populace.

(2)  The local governmental entity allows the removal and relocation of
the advertising to an equally visible and comparable location for
purposes of road widening or other governmental development
projects.

(d) Monetary compensation is the fair market value of the off-premises
outdoor advertising in_place immediately prior to its removal and without

consideration of the effect of the ordinance or any diminution in value caused by the
ordinance requiring its removal, less the fair market value of the off-premises
outdoor advertising immediately after its removal. Monetary compensation may be
determined based on the factors listed in this subsection. Unless agreed to by the
local governmental entity, the amount of monetary compensation required to be paid
under this section shall not exceed five times the average amount of the annual gross
revenue associated with the advertising, less any placement or agency fees, over the
preceding five years.
(1)  The factors listed in G.S. 105-317.1(a).
(2)  The cost of materials and labor used in constructing the advertising.
(3)  The purchase price of the rights to erect and maintain the
advertising.
(4)  The income derived from the advertising.
(5)  The sales price of similar property.
(6)  The listed property tax value of the property and any documents
regarding value submitted to the taxing authority.

(e) In lieu of monetary compensation, a local governmental entity may enter
into__relocation, reconstruction, or removal agreements with owners of
nonconforming off-premises outdoor advertising signs, provided that the terms of the
agreement are agreeable to the owners of the off-premises outdoor advertising to be
removed. An agreement under this subsection may allow for the removal of the
advertising after a set period of time in lieu of monetary compensation. A local
governmental entity may adopt an ordinance or resolution providing for a relocation
or reconstruction agreement.

(f) A local governmental entity shall give written notice of its intent to require
removal of outdoor advertising by sending a letter by certified mail to the last known
address of the owners of the outdoor advertising and the owners of the property on
which the outdoor advertising is located.

(9) If the parties fail to enter into an agreement under subsection (e) of this
section within 120 days after the initial notification by the local governmental entity,
either party may request mandatory nonbinding arbitration under American
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Arbitration Association rules to resolve the disagreements between the parties. If no
agreement to arbitrate is reached, jurisdiction under this section shall be in the
Superior Court. The Superior Court shall determine the amount of monetary
compensation to be paid to the owner of the outdoor advertising in accordance with
the provisions of subsection (d) of this section.

(h) A local governmental entity may take up to three years from the effective
date of an ordinance requiring payment of monetary compensation under this section
to make the compensation, if the ordinance allows the affected property to remain
until the compensation is paid.

(1) This section does not apply to any ordinance in effect on the effective date
of this section. Nothing in this section prohibits a local governmental entity from
amending an ordinance in effect on the effective date of this section, so long as the
amendment to the existing ordinance does not reduce the period of amortization in
effect on the effective date of this section. No provision of this section applies to
outdoor advertising located in the extraterritorial jurisdiction, or the territory acquired
by annexation within three years of the effective date of this section, of a local
governmental entity with an ordinance in effect on the effective date of this section."

SECTION 2. This act is effective when it becomes law.
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BILL ANALYSIS OF LEGISLATIVE PROPOSAL #6:
MONETARY COMPENSATION - OUTDOOR ADVERTISING

BY: Y. CANAAN HUIE, BILL DRAFTING DIVISION

SUMMARY: This bill requires a local governmental entity to pay monetary
compensation when the entity requires the owner of legally-erected,
nonconforming, off-premises outdoor advertising to remove the advertising.
Monetary compensation may be determined based on a number of factors, but may
not exceed five times the annual gross revenue related to the advertising, unless the
local government consents to a higher amount. This bill would become effective
when it became law.

ANALYSIS: Under current law, local governments may require owners of
property with a nonconforming structure to remove the structure over a specified
time period without the payment of compensation. This practice is commonly
referred to as "amortization." State law does not allow use of amortization for
removal of outdoor advertising located along federal-aid primary and interstate
highways, in compliance with federal law. (G.S. 136-131.1)

This bill would require a local government to pay monetary compensation when it
requires an owner to remove nonconforming, off-premises outdoor advertising.
The payment of monetary compensation would not be required when the
advertising is determined to be a public nuisance or detrimental to the health or
safety of the populace or when the local government allows the removal or
relocation of the advertising to an equally visible location for purposes of road
widening or another governmental development project. Monetary compensation
is defined as the fair market value of the advertising and is determined based on the
following factors: a) the factors listed in G.S. 105-317.1(a) for determining the value
of personal property, b) the cost of materials and labor used in constructing the
advertising, c) the purchase price of the rights to erect and maintain the advertising,
d) the income derived from the advertising, e) the sales price of similar property,
and f) the listed property tax value of the property. Unless agreed to by the local
government, the amount of monetary compensation could not exceed five times the
average amount of the annual gross revenues associated with the advertising, less
any placement or agency fees, over the preceding five years.

In lieu of monetary compensation, a local government could enter into a relocation,
reconstruction, or removal agreement, so long as the terms of the agreement were
agreeable to the owner of the advertising. A local government could take up to
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three years to pay the monetary compensation, so long as the advertising was
allowed to remain in place until monetary compensation is paid.

The requirement that the local government pay monetary compensation would not
apply to any ordinance limiting outdoor advertising in effect at the time this bill
becomes law or to advertising located in the extraterritorial jurisdiction of the

locality or in a territory acquired by annexation within three years of the enactment
of this bill.
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LEGISLATIVE PROPOSAL #4

MOTOR FUELS TAX CHANGES
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LEGISLATIVE PROPOSAL #4:

A RECOMMENDATION OF THE REVENUE LAWS STUDY COMMITTEE
TO THE 2004 GENERAL ASSEMBLY, 2003 SESSION

AN ACT TO MODIFY THE TAXATION OF MOTOR FUELS AND TO
ALLOW THE SECRETARY OF REVENUE TO APPOINT EMPLOYEES
OF THE MOTOR FUELS TAX DIVISION AS REVENUE LAW

ENFORCEMENT OFFICERS.
SHORT TITLE: Motor Fuels Tax Changes
SPONSORS: Kerr, Clodfelter, Dalton, Hartsell, Hoyle, Webster

BRIEF OVERVIEW:  This bill makes numerous changes to the motor fuels tax
statutes and allows the Department of Revenue to appoint employees of the Motor
Fuels Tax Division as revenue law enforcement officers.

FISCAL IMPACT: There is an estimated impact of $1.5 million annually on the
Highway Fund and the Highway Trust Fund combined.

EFrecTIVE DATE:  There are various effective dates for this bill. Most provisions
become effective when the bill becomes law.

A copy of the proposed legislation, bill analysis, and fiscal analysis begin on the next page
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GENERAL ASSEMBLY OF NORTH CAROLINA
SESSION 2003

BILL DRAFT 2003-LYxz-141 [v.15] (3/15)

(THIS IS ADRAFT AND IS NOT READY FOR INTRODUCTION)
5/5/2004 10:27:16 AM

Short Title: Motor Fuels Tax Changes. (Public)

Sponsors:

Referred to:

A BILL TO BE ENTITLED
AN ACT TO MODIFY THE TAXATION OF MOTOR FUELS; TO ALLOW THE
SECRETARY OF REVENUE TO APPOINT EMPLOYEES OF THE MOTOR
FUELS TAX DIVISION AS REVENUE LAW ENFORCEMENT OFFICERS;
AND TO TRANSFER THE AUDIT FUNCTIONS FOR THE
INTERNATIONAL REGISTRATION PLAN TO THE DEPARTMENT OF
REVENUE FROM THE DIVISION OF MOTOR VEHICLES.
The General Assembly of North Carolina enacts:
SECTION 1. G.S. 105-236(2) reads as rewritten:
"§ 105-236. Penalties.
Penalties assessed by the Secretary under this Subchapter are assessed as an
additional tax. Except as otherwise provided by law, and subject to the provisions of
G.S. 105-237, the following penalties shall be applicable:

(2)  Failure to Obtain a License. — For failure to obtain a license before
engaging in a business, trade or profession for which a license is
required, the Secretary shall assess a penalty equal to five percent
(5%) of the amount prescribed for the license per month or fraction
thereof until paid, not to exceed twenty-five percent (25%) of the
amount so prescribed, but in any event shall not be less than five
dollars ($5.00).__In cases in which the taxpayer fails to obtain a
license as required under G.S. 105-449.65 or G.S. 105-449.131, the
Secretary may assess a penalty of one thousand dollars ($1,000)."

SECTION 2. G.S. 105-236.1(a) reads as rewritten:
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"(@) General. — The Secretary may appoint employees of the Unauthorized
Substances Tax Division to serve as revenue law enforcement officers having the
responsibility and subject-matter jurisdiction to enforce the excise tax on
unauthorized substances imposed by Article 2D of this Chapter.

The Secretary may appoint employees of the Motor Fuels Tax Division to serve
as revenue law enforcement officers having the responsibility and subject-matter
jurisdiction to enforce the taxes on motor fuels imposed by Articles 36B, 36C, and

36D of this Chapter and by Chapter 119 of the General Statutes.

The Secretary may appoint employees of the Criminal Investigations Division to
serve as revenue law enforcement officers having the responsibility and
subject-matter jurisdiction to enforce the following tax violations and criminal
offenses:

(1)  The felony and misdemeanor tax violations in G.S. 105-236.
(2) The misdemeanor tax violations in G.S. 105-449.117 and G.S.
105-449.120.
(3)  The following criminal offenses when they involve a tax imposed
under Chapter 105 of the General Statutes:
G.S. 14-91 (Embezzlement of State Property).
G.S. 14-92 (Embezzlement of Funds).
G.S. 14-100 (Obtaining Property By False Pretenses).
G.S. 14-119 (Forgery).
G.S. 14-120 (Uttering Forged Paper).
G.S. 14-401.18 (Sale of Certain Packages of Cigarettes)."
SECTION 3. G.S. 105-449.46 reads as rewritten:
"8 105-449.46. Inspection of books and records.
The Secretary and his authorized agents and representatives shall have the right at
any reasonable time to inspect the books and records of any motor carrier subject to
the tax imposed by this Article-Article or to the registration fee imposed by Article 3
of Chapter 20 of the General Statutes."
SECTION 4. G.S. 105-449.95 is repealed.
SECTION 5. G.S. 105-449.115 reads as rewritten:

""§ 105-449.115. Shipping document required to transport motor fuel by
railroad tank car or transport truck.

(@)  Issuance. — A person may not transport motor fuel by railroad tank car or
transport truck unless the person has a shipping document for its transportation that
complies with this section. A terminal operator and the operator of a bulk plant must
give a shipping document to the person who operates a railroad tank car or a
transport truck into which motor fuel is loaded at the terminal rack or bulk plant rack.

(b)  Content. — A shipping document issued by a terminal operator or the
operator of a bulk plant must contain the following information and any other
information required by the Secretary:

Y =2
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(1) Identification, including address, of the terminal or bulk plant from
which the motor fuel was received.

(2)  The date the motor fuel was loaded.

(3)  The gross gallons loaded.

(4) The destination state of the motor fuel, as represented by the
purchaser of the motor fuel or the purchaser's agent.

(5)  If the document is issued by a terminal operator, the document must
be machine printed and it must contain the following information:

a. The net gallons loaded.
b. A tax responsibility statement indicating the name of the
supplier that is responsible for the tax due on the motor fuel.
(c) Reliance. — A terminal operator or bulk plant operator may rely on the
representation made by the purchaser of motor fuel or the purchaser's agent
concerning the destination state of the motor fuel. A purchaser is liable for any tax
due as a result of the purchaser's diversion of fuel from the represented destination
state.
(d)  Duties of Transporter. — A person to whom a shipping document was
issued must do all of the following:

(1) Carry the shipping document in the conveyance for which it was
issued when transporting the motor fuel described in it.

(2)  Show the shipping document to a law enforcement officer upon
request when transporting the motor fuel described in it.

(3) Deliver motor fuel described in the shipping document to the
destination state printed on it unless the person does all of the
following:

a. Notifies the Secretary before transporting the motor fuel into
a state other than the printed destination state that the person
has received instructions since the shipping document was
issued to deliver the motor fuel to a different destination

state.

b. Receives from the Secretary a confirmation number
authorizing the diversion.

C. Writes on the shipping document the change in destination

state and the confirmation number for the diversion.
(4) Give a copy of the shipping document to the distributor or other
person to whom the motor fuel is delivered.

(e)  Duties of Person Receiving Shipment. — A person to whom motor fuel is
delivered by railroad tank car or transport truck may not accept delivery of the motor
fuel if the destination state shown on the shipping document for the motor fuel is a
state other than North Carolina. To determine if the shipping document shows North
Carolina as the destination state, the person to whom the fuel is delivered must
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examine the shipping document and must keep a copy of the shipping document. The
person must keep a copy at the place of business where the motor fuel was delivered
for 90 days from the date of delivery and must keep it at that place or another place
for at least three years from the date of delivery. A person who accepts delivery of
motor fuel in violation of this subsection is jointly and severally liable for any tax
due on the fuel.

() Sanctions Against Transporter. — The following acts are grounds for a civil
penalty payable to the Department—of Transportation,—Division—of—Motor
VehielesDepartment of Crime Control and Public Safety, or the Department of
Revenue:

(1) Transporting motor fuel in a railroad tank car or transport truck
without a shipping document or with a false or an incomplete
shipping document.

(2)  Delivering motor fuel to a destination state other than that shown on
the shipping document.

The penalty imposed under this subsection is payable by the person in whose
name the conveyance is registered, if the conveyance is a transport truck, and is
payable by the person responsible for the movement of motor fuel in the conveyance,
If the conveyance is a railroad tank car. The amount of the penalty is five thousand
dollars ($5,000). A penalty imposed under this subsection is in addition to any motor
fuel tax assessed.

(@) Sanctions Against Terminal Operator. — The Secretary may assess a Civil
penalty of five thousand dollars ($5,000) against a terminal operator for issuing a
shipping document that does not satisfy the requirements of subsection (b) of this
section."

SECTION 6. G.S. 119-15 is amended by adding the following two new
subdivisions:
"8 119-15. Definitions that apply to Article.
The following definitions apply in this Article:

(1a) Dyed diesel fuel distributor. — A person who acquires dyed diesel
fuel from either of the following:

a. A person who is not required to be licensed under Part 2 of
Article 36C of Chapter 105 of the General Statutes and who
maintains storage facilities for dyed diesel fuel to be used for
nonhighway purposes.

b. Another dyed diesel fuel distributor.

(1b) Dyed diesel fuel. — Defined in G.S. 105-449.60."
SECTION 7. G.S.119-15.1(a) reads as rewritten:
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“(a) License. — A person may not engage in business in this State as any of the
following unless the person has a license issued by the Secretary authorizing the
person to engage in business:

(1) A kerosene supplier.
(2)  Akerosene distributor.
(3) A kerosene terminal operator.
(4) A dyed diesel fuel distributor."
SECTION 8. G.S. 20-91 reads as rewritten:
"§ 20-91. Audit of vehicle registrations under the International Registration
Plan.

(@) Repealed by Session Laws 1995 (Regular Session, 1996), c. 756, s. 9.

(b)  The Bivision-Department of Revenue may audit a person who registers or
Is required to register a vehicle under the International Registration Plan to determine
if the person has paid the registration fees due under this Article. A person who
registers a vehicle under the International Registration Plan must keep any records
used to determine the information provided to the Division when registering the
vehicle. The records must be kept for three years after the date of the registration to
which the records apply. The Bivision-Department of Revenue may examine these
records during business hours. If the records are not located in North Carolina and an
auditor must travel to the location of the records, the registrant shall reimburse North
Carolina for per diem and travel expense incurred in the performance of the audit. If
more than one registrant is audited on the same out-of-state trip, the per diem and
travel expense may be prorated.

The Commissioner-Secretary of Revenue may enter into reciprocal audit agreements
with other agencies of this State or agencies of another jurisdiction for the purpose of
conducting joint audits of any registrant subject to audit under this section.

(c)  If an audit is conducted and it becomes necessary to assess the registrant
for deficiencies in registration fees or taxes due based on the audit, the assessment
will be determined based on the schedule of rates prescribed for that registration year,
adding thereto and as a part thereof an amount equal to five percent (5%) of the tax to
be collected. If, during an audit, it is determined that:

(1) A registrant failed or refused to make acceptable records available
for audit as provided by law; or

(2) A registrant misrepresented, falsified or concealed records, then all
plates and cab cards shall be deemed to have been issued
erroneously and are subject to cancellation. The Cemmissioner
Commissioner, based on information provided by the Department of
Revenue audit, may assess the registrant for an additional
percentage up to one hundred percent (100%) North Carolina
registration fees at the rate prescribed for that registration year,
adding thereto and as a part thereof an amount equal to five percent
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(5%) of the tax to be collected. The Commissioner may cancel all
registration and reciprocal privileges.

As a result of an audit, no assessment shall be issued and no claim for refund shall
be allowed which is in an amount of less than ten dollars ($10.00).

The results of any audit conducted under this section shall be provided to the
Division. The notice of any assessments wiH-shall be sent by the Division to the
registrant by registered or certified mail at the address of the registrant as it appears
in the records of the Division of Motor Vehicles in Raleigh. The notice, when sent in
accordance with the requirements indicated above, will be sufficient regardless of
whether or not it was ever received.

The failure of any registrant to pay any additional registration fees or tax within
30 days after the billing date, shall constitute cause for revocation of registration
license plates, cab cards and reciprocal privileges.

(d) Repealed by Session Laws 1995 (Regular Session, 1996), c. 756, s. 9."

SECTION 9. Sections 3 and 8 of this act become effective July 1, 2004.
Sections 1, 4, and 5 of this act become effective January 1, 2005. The remainder of
this act is effective when it becomes law.
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BILL ANALYSIS OF LEGISLATIVE PROPOSAL #4:
MOTOR FUELS TAX CHANGES

BY: Y. CANAAN HUIE, BILL DRAFTING DIVISION

SUMMARY: This bill makes numerous changes to the motor fuels tax statutes and
allows the Department of Revenue to appoint employees of the Motor Fuels Tax
Division as revenue law enforcement officers.

ANALYSIS: Section 1 of this act allows the Secretary to impose a $1,000 penalty for
failure to obtain a license under G.S. 105-449.65 or G.S. 105-449.1311. Currently, the
Secretary has general authority to impose a penalty for failure to obtain a license.
Under that general authority, the amount of the penalty imposed is equal to 5% of
the amount prescribed for the license for each month the taxpayer fails to obtain the
license, with a maximum penalty of 25% of the amount prescribed for the license.
Because this general authority limits the penalty to a percentage of the amount
prescribed for the license, it effectively bars assessing a penalty when there is no
charge to obtain a license. There is no charge for the licenses issued pursuant to
G.S. 105-449.65 or G.S. 105-449.131.

Section 2 of the bill allows the Secretary of Revenue to appoint employees of the
Motor Fuels Tax Division as revenue law enforcement officers. The employees
would have subject matter jurisdiction to enforce the motor fuels taxes imposed by
Articles 36B, 36C, and 36D of Chapter 105. As law enforcement officers, these
Department of Revenue employees would be entitled to increased pension benefits
such as a 5% contribution to a 401(k) plan, early retirement, enhanced compensation
for work-related disability, and a separation allowance that increases benefits for an
officer who retires before becoming eligible for social security (the allowance ends
when the officer begins receiving social security).

Sections 3 and 8 of the bill transfer audit functions related to the International
Registration Plan from the Department of Transportation, Division of Motor
Vehicles to the Department of Revenue, Motor Fuels Tax Division. The
International Registration Plan is the mechanism through which interstate motor
carriers are licensed. It helps to ensure that the proper amount of motor fuels tax is

1 G.S. 105-449.65 is contained in the Article dealing with gasoline, diesel fuel, and blended fuel, and
requires the following to have a license: refiners, suppliers, terminal operator, importers, exporters,
blenders, motor fuel transporters, and distributors who purchase motor fuel from an elective or
permissive supplier at an out-of-state terminal for import into this State. G.S. 105-449.131 is
contained in the Article dealing with alternative fuels and requires the following to have a license:
providers of alternative fuel, bulk-end users, and retailers.
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credited to each jurisdiction in which the motor carrier travels. It has been
suggested that the Department of Revenue has more expertise in auditing taxpayers
and would be a more appropriate home for these audit functions. The positions
associated with these audit functions will be transferred July 1, 2004, through an
administrative transfer.

Section 4 eliminates a hold harmless provision that was created in 1996. This
provision was enacted in 1996 as part of the overhaul of motor fuels taxation. It
ensured that a licensed distributor or licensed importer would not receive less of a
discount under the new system that it did under the old. Currently, 20% of licensed
distributors were not licensed in 1996. These distributors are able to take advantage
of the hold harmless provision even though they never received the benefit of the
discount in place prior to 1996.

Section 5 of this bill allows the Secretary of Revenue to assess a penalty of $5,000 on
a terminal operator who fails to issue a shipping document that satisfies the
requirements for the shipping document. Under G.S. 105-449.115, shipping
documents issued by a terminal operator must contain the following information: 1)
identification of the terminal or bulk plant from which the fuel was received, 2) the
date the fuel was loaded, 3) the gross gallons loaded, 4) the destination state of the
motor fuel, 5) the net gallons loaded, and 6) a tax responsibility statement
indicating the name of the supplier that is responsible for the tax. The Motor Fuels
Tax Division has noticed a problem with some terminal operators failing to issue
proper shipping documents. Without an accurate shipping document, it is difficult,
if not impossible, for the Department to ensure that the proper amount of tax is
being paid.

Sections 6 and 7 of this act make changes to Chapter 119 necessitated by legislation
enacted in 2003. In 2003, the General Assembly voted to apply the inspection tax to
dyed diesel fuels. The inspection tax is imposed on all fuel types at the rate of %a¢
per gallon. Proceeds of the tax are used to offset the expenses of administering the
motor fuels taxes. The changes in these two sections are needed to apply the tax to
distributors who purchase only dyed diesel fuel.
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FISCAL ANALYSIS MEMORANDUM

[This 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. ]

DATE: May 5, 2004
TO: Revenue Laws Study Committee

FROM: Richard Bostic
Fiscal Research Division

RE: Motor Fuels Tax Changes (LYxz-141[v.15])

FISCAL IMPACT

Yes (X) No () No Estimate Available ()

FY 2004-05 FEY 2005-06 FEY 2006-07 FEY 2007-08 FY 2008-09

REVENUES
Highway Fund
Penalties No estimate available
Refund Repeal $562,500 $1,125,000 $1,125,000 $1,125,000 $1,125,000
Dyed Fuel Distributors No fiscal impact

Highway Trust Fund
Refund Repeal $187,500 $375,000 $375,000 $375,000 $375,000

EXPENDITURES
Highway Fund
Law Enforcement  $35,311 $12,289 $12,289 $12,289 $12,289

Highway Trust Fund
IRP Positions No fiscal impact

PRINCIPAL DEPARTMENT(S) &
PROGRAM(S) AFFECTED: Department of Revenue, Department of Transportation — Division
of Motor Vehicles, Department of Crime Control and Public Safety
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EFFECTIVE DATE: Sections 1 (Penalty), 4(Repeal Refund), and 5 (Penalty) become effective
January 1, 2005. Sections 3 and 8 (Transfer of Audit Responsibility) become effective July 1, 2004.
The remainder of the act is effective when it becomes law.

BILL SUMMARY: The act modifies the penalties charged for violation of motor fuel tax
laws; allows the Secretary of Revenue to appoint employees of the Motor Fuels Tax
Division as Revenue Law Enforcement Officers; repeals a refund to licensed distributors;
and transfers the audit functions for the International Registration Plan from the Division of
Motor Vehicles to the Department of Revenue.

ASSUMPTIONS AND METHODOLOGY:

Penalties

Sections 1 and 5 create new penalties. Section 1 allows the Secretary of Revenue to impose
a $1,000 penalty on refiners, suppliers, terminal operators, importers, exporters, blenders,
motor fuel transporters and certain distributors that fail to obtain a license. The current law
bars the Department from charging a penalty because there is no fee for the license. The
Department estimates a maximum of 5 violators a year. Since the penalty is discretionary,
this fiscal analysis will not estimate any revenue resulting from this section. If penalty
revenue were received it would be deposited into the Highway Fund as non tax revenue
according to G.S. 105-449.127.

Section 5 allows the Secretary of Revenue to impose a penalty of $5,000 on an oil terminal
operator who fails to issue a bill of laden that does not meet departmental requirements.
Without an accurate bill of laden, the Department cannot ensure that the proper tax amount
is being charged. The Department has experienced regular noncompliance by one terminal
operator and thinks this provision will remedy the situation. Again, no estimate is possible
due to the discretionary nature of the penalty.

Law Enforcement

Section 2 allows the Secretary of Revenue to appoint employees of the Motor Fuels Tax
Division to serve as revenue law enforcement officers. The Motor Fuels Tax Division currently
employs the following six investigator positions: a Motor Fuels Tax Investigator Supervisor, 4
Motor Fuels Tax Investigators, and a Tax Fraud Investigator. Giving these employees law
enforcement authority will require an appropriation of $35,311 in FY 2004-05. Of this amount,
$12,289 is recurring for an employer contribution to a 401K plan the State makes on behalf of
sworn law enforcement officers. The $23,022 in non- recurring expense is for needed
equipment and for enrollment in the Basic Law Enforcement Training course at a community
college. This increased appropriation would come from the Highway Fund.

Transfer Positions
On May 4, 2004, the Office of State Budget and Management (OSBM) approved the transfer of
$375,932 and six positions responsible for International Registration Plan vehicle registration
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audits from the Division of Motor Vehicles of the Department of Transportation to the
Department of Revenue. Sections 3 and 8 conform the statutory language to this administrative
change. The transfer will not increase the budget for this unit, thus there is no fiscal impact for
these sections of the bill.

Refund Repeal

Section 4 repeals the hold harmless provision enacted in 1996 to ensure that licensed motor
fuel distributors and certain licensed importers would not receive less of a tare discount under
the new system (Tax at the Rack) than they did under the old system. Currently 250
distributors receive $1.5 million in refunds each year due to this provision. The Department
states that 20% of the current licensed distributors that benefit from this hold harmless
provision were not licensed in 1996. Since the gas tax is distributed 75% to the Highway
Fund and 25% to the Highway Trust Fund, the savings from repealing this refund will be
apportioned to the funds in the same ratio. The Highway Fund will gain $1,125,000 each year
and the Highway Trust Fund will gain $375,000. With a January 1, 2005 effective date, each
fund will receive only half of these amounts in FY 2004-05.

Dyed Fuel Distributors
Sections 6 and 7 amend statutes to conform to legislation on dyed diesel fuel that was
approved in the 2003 Session. There is no fiscal impact from these sections.

SOURCES OF DATA: Department of Revenue

TECHNICAL CONSIDERATIONS:
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LEGISLATIVE PROPOSAL #5

ALLOW FAMILY BUSINESS TO LEASE FARMLAND
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LEGISLATIVE PROPOSAL #5:

A RECOMMENDATION OF THE REVENUE LAWS STUDY COMMITTEE
TO THE 2004 GENERAL ASSEMBLY, 2003 SESSION

AN ACT TO ALLOW FARMLAND OWNED BY A FAMILY BUSINESS
TO KEEP ITS PRESENT-USE VALUE TAX STATUS WHEN LEASED FOR

FARM USE.
SHORT TITLE: Allow Family Business to Lease Farmland.
SPONSORS: Brubaker, G. Allen, Hill, Luebke, McGee, Miner, Wainwright,

Wood

BRIEF OVERVIEW  This bill would allow farmland owned by a business entity to
keep its present-use value status when the land is leased to a nonmember of the
entity, as long as all members of the business entity are relatives and the land is
leased for agricultural, horticultural, or forestry purposes.

FISCAL IMPACT: No General Fund impact is expected.

EFrecTIVE DATE:  The bill is effective for taxes imposed for taxable years
beginning on or after July 1, 2004.

A copy of the proposed legislation, bill analysis, and fiscal analysis begin on the next page
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GENERAL ASSEMBLY OF NORTH CAROLINA
SESSION 2003

BILL DRAFT 2003-LAz-13 [v.6] (3/5)

(THIS IS ADRAFT AND IS NOT READY FOR INTRODUCTION)
5/5/2004 11:50:04 AM

Short Title:  Allow Family Business to Lease Farmland. (Public)

Sponsors:

Referred to:

A BILL TO BE ENTITLED
AN ACT TO ALLOW FARMLAND OWNED BY A FAMILY BUSINESS TO
KEEP ITS PRESENT-USE VALUE TAX STATUS WHEN LEASED FOR
FARM USE.
The General Assembly of North Carolina enacts:
SECTION 1. G.S. 105-277.2 reads as rewritten:
"§ 105-277.2. Agricultural, horticultural, and forestland — Definitions.
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
engaged in the commercial production or growing of crops, plants,
or animals under a sound management program. Agricultural land
includes woodland and wasteland that is a part of the farm unit, but
the woodland and wasteland included in the unit must be appraised
under the use-value schedules as woodland or wasteland. A farm
unit may consist of more than one tract of agricultural land, but at
least one of the tracts must meet the requirements in G.S.
105-277.3(a)(1), and each tract must be under a sound management
program. 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. Also, woodland is not required to be
under a sound management program if it is determined that the
highest and best use of the woodland is to diminish wind erosion of
adjacent agricultural land, protect water quality of adjacent
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(1a)

()

3)

(4)

agricultural land, or serve as buffers for adjacent livestock or
poultry operations.
Business entity. — A corporation, a general partnership, a limited
partnership, or a limited liability company.
Forestland. — Land that is a part of a forest unit that is actively
engaged in the commercial growing of trees under a sound
management program. Forestland includes wasteland that is a part
of the forest unit, but the wasteland included in the unit must be
appraised under the use-value schedules as wasteland. A forest unit
may consist of more than one tract of forestland, but at least one of
the tracts must meet the requirements in G.S. 105-277.3(a)(3), and
each tract must be under a sound management program.
Horticultural land. — Land that is a part of a horticultural unit that is
actively engaged in the commercial production or growing of fruits
or vegetables or nursery or floral products under a sound
management program. Horticultural land includes woodland and
wasteland that is a part of the horticultural unit, but the woodland
and wasteland included in the unit must be appraised under the
use-value schedules as woodland or wasteland. A horticultural unit
may consist of more than one tract of horticultural land, but at least
one of the tracts must meet the requirements in G.S.
105-277.3(a)(2), and each tract must be under a sound management
program. 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. Also, woodland is not required to be
under a sound management program if it is determined that the
highest and best use of the woodland is to diminish wind erosion of
adjacent horticultural land or protect water quality of adjacent
horticultural land.

Individually owned. — Owned by one of the following:

a. A natural person. For the purpose of this section, a natural
person who is an income beneficiary of a trust that owns land
may elect to treat the person's beneficial share of the land as
owned by that person. If the person's beneficial interest is not
an identifiable share of land but can be established as a
proportional interest in the trust income, the person's
beneficial share of land is a percentage of the land owned by
the trust that corresponds to the beneficiary's proportional
interest in the trust income. For the purpose of this section, a
natural person who is a member of a business entity, other
than a corporation, that owns land may elect to treat the
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person's share of the land as owned by that person. The
person's share is a percentage of the land owned by the
business entity that corresponds to the person's percentage of
ownership in the entity.

A business entity having as its principal business one of the
activities described in subdivisions (1), (2), and (3) and
whose members are all natural persons who meet one or
more of the fellewing—conditions:conditions listed in this
sub-subdivision. For the purpose of this sub-subdivision, the
terms 'having as its principal business' and 'actively engaged
in_the business of the entity' include the leasing of the land
for one of the activities described in subdivisions (1), (2),
and (3) only if all members of the business entity are
relatives.

1. The member is actively engaged in the business of the
entity.

2. The member is a relative of a member who is actively
engaged in the business of the entity.

3. The member is a relative of, and inherited the

membership interest from, a decedent who met one or
both of the preceding conditions after the land
qualified for classification in the hands of the business
entity.

A trust that was created by a natural person who transferred

the land to the trust and each of whose beneficiaries who is

currently entitled to receive income or principal meets one of
the following conditions:

1. Is the creator of the trust or the creator's relative.

2. Is a second trust whose beneficiaries who are
currently entitled to receive income or principal are all
either the creator of the first trust or the creator's
relatives.

A testamentary trust that meets all of the following

conditions:

1. It was created by a natural person who transferred to
the trust land that qualified in that person's hands for
classification under G.S. 105-277.3.

2. At the time of the creator's death, the creator had no
relatives as defined in this section as of the date of
death.
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(4a)

©)

(5a)

(6)

(7)

3. The trust income, less reasonable administrative
expenses, is used exclusively for educational,
scientific, literary, cultural, charitable, or religious
purposes as defined in G.S. 105-278.3(d).

e. Tenants in common, if each tenant is either a natural person
or a business entity described in sub-subdivision b. of this
subdivision. Tenants in common may elect to treat their
individual shares as owned by them individually in
accordance with G.S. 105-302(c)(9). The ownership
requirements of G.S. 105-277.3(b) apply to each tenant in
common who is a natural person, and the ownership
requirements of G.S. 105-277.3(b1) apply to each tenant in
common who is a business entity.

Member. — A shareholder of a corporation, a partner of a general or

limited partnership, or a member of a limited liability company.

Present-use value. — The value of land in its current use as

agricultural land, horticultural land, or forestland, based solely on

its ability to produce income and assuming an average level of
management. A rate of nine percent (9%) shall be used to capitalize
the expected net income of forestland. The capitalization rate for
agricultural land and horticultural land is to be determined by the
Use-Value Advisory Board as provided in G.S. 105-277.7.
Relative. — Any of the following:

a. A spouse or the spouse's lineal ancestor or descendant.
b. A lineal ancestor or a lineal descendant.
C. A brother or sister, or the lineal descendant of a brother or

sister. For the purposes of this sub-subdivision, the term
brother or sister includes stepbrother or stepsister.

d. An aunt or an uncle.

e. A spouse of a person listed in paragraphs a. through d.

For the purpose of this subdivision, an adoptive or adopted
relative is a relative and the term "spouse™ includes a surviving
spouse.

Sound management program. — A program of production designed
to obtain the greatest net return from the land consistent with its
conservation and long-term improvement.

Unit. — One or more tracts of agricultural land, horticultural land, or
forestland. Multiple tracts must be under the same ownership. If the
multiple tracts are located within different counties, they must be
within 50 miles of a tract qualifying under G.S. 105-277.3(a) and
share one of the following characteristics:
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a. Type of classification.
b. Use of the same equipment or labor force."
SECTION 2. This act is effective for taxes imposed for taxable years
beginning on or after July 1, 2004.
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BILL ANALYSIS OF LEGISLATIVE PROPOSAL #b5:
ALLOW FAMILY BUSINESS TO LEASE FARMLAND

BY: MARTHA WALSTON, FISCAL RESEARCH DIVISION

SUMMARY: This bill would allow farmland owned by a business entity to keep
its present-use value status when the land is leased to a nonmember of the entity,
as long as all members of the business entity are relatives. The land must be leased
for agricultural, horticultural, or forestry purposes.

CURRENT LAW: Agricultural land, horticultural land, and forestland must meet
certain size, income, and ownership requirements in order to qualify as special
classes of property subject to taxation at present-use value rather than fair market
value. This property must be individually owned, which means owned by a
natural person, a business entity, a trust, a testamentary trust, or tenants in
common. Business entity is defined in G.S. 105-277.2 as a corporation, a general
partnership, a limited partnership, or a limited liability company. G.S. 105-
277.2(4)b also requires that the principal business of the business entity be either
agriculture, horticulture, or forestry. In addition, all members of the business entity
must be natural persons who meet one or more of the following conditions:

1. The member is actively engaged in the business of the entity.

2. The member is a relative of a member who is actively engaged in the
business of the entity.

3. The member is a relative of, and inherited the membership interest from,
a decedent who met one or both of the preceding conditions after the
land qualified for classification in the hands of the business entity.

In a 1987 Property Tax Commission decision, the Commission was confronted with
a factual situation wherein agricultural land, owned by a corporation, was leased by
the corporation's shareholders to a non-member. The facts were that the lessee, not
the corporation, provided the capital equipment, bore the risks associated with the
farming operation, and made the decisions as to the crops to be planted, the
equipment needed, and the labor to be hired. The Commission concluded that the
corporation was engaged in the business of leasing land and was not in the
principal business of and actively engaged in the commercial production of
growing crops, plants, or animals. The Commission, therefore, ordered that the
county correctly denied present-use value status. Based upon this decision, the
Department of Revenue has interpreted the language in G.S. 105-277.2(4)b to deny
present-use value status to land owned by a business entity where the members'
role consists solely of negotiating a lease of the farmland.
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By contrast, the current law does not require that a natural person who owns
farmland be actively engaged in the business of agriculture, horticulture, or
forestry. This means that a widow who inherits farmland from her husband will
not lose the benefit of present-use value tax status if she negotiates a lease for the
land to be farmed by another. However, the land still must meet the ownership
requirements for a natural person and the size and income requirements for
agricultural land, horticultural land, or forestland.

BILL ANALYSIS: The bill amends G.S. 105-277.2(4)b so that land owned by a
business entity will not lose its present-use value status if its members lease the
land for the purpose of agriculture, horticulture, or forestry and if all members of
the business entity are relatives.! The bill adds language that the terms "having as
its principal business" and "actively engaged in the business of the entity" include
the leasing of land for agriculture, horticulture, or forestry as long as all members of
the business entity are relatives.

This proposal will allow family businesses to keep their present-use value status if
the members do not want to physically participate in farming the land or to make
decisions about the farming activity. As a result farmland owned by a limited
liability company whose members are a father and his three children, will not lose
its present-use value status when the father, who has been physically farming the
land, dies and the three children decide to lease the land to a nonmember to handle
all farming activity.

EFFECT OF BILL DRAFT ON FOLLOWING SITUATIONS: The Department of
Revenue offers the following situations to show the impact of this bill:

1. Husband and wife farm the land - land qualifies.
Husband and wife form LLC and still farm - land qualifies.
Husband dies, wife does not farm but leases land out to be farmed - land
qualifies.

2. Husband and wife farm the land - land qualifies.
Husband and wife form LLC and still farm - land qualifies.
Land inherited by children who lease land out to be farmed. - land
qualifies.

1 G.S. 105-277.2(5a) defines "relative as any of the following:
A spouse or the spouse's lineal ancestor or descendant.
e Alineal ancestor or a lineal descendant.
e A brother or sister, or the lineal descendant of a brother or sister. The term brother or sister includes
stepbrother or stepsister.
e Anauntoranuncle
e A spouse of a person listed in one of the categories above.
For the purpose of this subdivision, an adoptive or adopted relative is a relative and the term "spouse" includes
a surviving spouse.
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3. Husband and wife farm the land —land qualifies.
Family held LLC formed and members all farm - land qualifies.
Membership interests inherited by relatives who now lease out the land to
be farmed - land qualifies.

4 Three non-relatives form a LLC and farm the land - land qualifies.
The LLC stops farming and starts to lease land out to be farmed - land
disqualified.
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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 18, 2004
TO: Revenue Laws

FROM: Linda Struyk Millsaps
Fiscal Research Division

RE: Allow Family Business to Lease Farmland - 2003-LAz-13[v.6]

FISCAL IMPACT

Yes () No () No Estimate Available (X)

FY 2003-04 FEY 2004-05 FY 2005-06 FEY 2006-07 FEY 2007-08

REVENUES
General Fund No General Fund Impact
Local Governments See Assumptions and Methodology

PRINCIPAL DEPARTMENT(S) &
PROGRAM(S) AFFECTED: North Carolina Local Governments.

EFFECTIVE DATE: This act is effective for taxes imposed for taxable years beginning on or after
July 1, 2004.

BILL SUMMARY: The bill changes the current present-use value program for property
taxes to allow farmland owned by a business entity to keep its present-use value status when
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the land is leased to a nonmember, as long as all members of the business entity are
relatives.

ASSUMPTIONS AND METHODOLOGY: Under the current present use value program,
property can qualify for a lower valuation if it meets a series of size, use, and ownership
requirements. According to a 1987 Property Tax Commission decision, if the property is
owned by a business entity, members of the business entity or their relatives must be
“actively engaged” in the business of farming for the property to continue to qualify for the
use value program. (The Commission determined that leasing land in and of itself did not
qualify, as the primary business then becomes land leasing and not farming). A similar
provision does not exist for properties owned by an individual. This has the net result of
disqualifying land from the program if it is owned by a family business, but is leased to a
non-relative. If an individual held the same property, the land would still qualify if the
property were leased. (In both cases, the leased land must still meet the remaining use and
size requirements.). The bill effectively removes this distinction.

Because this is a property tax issue, no General Fund impact is expected. Fiscal Research
cannot estimate the impact this change will have on local governments, as we have no data
what properties might qualify if the ownership requirements were changed. The bill will
result in a loss of revenue to local governments, as it will allow more parcels to qualify for
the farm use program.
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LEGISLATIVE PROPOSAL #6

ADOPT FLAT FEE FOR DEBT COLLECTION
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LEGISLATIVE PROPOSAL #6:

A RECOMMENDATION OF THE REVENUE LAWS STUDY COMMITTEE
TO THE 2004 GENERAL ASSEMBLY, 2003 SESSION

AN ACT TO ADOPT A FLAT COLLECTION ASSISTANCE FEE
UNDER THE SETOFF DEBT COLLECTION ACT.

SHORT TITLE: Adopt Flat Fee for Debt Collection.
SPONSORS: Wainwright, G. Allen, Brubaker, Hill Luebke, McGee, Miner,
Wood

BRIEF OVERVIEW:  This bill would adopt a flat collection assistance fee of $5.00 for
debts collected by the Department of Revenue under the Setoff Debt Collection Act.

FISCAL IMPACT: This could result in a small increase for the Department of
Revenue. The exact amount of that increase is unknown, but it would likely be less
than $100,000.

EFFECTIVE DATE: This act becomes effective for fees assessed on or after October
1, 2004.

A copy of the proposed legislation, bill analysis, and fiscal analysis begin on the next page
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GENERAL ASSEMBLY OF NORTH CAROLINA
SESSION 2003

U
BILL DRAFT 2003-SVfz-6 [v.1] (3/5)
(THIS IS ADRAFT AND IS NOT READY FOR INTRODUCTION)
3/5/2004 2:58:19 PM
Short Title: Adopt Flat Fee for Debt Collection. (Public)
Sponsors:

Referred to:

A BILL TO BE ENTITLED
AN ACT TO ADOPT A FLAT COLLECTION ASSISTANCE FEE UNDER THE
SETOFF DEBT COLLECTION ACT.
The General Assembly of North Carolina enacts:
SECTION 1. G.S. 105A-13(a) reads as rewritten:

“(a) State Setoff. — To recover the costs incurred by the Department in
collecting debts under this Chapter, a collection assistance fee of re-mere-thanfifteen
five dollars ($15-00)($5.00) is imposed on each debt collected through setoff. The
Department must collect this fee as part of the debt and retain it. Fhe-Department
coHection—under—this—Chapterfor—the—mmediatehy—preceding—year—The collection
assistance fee shall not be added to child support debts or collected as part of child
support debts. Instead, the Department shall retain from collections under Division 11
of Article 4 of Chapter 105 of the General Statutes the cost of collecting child
support debts under this Chapter."

SECTION 2. This act becomes effective for fees assessed on or after
October 1, 2004.
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BILL ANALYSIS OF LEGISLATIVE PROPOSAL #6:
ADOPT FLAT FEE FOR DEBT COLLECTION

BY: TRINA GRIFFIN, RESEARCH DIVISION

SUMMARY: This bill would adopt a flat collection assistance fee of $5.00 for
debts collected by the Department of Revenue under the Setoff Debt Collection Act.

ANALYSIS: This act modifies the Setoff Debt Collection Act, Chapter 105A of the
General Statutes. Under that Act, the Department of Revenue sends the income tax
refund of an individual who owes money to a State or local agency to that agency in
payment of the debt rather than to the individual. The individual’s income tax
refund is therefore set off against the debt the individual owes to the State or local
agency.

Each year, the Department of Revenue determines its costs of running the program
and recovers these costs by charging a collection assistance fee as a percentage of
each debt collected. The act caps this fee at no more than $15.00 per debt, though
the actual fee ends up being less. The fee is added to the debt and paid by the
debtor from the refund.

This bill would amend G.S. 105A-13 by imposing a flat $5.00 collection assistance
fee on each debt collected through setoff.

This change is a recommendation of the Department of Revenue. Every year, the
Department must attempt to determine the actual costs of collecting debts under
this program. According to the Department, the process is very tedious and quite
cumbersome because many different areas of the Department are affected. Thus,
the "actual cost" is an estimate at best. The collection assistance fee determined by
the Department for the four latest calendar years is as follows:

Calendar Year Fee
2004 $4.42
2003 $4.32
2002 $4.12
2001 $4.45
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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 4, 2004
TO: Revenue Laws Study Committee

FROM: Linda Millsaps
Fiscal Research Division

RE: 2003-SVfz-6[v.1]

FISCAL IMPACT

Yes () No () No Estimate Available (X)

FY 2004-05 FEY 2005-06 FY 2006-07 FEY 2007-08 FY 2008-09

REVENUES (See Assumptions and Methodology)

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

EFFECTIVE DATE: October 1, 2004.

BILL SUMMARY: Under G.S. 105A-13(a) the Department of Revenue can levy a
collection assistance fee to cover the cost associated with diverting a portion of an
individual’s income tax return to a state or local agency to settle a debt with that agency.
Under current law, the Department of Revenue must set the collection assistance fee
annually based on the collection costs for the previous year, with a cap of $15.00. This
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legislation changes that arrangement and instead imposes a flat $5.00 collection assistance
fee. The bill comes to Revenue Laws at the request of the Department.

ASSUMPTIONS AND METHODOLOGY: In 2002 the Department of Revenue assisted
state and local agencies in collecting $22,150,562.04 from 102,426 debtors through setoffs

from individual income tax refunds. In 2003, that number moved to $22,221,190.23 from

101,125 debtors.

Under the statute, the Department of Revenue must determine the actual cost of collection
per debt and use that amount to determine the fee charged for collection of the debt the next
year. The historic collection fees, based no this methodology, are as follows:

Calendar Year Fee

2004 $4.42
2003 $4.32
2002 $4.12
2001 $4.45

All revenues derived from the fees remain with the Department of Revenue.

The Department indicates that calculation of the fee is time consuming and difficult and the
process affects several divisions within the Department. As a result, the Department has
asked that the fee be set at a flat $5.00.

Fiscal Research does not have enough information to determine likely fees and number of
debt setoffs without this legislation. Potentially the legislation could result in a small
revenue increase for the Department, as it is unlikely the actual cost of collection would
reach $5.00 in the next few years. The exact amount of that increase is unknown, although
it would likely be less than $100,000.

SOURCES OF DATA: North Carolina Department of Revenue.
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LEGISLATIVE PROPOSAL #7

NOTICE PERIOD FOR SALES AND USE TAX REFUNDS
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LEGISLATIVE PROPOSAL #7:

A RECOMMENDATION OF THE REVENUE LAWS STUDY COMMITTEE
TO THE 2004 GENERAL ASSEMBLY, 2003 SESSION

AN ACT TO REQUIRE THAT SELLERS BE PROVIDED WITH
NOTICE AND A 60-DAY-PERIOD TO RESPOND TO A REQUEST FOR A
REFUND OF OVER-COLLECTED SALES OR USE TAXES BEFORE A
PURCHASER MAY BRING A CAUSE OF ACTION AGAINST THE

SELLER.
SHORT TITLE: Notice Period for Sales and Use Tax Refunds.
SPONSORS: Luebke, G. Allen, Brubaker, Hill, McGee, Miner, Wainwright,

Wood

BRIEF OVERVIEW: This bill requires a purchaser seeking a refund of over-collected
sales or use tax to provide written notice to the seller and to allow the seller 60 days
to respond before the purchaser may bring a cause of action against the seller.

FISCAL IMPACT: No fiscal impact.

EFFECTIVE DATE: This act would be effective when it becomes law.

A copy of the proposed legislation, bill analysis, and fiscal analysis begin on the next page
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GENERAL ASSEMBLY OF NORTH CAROLINA
SESSION 2003

H
BILL DRAFT 2003-SVz-10 [v.5] (4/15)
(THIS IS A DRAFT AND IS NOT READY FOR INTRODUCTION)
5/10/2004 10:11:18 AM
Short Title: Notice Period for Sales and Use Tax Refunds. (Public)

Sponsors:  Representatives Luebke; G. Allen, Wainwright, Miner, Brubaker, Hill,

Wood, and McGee.

Referred to:

A BILL TOBE ENTITLED
AN ACT TO REQUIRE THAT SELLERS BE PROVIDED WITH NOTICE AND A
60-DAY-PERIOD TO RESPOND TO A REQUEST FOR A REFUND OF

OVER-COLLECTED SALES OR USE TAXES BEFORE A PURCHASER

MAY BRING A CAUSE OF ACTION AGAINST THE SELLER.

The General Assembly of North Carolina enacts:
SECTION 1. G.S. 105-164.11 reads as rewritten:
"8 105-164.11. Excessive and erroneous collections.

(@) Remittance of Over-collections to Secretary. — When the tax collected for
any period is in excess of the total amount that should have been collected, the total
amount collected must be paid over to the Secretary. When tax is collected for any
period on exempt or nontaxable sales the tax erroneously collected shall be remitted
to the Secretary and no refund shall be made to a taxpayer unless the purchaser has
received credit for or has been refunded the amount of tax erroneously charged. This
provision shall be construed with other provisions of this Article and given effect so
as to result in the payment to the Secretary of the total amount collected as tax if it is
in excess of the amount that should have been collected.

(b)  Refund Procedures First Remedy. — The first course of remedy available to
purchasers seeking a refund of over-collected sales or use taxes from the seller are
the customer refund procedures provided in this Chapter or otherwise provided by
administrative rule, bulletin, or directive on the law issued by the Secretary.

(c) Cause of Action Against Seller. — A cause of action against the seller for
over-collected sales or uses taxes does not accrue until a purchaser has provided
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written notice to a seller and the seller has had sixty days to respond. The notice to
the seller must contain the information necessary to determine the validity of the
request.

(d)  Presumption of Reasonable Business Practice. —In connection with a
purchaser's request from the seller of over-collected sales or use taxes, a seller shall
be presumed to have a reasonable business practice if, in the collection of sales and
use taxes, the seller uses either a provider or a system, including a proprietary
system, that is certified by the State and the seller has remitted to the State all taxes
collected less any deductions, credits, or collection allowances."

SECTION 2. This act is effective when it becomes law.
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BILL ANALYSIS OF LEGISLATIVE PROPOSAL #7:
NOTICE PERIOD FOR SALES AND USE TAX REFUNDS

BY: TRINA GRIFFIN, RESEARCH DIVISION

SUMMARY: This bill requires a purchaser seeking a refund of over-collected sales
or use tax to provide written notice to the seller and to allow the seller 60 days to
respond before the purchaser may bring a cause of action against the seller. This
requirement is necessary to conform to the Streamlined Sales Tax Agreement.

ANALYSIS:

Under the Streamlined Sales Tax Agreement, purchasers seeking a refund of over-
collected sales or use taxes must provide the seller with written notice and allow the
seller 60 days in which to respond prior to bringing a cause of action against the
seller.

Earlier this year, the Department of Revenue adopted this provision as part of a
technical bulletin. However, retailers have expressed a preference for the
provisions to be in statute.

Therefore, this section of the proposal codifies into statute current Department
policy regarding refund procedures for over-collected sales and use tax.

This act would become effective when the act becomes law.
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FISCAL ANALYSIS MEMORANDUM

[This 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 10, 2004
TO: Revenue Laws

FROM: Linda Struyk Millsaps
Fiscal Research Division

RE: Sales and Use Tax Changes

FISCAL IMPACT
Yes () No (X) No Estimate Available ()

($millions)
FY 2004-05 FEY 2005-06 FEY 2006-07 EY 2007-08 FEY 2008-09

REVENUES
General Fund (See Assumptions and Methodology)

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

EFFECTIVE DATE: When it becomes law.

BILL SUMMARY:

The bill requires that sellers be given notice and 60 days to respond to a purchaser request
for a refund of over collected sales taxes before purchaser can bring a cause of action against
the seller.

ASSUMPTIONS AND METHODOLOGY:
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The legislation changes the process through which a purchaser can challenge a potential
overpayment of sales tax to a retailer. The Department indicates that this procedural change
is needed to comply with the Streamlined Sales Tax Project requirements. Because this

portion only makes procedural changes, no fiscal impact is expected by either Fiscal
Research or the Department of Revenue.
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LEGISLATIVE PROPOSAL #8

REVENUE LAWS TECHNICAL CHANGES
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LEGISLATIVE PROPOSAL #8:

A RECOMMENDATION OF THE REVENUE LAWS STUDY COMMITTEE
TO THE 2004 GENERAL ASSEMBLY, 2003 SESSION

AN ACT TO MAKE TECHNICAL AND CONFORMING CHANGES
TO THE REVENUE LAWS AND RELATED STATUTES.

SHORT TITLE: Revenue Laws Technical Changes

SPONSORS: Hartsell, Clodfelter, Dalton, Hoyle, Kerr, Webster

BRIEF OVERVIEW:  Makes technical and clarifying changes to the revenue laws and
related statutes.

FISCAL IMPACT: This bill has an estimated one-time fiscal impact of $5.4 million
in the 2005-2006 fiscal year.

EFFECTIVE DATE: When it becomes law.

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

92




O NOoO Ol hSs WN -

GENERAL ASSEMBLY OF NORTH CAROLINA
SESSION 2003

S
BILL DRAFT 2003-LCxz-163 [v.25] (11/24)
(THIS IS ADRAFT AND IS NOT READY FOR INTRODUCTION)
4/12/2004 12:49:24 PM
Short Title: Revenue Laws Technical Changes. (Public)

Sponsors:  Senator.

Referred to:

A BILL TO BE ENTITLED
AN ACT TO MAKE TECHNICAL AND CONFORMING CHANGES TO THE
REVENUE LAWS AND RELATED STATUTES.
The General Assembly of North Carolina enacts:
SECTION 1. Section 30C.3(b) of S.L. 2002-126, as amended by Section
37A.4 of S.L. 2003-284, reads as rewritten:

"SECTION 30C.3.(b) This section is effective on and after January 1, 2002, and
applies to the estates of decedents dying on or after that date. This section is-and
Section 37A.5 of S.L. 2003-284 are repealed effective for the estates of decedents
dying on or after July 1, 2005."

SECTION 2. The lead-in language of Section 2 of S.L. 2003-360 reads as
rewritten:

"SECTION 2. The capital improvements projects, and their respective costs,
authorized by this act to be constructed and financed as provided in Sections 4-1, 5,
and 6 of this act are as follows:"

SECTION 3.(a) S.L.2003-405 is reenacted.
SECTION 3.(b) This section is effective on and after August 12, 2003.
SECTION 4.(a) G.S. 105-32.2(b) reads as rewritten:

"(b) Amount. — The amount of the estate tax imposed by this section for estates
of decedents dying on or after January 1, 2002, is the maximum credit for state death
taxes allowed under section 2011 of the Code without regard to the phase-out and
termination of that credit under subdivision (b)(2) and subsection (f) of that
section.section and without regard to the deduction for state death taxes allowed
under section 2058 of the Code. If any property in the estate is located in a state other
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than North Carolina, the amount of tax payable depends on whether the decedent was
a resident of this State at death. If the decedent was a resident of this State at death,
the amount of tax due under this section is reduced by the lesser of the amount of the
death tax paid the other state or an amount computed by multiplying the credit by a
fraction, the numerator of which is the gross value of the estate that has a tax situs in
another state and the denominator of which is the value of the decedent's gross estate.
If the decedent was not a resident of this State at death, the amount of tax due under
this section is an amount computed by multiplying the credit by a fraction, the
numerator of which is the gross value of real property that is located in North
Carolina plus the gross value of any personal property that has a tax situs in North
Carolina and the denominator of which is the value of the decedent's gross estate. For
purposes of this section, the gross value of property is its gross value as finally
determined in the federal estate tax proceedings."

SECTION 4.(b) This section is repealed effective for the estates of
decedents dying on or after July 1, 2005.

SECTION 5. G.S. 105-113.5 reads as rewritten:
""§ 105-113.5. Tax on cigarettes.

A tax is levied on the sale or possession for sale in this State, by a distributor, of

all cigarettes at the rate of two and one-half mills per individual cigarette.

} } O
@ I'.“e of Iewe_| clgarettes : : :
Cigareties—in-a paelee&g_e of-cigarettes-given-without chargeoy-the
||||a||ulaet|u|e_| of Ftl'e Ciga el testo-an ermployee e: t,ln_eﬁ ||||a||u_laetu|e|
SECTION 6. G.S. 105-113.68(a)(2) is repealed.
SECTION 7. G.S. 105-113.83(b) reads as rewritten:

"(b) Beer and Wine. — The excise taxes on malt beverages and wine levied
under G.S. 105-113.80(a) and (b), respectively, are payable to the Secretary by the
resident wholesaler or importer who first handles the beverages in this State. The
excise taxes en-wine-levied under G.S. 105-113.80(b) on wine shipped directly to
consumers pursuant to G.S. 18B-1001.1 must be paid by the wine shipper permittee.
The taxes on malt beverages and wine shall be paid only once on the same beverages.
The tax shall be paid on or before the 15th day of the month following the month in
which the beverage is first sold or otherwise disposed of in this State by the
wholesaler, importer, or wine shipper permittee. When excise taxes are paid on wine
or malt beverages, the wholesaler, importer, or wine shipper permittee shall submit to
the Secretary verified reports on forms provided by the Secretary detailing sales
records for the month for which the taxes are paid. The report shall indicate the

94



coONO Ol hWN B

A D WOWWWWWWWWWNDNDNNDNNMNDNNNMNNNNNNNRPEPRPRPRPERPRERPERPERRRERER
P O OWONOOOITP,WNPFPOOOONOUOUP,WNPFPOOONOOPWNPE OO

amount of excise tax due, contain the information required by the Secretary, and
indicate separately any transactions to which the excise tax does not apply."
SECTION 8. G.S. 105-113.108(a) reads as rewritten:

“(@) Revenue Stamps. — The Secretary shall issue stamps to affix to
unauthorized substances to indicate payment of the tax required by this Article.
Dealers shall report the taxes payable under this Article at the time and on the ferm
return prescribed by the Secretary. Bealers-Notwithstanding any other provision of
law, dealers are not required to give their name, address, social security number, or
other identifying information on the ferm-return and the return is not required to be
verified by oath or affirmation. Upon payment of the tax, the Secretary shall issue
stamps in an amount equal to the amount of the tax paid. Taxes may be paid and
stamps may be issued either by mail or in person."

SECTION 9. G.S. 105-129.2 is amended by adding a new subdivision to

read:
"8 105-129.2. Definitions.
The following definitions apply in this Article:

(12a) Interstate air courier. — Defined in G.S. 105-164.3."
SECTION 10. 105-129.4(b2) reads as rewritten:

"(b2) Health Insurance. — A taxpayer is eligible for a credit for creating jobs or
for worker training under this Article if the taxpayer provides health insurance for the
positions for which the credit is claimed when the jobs are created and each year it
claims an installment or carryforward of the credit. A taxpayer is eligible for the
other credits under this Article if the taxpayer provides health insurance for all of the
full-time positions at the location with respect to which the credit is claimed when the
taxpayer engages in the activity that qualifies for the credit and each year it claims an
installment or carryforward of the credit. For the purposes of this subsection, a
taxpayer provides health insurance if it pays at least fifty percent (50%) of the
premiums for health care coverage that equals or exceeds the minimum provisions of
the basic health care plan of coverage recommended by the Small Employer Carrier
Committee pursuant to G.S. 58-50-125.

Each year that a taxpayer claims a credit or an instaliment or carryforward of a
credit allowed under this Article, the taxpayer must provide with the tax return the
taxpayer's certification that the taxpayer continues to provide health insurance for the
jobs for which the credit was claimed or the full-time jobs at the location with respect
to which the credit was claimed. If the taxpayer ceases to provide health insurance
for the jobs during a taxable year, the credit expires and the taxpayer may not take
any remaining installment or carryforward of the credit.”

SECTION 11. G.S. 105-129.4(b6) reads as rewritten:

"(b6) Overdue Tax Debts. — A taxpayer is not eligible for a credit allowed under

this Article if, at the time the taxpayer claims the credit or an installment or
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carryforward of the credit, the taxpayer has received a notice of an overdue tax debt
and that overdue tax debt has not been satisfied or otherwise resolved."

SECTION 12. G.S. 105-129.6(b) reads as rewritten:

"(b) Reports. — The Department of Revenue shall publish by Mareh-April 1 of
each year the following information itemized by credit and by taxpayer for the
12-month period ending the preceding December 31:

(1)  The number of claims for each credit allowed in this Article.

(2)  The number and enterprise tier area of new jobs with respect to
which credits were generated and to which credits were claimed.

(3)  The cost and enterprise tier area of machinery and equipment with
respect to which credits were generated and to which credits were
claimed.

(4) The number of new jobs created by businesses located in
development zones, and the percentage of jobs at those locations
that were filled by residents of the zones.

(5)  The amount and enterprise tier area of worker training expenditures
with respect to which credits were generated and to which credits
were claimed.

(6) The amount and enterprise tier area of new research and
development expenditures with respect to which credits were
generated and to which credits were claimed.

(7)  The cost and enterprise tier area of real property investment with
respect to which credits were generated and to which credits were
claimed.”

SECTION 13. G.S. 105-129.9(d) reads as rewritten:

"(d) Expiration. — As used in this subsection, the term 'disposed of' means
disposed of, taken out of service, or moved out of State.

If, in one of the seven years in which the installment of a credit accrues, the
machinery and equipment with respect to which the credit was claimed are disposed
of, taken—out-of-service—ormoved-out-of-State—the credit expires and the taxpayer
may not take any remaining installment of the credit for that machinery and
equipment unless the cost of that machinery and equipment is offset in the same
taxable year by the taxpayer's new investment in eligible machinery and equipment
placed in service in the same enterprise tier, as provided in this subsection. If, during
the taxable year the taxpayer disposed of the machinery and equipment for which
installments remain, there has been a net reduction in the cost of all the taxpayer's
eligible machinery and equipment that are in service in the same enterprise tier as the
machinery and equipment that were disposed of, and the amount of this reduction is
greater than twenty percent (20%) of the cost of the machinery and equipment that
were disposed of, then the taxpayer forfeits the remaining installments of the credit
for the machinery and equipment that were disposed of. If the amount of the net
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reduction is equal to twenty percent (20%) or less of the cost of the machinery and
equipment that were disposed of, or if there is no net reduction, then the taxpayer
does not forfeit the remaining installments of the expired credit. In determining the
amount of any net reduction during the taxable year, the cost of machinery and
equipment the taxpayer placed in service during the taxable year and for which the
taxpayer claims a credit under Article 3B of this Chapter may not be included in the
cost of all the taxpayer's eligible machinery and equipment that are in service. If in a
single taxable year machinery and equipment with respect to two or more credits in
the same tier are disposed of, the net reduction in the cost of all the taxpayer's eligible
machinery and equipment that are in service in the same tier is compared to the total
cost of all the machinery and equipment for which credits expired in order to
determine whether the remaining installments of the credits are forfeited.

The expiration of a credit does not prevent the taxpayer from taking the portion of
an installment that accrued in a previous year and was carried forward to the extent
permitted under G.S. 105-129.5.

If, in one of the seven years in which the installment of a credit accrues, the
machinery and equipment with respect to which the credit was claimed are moved to
an area in a higher-numbered enterprise tier, or are moved from a development zone
to an area that is not a development zone, the remaining installments of the credit are
allowed only to the extent they would have been allowed if the machinery and
equipment had been placed in service initially in the area to which they were moved."

SECTION 14. G.S. 105-129.35(c)(4) reads as rewritten:

"(4) State  Historic  Preservation  Officer. - Defined in G.S.

105-129.6.105-129.36."
SECTION 15. G.S. 105-130.4(a)(6) reads as rewritten:
"(@) Asused in this section, unless the context otherwise requires:

(6)  'Public utility’ means any corporation that is subject to control of
one of more of the following entities: the North Carolina Utilities
Commission, the Federal Communications Commission, the
Interstate  Commerce Commission, the Federal Pewer—Energy
Regulatory Commission, or the Federal Aviation Agency; and that
owns or operates for public use any plant, equipment, property,
franchise, or license for the transmission of communications, the
transportation of goods or persons, or the production, storage,
transmission, sale, delivery or furnishing of electricity, water,
steam, oil, oil products, or gas. The term also includes a motor
carrier of property whose principal business activity is transporting
property by motor vehicle for hire over the public highways of this
State."

SECTION 16.(a) G.S. 105-130.46 reads as rewritten:
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"8 105-130.46. Credit for manufacturing cigarettes for exportation while
increasing employment and utilizing State Ports.

(@)  Purpose. — The credit authorized by this section is intended to enhance the
economy of this State by encouraging qualifying cigarette manufacturers to increase
employment in this State with the purpose of expanding this State's economy, the use
of the North Carolina State Ports, and the use of other State goods and services,
including tobacco.

(b)  Definitions. — The following definitions apply in this section:

(1) Employment level. — The total number of full-time jobs and
part-time jobs converted into full-time equivalences.

(2)  Exportation. — The shipment of cigarettes manufactured in the
United States to a foreign country sufficient to relieve the cigarettes
in the shipment of the federal excise tax on cigarettes.

(3)  Full-time job. — A position that requires at least 1,600 hours of work
per year and is intended to be held by one employee during the
entire year.

(4)  Successor in business. — A corporation that through amalgamation,
merger, acquisition, consolidation, or other legal succession
becomes invested with the rights and assumes the burdens of the
predecessor corporation and continues the cigarette exportation
business.

(c)  Employment Level. — In order to be eligible for a full credit allowed under
this section, the corporation must maintain an employment level in this State that
exceeds the corporation's employment level in this State at the end of the 2004
calendar year by at least 800 full-time jobs. In the case of a successor in business, the
corporation must maintain an employment level in this State that exceeds all its
predecessor corporations' combined employment levels in this State at the end of the
2004 calendar year by at least 800 full-time jobs. A job is located in this State if more
than fifty percent (50%) of the employee's duties are performed in this State.

(d)  Credit. — A corporation that satisfies the employment level requirement
under subsection {b)(c) of this section, is engaged in the business of manufacturing
cigarettes for exportation, and exports cigarettes and other tobacco products through
the North Carolina State Ports during the taxable year is allowed a credit as provided
in this section. The amount of credit allowed under this section is equal to forty cents
(40¢) per one thousand cigarettes exported. The amount of credit earned during the
taxable year may not exceed ten million dollars ($10,000,000).

()  Reduction of Credit. — A corporation that has previously satisfied the
qualification requirements of this section but that fails to satisfy the employment
level requirement in a succeeding year may still claim a partial credit for the year in
which the employment level requirement is not satisfied. The partial credit allowed is
equal to the credit that would otherwise be allowed under subsection {€}(d) of this
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section multiplied by a fraction. The numerator of the fraction is the number of
full-time jobs by which the corporation's employment level in this State exceeds the
corporation's employment level in this State at the end of the 2004 calendar year. The
denominator of the fraction is 800. In the case of a successor in business, the
numerator of the fraction is the number of full-time jobs by which the corporation's
employment level in this State exceeds all its predecessor corporations' combined
employment levels in this State at the end of the 2004 calendar year.

() Allocation. — The credit allowed by this section may be taken against the
income taxes levied under this Part or the franchise taxes levied under Article 3 of
this Chapter. When the taxpayer claims a credit under this section, the taxpayer must
elect the percentage of the credit to be applied against the taxes levied under this Part
with any remaining percentage to be applied against the taxes levied under Article 3
of this Chapter. This election is binding for the year in which it is made and for any
carryforwards. A taxpayer may elect a different allocation for each year in which the
taxpayer qualifies for a credit.

() Ceiling. — The total amount of credit that may be taken in a taxable year
under this section may not exceed the lesser of the amount of credit which may be
earned for that year under subsection {€}(d) of this section or fifty percent (50%) of
the amount of tax against which the credit is taken for the taxable year reduced by the
sum of all other credits allowable, except tax payments made by or on behalf of the
taxpayer. This limitation applies to the cumulative amount of the credit allowed in
any tax year, including carryforwards claimed by the taxpayer under this section or
G.S. 105-130.45 for previous tax years.

(n)  Carryforward. — Any unused portion of a credit allowed in this section may
be carried forward for the next succeeding 10 years. All carryforwards of a credit
must be taken against the tax against which the credit was originally claimed. A
successor in business may take the carryforwards of a predecessor corporation as if
they were carryforwards of a credit allowed to the successor in business.

(1 Documentation of Credit. — A corporation that claims the credit under this
section must include the following with its tax return:

(1) A statement of the exportation volume on which the credit is based.

(2) A list of the corporation's export volumes shown on its monthly
reports to the Alcohol and Tobacco Tax and Trade Bureau of the
United States Treasury for the months in the tax year for which the
credit is claimed.

(3)  Any other information required by the Department of Revenue.

() No Double Credit. — A taxpayer may not claim this credit and the credit
allowed under G.S. 105-130.45 for the same activity.

(k)  Reports. — Any corporation that takes a credit under this section must
submit an annual report by May 1 of each year to the Senate Finance Committee, the
House of Representatives Finance Committee, the Senate Appropriations Committee,
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the House of Representatives Appropriations Committee, and the Fiscal Research
Division of the General Assembly. The report must state the amount of credit earned
by the corporation during the previous year, the amount of credit including
carryforwards claimed by the corporation during the previous year, and the
percentage of domestic leaf content in cigarettes produced by the corporation during
the previous year. The first reports required under this section are due by May 1,
2006."

SECTION 16.(b) This section is effective for taxable years beginning on
or after January 1, 2006, and expires for exports occurring on or after January 1,
2018.

SECTION 17. G.S. 105-160.3(b)(6) is repealed.

SECTION 18. G.S. 105-164.3(28) reads as rewritten:

"(28) Prepared food. — Food that meets at least one of the conditions of
this subdivision. Prepared food does not include food the retailer
sliced, repackaged, or pasteurized but did not etherwise
proeess:heat, mix, or sell with eating utensils.

a. It is sold in a heated state or it is heated by the retailer.

b. It consists of two or more foods mixed or combined by the
retailer for sale as a single item. This sub-subdivision does
not include foods containing raw eggs, fish, meat, or poultry
that require cooking by the consumer as recommended by the
Food and Drug Administration to prevent food borne

illnesses.

C. It is sold with eating utensils provided by the retailer, such as
plates, knives, forks, spoons, glasses, cups, napkins, and
straws."

SECTION 19. G.S. 105-164.3(37) reads as rewritten:

"(37) Sales price. — The total amount or consideration for which personal
property or services are sold, leased, or rented. The consideration
may be in the form of cash, credit, property, or services. The sales
price must be valued in money, regardless of whether it is received

in money.
a. The term includes all of the following:

1. The retailer's cost of the property sold.

2. The cost of materials used, labor or service costs,
interest, losses, all costs of transportation to the
retailer, all taxes imposed on the retailer, and any
other expense of the retailer.

3. Charges by the retailer for any services necessary to
complete the sale.

4. Delivery charges.
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Installation charges.

The value of exempt personal property given to the
consumer when taxable and exempt personal property
are bundled together and sold by the retailer as a
single product or piece of merchandise.

7. Credit for trade-in.

b. The term does not include any of the following:

1. Discounts, including cash, term, or coupons, that are
not reimbursed by a third party, are allowed by the
retailer, and are taken by a consumer on a sale.

2. Interest, financing, and carrying charges from credit
extended on the sale, if the amount is separately stated
on the invoice, bill of sale, or a similar document
given to the consumer.

3. Any taxes imposed directly on the consumer that are
separately stated on the invoice, bill of sale, or similar
document given to the consumer."

SECTION 20. G.S. 105-164.4B(3) reads as rewritten:

“(3) Delivery address unknown. — When a seller of a product does not
know the address where a product is received, the sale is sourced to
the first address or location listed in this subdivision that is known

o o

to the seller:
a. The business or home address of the purchaser.
b. The billing address of the purchaser or, if the product is a

prepaid telephone calling service that authorizes the purchase
of mobile telecommunications service, the location
associated with the mobile telephone number.

C. The bihhg—address—ofthe—purchaser-address from which
tangible personal property was shipped or from which a
service was provided."

SECTION 21.(a) G.S. 105-164.14(e) reads as rewritten:

"(e) State Agencies. — (Effective July 1, 2004 and applicable to sales made
on or after that date) The State is allowed quarterly refunds of local sales and use
taxes paid indirectly by the State agency on building materials, supplies, fixtures, and
equipment that become a part of or annexed to a building or structure that is owned
or leased by the State agency and is being erected, altered, or repaired for use by the
State agency.-services-and-of

A person who pays local sales and use taxes on building materials or other
tangible personal property for a State building project shall give the State agency for
whose project the property was purchased a signed statement containing all of the
following information:
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(1)  The date the property was purchased.

(2)  The type of property purchased.

(3)  The project for which the property was used.

(4) If the property was purchased in this State, the county in which it
was purchased.

(5)  If the property was not purchased in this State, the county in which
the property was used.

(6)  The amount of sales and use taxes paid.

If the property was purchased in this State, the person shall attach a copy of the
sales receipt to the statement. A State agency to whom a statement is submitted shall
verify the accuracy of the statement.

Within 15 days after the end of each calendar quarter, every State agency shall
file with the Secretary a written application for a refund of taxes to which this
subsection applies paid by the agency during the quarter. The application shall
contain all information required by the Secretary. The Secretary shall credit the local
sales and use tax refunds directly to the General Fund."

SECTION 21.(b) This section becomes effective July 1, 2004.
SECTION 22. G.S. 105-164.29A reads as rewritten:
"8 105-164.29A. State government exemption process.

(@  Application. — To be eligible for the exemption provided in G.S.
105-164-13(51);105-164.13(52), a State agency must obtain from the Department a
sales tax exemption number. The application for exemption must be in the form
required by the Secretary, be signed by the State agency's head, and contain any
information required by the Secretary. The Secretary must assign a sales tax
exemption number to a State agency that submits a proper application.

(b)  Liability. — A State agency that does not use the items purchased with its
exemption number must pay the tax that should have been paid on the items
purchased, plus interest calculated from the date the tax would otherwise have been
paid."

SECTION 23. 105-259(b)(7) reads as rewritten:

“(b) Disclosure Prohibited. — An officer, an employee, or an agent of the State
who has access to tax information in the course of service to or employment by the
State may not disclose the information to any other person unless the disclosure is
made for one of the following purposes:

(7)  To exchange information with the Division of the State Highway
Patrol of the Department of Crime Control and Public Safety-Safety,
the Division of Motor Vehicles of the Department of
Transportation, or the International Fuel Tax Association, Inc.,
when the information is needed to fulfill a duty imposed on the
Department of Revenue—or—Revenue, the Division of the State

102



coONO Ol hWN B

Highway Patrol of the Department of Crime Control and Public
Safety, or the Division of Motor Vehicles of the Department of
Transportation.Safety-"

SECTION 24. G.S. 105-449.47(al) reads as rewritten:

“(al) Registration and ldentification Marker. — When the Secretary registers a
motor carrier, the Secretary must issue at least one identification marker for each
motor vehicle operated by the motor carrier. A motor carrier must keep records of
identification markers issued to it and must be able to account for all identification
markers it receives from the Secretary. Registrations and identification markers
issued by the Secretary are for a calendar year. Fhe—Secretary—may—renew—a

ala d QN A ala’ QA

tdentification-marker—All identification markers issued by the Secretary remain the
property of the State. The Secretary may withhold or revoke a registration or an
identification marker when a motor carrier fails to comply with this Article, former
Avrticle 36 or 36A of this Subchapter, or Article 36C or 36D of this Subchapter.

A motor carrier must carry a copy of its registration in each motor vehicle
operated by the motor carrier when the vehicle is in this State. A motor vehicle must
clearly display an identification marker at all times. The identification marker must
be affixed to the vehicle for which it was issued in the place and manner designated
by the authority that issued it."

SECTION 25. G.S. 105-449.52(a) reads as rewritten:

“(a) Penalty. — A motor carrier who does any of the following is subject to a
civil penalty:

(1) Operates in this State or causes to be operated in this State a motor
vehicle that dees—neteither fails to carry the registration card
required by this Article or dees—netfails to display an identification
marker in accordance with this Article. The amount of the penalty is
one hundred dollars ($100.00).

(2)  Is unable to account for identification markers the Secretary issues
the motor carrier, as required by G.S. 105-449.47. The amount of
the penalty is one hundred dollars ($100.00) for each identification
marker the carrier is unable to account for.

(3) Displays an identification marker on a motor vehicle operated by a
motor carrier that was not issued to the carrier by the Secretary
under G.S. 105-449.47. The amount of the penalty is one thousand
dollars ($1,000) for each identification marker unlawfully obtained.
Both the licensed motor carrier to whom the Secretary issued the
identification marker and the motor carrier displaying the
unlawfully obtained identification marker are jointly and severally
liable for the penalty under this subdivision.
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A penalty imposed under this section is payable to the Department of Revenue
Revenue, the Department of Crime Control and Public Safety, or the Division of
Motor Vehicles. When a motor vehicle is found to be operating without a registration
card or an identification marker or with an identification marker the Secretary did not
issue for the vehicle, the motor vehicle may not be driven for a purpose other than to
park the motor vehicle until the penalty imposed under this section is paid unless the
officer that imposes the penalty determines that operation of the motor vehicle will
not jeopardize collection of the penalty."”

SECTION 26. G.S. 105-449.54 reads as rewritten:
"§ 105-449.54. Commissioner of Motor Vehicles made process agent of
nonresident motor carriers.

TFhe-aceeptance-byBy operating a motor vehicle on the highways of this State, a

nonreS|dent motor carrier consents to the appomtment of et—the—nghts—anel—pnwteges

appmnhnent—by—sueh—nenresrelent—metepeamer—et—the Comm|33|oner of Motor
Vehlcles as its attorney in fact and process agent for ¥eh+eles—er—h|s—sueeessoHn

admmlstrater—upen—whem—may—lee—served—all summonses or other Iawful process or
notlce in any actlon assessment—preeeeetmgassessment or other proceedlng agamst

thls—seetleprunder this Chapter "

SECTION 27. G.S. 105-449.60(7) reads as rewritten:
"'§ 105-449.60. Definitions.
The following definitions apply in this Article:

(7)  Diesel fuel. — Any liquid, other than gasoline, that is suitable for use
as a fuel in a diesel-powered highway vehicle. The term includes
kerosene—and-biodieselbiodiesel, fuel oil, heating oil, high sulfur
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dyed diesel fuel, and kerosene. The term does not include jet fuel

sold to a buyer who is certified to purchase jet fuel under the Code."

SECTION 28. The lead-in language of G.S. 105-449.72(a) reads as
rewritten:

“(a) Initial Bond. — An applicant for a license as a refiner, a terminal operator, a
supplier, an importer, a blender, a permissive supplier, or a distributor must file with
the Secretary a bond or an irrevocable letter of credit. A bond or irrevocable letter of
credit must be conditioned upon compliance with the requirements of this Article, be
payable to the State, and be in the form required by the Secretary. The amount of the
bond or irrevocable letter of credit is determined as follows:"

SECTION 29. G.S. 105-449.74 reads as rewritten:
"105-449.74. Issuance of license.
Upon approval of an application, the Secretary must issue a license to the

applicant. A supplier's license must indicate the category of the supplier. A license
holder must maintain and display a copy of the license issued under this Part in a
conspicuous place at each place of business of the license holder. A license is not
transferable and remains in effect until surrendered or cancelled."

SECTION 30. G.S. 105-449.81(3a) reads as rewritten:
"An excise tax at the motor fuel rate is imposed on motor fuel that is:

(3a) Fuel grade-ethanol-alcohol or biodiesel, if it meets either that-meets
any of the following descriptions:
a. Is removed from a terminal or another storage and
distribution facility, unless the removed fuel is received by a
supplier for subsequent sale.
b. Is imported to this State outside the terminal transfer system
by a means other than a marine vessel, a transport truck, or a
railroad tank car."
SECTION 31. G.S. 105-449.123 reads as rewritten:
"8 105-449.123. Marking requirements for dyed diesel-fuel storage facilities.

(@) Requirements. — A person who is a retailer of dyed diesel-motor fuel or
who stores both dyed and undyed diesel-motor fuel for use by that person or another
person must mark the storage facility for the dyed diesel-motor fuel as follows in a
manner that clearly indicates the fuel is not to be used to operate a highway vehicle.
The storage facility must be marked "Dyed Diesel, Nontaxable Use Only, Penalty
For Taxable Use" or "Dyed Kerosene, Nontaxable Use Only, Penalty for Taxable
Use" or a similar phrase that clearly indicates the fuel is not to be used to operate a
highway vehicle.

(1) The storage tank of the storage facility must be marked if the
storage tank is visible.
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(2)  The fillcap or spill containment box of the storage facility must be
marked.

(3) The dispensing device that serves the storage facility must be
marked.

(4)  The retail pump or dispensing device at any level of the distribution
system must comply with the marking requirements.

(b)  Exception. — The marking requirements of this section do not apply to a
storage facility that contains fuel used only for one of the purposes listed in G.S.
105-449.105A(a)(1) and is installed in a manner that makes use of the fuel for any
other purpose improbable.”

SECTION 32. G.S. 105-469 reads as rewritten:

"8 105-469. Secretary to collect and administer local sales and use tax.

(@  The Secretary shall collect and administer a tax levied by a county
pursuant to this Article. As directed by G.S. 105-164.13B, taxes levied by a county
on food are administered as if they were levied by the State under Article 5 of this
Chapter. The Secretary must, on a monthly basis, distribute local taxes levied on food
to the taxing counties as follows:

(1) The Secretary must allocate one-half of the net proceeds on a per
capita basis according to the most recent annual population
estimates certified to the Secretary by the State Budget Officer. The
Secretary must then adjust the amount allocated to each county as
provided in G.S. 105-486(b).

(2) The Secretary must allocate the remaining net proceeds
proportionately to each taxing county based upon the amount of
sales tax on food collected in the taxing county in the 1997-1998
fiscal year under Article 39 of this Chapter or under Chapter 1096
of the 1967 Session Laws relative to the total amount of sales tax on
food collected in all taxing counties in the 1997-1998 fiscal year
under Article 39 of this Ghapter- Chapter and under Chapter 1096 of
the 1967 Session Laws.

(b)  The Secretary shall require retailers who collect use tax on sales to North
Carolina residents to ascertain the county of residence of each buyer and provide that
information to the Secretary along with any other information necessary for the
Secretary to allocate the use tax proceeds to the correct taxing county."

SECTION 33. G.S. 119-15.1 reads as rewritten:

"8§119-15.1. List of persons who must have a license.

(@)  License. — A person may not engage in business in this State as any of the
following unless the person has a license issued by the Secretary authorizing the
person to engage in business:

(1) A kerosene supplier.

(2)  Akerosene distributor.
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(3) A kerosene terminal operator.

(b)  Exception. — A kerosene supplier license is not required if the supplier is
licensed as a supplier under Part 2 of Article 36C of Chapter 105 of the General
Statutes. A kerosene distributor is required to have a kerosene distributor license only
if the distributor imports kerosene. Other kerosene distributors may elect to have a
kerosene license. A kerosene terminal operator license is not required if the supphier
terminal operator is licensed as a suppherterminal operator under Part 2 of Article
36C of Chapter 105 of the General Statutes."

SECTION 34. G.S. 119-19 reads as rewritten:
"8 119-19. Authority of Secretary to cancel a license.

The Secretary of Revenue may cancel a license issued under G-S—119-16-2this
Avrticle upon the written request of the license holder. The Secretary may summarily
cancel a license issued under G-S—119-16-2-6r-this Article or under Article 36C or
36D of Chapter 105 of the General Statutes when the Secretary finds that the license
holder is incurring liability for the tax imposed by this Article after failing to pay a
tax when due under this Article. The Secretary may cancel the license of a license
holder who files a false report under this Article or fails to file a report required under
this Article after holding a hearing on whether the license should be cancelled.

The Secretary must send a person whose license is summarily cancelled a notice
of the cancellation and must give the person an opportunity to have a hearing on the
cancellation within 10 days after the cancellation. The Secretary must give a person
whose license may be cancelled after a hearing at least 10 days' written notice of the
date, time, and place of the hearing. A notice of a summary license cancellation and a
notice of hearing must be sent by registered mail to the last known address of the
license holder.

When the Secretary cancels a license and the license holder has paid all taxes and
penalties due under this Article, the Secretary must either return to the license holder
the bond filed by the license holder or notify the person liable on the bond and the
license holder that the person is released from liability on the bond."

SECTION 35. G.S. 120-70.108(a) reads as rewritten:

“"(@ The Revenue Laws Study Committee shall establish a Property Tax
Subcommittee consisting of six-up to eight members. The Senate cochair of the
Committee shall designate three-up to four members appointed by the President Pro
Tempore of the Senate to serve on the Subcommittee and shall name one of those
members a cochair of the Subcommittee. The House cochair of the Committee shall
designate three—up to four members appointed by the Speaker of the House of
Representatives to serve on the Subcommittee and shall name one of those members
a cochair of the Subcommittee. The Subcommittee shall meet upon the call of the
Subcommittee cochairs."

SECTION 36.(a) G.S. 153A-155(d) reads as rewritten:
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"(d) Administration. — The taxing county shall administer a room occupancy
tax it levies. A room occupancy tax is due and payable to the county finance officer
in monthly installments on or before the 15th day of the month following the month
in which the tax accrues. Every person, firm, corporation, or association liable for the
tax shall, on or before the 15th-20th day of each month, prepare and render a return
on a form prescribed by the taxing county. The return shall state the total gross
receipts derived in the preceding month from rentals upon which the tax is levied. A
room occupancy tax return filed with the county finance officer is not a public record
and may not be disclosed except in accordance with G.S. 153A-148.1 or G.S.
160A-208.1."

SECTION 36.(b) G.S. 160A-215(d) reads as rewritten:

"(d) Administration. — The taxing city shall administer a room occupancy tax it
levies. A room occupancy tax is due and payable to the city finance officer in
monthly installments on or before the fifteenth-20th day of the month following the
month in which the tax accrues. Every person, firm, corporation, or association liable
for the tax shall, on or before the fifteenth day of each month, prepare and render a
return on a form prescribed by the taxing city. The return shall state the total gross
receipts derived in the preceding month from rentals upon which the tax is levied. A
room occupancy tax return filed with the city finance officer is not a public record
and may not be disclosed except in accordance with G.S. 153A-148.1 or G.S.
160A-208.1."

SECTION 36.(c) This section becomes effective October 1, 2004.
SECTION 37. The title of Article 16 of Chapter 153A of the General
Statutes reads as rewritten:
"Article 16.

County Service Districts; County Research and Production Service-Bistriets:
Districts; County Economic Development and Training Districts."
SECTION 38. G.S. 153A-317.11 reads as rewritten:

"§ 153A-317.11. Purpose for—which—districts—may—be—created-and nature of
districts.

The board of commissioners of any county may define a county economic
development and training district, as provided in this Part, to finance, provide, and
maintain for the district a skills training center in cooperation with its community
college branch in or for the county to prepare residents of the county to perform
manufacturing, research and development, and related service and support jobs in the
pharmaceutical, biotech, life sciences, chemical, telecommunications, and electronics
industries, and allied, ancillary, and subordinate industries, to provide within the
district any of the education, training, and related services, facilities, or functions that
a county or a city is authorized by general law to provide, finance, or maintain, and to
promote economic development in the county. The skills training center and related
services shall be financed, provided, or maintained in the district either in addition to
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or to a greater extent than training facilities and services are financed, provided, or
maintained in the entire county. A district created under this Part is a special tax area
under Section 2(4) of Article V of the North Carolina Constitution."
SECTION 39. G.S. 153A-317.17 reads as rewritten:
"8 153A-317.17. Taxes authorized; rate limitation.
A county may levy property taxes within an economic development and training
district, in addition to those levied throughout the county, in—erder—to—finance;

provide—or-matntatn—forthe-distrcta—skils-training—centerprovided-thereinfor the
purposes listed in G.S. 153A-317.11 within the district in addition to or to a greater

extent than werker—training—facilities—the same purposes provided for the entire
county. In addition, a county may allocate to a district any other revenues whose use
Is not otherwise restricted by law. The proceeds of taxes within a district may be
expended only to pay annual debt service on up to one million two hundred thousand
dollars ($1,200,000) of the capital costs of a skills training center provided for the
district and any other services or facilities provided by a county in response to a
recommendation of an advisory committee.

Property subject to taxation in a newly established district or in an area annexed
to an existing district is subject to taxation by the county as of the preceding January
1.

Such additional property taxes may not be levied within any district established
pursuant to this Article in excess of a rate of eight cents (8¢) on each one hundred
dollars ($100.00) value of property subject to taxation."

SECTION 40. Except as otherwise provided in this act, this act is
effective when it becomes law.
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BILL ANALYSIS OF LEGISLATIVE PROPOSAL #8:
REVENUE LAWS TECHNICAL CHANGES

BY: MARTHA H. HARRIS, BILL DRAFTING DIVISION

SUMMARY: This draft bill makes the following technical and clarifying changes
to the revenue laws and related statutes.

Section Explanation

1 Clarifies that estate tax changes have uniform sunset date.

2 Supplies a missing cross-reference in UNC self-liquidating bond
legislation.

3 Reenacts the 2003 session law relating to ESC surtax delay, in order
to correct a technical omission.

4 Clarifies that calculation of State estate tax without regard to federal
phase-out and termination of federal credit for state death taxes
includes disregarding the federal deduction that replaces the federal
credit January 1, 2005.

Deletes obsolete provisions.

Deletes definition of term no longer used in statutes.

Corrects grammatical issue.

R[OS | O1

Updates terminology in controlled substance tax law and clarifies
provision complying with Fifth Amendment protection against self-
incrimination.

9 Adds cross-reference to defined term.

10 Provides that Bill Lee Act health insurance requirement begins
when jobs are created or when qualifying investment is made and
continues when credit, installment, or carryforward is claimed.
Current law refers only to when installment or carryforward is
claimed. This change conforms to the current practice of the
Department.

11 Clarifies that Bill Lee Act tax debt requirement begins when credit is
claimed and continues when installment or carryforward is claimed.
Current law refers only to when installment or carryforward is
claimed.

12 Delays report deadline by one month in order to allow time for
quality of report to be improved.

13 Clarifies that loss of the Bill Lee machinery and equipment tax credit
because property is disposed of is the same if the property is taken
out of service or moved out of state.
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14 Corrects incorrect cross-reference

15 Updates terminology. In 1977, the Federal Energy Regulatory
Commission replaced the Federal Power Commission established in
1920. It is responsible for issuing licenses for the development of
water and electrical power and prohibiting operators from
restricting output or restraining trade in electrical energy.

16 Corrects cross-references in new tobacco export credit.

17 Deletes cross-reference to repealed statute.

18 Clarifies the prepared food definition exception for food that is
sliced, repackaged, or pasteurized by the retailer.

19 Restores provision inadvertently deleted in earlier legislation.

20 Corrects erroneous language.

21 Removes extraneous language that resulted from redlining conflicts
between two laws enacted in 2003.

22 Corrects cross-reference.

23 Restores reference to DMV that was inadvertently deleted from
secrecy provision by 2003 legislation.

24 Removes administration option that is not used and is not allowed
by the International Fuel Tax Agreement, which North Carolina has
followed since 1992.

25 Clarifies when penalty applies and expands who the penalty is paid
to, in order to reflect recent reorganization of the Division of Motor
Vehicles.

26 Modernizes language.

27 Adds additional examples of fuels included in definition of diesel
fuel under current law. This definition applies in the fuel tax and
inspection tax statutes.

28 Extends to letters of credit the condition requirements that apply to
bonds.

29 Provides that licensee rather than Department will make extra
copies of license when there is more than one place of business.

30 Clarifies that biodiesel and all fuel alcohols are treated the same as
fuel grade ethanol. This change conforms to the current practice of
the Department.

31 Corrects incorrect terminology.

32 Adds missing reference to Mecklenburg one-cent sales tax.

33 Corrects incorrect terminology.

34 Conforms cross-references to reflect statutes repealed and added in
2003.

35 Provides that the property tax subcommittee of the Revenue Laws

Study Committee may consist of up to eight members.
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36 Conforms the date for filing a local occupancy tax return to the
current law date for filing a monthly sales tax return.

37 Conforms title of Article to reflect addition of Part 3 in 2003.

38 Clarifies that county economic development and training districts
are special tax areas authorized by Section 2(4) of Article V of the
N.C. Constitution.

39 Conforms purposes for which economic development and training
district taxes may be levied to match the purposes for which the
districts may be created.

40 Section 3 is effective on and after August 12, 2003. Section 15 is

effective for same period that cigarette export credit is in effect.
Section 19 becomes effective July 1, 2004. Section 32 becomes
effective October 1, 2004. The remainder of the act is 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: May 6, 2004
TO: Revenue Laws Study Committee

FROM: Dave Crotts
Fiscal Research Division

RE: Revenue Laws Technical Changes (Estate Tax Provisions)

FISCAL IMPACT

Yes (x) No () No Estimate Available ()

FY 2003-04 FEY 2004-05 FEY 2005-06 FEY 2006-07 FEY 2007-08

REVENUES
State General Fund $5.4

PRINCIPAL DEPARTMENT AFFECTED: The tax is collected by the Department of Revenue.
The enactment of the legislation is not expected to affect the budget requirements of the Department.

EFFECTIVE DATE: Deaths occurring on or after January 1, 2005.

ISSUE BACKGROUND: The federal Economic Growth and Tax Reconciliation Act of
2001 provided for the phase-out between 2002 and 2005 of the credit allowed under the
federal estate tax for state death taxes. North Carolina, like most states, has an estate tax
(“pickup tax”) that is based on the amount of the federal credit. Without further changes by
the General Assembly, the repeal of the federal credit will have automatically repeal the
North Carolina estate tax.
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As part of the 2002 budget package, amended during the 2003 session, the North Carolina
estate tax was partially decoupled from the federal estate tax until July 1, 2005. Thus the
North Carolina estate tax continues to be levied without regard to the phase-out of the
federal credit. However, under the “partial conformity” solution adopted by the General
Assembly in 2002 and 2003, the North Carolina tax is calculated using other provisions of
federal estate tax law in effect on the date of the decedent’s death. For example, the federal
“unified credit” used to calculate the State estate tax, which effectively sets the threshold for
taxability of an estate, is the credit in effect as of the decedent’s death. Under the federal
Act, the amount effectively exempted under the unified credit was increased from $700,000
to $1 million in 2002, and then phased up over a period of years to $3.5 million in 2009.
The partial conformity solution in current state law adjusts for the federal exemption
increase so that estates do not have to file a North Carolina return if no federal return is
required.

By remaining coupled to the federal estate tax base, the N. C. estate tax will incorporate a
provision of federal law effective beginning in 2005 that will allow a deduction for State
death taxes paid in lieu of the previously allowed credit for State death taxes paid. Allowing
the deduction of State death taxes for purposes of determining the State death tax base will
result in a circular calculation because the tax being calculated results in a deduction from
the tax base, which then alters the calculation of the tax owed. When the federal provision
allowing a deduction for State death taxes takes effect, a series of calculations will be
required to calculate the North Carolina estate tax.

BILL SUMMARY: The effect of the proposed bill is to create an addition to the federal
taxable estate for N.C. estate tax purposes that is equal to the amount of the federal
deduction for State death taxes paid.

ASSUMPTIONS AND METHODOLOGY: The estates affected by the enactment of these
provisions are those for deaths occurring between January 1, 2005 and June 30, 2005. The
reason is that under current law, North Carolina will lose its estate tax base on
July 1, 2005. Thus there would no impact of the proposal after that date. In addition, estates
are not required to pay the tax until nine months after a death. This means that the reduction
in General Fund revenue will take place during the period October 1, 2005 - March 31,
2006.

The estimated impact was based mostly on a refinement of some numbers from a similar
proposal in Maryland. The Maryland estimates had to be adjusted for the fact that Maryland
still has a regular inheritance tax (though spouses and lineal ancestors are exempt) and the
fact that North Carolina is a larger state.

The Maryland numbers indicate that the impact of the identical proposal will be 10.8% of
baseline “death tax™ collections in that state. We adjusted this ratio for the fact that the
estate tax portion of their death tax is smaller due to the fact that a regular tax continues in
place. The ratio selected for our analysis is 9.0%.
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The North Carolina tax base is running around $120 million per year. Applying 9% to this
estimate yields a 12-month cost of $10.8 million.
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AUTHORIZING LEGISLATION
ARTICLE 12L OF CHAPTER 120
OF THE
GENERAL STATUTES
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ARTICLE 12L
Revenue Laws Study Committee
§ 120-70.105. Creation and membership of the Revenue Laws Study Committee.

(@) 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 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.

(@) 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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SHORT TITLE SENATE HOUSE BILL # FINAL STATUS*
SPONSORS SPONSORS
IRC Update McComas H320 Enacted
SL 2003-25
Revenue Laws Technical Changes Hartsell S97 Enacted*
SL 2003-416
Adopt Streamlined Sales Tax Changes Luebke H1521 | Original bill not enacted. The provisions were put into HB
397, which was enacted, SL 2003-284 (see Sec. 45.2)
State Govt. Sales Tax Exempt/Sch Coop Kerr S100 Enacted
Refund SL 2003-431
Revenue Administrative Changes Kerr S236 Enacted*
SL 2003-349

Bills were modified ptior to enactment.
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APPENDIXF

MEMOS BY MARTHA WALSTON AND TRINA
GRIFFIN, STAFF ATTORNEYS TO THE REVENUE
LAWS STUDY COMMITTEE, REGARDING
RECENT COURT CASES
INVOLVING TAXATION ISSUES

N.C. School Boards Association v. Moore

A&F Trademark, Inc. v. State of North Carolina
DIRECTYV, Inc. and EchoStar Satellite Corp. v. State of NC
Coley v. State of North Carolina




MEMORANDUM

TO: Interested Parties

FROM: Finance Team

RE: Fines and Forfeitures Decision

DATE: October 1, 2003 (revised January 9, 2004)

On Tuesday, September 16, 2003, the N. C. Court of Appeals issued an opinion reversing
much of the Wake County Superior Court's December 14, 2001 ruling in which the superior
court had ordered that payments collected by certain State agencies and licensing boards
be distributed to the public schools in lieu of allowing the agencies and boards to retain
these payments for other purposes. The result of this opinion is that the Department of
Revenue and the University System will not have to pay out monetary sums totaling more
than $511 million."

The matter arose in December 1998, when the Plaintiff North Carolina School Boards
Association and the individual Boards of Education for Wake, Durham, Johnston,
Buncombe, Edgecombe, and Lenoir counties sued defendant State departments, agencies,
institutions, and licensing boards seeking a determination that various monetary payments
collected by these defendants should go to the school systems in the counties where the
payments are collected and that the school boards should decide how to spend the money.
Plaintiffs based their position on Article IX, Section 7 of the North Carolina Constitution,
which provides in part, "[T]he clear proceeds of all penalties and forfeitures and of all fines
collected in the several counties for any breach of the penal laws of the State, shall belong
to and remain in the several counties, and shall be faithfully appropriated and used
exclusively for maintaining free public schools." Defendants' position is that none of the
challenged payments falls within the purview of Article IX, Section 7, because these
payments are remedial rather than punitive in nature, and that defendants may therefore
retain and use the payments for purposes other than maintaining free public schools.

The case came before the Court of Appeals after the Wake County Superior Court entered
summary judgment in plaintiffs’' favor on grounds that all of the monetary payments at issue

! This assumes that the opinion is affirmed on appeal to the North Carolina Supreme Court. No estimates are
available for the moneys collected by the licensing boards. The monetary sum of $511 million includes
payments collected by the Department of Revenue beginning in fiscal year 1995-96 to the present and
payments collected by the University System for fiscal years 1999-2000 and 2000-2001.



were subject to Article IX, Section 7 of the State Constitution and belong to the public
schools. The Court of Appeals reversed most of the findings in the superior court's order of
summary judgment.

The Court of Appeals, in reversing most of the findings of the superior court, held that the
following monetary payments may go to the State agencies collecting the payments and
may be used for purposes other than the public schools. The Court concluded that the
following payments are remedial rather than punitive in nature and, therefore, are not
governed by Article X, Section 7 of the State Constitution.

Penalties collected by the Department of Revenue as an additional tax
under G.S. 105-236 and other provisions of the NC Revenue Act for
failure to comply with the tax code. These payments total on average
about $50 million annually in fiscal years 1995-1996 through 1998-1999
and are deposited into the General Fund.

Payments collected by the Department of Revenue from persons dealing
in unauthorized substances pursuant to Article 2D of Chapter 105 of the
General Statutes. These payments total about $6 million annually in
fiscal years 1995-1996 through 1998-1999. The State or local law
enforcement agency that conducted the investigation leading to the
assessment of the tax on unauthorized substances received 75% of
these collections.

Payments collected by the Employment Security Commission from
employers for overdue contributions to the Unemployment Insurance
Fund, late filing of wage reports, and tendering a worthless check
pursuant to G.S. 96-10(g) and (h).

Payments collected by the boards of trustees of the Consolidated
University of North Carolina campuses for violation of ordinances
regulating traffic, parking, and vehicle registration pursuant to G.S. 116-
44.4(h). In fiscal year 1999-2000, UNC-CH collected over $1.6 million
while NCSU collected about $800,000. These moneys are used for
parking, traffic, and transportation purposes including as a pledge to
secure revenue bonds for parking facilities.

Payments collected by the boards of trustees of the Consolidated
University of North Carolina campuses for loss, damage, or late return of
materials borrowed from University libraries pursuant to G.S. 116-33. In
a recent year, NCSU collected nearly $160,000. These payments are
used to offset the cost of maintaining the institutions' library collections.

Payments collected by the Plumbing and Heating Board, the Electrical
Board, the Cosmetic Board and the State Bar for licensees' failure to
timely comply with licensing requirements. In a recent three-year period
these payments ranged from approximately $18,000 collected on
average annually by the State Bar to $45,000 collected annually by the
Board of Cosmetic Art Examiners. Generally, these payments are
retained by the collecting agency and used for operating expenses.



Payments collected by State agencies as fines or civil penalties
assessed against a public school or local school administrative unit,
including the $11,000 paid to the Department of Environment and Natural
Resources (DENR) by the Edgecombe County Board of Education in
April, 1997, may remain with the collecting State agency, where they may
be used for purposes other than maintaining public schools.? Local
school administrative units paid at least $500,000 to DENR during a
recent five-year period.

The Court of Appeals held that the following payments are punitive in nature and must go to
the public schools pursuant to Article IX, Section 7 of the North Carolina Constitution.

Payments collected by the Department of Transportation from owners of
vehicles that exceed axle-weight limits pursuant to G.S. 20-118(e).
Theses payments average $7 million annually and are credited to the
State Highway Fund.

Payments collected by the Department of Transportation from vehicle
owners who allow their motor vehicle insurance to lapse and from
insurers who fail to give notice on insurance termination to the DOT
pursuant to G.S. 20-309.

Payments made in support of a supplemental environmental project, in
lieu of paying a civil penalty.®

Additional holdings by the Court of Appeals

The Civil Penalty and Forfeiture Fund (Civil Penalty Fund) and the State
School Technology Fund enacted by the General Assembly do NOT
violate the plain language of Article IX, Section 7 of the NC Constitution.
The Court emphasized that the Constitution only requires generally that
revenue collected from civil penalties be used exclusively to support the
public schools but does not specify how this is to be accomplished. The
Court concluded "that the statutory scheme's creation of the Civil Penalty
Fund, its mandate that all funds accruing thereto be transferred to the
School Technology Fund for allocation to local school units based on
student population, and its requirement that these funds be used to
implement local school technology plans are consistent with the intent
and purpose of Article IX, Section 7." The Court rejected the plaintiffs'
argument that the language in Article IX, Section 7 required that the
payments be made to a specific city and/or county school board.

% The Court did not base this result on whether the payment was punitive or remedial in nature but on the
public policy that a wrongdoer should not be allowed to enrich himself as a result of his own misconduct.
® This includes $50,125 paid by the City of Kinston to Lenoir Community College on March 31, 1998 in
support of a supplemental environmental project. A SEP has been defined as part of a settlement to an
enforcement action and as providing opportunities for environmental benefit as a result of negotiated

settlements.



Dissenting opinion

The trial court correctly applied the three-year statute of limitations to
plaintiffs' claims. This means plaintiffs' claims apply to payments
collected within three years preceding the filing of their complaint in
December 1998. Defendants argued that a one-year statute of limitation
should apply.

One of the appellate judges, in the three-judge panel hearing the case, dissented from the
majority opinion on the following grounds:

The payments collected by DOT pursuant to G.S. 20-118(e) are not
punitive in nature and therefore, do not belong to the public schools.
These payments were intended to compensate the State for the
deterioration of its highways due to operation of overweight vehicles and
go to the State Highway Fund instead of the public schools.

The $11,000 penalty assessed against the Edgecombe County School
Board for environmental violations should go to the public schools.
However, in determining how to distribute this money among the eligible
school systems from the Civil Penalty Fund, the average daily
attendance of Edgecombe County public schools should not be included
in the calculation and Edgecombe county School Board should not
receive any of the money.

Both parties have appealed to the North Carolina Supreme Court. A hearing date has not
been scheduled. The State has appealed the following portions of the majority opinion:

That the payments to the Department of Transportation are punitive in
nature and must go to the public schools.

That the payments made in support of a supplemental environmental
project, in lieu of paying a civil penalty, are punitive in nature and must
go to the public schools.

Note that pursuant to G.S. 7A-30, the parties have a right to a direct appeal to the North
Carolina Supreme Court on the substantial constitutional questions raised in the opinion
and on the issues raised in the dissenting opinion.



A&F Trademark, Inc., et al.
Versus
E. Norris Tolson, Secretary of Revenue, State of North Carolina

and his Successors
(Summary prepared by Finance Team January 12, 2004)

In 2001, the General Assembly created a new statute in the Corporate Income Tax Act addressing
trademark payments between related members. It states that royalties received for the use of
trademarks in this State are income derived from doing business in this State and thus are subject to
North Carolina income tax*. Prior to this act, some corporations argued that an out-of-state
investment company's receipt of royalty income from the use of trademarks in this State did not
subject the investment company to North Carolina income tax on the royalties. In this case, the Tax
Review Board® confirmed, on May 2, 2002, the final decision of the Secretary of Revenue, entered
on September 19, 2000, that the taxpayers were doing business in this State and as such were subject
to North Carolina corporate income and franchise tax. On May 22, 2003, the Wake County Superior
Court affirmed the Tax Review Board's administrative decision in its entirety and further found that
the decision is:

not in violation of constitutional provisions;

not in excess of the statutory authority or jurisdiction of the agency;

made upon lawful procedure;

not affected by error of law;

supported by substantial evidence in view of the entire record as submitted;

not arbitrary, capricious or an abuse of discretion; and

not prejudicial to the substantial rights of the taxpayers.

NogkrwbdpE

The taxpayers have appealed to the North Carolina Court of Appeals.® Oral argument before the
Court of Appeals has not been scheduled.

In this case, the taxpayers are nine wholly-owned subsidiaries’ of the Limited Stores, Inc. The
Limited also owns 100% of eight retail companies® who have retail subsidiaries doing business in
more than 130 locations in North Carolina. These retail subsidiaries pay North Carolina corporate
income and franchise taxes. The taxpayers were incorporated in Delaware to hold the trademarks
owned by the Limited and the related retail companies. The taxpayers do not own or lease any real
property or tangible personal property in any state except Delaware. The taxpayers have no
employees in any state. They received the trademarks they own in separate I.R.C. Section 351 tax-
free exchanges with the related retail companies. In these exchanges, the related retail companies
transferred the trademarks to the taxpayers for little or no consideration. The taxpayers then entered

“S.L. 2001-327.

> The Tax Review Board is composed of the following members: the State Treasurer, the chair of the Utilities
Commission, a member appointed by the Governor, and the Secretary of Revenue. The appointed member is
Noel Allen.

® No. COA03-1203

" A&F Trademark, Inc.; Caciqueco, Inc., Expressco, Inc.; Lanco, Inc.; Lernco, Inc.; Limco Investments, Inc.;
Limtoo, Inc.; Structureco, Inc.; V. Secret Stores, Inc.

& Lane Bryant, Inc.; Lerner, Inc.; Victoria's Secret, Inc.; Cacique, Inc.; Abercrombie & Fitch, Inc.; Limited
Too, Inc.; Express, Inc." and Structure, Inc.



into licensing agreements with the corresponding related retail companies. The licensing agreements
authorized the related retail companies to continue to use the trademarks they had previously owned
in exchange for royalty payments to the taxpayers. The royalty payments are based on a percentage
of the retail companies' gross sales. The Limited and the related retail companies deducted these
royalty payments from their income for North Carolina tax purposes. Taxpayers then loaned these
royalty payments back to the related companies for use in their retail operations. Taxpayers charged
the retail companies a market rate of interest, which generated further income tax deductions for the
related retail companies. The taxpayers did not pay any income tax to any state on any of the income
received from the related retail companies. For the year at issue (1994), taxpayers recorded
$301,067,619 in royalty income and $122,031,344 in interest income from the related retail
companies. This accounted for 100% of taxpayers' income.

North Carolina imposes a franchise tax on every corporation doing business in this State. For
franchise tax purposes, "doing business" is defined as each and every act, power, or privileges
granted by the laws of this State. North Carolina also imposes a corporate income tax on every C
corporation doing business in this State. Although the term "doing business™ is not defined by
statute for corporate income tax purposes, the Secretary of Revenue has promulgated an
administrative rule defining the term. The rule defines the term to mean "the operation of any
business enterprise or activity in North Carolina for economic gain, including, but not limited to,
....the owning, renting, or operating of business or income-producing property in North Carolina
including but not limited to ... trademarks and tradenames."®

In this case, the Tax Review Board found that the taxpayers own valuable intangible property in the
form of trademarks, tradenames, and service marks and the goodwill associated with the marks. This
property is business or income-producing property. Under applicable principles of law, intangible
property has acquired a business situs where it is used. Applying principles of trademark law, the
taxpayers' property cannot exist apart from an established business in which it is used. The property
is used extensively in North Carolina in connection with established businesses. The taxpayers have
also purposefully licensed their property for use in this State and earn significant royalty income
from the licensing agreements.

Based upon these findings, the Tax Review Board found that the taxpayers own business or income-
producing property in North Carolina, the taxpayers license business or income-producing property
in North Carolina, and the taxpayers operate business or income-producing property in North
Carolina. Therefore, the Tax Review Board determined that the record supported the Secretary's
determination that the taxpayers were "doing business" under the applicable State statutes and
administrative rules.

The taxpayers also argued that physical presence in a state is a constitutional prerequisite for taxation
and that since they are not physically present in the State they cannot be taxed by North Carolina.
The Tax Review Board determined that it did not have the authority or jurisdiction to rule upon the
constitutionality of a statute.

17 NCAC 5C.0102.



DIRECTV and EchoStar Satellite Corp. v. State of North Carolina

Prior to 2002, cable TV services were subject to a local franchise tax of 5%,
but satellite TV services were not. In 2001, the General Assembly equalized
the tax treatment of satellite TV and cable TV by establishing a 5% State
sales tax on the gross receipts derived from satellite TV services, so that
both services are subject to a 5% tax on their gross receipts. (The
equalization of the taxation of cable TV and satellite TV was part of the
Governor's recommended tax loophole closings.) The sales tax became
effective January 1, 2002.

On September 30, 2003 DirecTV and EchoStar Satellite Corporation, which
are the nation's largest providers of satellite TV services, filed a lawsuit in
Wake County Superior Court against the State. The satellite providers
claim that they are subject to discriminatory taxation because their
customers pay a 5% sales tax for satellite TV services while cable
subscribers do not pay sales tax. Thus, they argue that the local cable
providers are being given an unfair competitive edge. The challenges are
largely based on the constitutionality of the taxing policy under the
Commerce Clause of the U.S. Constitution, which prohibits state taxes that
discriminate against interstate commerce. Similar lawsuits were also filed
in Ohio and Tennessee earlier in the year. (Cable operators pay a
franchise fee in exchange for rights and privileges that they receive from
local authorities. Among other things, these fees compensate a community
for benefits including cable's use of the local rights-of-way and to offset
government costs. The satellite carriers do not receive any such benefits
from the local authorities and are not subject to those fees.)

The complaint and answer have been filed in this case. The plaintiffs are
seeking a refund of $30 million in sales taxes.



Coley v. State of North Carolina

In 2001, the General Assembly created a fourth tax bracket with a tax rate
of 8.25% on taxable income over $200,000 for married couples filing jointly,
over $160,000 for heads of household, over $120,000 for unmarried
individuals, and over $100,000 for married individuals filing separately.
The change was estimated to affect approximately 2% of North Carolina
taxpayers. The new tax bracket was initially scheduled to be in effect only
for the 2001, 2002, 2003 tax years. In 2003, the General Assembly
extended the sunset from January 1, 2004 to January 1, 2006.

A lawsuit has been filed challenging the 8.25% income tax bracket as
having unconstitutional retroactive application. The plaintiffs argue that
because the budget act, which imposed the new rate, was passed mid-year
(July 1, 2001), yet the new rate was effective for the entire tax year,
beginning in January, that the provision violates Article I, Sec. 16 of the
State Constitution. That section of the State Constitution states "No law
taxing retrospectively sales, purchases, or other acts previously done shall
be enacted."

The Department has estimated approx. $62 million in taxes were paid at
that rate for the entire year. Presumably, if the court were to find that only
those taxes paid for the time period preceding the act's ratification were
unconstitutional, then the potential liability for the State would be
approximately $30 million.

The complaint has been filed and the State has filed a motion to dismiss. A
hearing is scheduled for this month on the motion.
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WAGE AND BENEFIT PERFORMANCE STANDARDS FOR BUSINESS INCENTIVES
Testimony to NC House Revenue Law Committee
March 16, 2004
By William Schweke, Corporation for Enterprise Development
Background

The Corporation for Enterprise Development (CFED) has mixed feelings about business incentives.
On one hand, they can make the difference in attracting a facility in some cases. But they are, in the
majority of cases, a windfall for the business. Furthermore, there is an “arms race” mentality that
encourages policymakers to match any development incentive a competitor offers, regardless of its
utility and effectiveness. This is fueled by a host of governments who are constantly striving to
strike first in offering a particular inducement. This also results in the situation that any business
subsidy advantage that a jurisdiction possesses is very short-lived and that the price of the incentive
competition only goes up, up, up.

In a nutshell, if improperly used, incentives can:

Waste scarce public dollars on projects without creating net new jobs, nationwide.
Subsidize shareholders for actions their companies would have made anyway.

Cost more than the public benefits that they create.

Foster unfair competition by helping some firms and industries and not others.

Create opportunities for cronyism and abuse.

Divert policymakers’ attention from more effective ways of creating jobs and improving the
business climate.

But providing development incentives will continue to be an important part of economic
development practice. States and localities, therefore, should set them in a broader policy context
which:

Bases competition mainly on the quality of public services.

Focuses on the balance, fairness, and stability of the tax structure not just tax
competitiveness.

Limits business incentives to strategic uses.

Strengthens accountability and disclosure.

Picks the most appropriate incentive.

Links incentives with employment training and placement programs.

One critical tool that policymakers can use to get a higher return on their incentive dollars are job
creation performance standards.

It is important for NC policymakers to sort out the state’s policy guidelines, regarding incentive-
based performance standards. The new JDIG program has no explicit quality job benchmarks and
one of the recent Joint Select Committee on Economic Growth and Development hearings surfaced
some concerns about the wage standards in other NC incentive programs as being too high in some



counties for landing projects. This testimony discusses these issues and suggests a way forward,
regarding appropriate wage and benefit performance standards.

The Lay of the Land
The latest survey by Good Jobs First demonstrates that

The number of economic development subsidies with job quality standards is continuing to
rise sharply, and that standards are becoming an everyday tool for effectively targeting
development subsidies to businesses that create high-quality jobs. There are now at least
116 state programs with standards and 49 standards that apply to local subsidies, often
covering multiple programs. Altogether, that amounts to 165 job quality precedents . . . At
least 43 states, 41 cities, and 5 counties — a total of 89 jurisdictions — now attach job quality
standards to at least one development subsidy . . . Standards are being attached to every type
of subsidy program, including tax credits, training programs, industrial revenue bonds, loan
programs, enterprise zones and tax increment financing. Wage standards continue to be the
most common requirement . . . Standards that mandate employer-provided healthcare
benefits are also on the rise. . . The vast majority of development officials interviewed agree
that job quality standards do not adversely affect business climates. Only 16 of the 119
officials interviewed had heard complaints that job quality standards negatively affect
development efforts. (The Policy Shift to Good Jobs — November 2003)

In some respects, this is probably the tip of an iceberg. These programs are “statutory” incentives.

But some incentives are provided in a more ad hoc, customized, negotiating manner. Here the
incentives for a specific project might include some statutory programs, along with other
“discretionary deal sweeteners.” The latter incentives can work, but the whole process is even more
fraught with perils — most especially the possibilities for corruption and the danger of offering too
much (the so-called winner’s curse).

But CFED would argue that offers of discretionary incentives should still be guided by criteria that
embody the “ideal” deal. The state or local government should have its own “bottom-line.” The
firm, after all, has its “tipping point” where the subsidies and other business conditions meet its
threshold. Government also has its “bottom-line.”

It should be noted that the firm and the jurisdiction possess both mutual and differing interests — the
company wants to maximize its profits and get the government to cover as much of the risks and
costs of investment as possible, while the public sector’s goals are more diffuse and varied — but they
basically involve such returns as private investment in lagging regions, new jobs, a higher standard
of living for its citizens, increased productivity and innovation, greater synergy with existing firms
and business climate assets, and adequate tax revenues.

Yet, the firm and the government also need each other. Businesses rely on a modern public service
infrastructure, property security, a good quality of life, a well-educated workforce, predictable and
professional regulation, a can-do attitude within the public sector, and a stable, appropriate business
climate, while the government depends on the tax revenues, employment, and physical development
that the firm provides.



The likelihood of a successfully used business attraction subsidy is increased if economic
development policymakers use a conservative fiscal impact and/or cost-benefit model to appraise all
public offers in negotiated deals and any new legislative proposals for a new incentive. And if the
incentive package or new incentive alternative flunks this test, policymakers must discard these
options. (Often times, no deals are good deals.)

But it is critical to have a set of clear benchmarks as well. The firm and the government are not on
equal footing. The company is the more empowered party, because of the jurisdictional competition
for the honor of hosting its new facility and because only the firm knows what business climate
features (e.g., wage costs, skill needs, tax burdens, market size and access, higher education
institutions, etc.) and financial hurdles must be met. Moreover, they only know what other
jurisdictions are offering.

So, what should be the goals and milestones that guide incentive policies and practices?

These benchmarks should include quality of job standards for four reasons. First, extremely cost-
sensitive, lower-wage firms that produce basic commodities are likely to relocate abroad in the near
future. So, why should NC use scarce public monies to go after them? Secondly, a state
government’s prime imperative is to raise the citizenry’s standard of living and this means that
higher wage jobs, high performance workplaces, and cutting edge technologies or services are what
the doctor orders. (Ideally, America’s state policymakers should be creating the most profitable
environment for firms, not necessarily the cheapest.) Third, all things being equal, a higher wage
firm will more likely pass a fiscal impact test and generate more revenues than the jurisdiction lost
via foregone revenue and spent due to the inevitable increase in public sector requirements (e.g., K-
12 schools, infrastructure, etc.) Fourth, NC has a high number of working poor households. They
need access to better jobs and a career path in today’s economy.

In Search of the Ideal Deal
A good place-based economic development outcome is more likely if:

e Any performance standards are clear and upfront (no surprises for the firm);

e There are legally binding provisions in the law or contract between firm and government that
specify concrete public benefits, such as: creating a certain number of jobs, meeting a wage
or benefit standard, complying with environmental or design standards, complying with local
hiring guidelines, and meeting these public benchmarks and maintaining operations within a
particular time period;

¢ Incentive payments from the public sector are triggered by the employer meeting certain
agreed upon milestones;

e Enforcement and oversight mechanisms are specified by disclosure, audits, and real penalties
for non-compliance (e.g., recisions, clawbacks, debarment, etc.); and

e The facility locates in a community that is slow growing with a high rate of joblessness.

The Issue of NC’s Wage and Benefit Standards

The state of North Carolina already has helpful wage and benefit standards for its development
incentive programs. There is some variation between programs, but the basic picture is as follows.

Depending on the program, eligible firms must pay:



o Greater than the county average weekly manufacturing wage; or
o 110% of the state average weekly manufacturing wage; or
e 110% of the average wage for all insured employers in the state.

Companies must pay at least 50% of employees’ health benefits.
Tier 1 and tier 2 counties are not under these standards for the Lee Act.

There is some griping from economic development professionals at the county or town level that the
wage standards create some problems with some prospects. (Any standard, above a certain
threshold, will inevitably discourage some prospects. One cannot escape the trade-offs that
characterize almost all public policies.) They feel that they are losing some chances to land projects
in their county which would advance the citizenry’s standard of living and tighten local labor
markets.

How should we respond to these concerns?

First, by waiving the performance standards for the most troubled economies (Tiers 1 and 2), NC
policymakers have already taken an action that helps those places that are in most need of jobs — any
jobs.

Second, an industry-based standard might be the way to deal with this problem. The state could use
the existing eligible industry list in the Lee Act and require that firms that take NC subsidies must
pay, in Tiers 3, 4, and 5, 110 percent of the average hourly wage for that industry in that county.
(This would be for non-management employees.) If there is no other industry like this in the county,
the state would require that firms eligible for NC business incentives must pay 110% of the average
hourly wage in the county.

Given the incredible importance of health benefits and the rising costs of insurance premiums, the
state should stick with its current health insurance requirements: For full time employees, firms must
provide 50% of health premiums or exceed the minimum provisions of the basic health care plan of
coverage recommended by the Small Employer Carrier Committee.

The state could also follow precedents elsewhere, which require incentive recipients to pay higher
wages if they do not provide health benefits. The average amount allotted for topping up wages in
this situation is $1.50 per hour. This might be another good amendment to existing incentive laws.
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Memorandum

TO: Revenue Laws Study Committee

FROM: Linda Struyk Millsaps

Fiscal Research

DATE: March 15, 2004
SUBJ.: Voice over Internet Protocol (VoIP) - the “Pac-Man of
Protocols”

In recent months there has been a great deal of activity related to a relatively new
area of technology - Voice over Internet Protocol. The growth of this technology
has the potential to have significant revenue implications for the State and our
municipalities. I hope you find this information of use.

What is VolP?

According to the Federal Communications Commission, Voice over Internet
Protocol (VoIP) is a technology that allows you to make telephone calls using a
broadband Internet connection instead of a regular (or analog) phone line. As such,
it allows you to make telephone calls using a computer network, over a data
network like the Internet. VoIP converts the voice signal from your telephone into a
digital signal that travels over the Internet then converts it back at the other end so
you can speak to anyone with a regular phone number.



How popular is VolP?

Currently VoIP is a relatively new technology, with limited rollouts in North
Carolina. However, it should be noted that Vonage, Bell South, and Time-Warner
Cable are currently offering this technology in the State. AT&T has made a national
announcement of their intention to offer VoIP services in the near future. Circuit
City and Radio Shack have also announced that they plan to make this technology
available through their stores.

Is VoIP likely to become more popular?

The possibility of VoIP becoming a central part of our nation’s telecommunications
infrastructure is extremely high. According to an August 2003 Business Week
analysis, productivity increasing technologies like VoIP could yield $140 billion in
annual savings in the next five years to businesses in six industries alone. On the
residential front, VolIP service providers, including those offering service in North
Carolina, are advertising $39.95 a month for unlimited local and long distance
calling, including such popular features as call waiting and call-forwarding. As a
point of reference, in Japan, where the technology has been available for a longer
period, VoIP serves as the phone lines for 10-15% of that nation’s calling network.

What is the tax status of VolP?

The Department of Revenue believes that if state and federal law are left
unchanged, “it is our opinion that all VoIP telecommunications services are subject
to sales tax in North Carolina.” At this point Fiscal Research is aware of two
companies - Time Warner and Bell South - that are either collecting
telecommunications taxes on these calling services, or intend to collect those taxes
once the service is rolled out in the state. In other states, Vonage has filed suit when
asked to collect and pay telecommunications taxes, as they maintain that their
product is not a telephone service, but is instead an information service. Under
federal law, information services are not subject to state regulation or taxation.
(Because of confidentiality statutes the North Carolina Department of Revenue
cannot comment on the activities of specific taxpayers).

What are the revenue implications of VolP?

It appears that the advent of VoIP will reduce the amount of telecommunication tax
revenue available to the State and municipalities. Currently the State collects about
$310-$360 million in telecommunications taxes annually, with approximately $50-
$60 million of that amount going to municipalities under a tax sharing program. If
VoIP were found to be an information service, the State and our municipalities



would potentially lose all the revenue associated with VoIP services. However,
even if VoIP were found to be a telecommunications service that could be taxed by
the states and local governments, the cost savings associated with using VolP
would likely reduce the taxable base.

What is the current status of the VoIP issue?

Currently there are activities on three fronts that may affect the taxability of VoIP
services. On the congressional front H.R. 49 and S.B. 150 have the potential to erode
the state and local tax base related to VoIP. Known as the Internet Tax Freedom
Act, these bills include language that could be interpreted as barring the states from
taxing VoIP by defining it as an information service. There is also a legal challenge
to the taxation of VoIP. In Minnesota, the United States District Court ruled in
Vonage v. Minnesota Public Utilities Commission (MPUC) that “Vonage is an
information service provider”. The court also noted “In its role as an interpreter of
legislative intent, the Court applies federal law demonstrating Congress” desire that
information services such as those provided by Vonage must not be regulated by
state law enforced by the MPUC”. The case is under appeal. Most significant,
however, is likely to be Federal Communication Commission (FCC) activity. In
1998 the FCC made some initial rulings that seemed to suggest that phone-to-phone
VoIP would be considered telecommunications. However, in 2003 the FCC started
a massive rulemaking process to consider the regulatory status of VoIP. On March
10, 2004, the FCC published a 97-page notice of proposed rulemaking for IP-
Enabled Services. Most industry watchers believe it will be the Federal
Communications Commission that ultimately makes the decision on the taxability
of VoIP.
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Memorandum

TO: Property Tax Subcommittee
Revenue Laws

FROM: Linda Struyk Millsaps
Fiscal Research

DATE: April 27, 2004

SUBJ.: State Owned Conservation Property — Study Update

Pursuant to language in the 2003 budget bill and at the request of the Property Tax
Subcommittee of Revenue Laws, Fiscal Research has attempted to determine the value and
associated property tax loss from *“the acquisition of land by the State and non-profit
organizations using money from the Clean Water Management Trust Fund and other State
funds for conservation purposes” (HB 397, Section 11.7(a)). This is intended as a status
report on that effort.

Methodology

Earlier this spring Fiscal Research asked the Department of Environment and Natural
Resources (DENR) to produce a report concerning the acquisition of conservation land by
the state, pursuant to this language in the budget bill. DENR, in turn, requested that the
State Property Office generate such a list. 1995 was set as the start date for the study as that
is the date that the Clean Water Management Trust started acquiring property for
conservation purposes. Once the data was received from DENR, Fiscal Research parceled
out the list and sent a spreadsheet, via e-mail and fax, to each county involved with a request
to return the following information:



1. Was the property taxable before it was acquired by the state?
2. What value do they currently place on the property?
3. What tax rate would apply to the property if it were taxable?

To date, 16 counties have responded with the requested information. Several others have
contacted Fiscal Research requesting more data from the State Property Office to assist in
their parcel identification process. State Property has agreed to send GIS maps to via e-mail
to those counties who are able to receive and process this information and have requested
additional information.

Tentative Findings

According to the State Property Office, since 1995 the state has acquired 193,696 acres for
conservation purposes. This is approximately 14 square miles in total, and involves 454
land purchases or donations in 59 counties. The total purchase price for these properties is
$198,285,088. While purchases occurred statewide, of the heavily urbanized counties only
Wake County had any conservation purchase by the state since 1995. Using the purchase
price as a proxy for value (until all the assessor surveys are returned), and applying the
2002-03 property tax rate for rurally located property, suggests total potential lost local tax
revenue of $1.4 million statewide. It should be noted, however, that this estimate is likely
low as the purchase price may not represent the full assessed value. In addition, the property
may have appreciated since the initial state purchase.
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North Carolina Outdoor Advertising Association
5 West Hargett Street,
Suite 310

Raleigh, North Carolina 27601
(919) 821-3211  (919) 834-4891 Fax

March 3, 2004

Mr. Andrew Romanet

General Counsel

NC League of Municipalities

Albert Coates Local Government Center
215 N. Dawson Street,

Raleigh, NC 27602

Dear Andy,

As you know, it has been our preference from the beginning of our discussions with the NCLM that
we work to achieve a mutually acceptable process in which, if no agreement was reached through
mediation, jurisdiction over the matter of the amount of monetary compensation would be in the
Superior Court in the district where the cause of action arose.

We believe a determination of the amount of compensation by a court of competent jurisdiction
would be the fairest method for both sides since a local government and an outdoor advertising
company would both be allowed to enter evidence for an objective court to consider. In our
estimation, the applicable portions of the draft committee substitute developed last summer by
Senators Dalton, Kerr, Clodfelter, Thomas and Reeves is much fairer to all parties than a specific
figure or amount written into the bill would be.

However, since the NCLM insists that an absolute amount of monetary compensation be agreed
upon, herein is detailed, as you recently requested, the NC Outdoor Advertising Association
(NCOAA)’s written proposal for determining the amount of monetary compensation to be paid for
the removal of off-premises outdoor advertising pursuant to the zoning and police powers of local
governments



With regards to the amount of monetary compensation to be paid, the NCOAA proposes that a local
government be required to pay monetary compensation in the amount of 6 % times the

annual gross revenue (minus advertising agency fees) of any off-premises outdoor advertising that is
caused to be removed pursuant to the zoning and police powers of that local government.

NCOAA also proposes that a section be included in the Committee Substitute that prohibits local
governments from making approval of a property owner’s request for a permit, variance, site plan or
other land use contingent on the removal of an existing but non-conforming off-premises outdoor
advertising sign.

In addition, this proposal reiterates those sections of HB 429 that, in the spirit of compromise, the
NCOAA has previously offered to change or scale back in an attempt to arrive at a reasonable,
mutually acceptable Senate Committee Substitute for HB 429. To that end we remind you of the
following items previously offered up for compromise by NCOAA:

o Agreement to scale back HB429 to apply only to off-premises outdoor advertising if an
agreement is reached on a formula, figure or process to be used in determining the amount of
monetary compensation to be paid. As you know, HB 429 passed the House with the support
of 102 of its 120 members, and has the support of a strong majority of the Senate, as well as
nearly every business association in North Carolina. Some of these allies would prefer that
the bill cover all the types of property contained in the language of the bill that passed the
House, but they reluctantly have agreed to support a compromise. This is, as you know, a
major concession that we are willing to offer the NCLM.

¢ In lieu of monetary compensation, local governments and outdoor advertising owners
could enter into voluntary relocation, reconstruction, or removal agreements, provided that
any such terms are mutually agreeable to the local government and the outdoor advertising
OWners.

e Local governments and owners of outdoor advertising could agree to non-binding
mediation as a means of attempting to reach agreement on the amount of monetary
compensation to be paid.

e This legislation would not apply to any amortization ordinance in effect on the
effective date of the bill’s enactment into law.

e The provisions of the bill would not apply to outdoor advertising on non-FAP routes
located in the extraterritorial jurisdiction, or the territory acquired through annexation, within
three years of the time this legislation becomes law, of a local governmental entity with an
amortization ordinance in effect on the effective date of this legislation.

e Monetary payment would not be required when local governments allow the removal and
relocation of off-premises outdoor advertising to equally visible and comparable locations for
purposes of road widening or other governmental development projects.

Several of the items detailed above are major concessions offered by NCOAA to the NCLM in an
attempt to arrive at a mutually agreeable Committee Substitute. We are heartened by and appreciate
your e-mail letter dated February 10™ that offers the cessation by local governments of the use of



amortization, without equivocation, once we arrive at a mutually agreeable method for determining
the amount of monetary compensation.

I look forward to receiving your response to our proposal.

Sincerely,

Tony L. Adams
Executive Director
NC Outdoor Advertising Association

Cc: Sen. John Kerr
Rep. David Miner
Rep. Paul Luebke
Sen. Walter Dalton
Rep. Bill Culpepper
Sen. Dan Clodfelter
Marty McLaughlin
Paul Meyer



Presentation to the NC General Assembly Revenue Laws Study Committee
Subcommittee on Amortization of Outdoor Advertising
March 16, 2004
Amortization of Outdoor Advertising

By Tony L. Adams, Executive Director, NC Outdoor Advertising Association

Mr. Chairman and members of the committee, my name is Tony Adams, and | am the
executive director of the North Carolina Outdoor Advertising Association. I’m also here
today on behalf of North Carolinians for Property Rights, which is a coalition of 16 of the
largest business associations in North Carolina. | want to thank you for inviting me to
appear before you today.

The North Carolina Outdoor Advertising Association and the member associations of North
Carolinians for Property Rights oppose the use by local governments of the concept known
as "amortization™ because it is designed to avoid payment of just compensation to property
owners for the loss of their property. Under this concept, governments allow private
property owners to use their property for a stated period of time, and then require the
removal of the property without payment. In the case of outdoor advertising, at the end of a
set time period, sign owners are forced to remove signs at their expense without
compensation for lost property or business value.

It is our position that the use of amortization is unconstitutional and intrinsically unfair.
Through amortization property owners are subjected to slow-motion loss of their property.
Just because the loss comes slower does not make it right. In the case of outdoor advertising,
the use of amortization by local governments forces a billboard owner who has complied
with all existing laws, paid for and obtained a legal permit, and expended large sums of
money to construct a sign, to remove his investment, at his own expense, without a return of
his investment.

We believe that amortization can never be compensation. Amortization deprives the
property owner of full use and income producing potential of the property and in no way
compensates the property owner. Protection of private property rights is a founding principle
of our republic. The Fifth Amendment to the U.S. Constitution is explicit: “Private property
shall not be taken for the public use without just compensation.”

Federal law clearly protects property rights by barring amortization of billboards by local
governments along all interstate and federal-aid highways. The law unambiguously requires



just compensation be paid for the removal of legally erected outdoor advertising on these
highways and roads, where, in North Carolina, over 75% of the state’s billboards are
located. The U.S. Congress, in fact, has felt so strongly about this principle that a state can
be penalized 10% of its federal highway funding if it does not comply with the requirement
of just compensation.

Not only is just compensation required everywhere in the United States on interstate and
federal-aid highways, but North Carolina is now one of only five states that still allow the
use of amortization by local governments for the removal of outdoor advertising on those
streets and roads not covered by federal law.

During the 2003 session of the General Assembly Rep. Bill Culpepper introduced HB 429,
which would bring North Carolina into the mainstream by requiring local governments to
pay just compensation for the removal of lawfully erected outdoor advertising and other
legally built buildings and structures. Rep. Culpepper’s bill passed the House with the
overwhelming support of 102 of the House’s 120 members.

Thirty- four Senators co-sponsored Sen. Walter Dalton’s companion bill, SB 534. In both
the Culpepper and Dalton bills just compensation is required to be monetary compensation.
Neither HB429 or SB534 would allow a period of amortization to constitute any portion of
just compensation. We are confident that, if allowed a vote on the floor of the Senate, that
either Rep.Culpepper’s bill or Sen. Dalton’s bill would pass with a significant majority.

As you are aware, however, during the 2003 legislative session the North Carolina League
of Municipalities opposed both Rep. Culpepper’s bill and Sen. Dalton’s bill. At the urging of
Senate leadership, representatives of our association and the League of Municipalities got
together on the last two days of the 2003 session to try and work out a Senate Committee
Substitute for HB 429 that would be mutually acceptable to both sides. Those meetings were
monitored by several Senators, including some members of this committee.

In those meetings we were able to make progress on several issues, but it became obvious
that we could not reconcile all the differences before the end of the 2003 session. We
agreed, and the NCLM also agreed, to reconvene negotiations between the 2003 legislative
session and the 2004 session and take as much time as necessary to try and work out an
acceptable Senate Committee Substitute for HB 429.

On the last day of the 2003 session, in order to ensure that such discussions would in fact
continue, the Senate passed, with House concurrence, an amortization moratorium, HB 754,
which forbids any local government, on or before December 31, 2004, from enacting any
new ordinance amortizing off-premises outdoor advertising or extending or expanding any
existing ordinance amortizing off-premises outdoor advertising.

As part of that bill, the Revenue Laws Study Committee was directed to study local
government ordinances amortizing off-premises outdoor advertising, and to report any
findings, together with any recommended legislation, to the 2004 regular session of the
General Assembly.



In our discussions last summer with the League of Municipalities the sentiment was
expressed, both by some of the Senators present and by our negotiating team, that a goal of
our renewed discussions with the League of Municipalities would be to work out a mutually
agreeable Senate Committee Substitute for HB 429 before the Revenue Laws Study
Committee met.

Finally, on January 6 the two sides did meet at the League’s offices for a negotiating session
on that date and on the subsequent date of January 16. During those sessions we offered to
compromise on several key items in the bill, including the formula for determining the
amount of monetary compensation to be paid, if the League of Municipalities would agree to
give up the use of amortization for removal of off-premises outdoor advertising

The League representatives had indicated during our previous discussions at the end of the
2003 session that, if a mutually acceptable formula, process or figure could be reach for
determining the amount of monetary compensation to be paid, that they would be willing to
give up the use of amortization for the removal of off-premises outdoor advertising through
local governmental ordinance. However, during our meetings on January 6 and 16 the
League continued to insist that an amortization period be a part of any agreement.

That proposal was unacceptable. Since we first began discussions with the League of
Municipalities at the end of the 2003 Legislative session it has been our clear understanding,
and | believe also of the Senators who participated, that the purpose of any further
negotiations was to arrive at a mutually acceptable method of determining monetary
compensation. At no time last July or at any subsequent time until January 6 did the NCLM
insist that an amortization period be accepted as part of such a compromise.

Since those two meetings the NCOAA has submitted to the NCLM a formal, written
counter-proposal on the method for determining monetary compensation for the removal of
off-premises outdoor advertising through local governmental ordinances. The NCLM has
agreed to respond to the NCOAA proposal with another written counter-proposal that does
not include an amortization provision. The NCOAA is appreciative of and heartened by the
NCLM’s movement off its position on amortization.

We remain willing to discuss a mutually acceptable compromise on the issue of determining
the amount of compensation and other related issues, and we thank the members of this
committee for your interest in and assistance on achieving a mutually agreeable Committee
Substitute for HB 429.

Thank you again for inviting us to appear before you today.



March 29, 2004

Mr. Tony L. Adams

Executive Director

North Carolina Outdoor Advertising Association
Five West Hargett Street

Raleigh, N.C. 27601

In response to your letter dated March 3, 2004 the following is our offer to settle the matters
regarding HB 429.

Our proposal for the determination of monetary compensation is as follows: If the parties
cannot agree on relocation or monetary compensation to be paid, the amount of monetary
compensation to be paid, for the required removal of off-premises outdoor advertising, shall
be determined in superior court. Upon the determination of the monetary compensation to be
paid by the court or jury, after consideration of the listed factors and evidence, the judge, if
necessary, shall reduce the award to an amount equal to three (3) times the average annual
gross revenue from the sign or signs in question based on the average annual gross revenue
for the immediately preceding three (3) years. Gross revenue shall not include any
placement or agency fees. The amount of gross revenue shall be an issue of fact for the court
or jury, with the burden of proving gross revenue to be on the owner of the off-premises
outdoor advertising. If the compensation award is less than an amount initially offered by
the municipality, the sign owner must pay attorneys fees and costs. Obviously, any amount
offered by the municipality would not be admissible in court.

Subject to acceptance by the North Carolina Outdoor Advertising Association of the formula
for determining monetary compensation set fort above, NCLM will agree to the following
additional items to be contained in a mutually acceptable Senate Committee Substitute for
HB 429:

(1) Local governments would be required to pay monetary compensation when they require
the owner of lawfully erected off-premises outdoor advertising to remove it pursuant to the
zoning and police power. This provision would not apply to off- premises outdoor
advertising that is determined to be detrimental to the health and safety or defined as a
nuisance (as contained in the House version of HB 429).

(2) Local governments can no longer use amortization to require the owner of lawfully
erected off-premises outdoor advertising to remove it pursuant to the zoning and police
power. This provision shall apply only to off-premises outdoor advertising. Other types of
properties addressed in the original House bill would be dropped from consideration.

(3) Local governments may continue to regulate outdoor advertising within their
jurisdiction; and may require the removal of off-premises outdoor advertising that was not
lawfully erected without the payment of monetary compensation..



(4) Except as herein provided, no local government may enact or amend an ordinance to
require the removal of any non-conforming, lawfully erected off-premises outdoor
advertising sign without the payment of monetary compensation, as herein set forth, to the
owners of the affected outdoor advertising.

(5) In determining monetary value, the finder of fact may consider, but shall not be limited
to, the following factors: (a) the factors listed in G.S. 105-317.1(a); (b) cost of materials and
labor in constructing the outdoor advertising; (c) purchase price of rights to erect and
maintain the outdoor advertising; (d) income derived from the outdoor advertising; (e)
factors such as comparable sales of similar property, zoning restrictions, market activity and
lease restrictions; and (f) the listed property tax value and any documents submitted to the
taxing authority.

(6) In lieu of the payment of monetary compensation, local governments and outdoor
advertising owners may enter into relocation, reconstruction, or removal agreements,
including removal over a period of time, provided that any such terms are agreeable to the
off-premises outdoor advertising owner and the local government.

(7) Local governments and owners of outdoor advertising may agree to non-binding
mediation as a means of attempting to reach agreement on the amount of monetary
compensation to be paid.

(8) This legislation shall not apply to any amortization ordinance in effect on the effective
date of the bill's enactment into law.

(9) The provisions of this bill shall not apply to outdoor advertising located in the
extraterritorial jurisdiction, or the territory acquired through annexation, within three years
of the date this legislation becomes law, if the local governmental entity ordinance
amortizing outdoor advertising is in effect on the effective date of this legislation. (Note: |
believe this provision was requested by Senator Eric Reeves.)

(10) Local governments may take up to three years to pay the required compensation, as
long as the ordinance allows the affected property to remain until the compensation is paid.

(11) The superior court in the district where the cause of action arises would have
jurisdiction to decide the compensation issues. The right to a trial by jury shall be preserved.

(12) Monetary payment shall not be required when a unit of local governments requests and
allows the removal and relocation of off-premises outdoor advertising to equally visible and
comparable locations for purposes of road widening or other governmental development
projects.

(13) Local governments may amend ordinances to require significant alteration in size or
other physical characteristics of the affected off-premises outdoor advertising but shall
compensate the owner of the off-premises outdoor advertising only for the actual cost of the
alteration.

(14) The legislation shall "sunset" in its entirety on October 1, 2010.



We will strongly oppose any legislation that contains a provision prohibiting local
governments from conditioning issuance of a permit, license or other zoning approval or the
continued effectiveness of such a permit, license or other zoning approval on removal of
legally erected off-premises advertising, without the payment of monetary compensation.
We believe that the removal off-premises outdoor advertising in such cases is self-inflicted
and triggered by the property owner on whose property the off-premises outdoor advertising
is located. It results from the owner’s voluntary action in seeking a change in the zoning of
the property. If the request is an unreasonable exaction, there are adequate remedies in the
current law. In addition, the owner of the off-premises outdoor advertising has the ability to
protect itself in its lease agreement in such instances.

In addition, we will strongly oppose any provision that requires a city or county to pay
monetary compensation where it requires the removal of off-premises outdoor advertising
located on property owned by the city or county (subject to the provisions of the underlying
lease).

It is still our hope, as | am sure it is yours, to resolve these issues amicably before the Joint
Revenue Laws Study Commission. If an agreement can be reached we expect the North
Carolina Advertising Association to agree in writing not to seek or support additional
legislation affecting local land use regulation of off-premises advertising before the 2011
legislative session.

Sincerely yours,

Andrew L. Romanet, Jr.

General Counsel
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