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The Revenue Laws Study Committee met at 9:30 a.m. on Wednesday, January 4,
2011, in room 544 of the Legislative Office Building. Twenty-two members attended the
meeting. The following Senators were present: Senator Blue, Senator Brunstetter,
Senator Clodfelter, Senator Harrington, Senator Hartsell, Senator McKissick, Senator
Rabon, Senator Rucho, Senator Rouzer and Senator Stevens. The following
Representatives were present: Representative Howard, Representative McComas,
Representative  Alexander, Representative Blust, Representative Brubaker,
Representative Hill, Representative Lewis, Representative Moffitt, and Representative
Starnes. Representative Danny McComas presided as chair.

The North Carolina Estate Tax

Greg Roney, a tax attorney with the Research Division, was recognized. He provided
an overview of North Carolina’s estate tax. He explained North Carolina’s link to federal
laws, provided collection amounts from previous years and a comparison of what other
states are doing. He concluded with a summary on the uncertain future of the federal
estate tax and its effect on North Carolina. A copy of his power point presentation is
attached.

Dick Patten, President of the American Family Business institute, was recognized. He
explained the “2012: Year of Class Warfare” and gave an example of the Occupy DC
movement as part of the rising political rhetoric that will stay through 2012. He went into
detail regarding class warfare and the estate tax, offering demographic polling
information on the repeal of the estate tax. He provided information on congressional
action on the repeal of the federal estate tax and the possible positive effects on the job
market and economy. He concluded by bulleting the negatives of estate taxes. A copy
of his power point presentation is attached.

Edwin McLachlan, a public policy analyst with the NC Budget and Tax Center, was
recognized to briefly speak in favor of the estate tax.

Update on ESC Issues

At this point in the meeting, Senator Rucho chaired the remainder of the meeting.

Lynn Holmes, Division of Employment Security was recognized. She was sworn in by
Rebecca LeClair, Worley Reporting, who transcribed Ms. Holmes’ remarks (a copy is
attached). A copy of Ms. Holmes’ power point presentation is attached.

Secretary Keith Crisco, Department of Commerce, was recognized. He provided a
review of the objectives of the merger of the Division of Employment Security with the
Department of Commerce; workforce development, policy research strategic






planning/labor market info activity and statues of contracts and savings achievement. A
copy of his power point presentation is attached.

The meeting adjourned at 12:36 p.m.

Representative Danny McComas Senator Bob Rucho
Presiding Chair Presiding Chair

DeAnne Mangum
Committee Assistant
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Estate Tax Applies at Death

O Tax on Past Activity (Accumulated Savings)
m Wealth Transfer Tax - Estate Tax

O Tax on Ongoing Economic Activity

m [ncome Taxes
O Individual Income Tax
O Corporate Income Tax
m Consumption Taxes

o Sales and Use Tax
O Alcohol, Tobacco


















Federal Estate Tax - History

O Federal wealth transfer taxes date to 1797

m Historically imposed to fund wars

O NC estate tax law has followed federal law
changes

O Federal estate tax laws have changed yearly
since 2001






2001 - Federal Estate Tax

O O O O

Exemption: $675,000
Top Rate: 55%
Property received basis stepped-up to FMV

Federal estate tax shared revenue with States
with 100% credit for State estate tax

E Estates paid state estate tax then received fully
offsetting federal credit

m All 50 States and DC imposed State estate tax






¥ . *

PERERTIRES = == s AP 5 U AP IR e £ PR |

The Economic Growth and Tax Reliet
Reconciliation Act of 2001 (EGTRRA)

0 EGTRRA Phased Out Estate Tax
m During 2001-2009, federal estate tax phased out
m For 2010, federal estate tax repealed
m For 2011, federal estate tax returns to 2001 rates

0 EGTRRA Phased Out Revenue Sharing
m For 2002-2004, credit phased out

m For 2005-2009, 100% deduction for State estate
tax where estate receives federal deduction that
partially offsets State estate tax







2010 — No Federal Estate Tax

0 No compromise reached before 1/1/10

0O Federal estate tax allowed to lapse for 1 year
m EGTRRA applied estate tax in 2011

O Estate tax would later be retroactively applied
on an elective basis
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Tax Relief, Unemployment Insurance
Reauthorization and Job Creation Act of 2010

O 2010 Tax Relief Act

m Imposes federal estate tax 1n 2011 and 2012
o 100% deduction for State estate tax applies

0 Exemption: $5 million with portability between
spouses

Top Rate: 35%
Property received basis stepped-up to FMV

Estates could elect to apply the estate tax under
EGTRRA or the estate tax under 2010 Tax Relief Act

m For 2013, federal estate tax returns to 2001 rates






NC Estate Tax — Base and Rate

0 When 1s a NC Estate Tax imposed?
m For deaths in 2010, no estate tax

m For deaths in 2011-2012, estates over $5 million
(NC only State with full $5 million exemption)

m For deaths in 2013, estates over $1 million

O What 1s the tax rate?
m (Graduated rates from 0.8% to 16%

m 16% applies to estates over $10 million
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CO-CHAIRMAN MCCOMAS: We're going to move
in now with Part III. Will the Committee stand at
ease for just a minute? We've got a few procedural
issues to take care of.

(RECESS, 10:11 A.M. - 10:15 A.M.)

CO-CHAIRMAN RUCHO: Okay. Well, let's
move forward to the next item of business.

As an effort for the Committee to
comprehend and understand the actions and what's
taking place regarding the Employment Security
Commission, the transfer over to the Department of
Commerce, which we applaud, I know Secretary Crisco
is a good partner in trying to get this problem
with ESC resolved. I hope today they can probably
show us the problem that exists, some
recommendations, and then subsequently Assistant
Secretary Holmes will be recognized to give a
report. And then there'll be some additional
questions subsequently.

Secretary Crisco, welcome to us. Happy
New Year to you, sir.

SECRETARY CRISCO: Thank you.

CO-CHAIRMAN RUCHO: Good to have you with
us. And the podium is yours.

SECRETARY CRISCO: Thank you very much.
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3
Well, again, thank you for this opportunity to give
you an update on what is now officially called the
Employment Security Division of the Department of
Commerce.

My first and important task is to give a
very big, sincere voice of appreciation to
Undersecretary Dale Carroll, who in December made a
wonderful presentation, I understand, and stood in
for the other fellow over there, the tall, bald
guy, who was not around. And so he was able to, I
think, give a good update on what was going on at
that time. And I have some more progress to
report.

You'll be getting a lot of slides, so I
hope you're in good position to see what we're--
what we're going to be talking about.

Let me first of all review with you, if I
might, kind of the objectives of the merger and
what we're trying to do.

And number one is to improve customer
service for both employers seeking employees and
also for employees seeking work, so, again, it's a
double objective: implement the merger with
minimal impact on our customers; then consolidate

and improve the workforce-development efforts, and
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4
there are many facets of that within our state; and
then leverage the labor-market data, which has been
around for a long time, to enhance our economic-
development efforts; and lastly and -- but very
importantly, to maximize savings not only to the
state, but, yes, federal resources, also.

Our implementation has taken really
four -- up to date, four main efforts: one -- and
I'l1l go into some detail on each of these -- is the
workforce and employment services area, policy
research and strategic planning and labor-market
info, and human resources and financial management.

First, and a very, very important area,
workforce development, employment services. You
may have seen that we made an announcement in
December that we have consolidated the entire
workforce area, formerly in what was called the
Employment Security Commission, in the Department
of Commerce, under a man, Roger Shackleford.

Roger was heading the Department of
Commerce workforce effort and has been in this
industry and doing this kind of work for 25 to 30
years. He's a real leader. I hope you know him.
If you haven't met him, you need to meet him. He's

viewed by the industry, so to speak, and by other
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states in the nation as a real leader.

One of the most heartwarming comments was
made by Roger. Now, you and I are going through
this consolidation, and we see other consoclidations
in state government and federal government, and
there are bumps in the roads, and there's some of
them are smooth. Roger came to us and said, "I've
been waiting for something like this to happen for
15 years. We've needed it for 15 years." So, you
should take some satisfaction in that we probably
did something right in -- and -- in getting this
group together, the consoclidation and the focus and
the -- and the actual combined work will be great.

We have formed five teams underneath
Roger to study, come back, as we get deeper in the
weeds, so to speak, within those two organizations,
and how to pull it -- pull it together: workforce
WIA funds, policy and programs, technology
integration, which is a whole, again, world unto
itself, staff development, what kind of people we
need, what's the best type people for this merged
organization, and brand development -- that is,
what we call ourselves, what we need to be focusing
on, and what's -- what is our brand, and how do we

combine services.
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There's about 70 people working on these
several committees. They have additional antennas
out to local workforce commissions, to many
stakeholder presentations before them, so -- and
the goal is, by mid-February, which is now only
about six weeks away, to have a presentation for
the total integration of how we move forward. But
those teams are working, have been working. They
have -- we have a leader assigned. And so I'm very
pleased to report where we are on that.

And again, as Roger said, they've all
been waiting around for somebody finally to do
this, and we finally did it. And so thank you for
helping us achieve that.

The other area that we would -- we have
taken specific leadership initiative is the general
area of policy research and strategic planning,
labor-market-info activity. You remember that
Labor Market was within the historical Employment
Security Commission, and the Policy Research was
for the Commerce. One had certain data; the other
had other data. And again, we believe the merger
will have a more honed-down, more-complete
information available.

Stephanie McGarrah has been appointed to
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head that group, and she in turn has also assigned
five focus groups -- you have those on the slide --
Bureau of Labor Statistics programs, which we think
will be a separate department; Economic Analysis,
which was historically in Commerce, but how that
can be updated, be more complete; Occupational and
Policy Analysis. And the Workforce Research will
be part of helping Roger in his work, so -- and how
we deliver our information more efficiently and
more appropriately with some of the federal
standards.

So, those five groups are meeting. They
have the same timeline as far as reporting back and
getting an actual ongoing organization.

I know we're all interested in the status
of contracts that we have and the savings
achievement. The next speaker will speak a little
more to some of the contract situation, but as far
as the view out there, the study, we've talked
about many times on the UI debt and fund solvency.
RFP was initiated. We're in the process of
reviewing that, the results of that RFP. And we
hope to have something very soon on that. But it
was within the state purchasing procedure; we're

proceeding at -- under the time frame of -- that's
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dictated there.

There were some budgeted savings for both
'11-'12 and '12-'13. We have certified the budget,
have identified those savings meeting the criteria
of the 251,000 and 377,000.

Let me informally say that -- again, we
certified that -- we hoped that it would be greater
than that, but that was at least -- we certified
the budget, that we will achieve those savings.

So, again, that's very quickly going
through kind of the status generally. The biggest
thing that we've done, I think, is to appoint an
Assistant Secretary for Unemployment Insurance.

And that Assistant Secretary is Lynn Holmes. And
Lynn is here today.

We're very pleased to have Lynn. Her
background in both the private sector and
government, both in -- and her work at the
Employment Security Commission since early 2010
gives her a good background to do this work. And
we're working closely with Lynn, and Lynn's working
very closely with us as we move forward.

And I'm going to ask Lynn to come forward
now -—-

CO-CHAIRMAN RUCHO: Mr. Secretary?
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SECRETARY CRISCO:

CO-CHAIRMAN RUCHO:

Yes.

Before we just do

that, may we ask if the Committee has any questions

of you?

SECRETARY CRISCO:

CO-CHAIRMAN RUCHO:

SECRETARY CRISCO:

and after Lynn's done.

CO-CHAIRMAN RUCHO:

SECRETARY CRISCO:

afterwards.

CO-CHAIRMAN RUCHO:

SECRETARY CRISCO:

CO-CHAIRMAN RUCHO:

That'd be fine.
Okay.

I'll be -- both now

Yeah. Yeah. Right.

If there's some for me

Okay. I mean, based

Both. Both.

-— on the Secretary's

comments up to this point, because we have a more

in-depth report coming on ESC, but Representative

Lewis.

REPRESENTATIVE LEWIS: Thank you, Mr.

Chairman. And I thank vyou,

Mr. Secretary. I was

trying to write. You talk much faster than I can

write, and I --

SECRETARY CRISCO:

I'm a Southerner --

REPRESENTATIVE LEWIS: -- apologize for

that.
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SECRETARY CRISCO: -- so I can't talk too
fast.

REPRESENTATIVE LEWIS: Well, there's some
of us from the South actually say things twice, to
make sure people get them.

SECRETARY CRISCO: Right.

REPRESENTATIVE LEWIS: But I missed the
amount of certified save -- the amount of
certified --

SECRETARY CRISCO: Thank you. I'll be

glad to give you that.

REPRESENTATIVE LEWIS: -- savings that
you said.

SECRETARY CRISCO: Roughly $251,000 in
this budget year and two -- 251,376, and in '12-

'13, $377,064. And those were the initial
projected numbers. We have now certified those and
put them in the official budget. So, that's on
forecast, a businessman would say.

REPRESENTATIVE LEWIS: Thank you.

CO-CHAIRMAN RUCHO: Follow-up?

REPRESENTATIVE LEWIS: Yes, sir, Mr.
Chairman. Thank you, again, Mr. Secretary. I
don't know if the next presenter will get into

this. Did you want to go into, or will the next
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presenter go into, how you met these goals? Or is
that a little bit further in the weeds than the
Chairman wants to go at this time? 1I'll be glad to

SECRETARY CRISCO: Well --

REPRESENTATIVE LEWIS: -- withdraw that
question if that's not where we want to go with it.

CO-CHAIRMAN RUCHO: Mr. Secretary, are
you comfortable with that question, or are you --
do you --

SECRETARY CRISCO: Well, it's -- very
frankly, it's in -- it's some personnel -- it's in
some assumed personnel changes. We don't have all
the details worked out yet, but we'll -- we will
make those -- the savings.

CO-CHAIRMAN RUCHO: Representative Lewis,
we can have the Secretary back another time as--

SECRETARY CRISCO: Yeah, we --

CO-CHAIRMAN RUCHO: -- as he proceeds
forward with that.

SECRETARY CRISCO: Yeah.

CO-CHAIRMAN RUCHO: Okay. Additional
questions?

SECRETARY CRISCO: Additional questions.

CO-CHAIRMAN RUCHO: Yes, sir, Senator
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SECRETARY CRISCO: Yes, sir.

12

SENATOR MCKISSICK: Sure. A couple, Mr.

Secretary. I know during our last meeting, the
Lucas Group was identified as a company that met
all of the obligations for being considered
awarded, you know, the contract that was
contemplated under Senate Bill 99.

SECRETARY CRISCO: Right.

SENATOR MCKISSICK: And I was wondering
if this was the same group that was used in South
Carolina to do a similar evaluation, and if so,
what kind of findings came out of there that
might -- that -- or is it going to be close, or
analogous, or similar to what --

SECRETARY CRISCO: Well --

SENATOR MCKISSICK: -- we're looking fo
or what?

SECRETARY CRISCO: As to your first
question --

SENATOR MCKISSICK: Yes.

r,

SECRETARY CRISCO: ~- the Lucas Group you

talked about is the same group that did the study
in South Carolina. The Lucas Group -- the South

Carolina situation was a bit different than--in
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several ways -- than North Carolina. I think they
should be considered.

And again, we're going through the RFP
submissions right now to look at how that would
fall out. But they are someone who have been in
this field, they've done it for many years, and
they've done -- worked more than just in South
Carolina. But they were the ones in South
Carolina. Again, you've got to make sure you're
apples and apples, and that's what we're trying to
do here.

SENATOR MCKISSICK: Sure. A quick
follow-up?

CO-CHAIRMAN RUCHO: Follow-up?

SENATOR MCKISSICK: Yeah. What findings
came out of South Carolina? If you are aware of
those or --

SECRETARY CRISCO: Well, I don't have all

the facts in front of me today, but they had

multiple issues, both in taxation and what I -- and
what I -- and also in the impact on -- the solvency
was an issue there, also. So, they had many

similar issues, but they had some other issues
that --

SENATOR MCKISSICK: Quick follow-up?
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CO-CHAIRMAN RUCHO: Follow-up?

SENATOR MCKISSICK: Yeah. And let me ask
you this. I know last week I was reading the N&O,
and they mentioned this $200 million in savings.
And I guess it goes to some of the same issues that
were just posed by Representative Lewis. I mean,
do we know at this point in time where those
savings will occur? And do we anticipate layoffs?
And if so, to what kind of magnitude do we think
those layoffs would be?

SECRETARY CRISCO: I don't -- I don't
have those.

SENATOR MCKISSICK: Okay. Quick follow-
up?

CO-CHAIRMAN RUCHO: Follow-up question?

SENATOR MCKISSICK: Yeah. Before we went
down this path, did the U.S. Department of Labor
provide any kind of guidance on whether they
thought this type of merger would be -- did they
look at it favorably? Did they feel there were
problems associated with it? Or what kind of
guidance did they provide, if we sought that?

SECRETARY CRISCO: I invite you to
discuss that also with the Assistant Secretary, who

was obviously very involved with the Department of
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Labor more than I was during my -- prior to this
merger. But my understanding is, these type
mergers have taken place in many states, so --
which they've been involved both in helping and
advising. And I would certainly hope that they
would be doing that now.

It's hard -- I think the image of these
mergers being cookie-cutter, meaning the same in
each state, is wrong. And the Department of Labor

has been involved in many, many of them, and has

supported many of them. But again, it's -- it does
vary a bit by state. It's not a cookie-cutter
situation.

SENATOR MCKISSICK: Okay. And I guess
kind of a last follow-up, here.

CO-CHAIRMAN RUCHO: Last follow-up.

SENATOR MCKISSICK: 1In terms of the Board
of Review that's contemplated, has it been
established -- has it --

SECRETARY CRISCO: It has not been
established. And the one issue we have on the --
that we've reviewed with some of the leadership is,
it's still some legislative work we feel needs to
be done to give us the ability to have board

review. We've -- we encourage that to proceed,
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because we need -- for full, full implementation,
we need a Board of Review in place.

SENATOR MCKISSICK: Is there money

involved --

CO-CHAIRMAN RUCHO: Thank you.

SENATOR MCKISSICK: -- for that? Funds
allocated at this time, or do we -- do you know?

SECRETARY CRISCO: Well, you know, that's
a budgetary issue for this body to determine.

SENATOR MCKISSICK: Thank you, Mr.
Secretary.

SECRETARY CRISCO: Thank you.

CO-CHAIRMAN RUCHO: Thank you.
Representative Howard?

CO-CHATIRMAN HOWARD: Thank you. Mr.
Secretary?

SECRETARY CRISCO: Yes.

CO-CHAIRMAN HOWARD: Under the --
following up with Senator McKissick's question:
When do you anticipate that the study will begin?
The REFP has been let. It's --

SECRETARY CRISCO: We are in final
stages. You know, it's hard for me to give you a
date, because, again, the State's purchasing

issue's got to be reviewed. But we're at -- we're
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at the end part of that review. But soon, whatever
that means. I mean --

CO-CHAIRMAN HOWARD: Soon?

SECRETARY CRISCO: Soon. I mean, yeah.
Hopefully, I'm not going to be standing here again
without this stuff. But I've -- sorry.

CO-CHATIRMAN HOWARD: And just one other
question --

SECRETARY CRISCO: Yes.

CO-CHATIRMAN HOWARD: -- regarding that
study.

CO-CHAIRMAN RUCHO: Follow-up?

CO-CHAIRMAN HOWARD: Will that also study
tax issues and also the responsibilities of the
Department? What was actually --

SECRETARY CRISCO: Actually, the first --

CO-CHAIRMAN HOWARD: -- included in that?

SECRETARY CRISCO: Actually, this RFP, at
the end of the day, when we -- finally a submission
was -- was on the financial stability of the fund
only, but there's anticipation that there will be a
study on organization and responsibility,
et cetera, because we need in place some of our
advisor groups, which we've talked about would help

us with that, also.
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CO-CHAIRMAN HOWARD: Okay.

CO-CHAIRMAN RUCHO: Any other questions
from members of the -- Senator Hartsell?

SENATOR HARTSELL: Thank you, Mr.
Chairman. Just fairly quickly, going back to this
Board of Review question.

SECRETARY CRISCO: Yes, sir.

SENATOR HARTSELL: The statute -- the
session law that we adopted identified that we have
that Board of Review in place by the 1lst of
November '11.

SECRETARY CRISCO: Right.

SENATOR HARTSELL: And I understand it 1is
not in place.

SECRETARY CRISCO: It is not in place.
And the reason -- you want me to give you a
specific —--

SENATOR HARTSELL: Please.

SECRETARY CRISCO: -- don't mean to
interrupt -- is that there was no stipulation for a
salary, what they should be paid. And it's
basically a full-time position. And we need to —--
we need clarification in order to identify staff.
We understand this body needs to establish the

salaries. And as soon as that's done, we're ready
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to go.

SENATOR HARTSELL: Follow-up?

CO-CHAIRMAN HOWARD: Follow-up?

SENATOR HARTSELL: In which case this
reduction of roughly $300,000 in the two fiscal
years, as you identified, is still subject to
probably an additional appropriation associated
with those salaries, would it not be, so we don't
have that kind of reduction?

SECRETARY CRISCO: Well, yes. But let's
don't assume that --

SENATOR HARTSELL: Okay.

SECRETARY CRISCO: -- till we get into
it. Plus, it's about $500,000, or 250 -- it's
about 600,000 in the--in the two years. It's 250
and 370, in two successive years.

CO-CHAIRMAN RUCHO: Members of the
Committee, any other questions? Just a comment,
Mr. Secretary?

SECRETARY CRISCO: Yes.

CO-CHAIRMAN RUCHO: I'm -- I do applaud
your work on the job training. I remember, back
when we -- when I was here the first time, we made
an effort to consolidate. Big step forward. I

hope you'll work with the community colleges --
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SECRETARY CRISCO: Yes.

CO-CHAIRMAN RUCHO: -- also in that
effort. I think it's time that we can really help
out the workers in preparing them for the jobs of
the future.

SECRETARY CRISCO: We've already been in
communication with the community colleges, with the
president, and we anticipate doing that.

Now, let me -- again, as I said I would
do -- introduce Assistant Secretary Lynn Holmes.
And she will continue our presentation. There'll
be questions, I'm sure, of her, and I'll be glad to
come back up. Thank you very much.

CO-CHAIRMAN RUCHO: Thank you, Mr.
Secretary. Ms. Holmes, welcome. Happy New Year.

ASSISTANT SECRETARY HOLMES: Happy New
Year.

CO-CHAIRMAN RUCHO: And you'wve got a
presentation now in regards to gquestions that have
been represented. Correct?

ASSISTANT SECRETARY HOLMES: Yes. Thank
you.

CO-CHAIRMAN RUCHO: Thank you, ma'am.

ASSISTANT SECRETARY HOLMES: Good

morning. Good morning, Senator Rucho -- Chairman
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Rucho, Representative McComas, and Representative
Howard. Good morning, members of the Committee.

I'm happy to be here this morning to
discuss the questions forwarded to me by the
Committee staff with reference to the Employment
Security Commission/Division of Employment
Security.

Let me say at the outset that I have the
utmost respect for this body. Some of you know
that I was a lobbyist here at one point in my
career. And at the Division of Employment Security
and -- first at the Division of Employment
Security, as well as Employment Security
Commission, we have done our best to be responsive
to this body.

So, we had a good meeting with Senator
Rucho and Representative Howard, Secretary Crisco
and I, yesterday. And so we look forward to
continuing to work with this Committee. It has
been our goal to always be responsive, and so I
wanted to at least get that out at the outset.

Secretary Crisco has covered several of
the questions that -- the first three questions, in
fact -- that were sent to us by the Committee. And

I -- it's my task to cover the vast majority of the
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rest of them.

And so you have in front of you a very
large deck, a fairly thick deck. And we'll try to
go through this as soon -- as quickly as possible.
And to the extent that you have questions, we'll be
happy to answer them. Secretary Crisco and I
talked earlier. If there are questions of both of
us even after this presentation, we'll be here as
long as we need to be to answer questions.

So, we will start with the deck. I
want--I wanted to start with at least context,
because many times, I think, there's some
misunderstanding about what we do at the former
Employment Security Commission as well as the
Division of Employment Security, just to give you
some sense of the vastness, the volume, of the
organization.

Before the merger, the Commission
employed 1900 individuals in 100 service locations.
It's principally federally funded, and so, Senator
Hartsell, when you asked the question about board
review, it's likely that those positions would be
federally funded, given what the work is. So, I'm
not sure we'll have any general-fund impact once

these allocations are -- they'd have to be
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allocated, but they may not have any general-fund
impact.

The federal funding is about $250 million
in federal administrative funding, about $19.5
million in state appropriations, 25 direct federal
program grants. And I think it's important to
mention the program grants, because they're not
just grants that you can put anybody on in terms of
doing the actual work. Anybody who does work on
federal program grants has to be working on the
work of the grant. For example, if you're working
on unemployment insurance, you have to be able to
do that. So, there's not very many opportunities
for split funds -- split funding, split positions.

The major programs in addition to
unemployment insurance was the Employment Service,
which is funded by the Wagner-Peyser grants. Of
course, with the new changes at Department of
Commerce, that's also going to be with Wagner-
Peyser as well as the Workforce Investment Act
funds.

And then finally, Labor Market
Information, and those -- that particular program
is funded by the Bureau of Labor Statistics.

So, those are the major programs that
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were part of the Employment Security Commission
before the--before the merge.

Once again, on the next page, other
overview information: Over the last year, the
organization paid out $1.4 billion in regular
unemployment benefits, paid $3.8 billion in total
UI benefits. And the distinction is that total UI
benefits includes all of the Emergency Unemployment
Compensation funds, extended benefits.

We paid unemployment benefits to--in
2010--682,073 individuals. And that represents
people who got at least one unemployment-insurance
check. There are over 195,000 liable employers,
employers who are —-- who have to pay unemployment-
insurance taxes in this state. And we served, over
the last year, between July 2010 and June 2011,
883,544 registered applicants, adjudicated over
100,000 claims in 2010, and held 53,565 appeals
hearings in 2010.

So, I wanted to give you a sense of -- a
sense of the context of what we do, serve several
customers -- a whole range of customers, employers,
job seekers, dislocated workers, veterans. We've
listed all of them on that page.

I wanted to also give you a sense of,
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once again, the context. I think agencies like
ours have all been pressured over the last three
years. This is the longest recession in a long,
long time. And many of the agencies have never
been -- were never prepared to deal with not only
the volume but certainly the length of this
recession. So, when you see -- when you look at
the comparison of before the recession and the kind
of volume in terms of claims and benefits and
appeals cases, you see that many cases between 2007
and, say, 2009, you're seeing a 100-percent
increase just in the volume of work.

And let me just say this, as well, that
there -- we have a really good team of people,
public servants, at the Division of Employment
Security, many of whom have worked tirelessly,
really, over the last two or three years to serve
the citizens of this state, employers and
employees, job seekers, people who've lost their
jobs.

You probably recall or continue to hear
in the news about the various tiers, the various
extensions in benefits. The regular benefits,
state benefits, 1s about 26 weeks -- well, 26 weeks

of unemployment insurance. And then since 2008,
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there have been four tiers -- and they're
highlighted here on this slide -- four tiers of
Emergency Unemployment Compensation, and also
extended benefits.

And you hear about 99 weeks. Some people
may be eligible. Everyone is not eligible to
receive 99 weeks of benefits. But that is how you
get to the 99.

Let me also mention that -- when you look
at the tiers and the -- and the various tiers over
the last several years, another challenge, in
addition to just responding to the volume, has been
just the information-technology challenges
associated with implementing the tiers.

In our agency, the information-technology
capacity really was launched in the 1980s. Some of
you may remember the late Betsy Justus, who was one
of my predecessors in this role. She was the one
who worked -- and you know she had an information-
technology background -- she was the one who
launched our system.

We have not had a new system since 1980.
And so one of the additional challenges is -- has
been to implement benefits, adding tiers, adding

extended benefits, going back and changing dates.
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And that has been a huge challenge certainly not
only for our agency but for agencies like ours who
have aged and dated systems. The states that had
newer systems fared a lot better during this
period.

I've listed the questions again so you
can see. Secretary Crisco answered the first
three. And the balance of them are ours. What we
tried to do was to put the questions together as
they made sense, so we don't plan to go down the
list.

One thing I do want to mention -- and
this says "Question 6," but I wanted to get this
out at the outset. And I think as one of our
handouts we've given you a summary of -- really, a
comprehensive summary of all of the appearances
that representatives from the Employment Security
Commission and the Division of Employment Security
have made over the last several years.

The -- what you have at your desk is much
more comprehensive. What we've put in the slide
just really begins at 2005, just to give you some
sense of, leading up to the recession, the kinds of
information that we brought to the General

Assembly, to at least begin to sound the alarm that
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we were headed toward insolvency.

My predecessor, Chairman Moses Carey,
started in this job in January 2009. And I think
he had only been here 30 days when our trust fund
became insolvent. And so we have been working in
that environment since February of 2009.

In addition to these discussions, we--
obviously, we've had a lot of informal discussions
with--and member inquiries, confidential member
inquiries, other informal discussions. There have
been press accounts that talked about the trust
fund, as well.

The next slide just gives you more more-
recent presentations to the Committee. As a matter
of fact, Kevin Carlson, who is here -- he's our
chief financial officer at the Division -- was here
in this space last year, January 5th, talking about
trust-fund issues, as well.

I wanted to really look at Questions 8
and 7. The guestions are an analysis -- Number 8
is, "An analysis of the number of North Carolinians
unemployed, the average number of weeks a person
receives UI benefits, the average amount of UI
benefits a person receives, the number of people

who work part-time and receive UI benefits,”" and
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also, "A description of how North Carolina's
unemployment numbers are derived."

You'll see this is just a snapshot to
give you some sense of what the labor force looks
like. And we've shown you the difference, or
the -- yeah, some of the differences between last
year, November 2010, and this year. And that's the
latest. These are the -- this is the latest data
that we have available.

We've also included -- and if you -- you
also have on —-- at your desk an "NC Today." Our
Labor Market Information Division does a wonderful
job in putting together data and maps. And we
wanted to give you the first representation, just
to give you some sense of the trust fund -- trust-
fund regular benefits paid by county between July
2008 and June 2011. That doesn't lay completely
down with the technical dates for the recession.
The recession actually started in December 2007,
although in North Carolina the impact -- we lagged
a little behind.

And so we wanted to show you just the
amount of benefits in that time period. You can
see here counties here. And of course over that

period, there were -- there was $6.2 billion in
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statewide benefits.

The other thing I'd like to mention--and
I know many of you have seen this statistic--the
U.S. DOL mentions this quite a bit. There was a
study commissioned by the U.S. DOL under the Bush
Administration that said for every dollar spent on
unemployment benefits, two dollars are paid back
into the economy, into the local economy. So, in
addition to providing support for North
Carolinians, benefits provide stimulus back into
the counties of our state.

This is another map, which gives the
total for all programs. And that includes the
various tiers that I mentioned, as well as extended
benefits. And over that same period, we're looking
at $13.3 billion in benefits.

The next one is just a year--same--

similar map. Just wanted to give you a year's
representation: 1.4 regular benefits, 3.8 total
benefits.

The next question relates to calculating
the unemployment rate. And I'm a little out of
order with the slides, here. Okay. Yeah. And
it's really Question 7. It's Question 7, "A

description of how North Carolina's unemployment
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numbers are derived.” And I think this gquestion,
as I understand it, came up in the last meeting.

First of all, I need to say that the
unemployment rate is calculated by the Bureau of
Labor Statistics. It is not calculated here in
North Carcolina. That has been the case since
about, as I understand it, 1989, as Web-based
applications, Internet applications began to take
off. So, the Bureau of Labor Statistics actually
does the calculation of the unemployment rate.

And the way that it happens--I think we
have it here on the slide--at the national level,
the rate is computed from data collected through a
monthly national survey, a Web-based application.
It's called the "Current Population Study." People
call it the "Household Study." Approximately 6000
households are surveyed nationwide and the
responses are utilized in the development of
statistical estimates.

And I think "estimates” is the key word.
Many times, we get wrapped around some of the
estimates, because they do change; they get revised
from month to month. But that's part one of how
the rate is calculated.

The second part of the rate is the--the
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second part of the whole process--the rate is
calculated by using another survey, called the
"Local Area"--"LAUS" is the short word, and I've
lost the--I've lost the full text, here. But it's
the Local Area Unemployment Statistics, LAUS.

And we work with the Bureau of Labor
Statistics. We put in sub-state information, based
on claims, into a BLS Web-based model. And those
two surveys taken together, BLS then takes all of
that information and determines what the rate is.
And they approve--they approve it and go through
the whole process. So, it's not a process that's
generated here in North Carolina; it's really run
by the Bureau of Labor Statistics.

Which was--we put this slide in because
so many people wanted to know the distinction
between "seasonally adjusted" and "nonseasonally
adjusted."” And I think I showed an earlier slide
with that distinction. This gives you the
explanation about the seasonal adjustment.

Back on Question 8, the ones that I read,
the average duration for regular UI benefits over
the last year was 16.3 weeks. And we wanted to
give you some comparison, so the average duration

for the first quarter 2008 was 13.7 weeks. It was
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just as North Carolina was being impacted by the
recession. At probably the height of the
recession, in 2010, the average duration was 18.2
weeks. So, you see the difference. Obviously,
we're, hopefully, moving in the right direction
with a fewer number of weeks.

In November 2011, the average weekly
regular-UI-benefit amount was $278.33. In January
2008, just as a way of comparison, the average
weekly regular-UI-benefit amount was $265.77.

The next few slides deal with part-time
employment. And I don't want to go into any
detail, but the bottom line to all of this is that
our current law provides that part-time claimants
can indeed get UI benefits. Obviously, they don't
get the same level of benefits as persons who have
worked full time, but the current law provides for
that.

And I guess let me add at this point,
too--and I hope we have a chance to talk about
different gquestions. And we talked about this a
little bit yesterday with Senator Rucho.

Our role in this--in this process has
really been to implement the law as we have found

it. We--there are--there are regulations, there
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are other rules, but what we do is--particularly on
the unemployment-insurance side--is very much
driven by the statute. And so we try to respond to
whatever the General Assembly says we ocught to do.
And so when you see some of these--some of these
issues, these are issues that we have responded to,
as the agency that implements the Employment
Security law, Chapter 96.

Question 9, "Steps the Division of
Employment Security takes to help unemployed people
find work and help businesses who have a shortage
of employees find trained or qualified workers":
Senator Rucho just mentioned the community
colleges. What we do at the Division of Employment
Security is really just part of the whole Workforce
Development system.

As you--most of you know, we have local
offices in most of the counties here in the state,
and so we provide--kind of on the ground, we're
kind of the first face for many people. We do
offer reemployment services, as you see on this
slide.

We offer services--we've begun to offer
services for people who have exhausted their

benefits. One of the downsides of this recession
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is that we're seeing more and more people who are
on unemployment insurance for a longer period of
time and may or may not be eligible for benefits
for an extended period of time. So, we have worked
with some of the other agencies in the state to
make sure that we--to make sure that people know
other options and other alternatives as they're
looking for work.

We work closely with the--with the
community colleges. We work closely with what had
been Roger Shackleford's group at the Division of
Workforce Development.

And I clearly agree. When I first came
to this role, I went to Atlanta, to our regional
U.S. DOL office, to ask them, "What are the states
that do this right? What are the states that are--
that are the leaders, in essence, in work for
development?"

And they mentioned to me that those
states that have combined the Division of Workforce
Development, the WIA--Workforce Investment Act--
programs/activities with the Wagner-Peyser group.
You'll know the Workforce Investment funds your
local--local Workforce Development boards. And so

I think that we'll get some good synergy with the
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consolidation of those two--those two groups.

We also do employer outreach. We do--we
have a yearly Job Order Surge Campaign where we
work with employers to help them in their needs to
find workers.

In January of 2011, we launched a Web-
based application called NC JobConnector. This had
been--the process had begun a long time ago, but we
were able to get it off the ground, and it's--it
was a good partnership, frankly, with employers.
Employers came to us and asked us how can we help
them find the right kind of workers. Sometimes, in
some of the big job boards, it's catch as catch
can. But we were able to work with them and work
with our IT group and come up with a NC
JobConnector. And we've gotten guite a bit of
positive response, particularly from employers.

Also, the workforce--Work Opportunity Tax
Credit program, as well as we have a very extensive
Veterans Employment Service program that's also
funded by U.S. DOL, their Veterans and Employment
Training group.

Next, we'll go to Questions 5 and 6,
"Trust Fund Analysis." This is a slide that we use

quite a bit, once again, just to give you a current
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graphical representation of the trust-fund money
flow from the various funds that make up what we do
to Total Benefits Paid. You'll see at the bottom,
"Total Benefits Paid,"™ but it shows you the federal
benefits, which is--which really is the bucket that
includes Emergency Unemployment Compensation,
extended benefits, the federal lcans--which we have
been using since February 2009--employer
contributions, as well as trust-fund interest and
the--and the large trust fund.

So, all those funds contribute to the
cash flow--current cash flow. Obviously, this is
not the optimum, but this is the current monetary
flow.

As I mentioned, we have 195,000 or so
liable employers. We've given the breakdown there.
There are reimbursable employers that don't pay
into the--intc the trust fund. Those typically are
nonprofits and government entities.

This gives you a sense of the--where we
are with the experience-rated accounts.
"Experience-rated" in this state means those
employers that we--they're taxed based on their
layoff history, their experience with layoffs. And

so that's--that gives you a sense of that.
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The annual tax computation is computed
every July 31st. And this is the current--this
shows you the shake-out of the current tax rates.

We only have about 25 percent of our
liable employers that would see higher rates in
2012, 36 percent lower, and 74,000, or 38 percent,
that would have no change in their taxes.

There are--and this is something that as
you talk about what happened with our trust fund, I
think there are several, several issues that you
can point to. And I think this slide just pretty
much lays out the convergence of several issues
that I think we were dealing with in this state.

One is the short recovery period between
recessions. We had a recession in the 2002-to-2004
time frame, and we in fact-—-our trust fund was
insolvent during that period, and we had to borrow,
and ended up paying back with tax-anticipation
notes. And then this recession, which came fairly
quickly, really didn't give, under the current
system, time for the trust fund to recover.

Also, an increase in the average duration
of weeks: This recession, as we've pointed out,
there were--there were longer weeks of people on

unemployment insurance, Jjust to give you some
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sense. I think we showed you the difference, but I
think even in pre-recession, we were looking at
maybe 10, 11, 12 weeks of duration at most.

The severity of this recession, and
frankly, the length of this recession, and also
tax-law changes--and I'm going to talk a little bit
more about that, but these were the contributing
factors that ultimately led, we believe, to
insolvency in 2009.

And I'm not going to go over these. Many
of you--some of you were here when this--when
these--some of these things took place. And we
weren't any different from any other states during
this time period. But there were several tax-law
changes that impacted our trust fund.

I see former Chairman Payne here. I
think he was here for some of that time. But
you'll see that these are the--and you can go back
when you want to, to look at this more carefully.
But this gives you a bit of history of the tax-law
changes that took place leading up to the 2009
insolvency.

This shows you, between 1995 and 2004, as
we were having the tax-law changes, how that

impacted--this shows you more clearly how this
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impacted the trust fund. This slide does not
reflect any interest earned during that period, but
once again, does give you a good sense of the
impact.

This is another slide that we use
fairly--quite a bit, as a matter of fact, just
another graphical representation that shows the
difference the--the difference in the trends with
tax collections and benefits paid out. You'll see
the 2002-through-'4 time frame, that spike there,
and then of course the spike in the current
recessiocn, see that the tax collections have
certainly lagged behind.

Another graphic representation just shows
the same thing.

This slide just gives the guote from
Title XII of the Social Security Act. The
Unemployment Insurance Act is part of the Social
Security Act. And the Social Security at Title XII
"provides for state advances"--most people call
them "loans"-~"when a state determines their
Unemployment Fund will not have adequate funding to
allow for the payment of Unemployment Benefits."

As I mentioned, in February of 2009, when

Chairman Carey was here, our fund became insolvent,
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and a decision was made--and it was not a decision
just only with the Commission; I think there were
several conversations that went on, discussions
with the current governor, with members of the
General Assembly, leaders of the General Assembly
at that time, to make a determination that in order
to pay benefits that were entitled to people who
were--who were--who needed benefits, that the state
would have to begin to borrow money. Our current
loan balance is $2.6 billion.

Senator Rucho had asked me--and of course
the staff--in this--in the list of questions,
wanted us to talk about some of the--some of the
options that would--that we could recommend or that
other states are looking at. And other states have
begun to take a look at what they could do to begin
locking at their unemployment insurance.
Admittedly, we're one of 27, 28 states that
currently had outstanding loans. And so other
legislatures, just like ours, are looking for ways
to begin to start the process, to begin to make
sure that we're headed in the right direction.

One of the things that we were able to do
that we started the process--shortly after I

arrived in August of 2010, we formed an internal
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committee to really look at tax policy. We didn't
look at anything beyond tax policy, just for that
short period of time, just to begin doing some
modeling.

We had U.S. DOL recommend staff to us,
who came down to North Carolina many times to help
us run a model, to run a benefit-financing model,
to begin giving us some idea about what was going
to be expected with respect to the tax side. Of
course, the tax side is just one part of the
process. But we had begun a process to begin
looking at it. It started in the summer of 2010.
And we pulled together staff, internal staff, both
from the--in the tax and benefits and legal
department, to begin looking at some of the
options.

We put together a report that came out in
February. As a matter of fact, I think in March of
2011, Deputy Chairman Clegg came over to the Senate
Finance Committee and talked about our internal
committee and the options that we looked at. And
these were the four options that came out of that
study: adjust the taxable wage base; we looked at
a new employer tax rate; modify existing tax

schedule; and eliminate zero-tax rate. And once
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again, this was to begin the process of discussion
about what kinds of things we should be looking at.

The current taxable wage base in North
Carolina is indexed annually. And you can see 1t
represented in the--in the statutory authority
here. And the thinking is that if we adjust that,
that there--that could be another way to begin--to
begin recovering our trust fund.

At the current payout, we would need an
additional $700 million in tax collections over the
next seven years to reach solvency. And so you see
that we will have to begin looking at some hard
issues and hard guestions to begin to--to get our
trust fund back to solvency.

Adjust the standard beginning rate for
new employees, and you'll see--you'll see here--and
I don't go into a lot of the details. Here in
North Carolina, we have a 1.2-percent new-employer
rate for the first two years of liability. And
there are only a few states--I think we're maybe
one of three states that still have a rate that
low. So, one of the suggestions from the Committee
was to perhaps change the new-employer rate from
1.2 percent to 2.7 percent.

The other was, eliminate the zero-percent
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tax rate. Only 11 states still have zero percent
on their highest-tax-rate schedule.

And the other was to adjust the tax rates
for debit-ratio employers.

I also wanted to include other options
that states are looking at to deal with solvency.
Obviously, U.S. DOL has been a part of the process,
too. They are continuing to look at legislation,
regulations to encourage states to plan better,
frankly, to plan to be prepared for the next
recession, which we know is surely coming.

But one is, "Impose new penalty
unemployment insurance contribution rates on
employers who are out of compliance due to failure
to file or failure to pay." New York, Ohio, and
Pennsylvania have begun to do that.

"Impose temporary solvency surcharges":
18 states have begun to impose that. And the--just
as a sidebar, although we have--we had to have
Title XII advances, we were prepared in this state
without any temporary solvency surcharges because
we did have a state surcharge already in place, and
that provided the interest payments, which--we had
to make the first one in 2011, at the end of the

federal fiscal year, of about $70 million. So, we
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were prepared in that regard.

"Tmpose a tax on employees™: Alaska, New
Jersey, and Pennsylvania have done that.

"Participate with the IRS in the
Questionable Employment Tax Practice initiative."
And this is a program that helps identify employer
tax fraud.

These are some other options that we
know. Other states are looking at "Eliminate non-
charging of charges for UI benefits"; "Adjust the
maximum number of weeks"--some states have begun to
do that; "Adjust the minimum and maximum weekly
benefit amounts," and we've listed what the current
minimum and maximums are in North Carolina.

Question 5 on the list is a comparison of
North Carolina to other states as it relates to the
Ul tax structure, UI debt levels, UI benefits, and
Ul appeals processes and decisions.

We discovered a report the Tax
Foundation--some of you may be familiar with the
Tax Foundation based in Washington. It's a
nonpartisan group. And they have done a really,
really good study that I would commend to you, if
you really want to get into these details, on the

options and just the state of unemployment
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insurance.

And so these are some of the findings
from the Tax Foundation report that I think could
be helpful as we move forward in looking at what
some of the options are. And I'm going to go over
these one-by-one, but this gives you--it aligns
with some of the things we've mentioned before.

But this is a nonpartisan report that also lays out
some of the issues.

This is just additional information on
employer taxes. I mentioned earlier that they're
experience-rated here in this state and computed
annually. Our tax-rate schedule is set forth each
year in accordance with Chapter 96-9(b) (3) (4).

Also, "Experience Rating of Employers":
Some are--some states have--are reserve-ratio
states, which we are one. And the other states are
benefit-ratio. And I have the distinction here.

I wanted to put this in the slide because
some states have also issued bonds in trying to pay
back their debt. And we've taken a look at Texas,
one state. Illinois just passed a law to begin to
issue bonds.

There is a--and the Treasurer's Office

knows more about this, because we've had some
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conversations with them, and we would have to take
some additional--do some additional study to make
the determination about the difference between
issuing bonds with a reserve-ratio state and a
benefit-ratio state. I think there is a
distinction. I think the benefit-ratio states are
in a better position to let bonds.

The next few slides show you a comparison
of the taxable wage base. And the--and we pulled
out the 10 largest states, of which we are one.

But this shows you that--the difference between the
taxable wage, the lowest tax, the highest tax, the
new-employer rate, which I think gives you a good
view of how we compare with other large states.

The next slide--or the second thing would
be the benefit amounts for the same 10 largest
states. Once again, it gives you a good sense of
the distinction.

Let me also mention--and we didn't have a
slide specifically for this, but note--Question
Number 10 is the "Recommendations on what North
Carolina could do to reduce its unemployment rate
by reforming the eligibility process and UI benefit
structure."”

We think that answer was embodied in what
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we've gone through. I'm not sure that there's
necessarily a connection between the eligibility
process and the unemployment rate. But clearly,
there's a distinction--there's a connection between
reforming the eligibility process and the UI
benefits structure and our trust fund. So, some of
those issues that we discussed, I think, are
responsive to that question.

This is, once again, the 10 largest
states, and it shows the debt by comparison.
Illinois just passed a bill, so they have not paid
off their debt. But I think they intend to do so
soon, but because--as I recall, I think they intend
to--their target date is sometime in 2012.

The next slide shows the appeals process,
the 10 largest states. And that's still part of
Question 5. You'll see that there's a mix of
appeals entities: Some have appeals boards; some
have commissions; some have board reviews, as in
our new law.

The next slide shows how--under our
current law, the new law, how claims are
adjudicated.

This slide gives you--gives you some

sense of appeals in 2010. We have not collated all
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of the 2011 data, but this gives you a bit of a
graphic representation of first-level appeals. I
think it's significant that the first-level appeals
are pretty much evenly split in terms of the
decisions between the claimant and the employer.

The second-level appeals, that percentage
is what percentage is affirmed on the next level.
What we did not have, and I can provide for you
later, with--but I think it's an interesting
statistic that even beyond the second-level
appeals, the ones that--the appeals that--decisions
that a court--what our success rate is at the--at
the next level, at the judicial level.

Finally, Question 4, which is really the
first question for us on this. You probably saw in
the news maybe 60 days or so--90 days or so ago,
there was a huge Wall Street Journal article about
a U.S. DOL report on improper payments.

"Improper payments" is really the term of
art, because it includes not only overpayments but
underpayments, as well. The U.S. Department of
Labor produces an annual report of U.S.--of
unemployment-insurance benefit integrity. And they
look at a sampling of cases. In North Carolina,

they sample about 520 cases, and they use a
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benefit-accuracy measurement.

The $549 million that was listed in the
latest report covers a three-year period, 2008 to
2011. Just to give you some context, over that
same period, I think you'll--you saw it in one of
the earlier slides—--there was about 13 billion, 14
billion dollars in benefits, total benefits, paid
out during that same period.

So, while 549 million is a big number,
compared to the--to the context of how much was
spent out of benefits, it's not as big of a number.
Nevertheless, it is an important issue for us at
the Employment Security Commission, at the Division
of Employment Security.

Our--on the next page, you'll see that
the Benefit Accuracy Measure also includes what's
called an "improper payment rate based on the
review of randomly selected cases."

And our improper-payment rate in North
Carolina for that three-year period was 8.8
percent, lower than the national average, which was
11 percent. And we pulled out some neighboring
states to give you some sense of their improper-
payment rates.

Once again, when you look at the volume--
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that's why I wanted to start the presentation kind
of giving you a sense of the volume over the last
several years. We're hopeful that as we move out
of the impact of this recession, that there can be
a lot of improvements made with benefit accuracy.

We are also--I'm going to have it on a
later slide. We're also in a consortium to improve
our system. Benefit-payment systems are not
systems you can just go to Best Buy and pull off
the shelf. There's a long process involved. U.S.
DOL underwrites it.

As a matter of fact, this is--we're kind
of in one of the first consortiums, because they
know, with the federal funding, that they will not
be able to underwrite new systems for every state,
so they have encouraged states to work together to
try to begin to plan for a system. We're already
in that process. It started, I think, in the 2009-
2010 time frame. But in addition to our new
system, certainly the wave receding a bit, I think,
will help us.

On the next page, 1t gives the various
causes of improper payments. And these are the
three major causes. These are the causes that were

put in the U.S. DOL report.
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"Benefit Year Wages": '"claimant
continues to claim and receive benefits after
returning to work." And I think it's just, in many
cases, a misunderstanding. So, we are--have
already worked on improving communication,
improving information for people getting claims.

"Separation Issues": "Employers or their
third party administrators"--because many employers
use third-party administrators to submit their
separation information. Sometimes, that's not
given to our organization timely.

And also "Work Search": "Claimants fail
to register with the state's Employment Service."

So, those are the three major causes of
improper payments.

I'd also like to add that we have a very
vigorous effort in recovering improper payments.
And so we--the Benefit Payment Group has lead
responsibility for doing that.

The "Improper Payment Rate," I've
mentioned before. These are the--some large
states, and it shows you their improper-payment
rate. Ours is 8.86 percent for that period, for
that report.

We have done several things to begin to
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get at this whole issue of "UI Benefits Integrity."”
We have--we are--we participate in a national
collaborative with 10 other states with U.S. DOL as
a--kind of a pilot group where we formed a cross-
section group--

(A STAFF MEMBER HANDS A CUP OF WATER
TO ASSISTANT SECRETARY HOLMES.)

ASSISTANT SECRETARY HOLMES: Thank you--
take a timeout, right? Thank you.

We've begun to implement weekly--and we
had not done this weekly, but we now implement
weekly cross-matches with the National Directory of
New Hires and develop automated processes to
immediately notify UI claimants when you get a,
quote, unquote, hit. So, we are part of the pilot
program with 10 states.

We are also planning to implement the
State Information Data Exchange System, and also we
have--we had begun to--as part of this
collaborative, we have a Cross-Functional Integrity
Task Force.

We've also-—-and I don't think we had it
on this slide. In the last 60 days, we have formed
a new UI Integrity Group, where we've put the fraud

team--UI Integrity Team together to really have a
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more focused effort with respect to UI benefits
integrity.

I alsc wanted to mention, as we're ending
up, some other initiatives that we've been working
on over the last--certainly, since I've been there,
in the last couple of years, although one or two of
these issues had begun under Chairman Carey's
watch.

I mentioned the consortium, which is
called "SCUBI." This is the acronym. We're part
of four Southeastern states: North Carolina, South
Carolina, Georgia, and Tennessee. Tennessee's the
lead state. We've already gone through what is
called the "feasibility study phase,”" and we are
now headed toward the RFP phase. And so this--it's
quite an undertaking.

U.S. DOL has provided funds for this
whole process. We are one of two consortiums in
the nation. There's one in the West--I think
Wyoming, Colorado, Arizona--I think they're called
WyCAN, so somewhere out there--Nevada, maybe.

But this, we think, will put us--once we
get a new system, will put us on a good path toward
improving some of the improper-payment issues that

we've had over the last several years.
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Also, we have a pilot program--and
Senator Hartsell knows about this--Opportunity
North Carolina. We--it's a pilot program. You've
heard in the national news about a program called
Georgia Works. And this is very similar to Georgia
Works, where you--we provide--we work with
employers to provide a--we call it an "extended job
interview."

We did a launch in Concord working with
one of the employers there. And they've been
really one of the success stories. We're looking
at trying to expand that over the next several
months, because it is a program that at least, even
on a small scale, begins to match up unemployed
workers with possible job situations.

And finally, these are other things
that--other accomplishments and initiatives that
we've been working on. And I don't want to go over
all of them, but in addition to just trying to keep
the trains running, with benefits, and responding
to the fires, we've also tried to improve our
operations. And so we've listed some of those
issues on this--on this last slide.

I'm happy to answer any questions that

you have.
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CO-CHAIRMAN RUCHO: Ladies and gentlemen
of the Committee, we had a preliminary meeting
yesterday with Secretary Crisco and Assistant
Secretary Holmes, described to them the agenda that
we'd move forward to. We will be going into the
question-and-answer period. And under that
circumstance, we are going to have the court
reporter swear in Ms. Holmes, and then we'll open
up the questions to the Committee.

COURT REPORTER: Ms. Holmes, would you
please place your left hand on the Bible and raise
your right hand.

CO-CHAIRMAN RUCHO: Oh, you might want to
have that microphone on.

ASSISTANT SECRETARY HOLMES: You said
left hand on the Bible?

COURT REPORTER: Yes, ma'am, left hand on

the Bible and raise your right hand.

Whereupon,
Lynn R. Holmes

was duly sworn.

CO-CHAIRMAN RUCHO: Thank you. All

right. Very comprehensive report. I know there
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are a number of questions that we--that we have
regarding the report and also some of the history.
All right.

Okay. Ladies and gentlemen of the
Committee, 1s there someone who would like to ask
questions first? Representative Lewis.

REPRESENTATIVE LEWIS: Thank you, Mr.
Chairman. I'd like to start--and I'm sorry; we
kind of skipped around with the slides, so I'm--but
I'd 1ike to start a little bit on the $549 million
in overpayments, or whatever the correct
terminology I should use there is.

The first question that I had, towards
the end of your remarks, Assistant Secretary, you
referenced that there was a considerable amount of
effort put forth to recover funds that were paid in
error. And I wonder if you could elaborate on that
some, please.

ASSISTANT SECRETARY HOLMES: When we--
when we find out or discover, as a general matter,
payments that have--that are--have been paid to
people who are not eligible for the payments, we
contact those people. We go through a process.
There is a process in place to recover the money in

the next payments. We don't have garnishment
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authority, but we do have authority, if they are
federal funds, federal refunds, that we can recover
moneys that way if there are no eligible funds
later.

REPRESENTATIVE LEWIS: Mr. Chairman?

CO-CHAIRMAN RUCHO: Follow-up?

REPRESENTATIVE LEWIS: Assistant
Secretary, you just said that you did not have
garnishment authority. Is that something that
perhaps you would suggest that the General Assembly
review, or is there some kind of federal
restriction on that?

ASSISTANT SECRETARY HOLMES: I don't
know, Representative Lewis, that there's a federal
restriction, but certainly that's something we
ought to look into. There might be a federal
restriction; I don't know. But that is the process
in place that we have today.

REPRESENTATIVE LEWIS: Pass the witness.

CO-CHAIRMAN RUCHO: OQkay. So, you pass
to Senator McKissick.

SENATOR MCKISSICK: Yeah, a couple of
questions. First, Ms. Holmes, I was Jjust curious:
Have you or anyone from your staff met with

employers to discuss this insolvency issue and its
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ramifications, and discuss perhaps strategies for
addressing it? I know we're going to issue a
contract to a consultant who's going to provide us
with their opinions, but I think sometimes we can
seek opinions through more-traditional sources that
can also be insightful. So, if--have those efforts
been done? Because I've heard about this contract
for, I'd say, a good six months now.

ASSISTANT SECRETARY HOLMES: Yes, that
is--Senator McKissick, that's a good question. We
have had conversations with--some of our people
have met with the North Carolina Chamber. We have
a very active tax group that goes out and meets
with employers fairly regularly to interact with
them. We're all part of major groups of people
like us who alsoc meet with employers to get
feedback and to get insight about what kinds of
things we might do.

You know, Secretary Crisco and I have
talked extensively about some sort of group that we
could put together, including employers and
representatives from the worker community, to begin
talking about this.

I know the states who have--who are

little farther down the path in coming up with
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recommendations have done that. I was just reading
an article the other day about Illinois, and they
put together a working group of employers and
workers and people representing U.S. DOL to begin
to come up with recommendations, which ultimately
led to their passing legislation for them to let
bonds, in addition to some other changes.

SENATOR MCKISSICK: Follow-up?

CO-CHAIRMAN RUCHO: Follow-up--follow-up?
Yes, sir.

SENATOR MCKISSICK: Yeah. I'm just
curious: TLast year, when this whole process was
evolving and Senate Bill, I guess, 532 was coming
through, were you--did you participate in that
process or have any input or--I mean, at what point
in time were you--did you become involved in this
or did the Department become involved with this?

ASSISTANT SECRETARY HOLMES: With respect
to 532, we were not as involved as, I think, we
wanted to be. I think I came to one committee
meeting, but the bill was taken off the agenda.

And I think Commerce was really taking the lead on
532, so to the extent that we could give input to
them, we were part of that process, but we were not

as actively involved in the 532 process as it moved
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through the General Assembly.

SENATOR MCKISSICK: Follow-up?

CO-CHAIRMAN RUCHO: Follow-up.

SENATOR MCKISSICK: With the Board of
Review issue, which I asked Secretary Cisco--Crisco
about, can you provide any further insight in terms
of where that's headed? T know you mentioned, when
you first came to the podium, that you thought the
federal government would cover the cost and expense
of that. But to what extent has the failure of us
to have a Board of Review impacted the way that we
review and handle claims and other matters that
will become before the group that previously
existed?

ASSISTANT SECRETARY HOLMES: It has--I
think, as a general matter, it has not negatively
impacted the work that we do, certainly, with
claims-taking.

As we were getting toward the November
lst time frame, Secretary Crisco and I worked with
the Governor's Office, governor's lawyers, the
attorney general's lawyers, U.S. DOL to make sure
that we had a process in place in the interim until
we could get the Board of Review issues worked out.

So, we believe we have not missed a step, as it
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were. But clearly, we want to be in compliance
with the law that was passed here. And so, I
think, when the General Assembly has an opportunity
to make some of those changes, they will be helpful
changes.

SENATOR MCKISSICK: Follow-up?

CO-CHAIRMAN RUCHO: Follow-up.

SENATOR MCKISSICK: Yeah. And I'm just
curious: With the bill that was passed, the
direction that we're moving in, we're working with
the U.S. Department of Labor, I assume, in terms of
resolving issues. But has there been any things
that have come to light that have become
particularly problematic in this transition period?

ASSISTANT SECRETARY HOLMES: Well,
clearly, the Board of Review is one that you--that
you mention. I also think as--I mean, it's only
been about 30 to 45 days in the process, and I
think all of us are still trying to work through
some of the operational issues.

Clearly, we're funded differently than
many of the Commerce agencies, and so working
through the financial-allocation issues, working
through some of the operational issues, I think, is

something that we continue to try to deal with. We
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have not had U.S. DOL as involved as I think I--
they need to be, given that they are the principal
funder for some of the grants and programs. But I
think we're headed in the right direction to make
sure that this goes as seamlessly as possible.

SENATOR MCKISSICK: Follow-up?

CO-CHAIRMAN RUCHO: Follow-up?

SENATOR MCKISSICK: Once this contract is
let--and maybe you can give us some idea of when
you anticipate the contract will be let--what is
the anticipated time frame for the study to be
conducted and for, I guess, preliminary findings,
at least, to come back to you, and at what point
will we as members of the General Assembly be
provided with the benefit of their analysis?

ASSISTANT SECRETARY HOLMES: And I'm
looking at Secretary Crisco because he is the lead
person on the--on the study. So, perhaps--Mr.
Chairman, is he permitted to answer?

CO-CHAIRMAN RUCHO: Yes, sir, you can--
have you an answer to the question? We've been
holding our breath patiently to get the result of
the study.

SECRETARY CRISCO: We have. And it's

taken too long, but we--again, I'm in a bit of an
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awkward position because of the purchasing process.
I'm told I can't tell you exactly what--give you an
exact date of when that's done.

But let's assume for a moment that the
purchasing process is done today. The guidelines
that we gave is to have 45 to 60 days. We'll
have--we'll have an interim report in about that
time, and then two to three months, we'll have the
final report.

Again, but I'm not saying it'll be in
that time, because of that state purchasing process
that we're going through right now. But if it were
today, that's the timing we're talking about.

SENATOR MCKISSICK: Let me--quick follow-
up--

CO-CHAIRMAN RUCHO: Quick follow-up?

SENATOR MCKISSICK: --just so that I
understand. So, 1f we were to let that contract
the next 30 days--

SECRETARY CRISCO: Within 90 days, you'll
have the final report.

SENATOR MCKISSICK: We'd have the final
report.

SECRETARY CRISCO: Under the way this RFP

and the scope that we defined in this RFP.
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SENATOR MCKISSICK: And are you
comfortable, Mr. Secretary, that that's sufficient
time for the work to be performed and--

SECRETARY CRISCO: Again, there was a--
this scope was defined looking at the debt
obligation and if it did not have organizational or
other issues in this scope. But within the scope
of this RFP, again, if we were starting today, that
would be the expected timing.

SENATOR MCKISSICK: Okay. Quick follow-
up.

CO-CHAIRMAN RUCHO: Follow-up?

SENATOR MCKISSICK: Would this 2.4
billion in debt that we're addressing--

SECRETARY CRISCO: I think it's 2.6 now.

SENATOR MCKISSICK: --six--excuse me--2.6
billion. I think I've heard it commented at some
point that it would take seven years if we were
somehow getting in an extra 700 million a year?
Now--

SECRETARY CRISCO: I think I've seen
that.

SENATOR MCKISSICK: Okay. And that's
just addressing the debt. What does it do in terms

of our capacity to have an adequate trust fund in






10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

66
the interim that would be capable of addressing the
routine claims plus any exceptional claims that
might come if the euro goes--

SECRETARY CRISCO: I guess—-

SENATOR MCKISSICK: ~--south and we end up
in another crisis here in America?

SECRETARY CRISCO: Well, this, of course,
is the meat of the study. And I can give you a
hypothetical answer, but that's what it would be.
We would be a--clearly, it would be--under your
assumption, under that example, it would be
additional time to get to that point.

SENATOR MCKISSICK: Okay.

CO-CHAIRMAN RUCHO: All set?

SENATOR MCKISSICK: Yeah. I just--

CO-CHAIRMAN RUCHO: Excuse me, Assistant
Secretary, would you like to comment?

SECRETARY CRISCO: 1I'll sit--yeah, excuse
me.

ASSISTANT SECRETARY HOLMES: I would like
to comment. In addition to that--and that's why we
gave a whole range of--range of options, because I
think if we do nothing, that was pretty much what I
was saying, if we just made some changes around the

edges of our taxes, but we would have to have a
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range of things to look at to get us back to
solvency.

And there have been a--quite a few
proposals in Washington just to get at this--at
this very issue, because it--in fact, one of the--
one of the proposals is to make sure that states
have enough in their--in their fund, going forward,
or they may not be eligible for Title XII funds,
going forward. And that's way down the road, but
that's just the kind of example, to give you that
people are talking about in Washington.

SENATOR MCKISSICK: Okay. One quick
follow-up, and--

CO-CHAIRMAN RUCHO: Last follow-up, here.

SENATOR MCKISSICK: Sure. I guess my
greatest concern is that we not only address that
debt but that we do craft a system that 1s capable
of handling the level of claims that would not only
be routinely filed but those that might be filed in
a--perhaps not as severe a recession like we just
experienced, but certainly one that was a moderate-
type recession, because otherwise, I think, we're
doing ourselves and this system an injustice.

And then the last question was this: I

know that you were not here at the last meeting.
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And T know there was a subpoena issued. And I just
observed today they put you under ocath. Would you
like to comment about why you were not here, or
what the--or the circumstances? I mean, I want to
thank you for providing a very thorough and a very
complete report that was quite insightful. But I
can't recall seeing people sworn in before they
testified before us in the past, unless it was some
exceptional circumstance.

ASSISTANT SECRETARY HOLMES: Right. And
thank you for the opportunity to talk about that.
We talked about it a little bit yesterday.

I think we just had a miscommunication.
When you're consolidating agencies, you have
different people, different moving parts, and as I
understood the request from the Committee, I was
not on to present; I was not asked to present; I
was not on the agenda until I had a personal matter
that the Secretary knew about and--as well as the
Deputy Secretary. The Deputy Secretary always was
going to make the presentation at the last meeting.

At the very last--maybe a couple of days
before the actual hearing was when I did hear from
staff directly about us coming with the Deputy

Secretary. But at that point, I could not resolve
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my personal conflict. So, 1t was unfortunate. I
regret it. But I have spent a lot of time sitting
in the back, and so I regret that it was that kind
of thing, that we had to have a subpoena.

I think when we talked to staff
yesterday, I think there has--there has never been
any other person who's been sworn in in this kind
of situation. But in any event, I'm happy that I'm
here today and able to answer any questions that
could be asked of me.

SENATOR MCKISSICK: Thank you very much.

CO-CHAIRMAN RUCHO: Senator McKissick,
just for your edification, approximately two to
three weeks prior to this, as we do normally when
we ask, we asked for the head of the Division to
come here to give us that information. And
Assistant Secretary was appointed and therefore
should have been the person delivering this
information to us, to answer your question. Okay.
I've got Senator Stevens.

SENATOR STEVENS: Thank you, Mr.
Chairman. I've got a series of questions, if
that's okay.

CO-CHAIRMAN RUCHO: Yes, sir.

SENATOR STEVENS: Let's start with the
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payment, interest payment, already.
ASSISTANT SECRETARY HOLMES: Yes.
SENATOR STEVENS: When is the next
interest payment due, and what is the source of
funds for these interest payments?

ASSISTANT SECRETARY HOLMES: The next

70

interest payment--I'm looking back at my financial

person--is at the end of the fiscal year 2012,
which would be September 30th, would be the due
date.

And the funds is what we--one of the

funds that I think T showed in the bucket of

funds—--we have a state reserve fund, which--I can't

recall the year that it was implemented by the

General Assembly. But it's--it has a--it's a 20-

percent surcharge on employers. It's that state
reserve fund from which the interest payment is

paid every year.

SENATOR STEVENS: And what is the amount

0of the next payment?

ASSISTANT SECRETARY HOLMES: 1It's

calculated--I think we just saw the rate at about

two--somewhere in the range of 2.9 percent. What

we paid in September 30th, 2011, was approximately
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$70 million.

SENATOR STEVENS: Going forward, Mr.
Chairman?

CO-CHAIRMAN RUCHO: Yes, sir. Follow-up?

SENATOR STEVENS: On your Slide 32, which
was labeled "Experience Rated Accounts"--

ASSISTANT SECRETARY HOLMES: Uh-huh.

SENATOR STEVENS: --you showed that in
2012--well, I'm sorry--they anticipate in 2012 that
25 percent of employers will have a higher cost, 36
percent will have a lower, and--

ASSISTANT SECRETARY HOLMES: Rate--

SENATOR STEVENS: --38 percent--

ASSISTANT SECRETARY HOLMES: A rate--

SENATOR STEVENS: --will have no change.

ASSISTANT SECRETARY HOLMES: Correct.

SENATOR STEVENS: What's the dollar
amount of those that will have higher? How much
more will those higher ones pay? How much will the
lower ones? So, what's the net of all that?

ASSISTANT SECRETARY HOLMES: Senator, 1
don't-~-I don't have that off the top of my head,
but I'm certainly happy to get that for you.

SENATOR STEVENS: Just kind of--that's

important. There's a lot said publicly--not by
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your office but by the Governor's Office and
others--about how much more employers are going to
have to pay if we do certain things through the
General Assembly. But it looks like maybe a lot of
folks paying the same or less.

CO-CHAIRMAN RUCHO: Senator Stevens,
also--and you might want to talk with the
Secretary--is there's going to be a federally
mandated increase because of the debt that we have.
Maybe the Assistant Secretary might help you with
that one.

SENATOR STEVENS: Could you address that?

ASSISTANT SECRETARY HOLMES: Yes. And
this is part of the-~and I probably should have had
it in a slide.

As part of the process for Title XII
loans, if the--if the debt is not paid back by, I
think, November after the first two Januarys of
having the loan, if the--if the principal is not
paid, then, the following January, employers will
see a .3 percent--.3-percent increase in their--in
their taxes. And this is something that has been--
when we first started to--as--in 2009, I'm sure,
was communicated to employers. But that's the--

that's the effect of the debt.
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SENATOR STEVENS: Going forward, Mr.
Chairman?

CO-CHATIRMAN RUCHO: Yes, sir. Follow-up?

SENATOR STEVENS: You have Slide Number
64 on "Improper Payment Causes"?

ASSISTANT SECRETARY HOLMES: Uh-huh.

SENATOR STEVENS: Were those federal or,
you know, countrywide, or was that North Carolina's
causes?

ASSISTANT SECRETARY HOLMES: Country-
wide--

SENATOR STEVENS: Do you--

ASSISTANT SECRETARY HOLMES: --generally.

SENATOR STEVENS: Do you have similar
information for North Carolina's causes?

ASSISTANT SECRETARY HOLMES: Oh, the
three causes are the countrywide course--causes.
The percentages are the North Carolina percentages.

SENATOR STEVENS: Just a detail question:
On Slide 60, you talked about appeals?

ASSISTANT SECRETARY HOLMES: Yes.

SENATOR STEVENS: There were 53,000
appeals?

ASSISTANT SECRETARY HOLMES: Uh-huh.

SENATOR STEVENS: 37,000--I mean, I
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didn't understand the percentages. It says 49.3
ruled in favor of the claimant; 54.6 ruled in favor
of the employer?

ASSISTANT SECRETARY HOLMES: Correct.

SENATOR STEVENS: That adds up to 103.9
percent.

ASSISTANT SECRETARY HOLMES: I guess we
probably need to check those--

SENATOR STEVENS: And likewise--

ASSTSTANT SECRETARY HOLMES: --percent-
ages.

SENATOR STEVENS: --in the second-level
appeals—-

ASSISTANT SECRETARY HOLMES: The 19.3
percent is the percentage of claims that are
affirmed in the second level, so those weren't
probably going to add up.

SENATOR STEVENS: Those will not add up.

ASSISTANT SECRETARY HOLMES: Right.

SENATOR STEVENS: Okay. Could you check
on the 103 percent--

ASSISTANT SECRETARY HOLMES: I will.

SENATOR STEVENS: --and have that done?
And lastly, I don't know anything other than what

I've read in the media about this, but I understand
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there's some allegation of early release of
unemployment data. Can you enlighten us on that
issue and tell us what's going on with that and
what you can share with us?

ASSISTANT SECRETARY HOLMES: Right. What
I can share with you is, I guess, in the media
there's been some discussion about our office
sharing embargoed data with the Governor's Office.
It is our practice, and has been the practice even
before I came, and probably with previous
administrations, to share embargoed data--
"embargoed" is the key word--with the Governor's
Office.

What you saw in the press was that--and
in that--what you saw in the press was that there
was--there was concern that the governor talked
about the embargoed data and--in the August time
frame.

So, that is what I know about it. When
we found out about it in the press, we contacted
the Bureau of Labor Statistics. The person who was
over Labor Market Information at the time, Dr.
Betty McGrath, called the Bureau of Labor
Statistics. And so that's the general context of

the story.
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SENATOR STEVENS: I don't have any
questions at this time, Mr. Chairman.

CO-CHATRMAN RUCHO: Okay. I have
Representative Blust.

REPRESENTATIVE BLUST: Thank you, Mr.
Chairman. Ms. Holmes, you said something earlier,
and I'd heard that same assertion before, so I
thought I'd ask you about it.

You said--and cited some authority, I
thought--that for every one dollar of unemployment
insurance paid, we generate two dollars of economic
activity. And when I hear that, I wonder why the
policy isn't being advocated that we should have
even more unemployment, pay more benefits, and
create an economic boom in that capacity.

ASSISTANT SECRETARY HOLMES: The source
was a U.S. DOL report--and I got this right off of
the U.S. DOL Web site. And the reference was it
was a study during the Bush Administration.
Other--I can--I'm not--is that a question that
you're asking me?

REPRESENTATIVE BLUST: Yeah. I'm--it's
really just trying, I guess, to point out the
absurdity of the argument. I mean, obviously,

the--unemployment insurance is not an economic






10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

77
stimulus. If it were, we'd see a lot different
results in the economy now that we've had several
extensions of the payment of the unemployment
insurance, so that I don't think that assertion can
be borne by what we see in the actual world.

CO-CHAIRMAN RUCHO: I'm sorry. Okay.
That was a statement. It's too many questions,
there. Okay. Sorry. All set with your answers,
Representative Blust? Okay. Representative
Howard--Chairman Howard?

CO-CHATRMAN HOWARD: Thank you, Ms.
Holmes. I want to go back to Senate Bill 532. And
I know there was some--I'm wanting--I don't know if
I want to use the word "misinformation," but maybe
that's the only word I can come up with--that was
presented to us after the bill passed regarding the
impact of Senate Bill 532 on the tax rates for
North Carolina employers. But also, there were
four provisions in that bill that were deemed of
concern from--I don't know if it was from your
office or U.S.--

ASSISTANT SECRETARY HOLMES: U.S. DOL.

CO-CHAIRMAN HOWARD: Would you be able
to--we want to get this right when we go back into

this with the Review Committee and--et cetera.
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Would you be amenable to provide us, the Committee,
this Committee, with all of the written
correspondence that your office had with the
Department of Labor regarding their concerns and
how we might be able to rectify those concerns in--

ASSISTANT SECRETARY HOLMES: Sure.

CO-CHAIRMAN HOWARD: --in the bill? If
you would do that, I would--

ASSISTANT SECRETARY HOLMES: We--

CO-CHAIRMAN HOWARD: --appreciate that.

ASSISTANT SECRETARY HOLMES: We will do
that. U.S. DOL has already given letters, but we
can provide more information for you.

CO-CHAIRMAN HOWARD: Purposefully, we
would like to have the--how to fix this--

ASSISTANT SECRETARY HOLMES: Okay.

CO-CHAIRMAN HOWARD: --and how to address
those concerns. And another--

CO-CHAIRMAN RUCHO: Follow-up?

CO-CHAIRMAN HOWARD: --question, Mr.
Chairman?

CO-CHAIRMAN RUCHO: Yes, ma'am.

CO-CHATRMAN HOWARD: On the overpayments
or the inappropriate payments that were made--and

you gave us a list, a good list, of the--of changes






10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

79
that you were making. Could you tell us, these
changes, these--on these improper payments, are
they changes that have been made since the findings
of the--in, I believe you said, 20117

ASSISTANT SECRETARY HOLMES: 2008 to
2011.

CO-CHATIRMAN HOWARD: '117

ASSISTANT SECRETARY HOLMES: Yes.

CO-CHATIRMAN HOWARD: So, I'm assuming
that the audit was done and you determined this
sometime in 2011, 20117

ASSISTANT SECRETARY HOLMES: The report
came out in two--in 2011, but we had already begun
some of the processes before that. Many of them
did happen in 2011. The collaborative--the federal
collaborative that we're a part of with 10 other
large states did take place in 2011.

CO-CHAIRMAN RUCHO: You might need to
speak a little--I'm sorry--into that microphone,
because they couldn't hear you back--

ASSISTANT SECRETARY HOLMES: I will.

Some of the changes--

CO-CHAIRMAN HOWARD: You don't have to

look at me. Just--

ASSISTANT SECRETARY HOLMES: --okay; all
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right--did take place in 2011. And--but we had
begun looking at some of the UI integrity issues
even before then.

CO-CHAIRMAN HOWARD: Okay. And is there
a mechanism in place--and I'm--I guess I'm
following up on Representative Lewis's question--to
recoup those funds that were--that were paid out in
error? Is there a process, or do you need
legislation in order to recoup those funds?

ASSISTANT SECRETARY HOLMES: No. There
is a process in place that we use every day.

CO-CHATRMAN HOWARD: And it's in place
now and--

ASSISTANT SECRETARY HOLMES: Yes.

CO-CHAIRMAN HOWARD: I guess, just to
clarify my gquestion: You're in the process now of
trying to recapture the funds that were paid out
inappropriately.

ASSISTANT SECRETARY HOLMES: Yes. And we
had already begun to do that.

CO-CHAIRMAN HOWARD: Okay. Thank you.

CO-CHAIRMAN RUCHO: All set? Senator
Hartsell.

SENATOR HARTSELL: Thank you, Mr.

Chairman. I've got a couple of statements and sort
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of a series of questions, Jjust--

CO-CHAIRMAN RUCHO: Okay, Senator
Hartsell.

SENATOR HARTSELL: But to go back into
that last question asked by Chair Howard, in going
back and actually following up on Representative
Lewis's question, in North Carolina, my
understanding is that the only thing that we can
garnish wages for is child support and tax
collection.

So, my question is: In going back to try
to collect these overpayments, are--is there any
effort being made to utilize garnishment in that
context or to re--to collect these overpayments--

ASSISTANT SECRETARY HOLMES: I don't--

SENATOR HARTSELL: --just as a--

ASSISTANT SECRETARY HOLMES: I believe,
yes.

SENATOR HARTSELL: Okay. Okay.

Secondly, I have a vague recollection that sometime
in the late '90s--and this is long before your term
of service with Employment Security--there was an
oversight commission named either by the governor,
by the General Assembly, or something, to look at--

and it had to do with some legislation that was
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utilized to cut some of these unemployment tax
rates. But there was an oversight commission for
Employment Security named in the late '90s that
included legislators and some other folks.

CO-CHAIRMAN RUCHO: Okay.

SENATOR HARTSELL: My question is, are
you aware of that commission, and has anybody
ever--does it still exist? It obviously hasn't
met, but I--do you have any idea about that?

ASSISTANT SECRETARY HOLMES: That--I'm
not aware--I'm not aware, but I do know that it
does not still exist.

SENATOR HARTSELL: Okay. If we could
have somebody check back into that, Mr. Chair.
I'm—-

CO-CHAIRMAN RUCHO: You may have--you may
have stumped the panel, but we're going to get you
some info--

SENATOR HARTSELL: The only reason I know
something about it: I think I was a member of it.
But there was some--but I'm getting old, and I
forget, too.

CO-CHAIRMAN RUCHO: We will get that
information for you, sir.

SENATOR HARTSELL: Next, one thing I want
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to mention is, in looking at your presentation--you
mentioned Opportunity North Carolina. Without
getting into any of those things and being
critical, I want to just simply say thank you again
for finally initiating this project or this
initiative, which, as Ms. Pickett over there knows,
we've been trying to get implemented by a series of
legislation and others for at least now--we're
going into the eighth year and we finally have 1it.

And I want to simply say thanks, because
I'm fully convinced that the best way to get people
back to work is to provide them the experience
necessary and to help the employers who coordinate
this. And I'm glad we've started it, and I think
it's well overdue, as I think some of these others
are.

But let me go back--and I want to thank
you again--and also the appointment of Roger
Shackleford on the workforce piece. And I have to
go back and--to the circumstances surrounding the
closure of Pillowtex. And the efforts that were
undertaken by, actually, Employment Security and
Department of Commerce in dealing with that very,
very significant issue were herculean and done very

well. And I'm glad to see that this coordination
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may be able to utilize again only however--eight
years later. But thank you again.

There is in--as I understand it, in the
Employment Security Strategic Plan for 'll through
'15, there's a provision to provide high-gquality--
one of the goals is to provide high-quality
services that meet federal standards and exceed
customer expectations. But--and I know that
there's this major interplay between employment--
former Employment Security and the Department of
Labor, a fact which I've had to deal with--there
are others of us who've had to deal with it with
some substitute teachers and some of these
qualifications and whether they apply or not. And
it's been a rather frustrating experience in having
to go through a couple of pieces of legislation on
something, anyway.

But my question is: I assume, when the
Department of Labor adopts these standards or you
have to--you're looking to do that, could you
provide us with the performance-level evaluations
over time, over the last, say, eight to 10 years,
of the Department of Labor--what their evaluations
were of local Employment Security with information

regarding the claims process, appeals,
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overpayments, tax-fraud recovery? Are there--are
there such evaluations? And if so, can you provide
them?

ASSISTANT SECRETARY HOLMES: Yes, there
are evaluations, and we can provide them.

SENATOR HARTSELL: And in so doing, if
you would advise us also of Department of Labor's
analysis of what the standard is for the wvarious
states, as applied, I mean, because--so that we can
compare ourselves apples and--apples and oranges
and oranges and that sort of thing if we might.

And this is switching subjects a little
bit, Mr. Chairman.

CO-CHAIRMAN RUCHO: Follow-up?

SENATOR HARTSELL: And Secretary Crisco
mentioned a moment ago that the merger was going to
result in the target of roughly 300,000 a year in
savings. Can you provide us with a detailed
breakdown--or can the Secretary--with a breakdown
of positions and items that constitute those
savings?

SECRETARY CRISCO: We can.

SENATOR HARTSELL: COkay.

SECRETARY CRISCO: We will.

SENATOR HARTSELL: Okay. And I'm not
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sure whether this is appropriate for you, Ms.
Holmes, or the Secretary, but in December, the
Secretary advised new leadership appointments for
local Employment Security offices and other Labor
Market Information. Can you tell us of what--of
that roughly 300,000, what cost savings or
improvements come from these modifications, 1f you
know? Or do you--could you provide us with a--with
that information?

SECRETARY CRISCO: I think the best
approach is to give you a detailed response--

CO-CHAIRMAN RUCHO: Can you press the
button and identify yourself, Mr. Secretary?

SECRETARY CRISCO: All right. Keith
Crisco, Secretary. I think the best approach is to
let us give you a complete report on that,
including local--how's this?

CO-CHAIRMAN HOWARD: That's good.

SECRETARY CRISCO: Thank you. I just got
a course. I think the best approach is to let us
do a complete~--give you a complete report on the
savings in detail, including the local--if you need
local--

SENATOR HARTSELL: Okay.

SECRETARY CRISCO: -—and statewide.
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SENATOR HARTSELL: Follow-up--

CO-CHAIRMAN RUCHO: Follow-up?

SENATOR HARTSELL: --relating to that.

CO-CHAIRMAN RUCHO: Yes, sir.

SENATOR HARTSELL: Is Commerce, Mr.
Secretary, Madam Assistant Secretary, looking at
ways to merge finance and personnel functions of
the two agencies for cost savings?

SECRETARY CRISCO: Both effectiveness and
cost savings.

SENATOR HARTSELL: Okay.

CO-CHAIRMAN RUCHO: All set, Senator
Hartsell?

SENATOR HARTSELL: Yeah, I got--

CO-CHAIRMAN RUCHO: OQOkay.

SENATOR HARTSELL: --just a couple more.

CO-CHAIRMAN RUCHO: Oh, I'm sorry. Okay.

SENATOR HARTSELL: You'wve—--Madam
Secretary, you've spoken about the reserve fund
which has been used to pay that interest payment
was done recently. That fund, as I understand it,
has been used in the past to supplement local
Employment Security office expenses. I--that's my
understanding from some other indications. With

the money in that fund now being used to--for
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interest on the debt, will the local Employment
Security offices be impacted?

ASSTSTANT SECRETARY HOLMES: Senator, no,
it's my understanding that they won't be impacted.

SENATOR HARTSELL: Okay. And so I assume
that means there'll be no request--or will there be
a request for a general fund--from the general fund
for the agency relating to the local offices? Do
we have any?

ASSISTANT SECRETARY HOLMES: We don't
anticipate--

SENATOR HARTSELL: That--

ASSISTANT SECRETARY HOLMES: We don't
anticipate that.

SENATOR HARTSELL: Okay. I think that
it's for me.

CO-CHAIRMAN RUCHO: Briefly. Thank you.
Representative Starnes?

REPRESENTATIVE STARNES: Thank you, Mr.
Chairman. Let me ask you a couple of questions,
but I'll follow up on what Senator Hartsell said on
the reserve fund.

You anticipate using the money from the
reserve fund to make the interest payments, which

will be due in September.
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ASSISTANT SECRETARY HOLMES: Correct.

REPRESENTATIVE STARNES: How much money
is in your reserve fund currently?

ASSISTANT SECRETARY HOLMES: About 70--
it's at 70 million? I'm looking back at Kevin
Carlson. About $70 million today.

REPRESENTATIVE STARNES: And the--and the
interest payment that's due in September is about
70 million?

ASSISTANT SECRETARY HOLMES: It will be
determined closer to the time. We can't say today
what the interest payment's going to be, but we
believe that we--that the--what's in the reserve
fund will be adequate to pay the interest.

REPRESENTATIVE STARNES: And the reserve
fund is set up so that--so that it will continue to
accumulate from now till that payment is made in
September, or is that fund static?

ASSISTANT SECRETARY HOLMES: No, it's set
up to continue to pay.

REPRESENTATIVE STARNES: So, you don't
know how much money comes into the fund every
month?

ASSISTANT SECRETARY HOLMES: I don't

know, but I'm looking at someone back there who
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does know.

CO-CHAIRMAN RUCHO: Yes.

ASSISTANT SECRETARY HOLMES: Senator?

CO-CHAIRMAN RUCHO: Would you come to the
microphone and identify yourself, if you have an
answer to that question, please.

MR. CARLSON: My name is Kevin Carlson,
and I'm the chief financial officer for Division of
Employment Security.

The state reserve fund is--the taxes on
the state reserve fund are collected on a quarterly
basis, and last year, it generated roughly $180
million. And so that will continue to generate
roughly $180 million, given our current tax
structures.

REPRESENTATIVE STARNES: So—-

CO-CHAIRMAN RUCHO: Senator--okay.

REPRESENTATIVE STARNES: So, the balance
in the fund currently, after the payment in
September, is about a hundred million, or 180
million?

MR. CARLSON: No, sir. After the
September payment of $78 million, we began to
continue to accrue, and we currently have roughly

$70 million in the fund, and we will continue to
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accrue between now and September of 2012. Excuse
me.

CO-CHAIRMAN RUCHO: Follow-up?
REPRESENTATIVE STARNES: I want to go in
a different direction.

CO-CHAIRMAN RUCHO: Okay. Thank you,

sir.

REPRESENTATIVE STARNES: Thank you for
that.

CO-CHATRMAN RUCHO: Appreciate you
coming.

REPRESENTATIVE STARNES: Now, when we're
talking about the trust-fund balance--and of
course, we're in negative reserves right now--does
the federal government set a target that we need to
maintain for our trust fund, or is this a target
that we set in North Carolina?

ASSISTANT SECRETARY HOLMES: As T
understand, U.S. DOL works with us. And I think I
mentioned when we--when I was talking to Senator
McKissick about some of the policy discussions that
are going on right now. I think, going forward,
U.S. DOL is looking more toward making more-
prescriptive recommendations about what we ought to

have in our fund. But I think currently it's left
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to the states to put--to pass laws to make sure
that our fund remains solvent.

REPRESENTATIVE STARNES: So, just looking
at the charts that you had provided on the trust-
fund balance, I guess historically we're, what, at
one and a half billion dollars in our trust fund?
Or does the Department have a target level that--
under--in--under normal employment that they set?

CO-CHAIRMAN RUCHO: Yes. Again, please,
identify yourself when you come to the podium.

MR. CARLSON: Kevin Carlson, chief
financial officer for Division of Employment
Security.

To answer your question, there is not a
target. However, the U.S. DOL has issued a--
federal regulations. They are not coded into law
yet. But the federal regulations are stipulating
that states--in order to borrow from--Title XII of
the Social Security Act--in order to borrow from
the federal government, going forward, if these
regulations are implemented, and allow a state to
borrow interest-free, then you will have to have a
certain targeted-figure balance in your trust fund.

So, yes, there is a suggested targeted

balance that you should get to in order to be able
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to borrow from the federal government interest-
free.

ASSISTANT SECRETARY HOLMES: And I think
I had mentioned that. Going forward, there--I
think they call it a average high-cost multiple.

MR. CARLSON: That's correct.

ASSISTANT SECRETARY HOLMES: And it has
to be at a certain level going forward.

MR. CARLSON: It takes into your three
highest year--the average of your three highest
years over a period of time.

REPRESENTATIVE STARNES: And what do you
anticipate the target level to be for North
Carolina-?

MR. CARLSON: Based upon our last three
years, I would recommend roughly 2.5 billion.

REPRESENTATIVE STARNES: Okay. That'll
be more than we historically budgeted, then.

And you talked about the employers' rate
will increase--or there'll be a forced rate
increase to the employers by the federal
government. It was two years after this targeted--
when--

ASSISTANT SECRETARY HOLMES: Correct.

REPRESENTATIVE STARNES: When did--has
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that kicked in now, or when will it--

ASSISTANT SECRETARY HOLMES: Started in--

REPRESENTATIVE STARNES: --kick in?

ASSISTANT SECRETARY HOLMES: Started this
January.

REPRESENTATIVE STARNES: The higher rate
is in effect now.

ASSISTANT SECRETARY HOLMES: Yes.

REPRESENTATIVE STARNES: Will that rate
gradually go up until the loan is repaid?

ASSISTANT SECRETARY HOLMES: Yes.

REPRESENTATIVE STARNES: And will the
rate remain high until we reach the two-and-a-half-
billion-dollar target?

CO~-CHAIRMAN RUCHO: Yes, sir, you can
answer that question.

MR. CARLSON: The rate will go back down
as soon as the loan is repaid.

REPRESENTATIVE STARNES: Okay. So, the
federal government will require us to maintain a
target, but they will not require us to maintain a
higher rate until the target is reached?

MR. CARLSON: That is correct. On the
FUTA tax increase, the FUTA tax increase is only as

long as you borrow. Once the borrowing goes down,
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then that .3-percent increase will go back down to
the normal FUTA tax rate of .6 percent.

REPRESENTATIVE STARNES: And under the
current scenario, how long will it take us to pay
off the loans that we have?

MR. CARLSON: We have not looked at or
estimated that at this point in time.

REPRESENTATIVE STARNES: Okay. I'd like
to change directions one other time.

CO-CHAIRMAN RUCHO: Follow-up question?

REPRESENTATIVE STARNES: Well, I was a
little bit curious about some of the things that we
read about the early release or the misuse of the
unemployment data that comes from the Bureau of
Labor Statistics. How does your office receive
this? Does it come by e-mail, or fax, or do you
get a overnight package the day before it's
released? How do you receive the information?

ASSISTANT SECRETARY HOLMES: No, it--
Representative Starnes, I'm really not sure. I
suspect it's principally by e-mail, by some sort of
secure e-mail. I can certainly find that out. I
hadn't thought about that gquestion, but I suspect
that it comes by e-mail from BLS.

As I mentioned in my comments, there's a
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Web-based application that our--that the people who
do this work that--it's a model that they're
involved in. So, I'm assuming some of that is Web-
based.

REPRESENTATIVE STARNES: But you receive
the information. It comes to you as the head of
the Employment Security Commission, the
unemployment rate, when it comes down from the--

ASSISTANT SECRETARY HOLMES: The--

REPRESENTATIVE STARNES: —--Bureau of
Labor Statistics?

ASSISTANT SECRETARY HOLMES: Not
immediately. Not immediately. It does not come to
the head of the agency. Immediately, it goes to
those people within the Labor Market Information
Unit who do the actual work with BLS.

REPRESENTATIVE STARNES: Well, what would
be the flow chart? When the--when the statistics
come out of Washington, who gets it first?

ASSISTANT SECRETARY HOLMES: The unit
that gets it first--and then of course, we're
moving the boxes around, but it would be the Labor
Market Information Unit. Each state has what's
called an employment-statistics director. That

person is currently Dr. Betty McGrath, at the
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Division of Employment Security, or now in the new
policy group. She and her team work with that data
with BLS. So, that's the initial flow.

Once the estimates are done, once the
final estimates are done, then I do get a copy of
it as the head of the--head of the Division. But
before that, I do not.

REPRESENTATIVE STARNES: So, when--by the
time you get the statistics, it's not coming
directly to you from Washington; it's coming from
someone that's under you?

ASSISTANT SECRETARY HOLMES: Yes.

REPRESENTATIVE STARNES: So, the
information flows up rather than down.

ASSISTANT SECRETARY HOLMES: Correct.

CO-CHATRMAN RUCHO: Representative--
excuse me; I'm sorry. No, I've got Representative
Folwell had a guestion.

REPRESENTATIVE FOLWELL: Thank you, Mr.
Chairman and members of the Committee. Just a
brief, quick question: Do you recognize this
unemployment credit card that people--

ASSISTANT SECRETARY HOLMES: Debit card?

REPRESENTATIVE FOLWELL: ~-—-people

receive?
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ASSISTANT SECRETARY HOLMES: The debit

card?
REPRESENTATIVE FOLWELL: Yes.
ASSISTANT SECRETARY HOLMES: Yes.
REPRESENTATIVE FOLWELL: Okay. And
follow-up?

CO-CHAIRMAN RUCHO: Follow-up?

REPRESENTATIVE FOLWELL: And this gets
reloaded every week, based on your ability to
answer four questions either by telephone or on a
computer. Would that be correct?

ASSISTANT SECRETARY HOLMES: I'm really
not sure about that, but I assume so.

REPRESENTATIVE FOLWELL: Okay. So, my
question really goes to Slide Number 16, where you
talk about--excuse me--Page 9. 1In order for people
to continue to get this card loaded, that they have
to prove that every--"sometime"--the word
"sometime"--"during the 4-week period" that they
have to show that they looked for employment. That
was on the slide.

ASSTISTANT SECRETARY HOLMES: Yes.

REPRESENTATIVE FOLWELL: So, my follow-up
question would be: If someone walks into the

Midtown Cafe and asks for an employment application
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and runs out before the person can ever offer them
a job, would that satisfy the requirement to get
this reloaded every week?

ASSISTANT SECRETARY HOLMES: Senator, I
don't know.

REPRESENTATIVE FOLWELL: Okay.

ASSISTANT SECRETARY HOLMES: Based on
that scenario, I don't know.

REPRESENTATIVE FOLWELL: And one last
question, Mr. Chairman.

CO-CHAIRMAN RUCHO: Last question.

REPRESENTATIVE FOLWELL: Thank you.

CO-CHAIRMAN RUCHO: Follow-up.

REPRESENTATIVE FOLWELL: On Slide 9, you
talk about that--the inference of Slide 9 is that
everyone who employs people in North Carolina is
not equally paying into the unemployment-insurance
system. What percentage of people who employ
people in this state are not paying into the system
because of the option they have to opt out of it?
And if everybody was paying who employed people,
wouldn't we be in a lot better shape right now?

ASSISTANT SECRETARY HOLMES: I think the
answer to the second part of your question is, yes,

we'd be in better shape. But I'll have to get back
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to you to find out those exact numbers, the exact
data that you requested.

REPRESENTATIVE FOLWELL: And one small
follow-up, Mr. Chairman.

CO-CHAIRMAN RUCHO: Last follow-up.

REPRESENTATIVE FOLWELL: Thank you.
Secretary Crisco, if a company was thinking about
coming to North Carolina and they saw this huge
burden that we have of $2.6 billion, and knowing
these taxes are going to go up, how does that bring
any level of certainty or comfort to anyone who is
thinking about coming to this state to relocate if
they knew they were going to have to pay into this
system?

SECRETARY CRISCO: Uncertainty is not
attractive to anybody looking at any state. But I
think states are--we need to address it, and if we
can give certainty, I think we can overcome the
issue of having to pay into it. Certainty is more
discouraging than having to pay.

REPRESENTATIVE FOLWELL: Thank you, Mr.
Chairman.

CO-CHAIRMAN RUCHO: Yeah, thank you.
Representative Howard.

CO-CHATRMAN HOWARD: Ms. Holmes, if we






10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

101
could look at--go back to Slide 6. I just want to
be sure that I, for one, understand this process.
We start with "State Benefits.”"™ And that's normal
26 weeks,

ASSISTANT SECRETARY HOLMES: Correct.

CO-CHAIRMAN HOWARD: Now, under the next
category, all the "Federal Benefits," which were
enacted in 2008, is it my understanding that those
are--there's no state dollars that go into these?

ASSISTANT SECRETARY HOLMES: Yes, that's
correct. And it's the federal part? Correct. The
Tier I through--Tiers I through IV, as well as the
100-percent federally funded extended benefits.

CO-CHAIRMAN HOWARD: Okay.

CO-CHAIRMAN RUCHO: Follow-up?

CO-CHAIRMAN HOWARD: There was just--
yeah--yes, thank you, for follow-up. There was
just a number that didn't match. And I'll have to
go through my sheet, here, and--

ASSISTANT SECRETARY HOLMES: A number--

CO-CHAIRMAN HOWARD: -—and find it. But
they--

ASSISTANT SECRETARY HOLMES: Are you
saying a number on this page?

CO-CHAIRMAN HOWARD: No, ma'am. And I'm
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going to have to find it. Don't worry about that.
That if we had paid out--and I'll find it, Mr.
Chairman, and go back to it. But if we had paid
out--yes, it's--maybe I just don't understand it.
Obviously not. Slide 3: We paid 1.4 billion in
regular unemployment. That's my understanding.
Those are state benefits.

ASSISTANT SECRETARY HOLMES: Correct.

CO-CHAIRMAN HOWARD: And then we paid
3.8, which is a difference of $2.4 billion, which
is about what we owe. Explain to me--maybe
privately if it's too complicated--if all of the
extended benefits are federal, then how are we in--
that number just doesn't jibe with me, so perhaps
you could have one of your finance people explain
that to me. I--just doesn't--even later, if you'd
just get back with me.

ASSISTANT SECRETARY HOLMES: We can do
that, because it relates to the tax—--how much taxes
we'd taken out, how much benefits go out--

CO-CHAIRMAN HOWARD: I understand.

ASSISTANT SECRETARY HOLMES: --on a basic
ratio.

CO-CHAIRMAN HOWARD: And then another

follow-up, Mr. Chairman?
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CO-CHAIRMAN RUCHO: Follow-up?

CO-CHAIRMAN HOWARD: On Slide 43, Ms.
Holmes, you gave us four examples of how to
stabilize the fund. But I don't see anything--any
suggestions in regards to benefit adjustments.

Have you looked at those benefit adjustments and
perhaps in comparison with other states, or are we
online with those, or are we out of kilter?

ASSISTANT SECRETARY HOLMES: Well,
Representative Howard, I think I said as we went
through these slides that our internal committee,
the focus really was Jjust on taxes at the time. 1In
the meantime, as you know, Senate Bill 99 was
passed, and we didn't think we needed to duplicate
efforts.

I also mention in here some Tax
Foundation recommendations, as well as we pulled
options from other states. And I think I said, at
the time, that we just looked at taxes, but
obviously, they are--there's a whole range of
options that can be looked at to get at this issue.

CO-CHAIRMAN HOWARD: Okay. Thank you,
ma'am. I look forward to working with you on
getting some numbers from your office that will

perhaps jibe with some things that we need to look
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at in regards to adjustment of benefits.

ASSISTANT SECRETARY HOLMES: Okay.

CO-CHATIRMAN HOWARD: Thank you.

CO-CHATRMAN RUCHO: I had Senator Blue.
He's not here right now. We'll skip him, and we'll
get him coming back. TI've got Senator Hartsell.

SENATOR HARTSELL: Thank you, Mr.
Chairman. Just fairly quickly. It may be
tangential, but I'm not sure. The Workforce
Investment Act funds are--are they block-granted to
the state Department of Commerce for the Workforce
Development boards? Is that the way that works?
I'm not--

ASSISTANT SECRETARY HOLMES: I think so,
yes. 1It's a pass-through, in essence--

SENATOR HARTSELL: Okay.

ASSISTANT SECRETARY HOLMES: --to the--

SENATOR HARTSELL: Are they integrated in
any fashion with unemployment compensation?

ASSISTANT SECRETARY HOLMES: I don't
think so.

SENATOR HARTSELL: Okay. Can we get from
Commerce an explanation or a detailed--I don't
know--outline of how we expend those funds and

where they are expended?
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ASSISTANT SECRETARY HOLMES: The WIA, the
Workforce--

SENATOR HARTSELL: The WIA funds.

ASSISTANT SECRETARY HOLMES: Workforce
Investment Act funds?

SENATOR HARTSELL: Okay.

SECRETARY CRISCO: (Nods affirmatively.)

SENATOR HARTSELL: And final question, I
hope: 1Is there any way in which they're--for these
funding mechanisms, is there any kind of waiver
process that exists, for instance, in other areas
of federal funding where we can go and essentially
create a managed operation that we put together as
opposed to the detailed strings associated with the
federal strings, as it were?

ASSISTANT SECRETARY HOLMES: I don't
know, Senator. But as you mentioned, I've had a
couple of people in my agency who have raised that
same question and really want us to take a look at
that. But we--

SENATOR HARTSELL: Because I have some
vague recollection that the State of Michigan may
have initiated something of that sort. And I think
I read that some--but I'm not sure. And I think

that it may--if we can, that kind of--what in
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effect becomes a managed operation might be
something useful to look into.

CO-CHAIRMAN RUCHO: All set? Okay.
Representative Lewis?

REPRESENTATIVE LEWIS: Thank you, Mr.
Chairman. I've got a few areas I'd like to
explore. And I'll just throw this out there for
the Assistant Secretary or the gentleman in the
back, or whomever can reply to this. I'm very
curious about this 3-percent surcharge, or whatever
the correct terminology is, that you're--that I
understood you to say has now been assessed on
North Carolina employers.

ASSISTANT SECRETARY HOLMES: .3 percent,
yes, sir.

REPRESENTATIVE LEWIS: .37

ASSISTANT SECRETARY HOLMES: Yes.

REPRESENTATIVE LEWIS: Where does that
money go-?

ASSISTANT SECRETARY HOLMES: Let you
answer that.

CO-CHATIRMAN RUCHO: Please identify
yourself again.

MR. CARLSON: Kevin Carlson, chief

financial officer for Division of Employment
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Security.

The FUTA tax itself goes to the federal
government to fund the UI administration grants
themselves, as well as some of the extended federal
programs that we're currently implementing, such as
the UC. The .3-percent increase that we're talking
about is on top of the regular FUTA tax, and it
goes directly to payment of the debt. So, whatever
taxes is collected on that .3 percent will go
directly to pay off whatever portion of the debt we
currently have.

CO-CHAIRMAN RUCHO: Follow-up?

REPRESENTATIVE LEWIS: Yes. So do we
have an idea what that .3 percent should be this
year?

MR. CARLSON: The estimate is about $84
million.

REPRESENTATIVE LEWIS: If I could, Mr.
Chairman, just to go forward, trying to understand
the state reserve fund: We seemed to have talked
around this a couple of times. I believe I've come
to the understanding that a certain percentage--and
I believe it's 20 percent of unemployment insurance
that our employers pay into the state goes into the

state reserve fund. Is that right? Did I say that
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correctly?

MR. CARLSON: Tt's in addition. It's a
20-percent addition.

REPRESENTATIVE LEWIS: Okay. Thank you.
And just to go forward with that, I understood you
to say that that 20--that that fund, that reserve
fund, accumulates about 180 million a year?

MR. CARLSON: That 1is correct.

REPRESENTATIVE LEWIS: Okay. Mr.
Chairman, if I may?

CO-CHAIRMAN RUCHO: Follow-up?

REPRESENTATIVE LEWIS: If we're going
to--and I believe it was Senator Hartsell who
asked--currently, part of that money is being used
to run services through ESC, or DES, but we're now
going to use 70 million to pay interest.

I don't understand if--if we've--if this
money has been sitting there growing, if you will,
at whatever rate per year--and we've obviously used
it for something; it's going somewhere--if we're
now using it--and I believe you said the figure was
76 million that we were going to use to pay
interest--where is that money--where is that--what
hole or pot is that 76 million going to come from?

MR. CARLSON: Sir, the--you are correct.
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In the $180 million that we collected this year,
$78 million was used for the interest payment.
There was $20 million used for the appropriation to
the--19.5 million to the Employment Security
Commission for the operation of the local offices.
The remainder amount of money that is in the state
reserve fund is used to pay benefits, which reduces
the amount of money that we have to borrow from the
federal government.

REPRESENTATIVE LEWIS: So, Mr. Chairman--
and I apologize for not being able to recall the
gentleman's name, but just to be sure, the--it is--
it is the intent of DES to continue to use the 19.5
million, or 19 whatever it was, out of the state
reserve fund to operate the DES field offices.

MR. CARLSON: The consolidation with
Division of Workforce Development and the
Employment Service Division in that consolidation
effort--it will be discussed whether we will need
to have that $19.5 million appropriation again this
year.

CO-CHAIRMAN RUCHO: Follow-up?

REPRESENTATIVE LEWIS: Thank you, Mr.
Chairman. Just a--actually, just a real quick

inquiry, because the curiosity has gotten the best
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of me.

Several of us have asked about--and
you've done a very good job of trying to explain
the--that we have identified how we mispaid--or the
three main reasons that we may have mispaid the 549
million. We've also said that we're going--that
we've begun steps to try to reclaim some of that.
Do you know how much we have reclaimed? And where
does that money go?

ASSISTANT SECRETARY HOLMES: I can get
the actual figure for you, Representative Lewis.
RBut it goes back into our trust fund when we
recover it. And you're looking for how much we
reclaimed over that same three-year period? Is
that your question?

REPRESENTATIVE LEWIS: Yes.

ASSISTANT SECRETARY HOLMES: We can get
that for you.

REPRESENTATIVE LEWIS: Well, just--and
also, Mr. Chairman, we began to discuss this last
time, but we've got the folks here who can answer
this. The very first slide, Slide 2, indicates
that DES has 1900 employees as of November 30th,
2011. I was just curious if we knew what that

figure was for November 30th, 2010.






10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

111

ASSISTANT SECRETARY HOLMES: I can get
that. I don't know the exact number. It was--it
was likely a little higher a year ago, but the
exact number I can get.

REPRESENTATIVE LEWIS: Thank you. And,
Mr. Chair, if I could?

CO-CHAIRMAN RUCHO: Follow-up?

REPRESENTATIVE LEWIS: To the Secretary—--
and I'll preface this by apologizing if I--if it's
just somehow not gotten through my head. I
understood--and wrote down--you to say that there
was $251,216 worth of savings in the 2011-2012
budget, that you had certified that. I was curious
who you had--or how you had certified that.

SECRETARY CRISCO: 1It's dealing with the
state Budget Office and our allocations. It's
payving out--I don't know if my public person's
here--about when it was done, but it--I've been
told it was certified, which means that we
identified it and it is--it will be saved in this
budget. I don't have the details here today.

REPRESENTATIVE LEWIS: So, Mr. Chairman,
if I could.

CO-CHAIRMAN RUCHO: Follow-up? Yes, sir.

REPRESENTATIVE LEWIS: Just to be clear--
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and I--please, this is not intended to be
confrontational, but I--it appears to me that what
you're saying is a lot like the same certification
that I've made with Charles Barkley and Weight
Watchers that I'm going to--that I'm going to lose
weight at some point this year.

SECRETARY CRISCO: I made the same
certification, sir.

REPRESENTATIVE LEWIS: But I've not--but
I've not lost the weight yet.

SECRETARY CRISCO: Well--

REPRESENTATIVE LEWIS: Is that right?

SECRETARY CRISCO: To be fair, you're
right, but the year is not over. So, again, it's
for the year ending June 30th, '12. So, we've
got-—-it's in a--the complete Commerce budget has
many items that--in our certified budget will get
enact--we'll--we've got to balance; that's the law.
When we get down to the end, we'll--I can tell you
an actual number by account. Sitting here, I can
tell you projected items by account.

CO-CHAIRMAN RUCHO: You all set? Okay.
Let's see. Senator McKissick.

SENATOR MCKISSICK: Two points of

concern, and the first is this: I know earlier I
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raised this question about the $700 million that
would have to be paid in over seven years to get
the debt paid down. And if my math's correct, we
would end up paying back 4.9 billion on the 2.6
billion debt. I mean, is that a correct assumption
to reach? Because if that's true on a $2.6 billion
debt, we're paying 2.3 billion in interest. And
I'm trying to make sure my math is right, or maybe
there's some way that--

ASSISTANT SECRETARY HOLMES: We could
probably--

SENATOR MCKISSICK: --somebody could--

ASSISTANT SECRETARY HOLMES: -—-get that
for you.

SENATOR MCKISSICK: Can you reconcile
that for me?

ASSISTANT SECRETARY HOLMES: We can.

SENATOR MCKISSICK: All right. Secondly,
I know there's a lot of concern I've heard
articulated here about mistakenly paid claims. I
hope that when you bring back data to us, that it's
broken into at least two categories, one where
there might have been some active fraud on behalf
of the claimant who is seeking compensation for

benefits they were not entitled to, and a separate
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category for those who were mistakenly paid claims
due to no fault of their own but just due to a
misinterpretation of their eligibility.

Because for those who have committed a
fraud, I want to go through the--I want to go after
them with due diligence and with speed, but for
poor folks who really didn't know that they were
getting overpaid and it was some sort of
interpretation that led to them being paid
mistakenly, I've got concerns about going after
those folks.

And those are not people that I think
necessarily we need to zealously pursue, because
that's something that we should be able to accept
responsibility for and to move on. And I think
that's just a matter of being respectful and
compassionate.

CO-CHAIRMAN RUCHO: Thank you. All
right. I had Representative McComas had a
question. Mr. Chairman?

CO-CHAIRMAN MCCOMAS: Thank you, Mr.
Chairman. Ms. Holmes, do you maintain a database,
or do you know or do you--or perhaps maybe classify
the claimants according to their background,

whether they come from a labor pocl that's
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construed to be a labor shortage?

ASSISTANT SECRETARY HOLMES: I'm not--I
don't know, Representative McComas. I can find
that out. I--could you help me understand--

CO~-CHATRMAN MCCOMAS: Would anybody on
your staff here know?

ASSISTANT SECRETARY HOLMES: I'm looking
back over there. ©No. But that's something we can
certainly find out.

CO-CHAIRMAN MCCOMAS: If you would, I'd
very much appreciate it. Thank you.

CO-CHAIRMAN RUCHO: All right. We're--
I--okay. Representative Lewis.

REPRESENTATIVE LEWIS: Thank you, Mr.
Chairman. 1I'd like to start out by saying a word
of thanks to the Assistant Secretary for trying to
explain how the BLS information comes about.

I'll make a brief comment, in that it
still seems archaic and absurd to me that we make
some--that somehow this entity makes 60,000 phone
calls or contacts to--all across the nation of 114
million households and that that produces some kind
of extrapolation of really accurate data. I can't
help but believe there's not a more efficient way.

But I--be that as it may, as that is our
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system, as that is the accepted way that things are
done, I think it has got to be asked--and we've
kind of danced around and around it a bit. We
talked about--well, just to get to the point: Do
you know if anyone in your department, be it when
it was the ESC or now that it's the DES, provided
information to the executive branch prior to the
agreed-to release date of the BLS information?

ASSTISTANT SECRETARY HOLMES:
Representative, I think we've said earlier that,
yves, the information was provided to the executive
branch, but with the proper restrictions around it;
the data was embargoed. So, it was--it was before
the release date, but it was not published before
the release date.

REPRESENTATIVE LEWIS: Okay. This--if I
may, Mr. Chairman.

CO-CHATIRMAN RUCHO: Yes. Follow-up
question?

REPRESENTATIVE LEWIS: And I'm not
familiar with this. I actually came across it
online, like so much of the stuff that we have to
find out. This investigation, if you will, that is
being conducted by the U.S. House of

Representatives has--to what extent are you or your
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board--or are you or your--the staff that you
supervise involved with that, or have you been
asked to be involved with that?

ASSISTANT SECRETARY HOLMES: We have been
involved to the extent that we have--that it--if
you've seen the letter, you probably saw it online,
from the U.S. Congress. They're looking for any
e-mails, any dealings of--to the extent they're
data requests, we are--we are participating and
cooperating with that.

REPRESENTATIVE LEWIS: Thank you.

CO-CHAIRMAN RUCHO: Okay. All right. No
other questions? I want to finish. I've got just
two quick ones myself, if I may.

Madam Secretary, I think some of the
concerns that many of us have had--and that's with
the--beginning with Senate Bill 99--was to get the
study going to try to get a problem resolved. And
as you've alluded to earlier, in 2009, you called
that a period of insolvency. And I know you say
you came here in August of 2010. Is that correct?

ASSISTANT SECRETARY HOLMES: March of
2010.

CO-CHAIRMAN RUCHO: March of 2010. Okay.

During that period of time--and recognizing the
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insolvency--you have a list of visits that were
made to the General Assembly. It's not you, but
the--your Department. And some of it is under your
time period and some of it is prior to that, where
Chairman Carey was there.

At what point--and I--and I did request
this information along with Senator Berger when we
first found that this $2.5 billion was—--there was a
big hole in the ESC that no one seemed to be
totally aware of. At what point did the ESC
through any of its representatives, Mr. Clegg and
other ones that came to visit here, actually make
recommendations and throw the red flag up that we
have a problem here, and why--and we need to have
these things done to help us not get into the $2.6
billion hole?

ASSISTANT SECRETARY HOLMES: Senator
Rucho, it's my understanding certainly since I've
been here we've attempted to come in and appear
before committees and raise the flag. And as a
matter of fact, I think I mentioned that just a
year ago, as part of this process, Kevin Carlson
came before this Committee.

I also understand that even prior to 2009

there were visits, both formal visits and informal
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visits, to talk about the--raising the red flag
that insolvency was certainly on the--on the
horizon. We did put together that document, that
big stack of information, that we went back to show
many of the times--pretty much formal times--where
we came over.

CO-CHAIRMAN RUCHO: Follow-up question to
you, then: Under that circumstance, you surely may
have said, "Hey, there's a problem here,”" but do
you not think that as the leader of ESC that you
would have come forward either to the Governor's
Office or to the General Assembly leadership or
the--or any of the committees and say, "Folks,
we're in the hole. We need to increase taxes, or
we need to do benefit reductions"? Don't you think
that should have been part of the responsibility of
the ESC, since y'all manage it and therefore the
leader of that should have taken the responsibility
there?

ASSISTANT SECRETARY HOLMES: Oh,
absolutely, I agree. And in fact, I think we did
do that, and had been doing that. We had talked to
the Governor's Office. I think I mentioned our
internal study that we launched shortly after I got

there.
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We've made some recommendations. We've
talked to the Governor's Office. We've come over
here. Maybe the situation as far as you're
concerned is not--has not been as coordinated. But
I think we have at least made some attempts to not
only raise the flag but to talk about the issues
that we think we ought to deal with going forward.

CO-CHAIRMAN RUCHO: The--I guess some of
the concern that many of us had when Senate Bill 99
was put forward was, there really wasn't a
concerted effort to solve this problem once it was
identified, and it only seemed to get worse, month
to month, as we were bleeding.

But, you know, you talk about
communicating with the Governor's Office and maybe
some legislators. You know, in the future, don't
you think it'd be a good idea to be a little bit
forceful in saying, "Hey, folks, we got a problem
here that we need to fix now"?

ASSISTANT SECRETARY HOLMES: I don't
disagree, Senator.

CO-CHAIRMAN RUCHO: Okay. Question.

It's a follow-up gquestion now. In discussion with
the issues dealing with the embargoed information,

there was an article that I read in the paper
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regarding a press conference or event in Asheville,
Buncombe County, where the information was shared
prior to the embargo date in a report by the
governor. Is--are you aware of any of that--excuse
me. Are you aware of any of that activity, and
were you provided any information to that effort?

ASSISTANT SECRETARY HOLMES: Yes, I was
aware. I think Senator Stevens asked that question
earlier. I had--I was aware of that.

CO-CHAIRMAN RUCHO: Okay. Well, seeing
no additional gquestions--oops. Senator--
Representative Starnes.

REPRESENTATIVE STARNES: I apologize.
Just quickly. Has the bleeding stopped, or are we
still borrowing money to pay unemployment
insurance?

ASSISTANT SECRETARY HOLMES: We're still
borrowing.

REPRESENTATIVE STARNES: And at what
rate? How much per month?

ASSISTANT SECRETARY HOLMES: I think
quarterly it's--I'm looking back at Mr. Carlson.

MR. CARLSON: Kevin Ca?lson, Division of
Employment Security.

Currently, the last fiscal year that just
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ended was about $260 million worth of borrowing.
So, our benefit payments are decreasing, and our
taxes have increased, but we are still borrowing at
roughly 260, 250 million dollars right now.

REPRESENTATIVE STARNES: Per quarter?

MR. CARLSON: Per year.

REPRESENTATIVE STARNES: Per year.

MR. CARLSON: Yes.

CO-CHATIRMAN RUCHO: Okay. I see no
additional questions. Anything else you'd like to
say, Ms. Holmes?

ASSISTANT SECRETARY HOLMES: Senator,
thank you for the opportunity to come. And I look
forward to working with you all.

CO-CHAIRMAN RUCHO: Yes, ma'am. Thank
you for being here.

And, ladies and gentlemen, we hope that
we recognize the problem with ESC, and we look
forward to working with the Secretary and Assistant
Secretary to resolve it.

That concludes the meeting. And the next
meeting is scheduled for February lst, 2012. This

meeting is adjourned.

(WHEREUPON, THE MEETING WAS ADJOURNED AT 12:34 P.M.)


















































































































Stat 'nemployment Rate

« BLS Calculates State Estimates
~ Utilizes statistical models to derive estimates

» State staff input monthly claims information and employment estimates
from BLS’s Current Employment Statistics Program

+ BLS statistical models combine current and historical data from
» CPS, CES and State UI Claims information

» BLS provides final estimates including employed, unemployed, Labor
Force and Unemployment Rate to States

« Both Seasonally Adjusted and Not Seasonally Adjusted Estimates
Sub-State Unemployment Rates

-« State staff calculate monthly sub-state estimates utilizing BLS
methods, standards & procedures via BLS application systems.

+~ "Handbook method‘ - Utilizes data from several sources

+« including CPS, CES, State Ul and census,

« State staff use BLS systems and review generated estimates to ensure
accuracy and validity.

» Estimates are sent to BLS for review and approval





























































Questions 5 & 6
Trust Fund

Analysis

























Factors Impacting Trust Fund Solvency

Short recovery period between recessions
 Recession 2002-04

« Recession 2008-10
Increase in the average duration of weeks

Severity of the recession

Tax Laws Changes
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Question 5

Comparison ot North Carolina

With Other States









































































Question 4

Improper Payment

USDOL Report



























































































NORTH CAROLINA GENERAL ASSEMBLY
REVENUE LAWS STUDY COMMITTEE
Wednesday, February 1, 2012
Room 544, Legislative Office Building
9:30 a.m.

The Revenue Laws Study Committee met at 9:30 a.m. on Wednesday, February 1,
2012, in room 544 of the Legislative Office Building. Seventeen members attended the
meeting. The following Senators were present: Senator Blue, Senator Harrington,
Senator Hartsell, Senator McKissick, Senator Rabon, Senator Rucho, Senator Rouzer
and Senator Stevens. The following Representatives were present: Representative
Howard, Representative McComas, Representative Blust, Representative Brubaker,
Representative Carney, Representative Hill, Representative Lewis, Representative
Moffitt, and Representative Starnes. Senator Bob Rucho presided as chair.

Local Privilege License Tax Authority

Christopher McLaughlin, Assistant Professor of Public Law and Government, UNC
School of Government, was recognized. He defined privilege tax, explained how it is a
significant local-level revenue source, and discussed how random the rates are. A copy
of his power point presentation is attached.

Andy Ellen, NC Retail Merchants’ Association's President and General Counsel, was
recognized. He discussed how the privilege license tax has affected business owners
and manufacturers. It is viewed as inequitable and an impediment to business growth
and employment. Mr. Ellen shared an email from Mark Yambor which details Mr.
Yambor’s frustration at the tax. A copy of the email is attached.

Kelli Kukura, League of Municipalities — Director of Government Affairs, was
recognized. She agreed with Mr. Ellen, seeing the need for equitable reform while
keeping business support services provided by municipalities. She explained that
municipalities’ license offices direct businesses on where else in town to go for help with
other licensure and other issues.

Jim Ahler, NC Association of CPAs’ Executive Director, was recognized. He lauded
Mecklenburg County for hiring a firm to study equitable privilege license taxes, but
stated that Charlotte has created a problem for CPAs with vague authority of what it
may tax. A copy of correspondence with Charlotte’s counsel is attached regarding
Charlotte’s authority and definition of who/what is taxable is attached.

Jonathan Tart, an analyst with the Fiscal Research Division, was recognized to further
explain the privilege license tax in the terms of a flat tax versus a tax based on gross
receipts.

Property Tax Valuation of Business Personal Property

Ken Joyner, lecturer in Public Finance and Government, UNC School of Government
was recognized. He provided a brief review of how the government treats property and
appraises it. There are three approaches to value property: cost, income, sales
comparison. All 100 counties use the same method for an equitable process.






Mack McLamb, manager — Carlie C's grocery chain, was recognized. He explained the
problem of trying to value purchases of used, old property with no ability to provide
original owner's purchase receipts and use and maintenance records. These requests
are causing problems and leading to costly appeals. A copy of his statement is
attached.

David Baker, Local Government Division director — Department of Revenue, was
recognized. He reiterated what Ken Joyner stated on the valuation of property and the
issues of appraisal. A copy of his power point presentation is attached.

Property Tax Appeals Process

Cindy Avrette, a staff attorney with the Research Division, was recognized. She
outlined the process of appeals, local all the way up to the court system. She also
explained that similar property is taxed the same regardless of ownership. A copy of
her power point presentation is attached.

Pat Goddard, Johnston County Tax Assessor, was recognized to describe how the
appeals process works on the local level. She provided that 97% of Johnston County’s
settled appeals received some type of relief with an average of 16.3% reduction in
value. A copy of her power point is attached.

David Baker was again recognized. He briefly outlined the NC Property Tax
Commission’s tax appeal process. Janet Shires, legal counsel to the Commission, was
recognized to answer questions.

The meeting adjourned at 11:56 a.m.

Senator Bob Rucho DeAnne Mangum
Presiding Chair Committee Assistant






REVENUE LAWS STUDY COMMITTEE AGENDA

‘ Rep. Julia Howard Rep. Danny McComas Sen. Bob Rucho

Wednesday, February 1, 2012
Room 544, Legislative Office Building
9:30 a.m.

Approval of Minutes from the January 4, 2011 Meeting

~ Local Privilege License Tax Authority

Christopher McLaughlin, Assistant Professor of Public Law and
Government, UNC School of Government

Andy Ellen, President and General Counsel, NC Retail Merchants'
Association

Jim Ahler, Executive Director, NC Association of CPAs

Property Tax Valuation of Business Personal Property

Ken Joyner, Lecturer in Public Finance and Government, UNC School of
Government

Mack McLamb, Manager, Carlie C's grocery store
Jason Wenzel, Counsel, Narron, O'Hale, and Whittington, P.A.

David Baker, Director, Local Government Division, Department of
Revenue

Property Tax Appeals Process

Cindy Avrette, Research Division
Pat Goddard, Johnston County Tax Assessor

David Baker, Director, Local Government Division, Department of
Revenue

Repeal North Carolina Estate Tax

Legislative Proposal, Jonathan Tart, Fiscal Research Division
Edwin McLenaghan, Public Policy Analyst, NC Budget & Tax Center

David Heinen, Director of Public Policy and Advocacy, N.C. Center for
Nonprofits

Adjournment

Next Meeting Date: March 7, 2012
in Room 544, LOB, at 9:30 a.m.
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nCaC'PA NORTH CAROLINA ASSOCIATION OF CERTIFIED PUBLIC ACCOUNTANTS

Connect. Impact. Grow.

September 7, 2011

Ms. Julie Berger, Deputy Director

Mecklenburg County Office of the Tax Collector
700 E. Stonewall St.

Charlotte, North Carolina 28202

Re:  Charlotte Privilege License Tax

Dear Julie:

On August 26, 2011, we received from Thomas E. Powers III, Assistant City Attorney for
the City of Charlotte, a response to the public records requests we had previously submitted
“through counsel to the Mecklenburg County Office of the Tax Collector (the “OTC"), relating to
the OTC's attempt to collect Charlotte’s privilege license tax from certain accounting firms
having offices in Charlotte. We have reviewed with our counsel the documents included in the
response, and want to provide you with our present view of the matter in hopes of facilitating

future discussions. .

states that counties and cities may not levy any license tax on “the business or professions”
taxed under that section. The profession of public accountant is one of the professions taxed
under section 105-41. Specifically, subsection (c) provides that “[e]very person engaged in the
public practice of accounting as a principal, or as a manager of the business of public
accountant, shall pay for such license fifty doliars ($50.00), and in addition shall pay a license of
twelve dollars and fifty cents ($12.50) for each person employed who is engaged in the capacity
of supervising or handling the work of auditing, devising or installing systems of accounts.”

Since the profession of public accountant is taxed under N.C.G.S. § 105-41(c), the imposition of
Charlotte’s privilege license tax on firms engaged in the public practice of accounting would
violate N.C.G.S § 105-41(h) and is therefore not permitted.

‘ As you know, subsection (h) of section 105-41 of the North Carolina General Statutes

We received a copy of the memorandum from Mr. Powers to OTC Director Neal Dixon
dated July 20, 2011, regarding the imposition of privilege license taxes upon businesses and
professions listed under N.C.G.S. 105-41. That memorandum (the “City Attorney’s
Memorandum”) states, without citing authority, that N.C.G.S. § 105-41(h) only prohibits local
governments from “levying privilege license taxes upon any ‘activity’ listed in North Carolina
General Statute §§ 105-41(a), and -41(c)” and that a business or profession that conducts “a
separate ‘activity’ ... cannot shield itself from the levy of a [local privilege license tax].”
However, there is no reference in N.C.G.S. § 105-41(h) to “separate activities” (or “activities” at
all, for that matter). In our view, a firm engaged in the public practice of accounting may not be
subjected to local prnvnlege license tax at all.

‘ Even if Charlotte were permitted to levy its privilege tax on accounting firms that engage
in activities beyond the “public practice of accounting,” we would be surprised to learn that any
of the accounting firms to which the OTC has directed its inquiries engage in any such activities,

1
PO Box 80188, Raleigh, NC 27623-0188 « 3100 Gateway Centre Boulevard, Morrisville, NC 27560-9241
Phone (919) 469-1040 e (800) 722-2836 ¢ Fax (919) 378-2000 ¢ www.ncacpa.org






given the broad scope of the discipline. In our view, any service performed by an accounting
firm that is subject to the oversight or disciplinary authority of the State Board of Certified
Public Accountant Examiners (the “Board”) certainly falls within the scope of the “public practice
of accounting” for this purpose. The Board is an agency of the State of North Carolina. Its
powers and duties include formulating rules for the examination of applicants for CPA licenses,
for the continuing professional education of persons holding CPA licenses, and for report review
and peer review of audits, reviews, compilations, and other reports issued on financial -
information in the public practice of accountancy. The Board is also authorized by statute to
adopt rules of professional ethics and conduct to be observed by certified public accountants in
the state.

We presume from the City Attorney’s memorandum and other materials produced in
response to our records requests that the OTC potentially views “consulting services” as being
outside of the scope of the public practice of accounting. However, we note that the Board has
defined the “public practice of accountancy” to include the performance of certain consuiting or
management advisory services and has issued rules prohibiting certified public accountants
from rendering consulting services unless they comply with the Statements on Standards for
Consulting Services issued by the American Institute of Certified Public Accountants (the
“AICPA"). See 21 N.C.A.C. 08A.0307 and 08N.0304. The AICPA’s Statements on Standards for -
Consulting Services define “consulting services” broadly to include consultations (including the
review of client business plans), advisory services (including the performance of operational
reviews and improvement studies and assistance with strategic planning), implementation
services (including computer system installation and support), transaction services (including
valuation services, analyses of potential mergers and acquisitions, and litigation services),
staffing and other support services (including trusteeship and controllership activities), and
product services (including the sale and delivery of packaged training programs and the sale
and implementation of computer software).

Since the performance of consulting services is regulated by the Board, the performance
of such services by accounting firms falls within the scope of the “public practice of accounting”
for purposes of N.C.G.S. § 105-41(c). Thus, the imposition of local privilege license taxes on
those services is prohibited by N.C.G.S. § 105-41(h).

If the OTC believes accounting firms in Charlotte are performing consulting services that
are outside the scope of the Board's regulatory authority, we would appreciate receiving from
the OTC a description of those services. We assume the OTC is not taking the untenable
‘position that all consulting services performed by accounting firms are subject to Charlotte’s
privilege license tax. If this assumption is correct, the OTC should clarify its position by
describing with some degree of specificity the types of consulting services it believes Charlotte
has the authority to the tax. We expect such a clarification would foster more productive
discussions between the OTC and the NC Association of CPAs (and between the OTC and
individual accounting firms).

Finally, we note that local taxes are required to be uniform under the Constitution of the
State of North Carolina. It seems possible that the OTC’s application of Charlotte’s privilege
license tax ordinances to accounting firms could violate the requirement of uniformity.
However, this would likely depend on the types of services the OTC purports to be subject to
tax, which, as indicated above, remains unclear.






We hope that you will find this letter helpful. We would be happy to meet with the OTC
to discuss this matter further. As you know, the views of the association on this matter are not
necessarily the views of all of the members of the association. However, we are in
communication with our members and are sharing our views. I hope you agree that our role in
communicating with our member firms has been beneficial to you and that you will continue to
delay enforcement efforts with individual firms until we have an opportunity to fully present our
views in a face-to-face meeting with you and others.

Very truly yours,

T. Ahler
Executive Officer

cc: Debbie Lambert, CPA, Chair, NCACPA Board of Directors
Jay Lesemann, Jr., CPA, Chair Elect, NCACPA Board of Directors
Bo Biggs, CPA, Chair, NCACPA Government Relations Committee
Thomas E. Powers 111, Esq., Assistant City Attorney
B. Davis Horne, Jr., Esq., Legal Counsel for the association with Smith, Anderson,
Blount, Dorsett, Mitchell & Jernigan, LLP
Joshua D. Bryant, Esq., Smith, Anderson, Blount, Dorsett, Mitchell & Jernigan, LLP
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APPEALS AT THE LOCAL LEVEL

 How does a citizen know how to appeal?
— Notice on local tax listing forms
— Notice on the county websites
— Notice in the local newspaper

* Board of Equalization and Review Meetings

e Required NCGS 105-105-322 (f) notice of date, hours,
place, and purpose. Published at least 3 times with the
first notice at least 10 days prior to the first meeting.
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APPEALS AT THE LOCAL LEVEL

What can be appealed?

Real estate, personal property, registered motor
vehicles, acceptance of late applications, value,
situs, taxability

Real estate is appealed in April when the Board of
Equalization and Review meets

Personal property values can be appealed within
30 days of the tax notice(bill)

Registered motor vehicle values can be appealed
within 30 days of the tax notice (bill)
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APPEALS AT THE LOCAL LEVEL

* How does a citizen appeal at the local level?

— Contact the local tax office and request an appeal
form

— Provide documentation to the tax office that
demonstrates why the value is incorrect

— Request the tax office review the property

— Many tax offices handle most of the appeals at
this “informal” level without going to the Board of
Equalization and Review
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APPEALS AT THE LOCAL LEVEL

If the informal appeal does not get the desired
result from the tax office?

Appeal to the Board of Equalization and Review

The Board of E and R can be elected county
commissioners or a special board appointed by
the county commissioners

County Commissioners decide membership,
qualifications, terms of office, and filling of
vacancies
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APPEALS AT THE LOCAL LEVEL

Board of Equalization and Review hearings are
public meetings

Board members hear testimony/evidence from
the taxpayer and the county tax office

Notices of Decision are mailed on a NCDOR
prescribed form to notify the taxpayer of the
Board Decision

Notices include detailed information on how to
appeal to the state Property Tax Commission
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APPEALS AT THE LOCAL LEVEL

* Appealing at the local level has no required
costs or fees to the taxpayer

e Costs could be incurred by hiring an appraiser,
an attorney, or a real estate professional to
appear and speak at the Board hearing

* Evidence presented at hearings may include
appraisals, comparable sales, pictures of
problems with the property, etc.
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APPEALS AT THE LOCAL LEVEL

* |[n a revaluation year, the Board of E and R
typically hears more appeals than in non-
revaluation years.

* The number of appeals is trending up in non-
revaluation years
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APPEALS AT THE LOCAL LEVEL

e Johnston County Example

« 2010 7t year of revaluation cycle
— 650 real estate appeals

— Many vacant lot value appeals from real estate
developers

* 2011 revaluation year
— 9515 informal appeals
— 1199 withdraw after speaking with tax office
— 4616 no change in value
— 3560 value decreased
— 140 value increased
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APPEALS AT THE LOCAL LEVEL

Johnston County Example

Formal Appeals to the Board of Equalization
and Review 2011 revaluation year

1026 parcels were appealed by submitting an
appeal form

Only 345 taxpayers appeared for hearings

Appealed to the Property Tax Commission 12
appellants with 21 parcels
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APPEALS AT THE LOCAL LEVEL

 When decisions are appealed to the state level
the county attorney or contracted attorney
represents the tax office

e Costs may be incurred by the taxpayer based
on whether or not they appear Pro Se or hire
an attorney

* Property Tax Commission staff acts as the
liaison between the county and the appellants
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APPEALS AT THE LOCAL LEVEL

e Statutes are in place to provide due process
for taxpayers

* Costs for appealing values do vary but can be
very inexpensive to the taxpayer


































































Reappraisals
February 1, 2012
Revenue Laws

David Baker, Director

Local Government Division

N.C. Department of Revenue

919-733-7711
David.baker@dornc.com






Appeal Process

0 Informal Appeals

0 Board of Equalization and Review

0 North Carolina Property Tax Commission






@ Property Tax Commis@@n Appeals
2011-- 1263 appeals filed

Year

2010
2009
2008
2007
2006
2005
2004
2003
2002
2001

Avg.

H
997

1015
912

1114
421
728
614
816
746
564

793

Year
2000
1999
1998
1997
1996
1995
1994
1993

H

431
587
306
507
312
599
719
650

1992 1099

1991

415

563

Year
1990
1989
1988
1987
1986
1985
1984
1983
1982
1981

H
502
379
339
318
342
144
185
365
138
261

297

Year
1980
1979
1978
1977
1976
1975
1974
1973
1972
1971

H
235
109

77
113
131
262
S
89
79
100

125












’roper’ry Commiss?’n Appeals

Total Appeals Resolved since August 2000

Late Filing

No Application for Hearing Filed
Withdrawn By Taxpayer

Settlement Reached Between Parties

Heard by Property Tax Commission

7478
755
2253
1435
2774
261

10.09%
30.13%
19.19%
37.10%

3.49%












@ Settled Ap&als ®

97% of the settled appeals received some type of
relief.

Of the settled appeals there was on average a 16.3%
reduction in value.






Business Personal Property
February 1, 2012
Revenue Laws

David Baker, Director
Local Government Division

N.C. Department of Revenue

919-733-7711
David.baker@dornc.com
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Fair Market Value

N.C.G.S. 105-283: Requires “true value in
money”

Three approaches to value:
Cost Approach

Sales Approach
Income Approach






The nties use the cost approacl‘ appraise business personal‘
property, and in using the cost app™&ch, the appraiser must
determine four critical elements:

1. The original (historical) installed cost

2. The current replacement cost new (RCN)
3. The useful economic life of the property
4. The loss in value (Depreciation)

Trend the historical cost to reach today's cost.

Example: original cost of $10,000 in 2008, trend factor determined
to be 1.06 (2% increase each year). 2011 RCN would be $10,000 x
1.06 = 10,600.

If the property has a 10-year life and is four years old the amount
of depreciation is 40% or $4,240.00 and the value would be
$10,600 - $4,240 = $6,360.






® Historical vs.®llocated @
Costs |
* Historical cost is the cost of the
property when it was first placed into
service by its original owner

* Allocated cost or Acquisition cost is
the price paid for an asset when
acquired by the present owner






ONC Department @ Revenue’s
Recommendation and General Rule

* The cost figures reported should be
historical cost, that is the original cost of
an item when first purchased, even if it
was first purchased by someone other
than the current owner.






Any time the new book cost is substantially more or less than the
previous year's appraisal, the appraiser should ask why. In these
situations the following questions should be asked:

1. Does the price paid represent fair market value?

. Were all of the assets purchased from the prior owner?

. Have any of the assets been sold by the new owner since the
purchase?

Were the reported costs of the prior owner ever audited?
What is the purchase price allocation based on?

Was an appraisal made of the property prior to the sale?
Was an appraisal made of the property after the sale?

How many business locations were involved in the purchase?

w N

0N O A






® Amp Incv. Guil®rd County ®
NC Supreme Court, 287 NC 547 (1975)

* “In this State there is no statutory
authority that permits the county tax
supervisor, as a per se rule, to equate
“book value” with true value in money as
a uniform measure of assessment for
purposes of ad valorem tax valuation.”






@ Edwards Valves, In@V- Wake Co,, O
117 NC App. 484, 493, 451 S.E. 2d 641, 647
(1995)

* The Court of Appeals held that the tax was
illegal when the assessment methodology
was based upon:

“an improper distinction between taxpayers
who owned the same class of property, self
created intangibles, that have been sold and
similar intangibles that have not been sold.”






























O
Daycare Example

e Total Historical Costs: $102,917
e 2007 Value: S 34,172

* 2008 New purchases Price: $449,140

— Allocation as follows:
« Data Handling Equipment: $156,140
e Furniture: $150,000
* Good Will $143,000

* 2008 Value: S275,526






O
Appraisal Question

Starting Point — DOR recommendation
Recognized by the courts

Other States have the same practice.
Does it work?

When to go away from it?

Current Practice works most of the time

Property owners and County Assessors work
together to reach “fair market value”






m CITY OF CHARLOTTE

— OFFICE OF THE CITY ATTORNEY
.ARLOTTESM

North Carolina Association of CPAs
C/O Jim Ahler, Chief Executive Officer
3100 Gateway Centre Boulevard
Morrisville, NC 27560

December 22, 2011

Mr. Ahler,

The question before the Mecklenburg County Tax Office (“Tax Collector”) and the City of
Charlotte (“City”) is whether CPA firms can perform consulting services and continue to be
exempt under North Carolina General Statutes § 105-41?

After reviewing materials submitted by your organization and gathering additional information,
the City and the Tax Collector conclude that CPA firms may perform consulting services and
continue to be exempt under North Carolina General Statutes § 105-41 from the City’s privilege
license tax.

Yet, a business must meet all of the following requirements to fall within the state exemption
under North Carolina General Statutes § 105-41:

. (i) BeaCPA firm; and,

(i) Be registered with the North Carolina State Board of CPA Examiners as a CPA firm
pursuant to 21 N.C.A.C. 08 et seq.; and,

(iii) Be registered with the North Carolina Secretary of State as an accounting or consulting
services type of business.

However, if a business fails to satisfy all of the aforementioned requirements, then the state
exemption under North Carolina General Statutes § 105-41 would not prevent the City from
levying its privilege license tax upon that business.

If you have further questions, then you or your counsel may contact me at your convenience to
discuss.

Respectfully,

%@5- @mﬂ

Thomas E. Powers III
Assistant City Attorney

Joshua D. Bryant, Smith Anderson, Blount, Dorsett, Mitchell & Jermgan L.LP

. CC: Neal Dixon, Mecklenburg County Tax Collector
Dave Horne, Smith Anderson, Blount, Dorsett, Mitchell & Jernigan, L.L.P

www.charlottenc.gov | 600 East Fourth Street | Charlotte, NC 28202 | PH: 704.336.2254 | FAX: 704.336.8022






INSTRUCTIONS ~ Listings due By January 31,

Commonly Asked Questions

must fite a listing, and what do 1 list?

dividual(s} or business(es) owning or possessing personal property used or
ted with a business or other income preducing purpose onJanuary 1. Temporary

nce of personal property from the place at which it is normaily taxabla shatl not affect
this rule. For example, a lawn tractor used for personat use, to mow the lawn al your home
is not listed. However, a lawn tractor used as part of a landscaping business in this county
must be listed if the lawn tractor is nommally in this county, even if it happens to bs in
another stale o¢ county on January 1,

NCGS §105-308 reads that .."any person whose dulgeildis to list any property who willfuit
fails or refuses to list the same within the ime prescribed by law shall be guilty of a Class
misdemeanor. The failure lo list shall be prima facie evidence that the failure was wiliful.*
A class 2 misdemaanor is punishable by imprsonment of up to 60 days.

When and where to list?
They must be filed with the County Tax

Depariment, DO NOT FI{_E THIS FORMWITH THE NORTH CAROLINA DEPARTMENT
OF REVENUE. This form will nct be accepted by the NC Department of Revenuse.

A list of county lax office addresses can be found at the NC Department of Revenue’s
Website. http:#waww.dor.state.nc.us/putlications/property.html

As required by state law, lale lislings will receive a penally, Anexlension of time to list may
Se ob!ain;d by sending a written request showing “good cause™ lo the County Assessor by
envary 31.

How do | list? ~ Three important rules:

(1) Read thesa INSTRUCTICNS for each schedule or group. Contact your county tax office
if need additional clarification.

(Zéj:f"a Scheduls or Group does not apply to you, indicate s0 on the listing form, DO NOT
LEAVE A SECTION BLANK, DO NOT WRITE “SAME AS LAST YEAR®, A lisling form
mal e rejected for these reasons and coutd resuit Ia late listing ganalties.

{3) Listings must be filed based on the tax district where the property is physically located.
you have raceived multiple fisting forms, each form must be completed separately.

INFORMATION SECTION

Complete all sections at the top of the form, whether or not they are specifically addressed
inthese INSTRUCTIONS. Attach additional sheets if necessary.

{1) Other N.C. Counlies where personal property is located: If your business has property
normally localed in other counties, list those countles here.

Contact person for audil: in case the county tax office needs addilional information, or
ify the information listed, list the person to bs contacted here.

ysical address: Please note hare the localion of the propery, The actual physical
n may be different from the mailin\%address. Post Office Boxas are not acceptable.
incipal Business in Ihis County: What does the listed business do? For example:
cco Farmer, Manufacture electrical appliances, Laundromal, Restaurant. The SIC or
NAICS code may help describe this information, if you do not know the SIC or NAICS
code, please writa "unknown’.

{5 Complate other requested business information, Make any address changes.

6) If out of business; If the business we have sent this form to has clased, compiste lhis
section and attach any additional information regarding the sale of the properdy.

Schedule A

The year acquired column: The rows which begin "2011" are the rows in which you report
property acquired during the calendar year 2011. Other years follow the same format.

Schedule A is divided into eight (8) graups. Each is addressed below. Some countles may
have the column "Prior Years Cast” pre-printed. This columa should contain the cost
information from last year's listing. If it does not, please complete this column, referrin
back 1o your last year's listing. List under "Current Year's Cost” the 100% cost of alt
depreciable personal property in your possession on January 1. Include all fully
depraciated assels as well. Round amounts {o the nearest dollar, Use the "Additions™ and
"Delelions™ column lo explain changos from “Prior Yr, Cost" to "Current Yr. Cost", The
*Piior Year's Cost" plus "Additions™ minus "Celetions” should equal "Current Years Cost® If
there are any addilions and/or deletions, please nole those under schedule G, Acquisitions
and Disposals Detail. If the detetionis a iransferred or paid out lease, pleass nolg:lhis. and
to whom the property was tansferred.

ﬁ;oj_'[ « Note that the cost information you provide must include aH costs associated with
@ acquisition as well as the costs associated with bringing that property into operation.
Thess cosis may include, but are not limited to invoice cost, irade-in allowances, freight,
Installation costs, sales tax, expensed costs, and construction period interesl.

The cost figures reported should be historical cost, that is the onginal cost of anitem when
first purchased, even if it was first purchased by someone other than the current owner. For
example, you, the current owner, may have purchased equipment in 2003 for $100, bul (he
Individuat you purchased the equipment from ecquired ihe equipment in 1998 for $1000.
You, the current owner, should report the property as acquired in 1998 for $1000.

P;o;fer? should be reported at its actual historical installed cost IF at the retail level of

trade. For example, a manufacturer of computers can make a certain mode) for $1000 total

cost. itis typically available to any retail customer for $2000. If the manufacturer yses the

model for business purposes, he should report the computer at it's cost at the retail Jevel of

trade, which Is $2000, not the $1000 it actually cost the manufacturer. Leasing companies

st list property they lease at the relail trade level, sven if their aclual cost is at the
acturer or wholesaler level of lrade.

Group (1) MACHINERY & EQUIPMENT

This is the group usedfor reporting the cost of all machinery and equipment. This includes
all store equipmant, manufacturing equipment, production lines (hi-tech or low-tech), as
well as warehouse and packaging equipment. List the total cost by year of acquisition,
incluging fully depreciated asssts that are si# connected with the business.

For example, a manufacturer of lexiiles purchased a knitting machine in Octobar 2006 for
$10,000. The sales tax was $200, shipping charges were $200, and installation costs were

§200. The total cost that the manufacturer should report is $10,600, if thare were no other
costs incurred. The $10,600 should be added in group (1) to the 2006 current ysar's cost
column.

Group (2) Construction In Progress (CIP)

CIP is business personal propedy which is under construction on Janvary 1. The
accountant will typically not capitalize the assets under construction until all of the costs
associated with the assel are known. In the interim period, the accountant will typically
meintain the costs of the asset in @ CIP account, The total of this account represents
investment in personal property, and is to be lisled with the other capital assels of the
business during the listing period. Listin detail. If you have no CIP, write "none™.

Group (3) Otfice Furniture & Fixtures

This group is for reporting the costs of ail furniture & fixtures and smalt office machines
used in the business operation. This includes, but is not limited o, fe cablnets, desks,
chalrs, adding machines, cunains, blinds, ceiling fans, window air condilioners, lelephones,
intercom systems, and burglar alarm syslems.

Group (4) Computer Equipment

This group Is for reporting the costs of non-production computers & peripherals, This
Includes, bul Is not limited 1o, personal computers, midrangs, or mainframes, as welf as the
monitors, printers, scanners, magnetic storage devices, cables, & other peripherals
associaled with those computers. This category also inclides software that is capitalized
and purchased from an unrelaled business entity. This %ggg not_include high tech
squipment such as proprietary computerized point of sale equipment or high tech medical
equipment, or compuler controlled equipment, or the high-tech computer componants that
control the equipment. This type of equipment would be included in Group {1) or “other”,

Group (5) Improvements to Leased Property

This group includes improvements made by or for tha business lo real progarty leased or
used by the business, The improvements may or may not be intended to remain in place at
the end of the lease, bul they must still be listed by the business unless it has been
determined that the improvements will be appraised as reai property by the county for this
lax year. Contact the appropriate county to determine if you question wheiher these
improvements wiil be appraised as real property for this tax year. If you have made no
Improvements 1o leased gﬁper;y write "none”. Do not include in this group any Store
Equipment- Group (1) or Office Furniture and Fixtures-Group (3).

Group (6} Expensed items

This group Is for reporting any assets which would typically be capilatized, but due to the
business’ capitalization threshold, they have been expensed. Seclion 179 expenseditems
shauld be Included in the a&p(g‘pdala group $1) through (4). Fillin the blank which asks for
your business® "Capitalization Threshold.™ I you have no expensed items wrile "none”,

Group (7) Supplies

Almost all busingsses have supplies. These Include normal business operaling supplies.
List the cost on hand as of January 1. Remember, the temporary absence of property on
January 1 does not mean it shoukd nol be listed if that property is ngnmabé present.
Suppiies that are immedialely consumed in the manufactuning process of Inat become a
part of the property being sold, such as packaging malerials, or raw matenals, for a
menufaclurer, do not have to ba listed. Even though inventory is exempt, supplies are not.
Even if a business carrles supplies in an inventory account, lhey remain taxatle.

Group (8) Other

This group will not be used unlass instructed by authorized county tax personna.

SCHEDULE B VEHICULAR EQUIPMENT - ATTACH ADDITIONAL SCHEOULES IF
NECESSARY

Motor Vehicles registered with the NC Department of Motor Vehicles as of January 1

do not have to ba listed. Please answer the questions on the form to determine If you

should complete and altach separate schedulss B-1 for certain other vehicies, B-2 for

leatercraft or Watercraft englnes, B-3 for Mobile Homes or Moblie Offices, or B4 for
rcraft,

SCHEDULE C PROPERTY IN YOUR POSSESSION, BUT OWNED BY OTHERS

If on January 1, you have in your possession any business machines, machinery, furniture,
veading equipment, game machines, postage meters, or gny other equipment which is
loaned, leased, or olherwise held and nol owned by you, a complete description and
ownership of the property should be reporied in this section. This information is for office
use only. Assessments will be made lo the ownerlessor. I you have already filed the
January 156th report required byd§105-315, so indicate. If you have none, write "nona" in
this section, If property is held by a lessee under a “capilal leass’ where there is a
conditional sates contract, of if title to the property will transfer at the end of the leasa dus o
a nominal “purchase upen termlnation” fee, then the lessee is respansible for listing under
the apptopnale group.

SCHEDULE D, E, F, G, AND H, please answer the queslions provided on the form to
determing if you need to complete and altach separete schedules E-1, G-1, or H-1 to the
main business personal property listing form.

AFFIRMATION

If the form {8 not signed by an authorized parson, it will be rejec(ed and coukd be subject to
penalties. This section describes who may sign the listing {orm.

Listings submitted by mail shall be deemed 1o be filed as of the date shown on the
postmark affixed by the U.S. Postal Servica. Any other indication of the date mailed (such
as your awn poslaﬂg‘: meter) Is not considered and the listing shall be deemed to be filed
when received in the office of the tax assessor.

Any person who wilthully altempts, or who willfully aids or abets any person to altempt, in
any manner {o evade or defeat the taxes Imposed under this Subchapter {of the Revenue
Laws), whethsr by removal or concealment of property or otherwise, shall be guilty of a
Class 2 misdemeanor. {Punishable by imprisonment up to 8 months)






February 1, 2012

Revenue Study Commission presentation

Carlie C’s of Hope Mills, LLC [“Hope Mills”] and

Carlie C’s of Owen Drive, LLC [“Owen Drive”] (collectively, “Taxpayer”)
Presenters:

Mack McLamb, President of Carlie C’s (parent corporation) and Manager of the
Taxpayer.

Jason W. Wenzel, special counsel for Carlie C’s, Narron, O’Hale & Whittington,
P.A.

Subject of Presentation:

Methodology of conducting business personal property appraisals for county ad
valorem taxes. Specifically, the use of historical cost of personal property assets in
determining taxable values when a new owner has purchased such assets from a
non-related third party in an arm’s length transaction.

Basis for Presentation:

Audit by Cumberland County Tax Administrator of the business personal property
assets owned by the Taxpayer for tax years 2005 to 2010.

The Taxpayer appealed the audit findings to the Board of Equalization and Review,
which affirmed the audit methodology of the county’s tax appraisers. The
Taxpayer has appealed that decision to the Property Tax Committee.






Statutory Authority:

“§ 105-283. Uniform appraisal standards.

All property, real and personal, shall as far as practicable be appraised or valued at
its true value in money. When used in this Subchapter, the words "true value" shall
be interpreted as meaning market value, that is, the price estimated in terms of
money at which the property would change hands between a willing and financially
able buyer and a willing seller, neither being under any compulsion to buy or to sell
and both having reasonable knowledge of all the uses to which the property is
adapted and for which it is capable of being used [emphasis added]. For the
purposes of this section, the acquisition of an interest in land by an entity having the
power of eminent domain with respect to the interest acquired shall not be
considered competent evidence of the true value in money of comparable land.

§ 105-317.1. Appraisal of personal property; elements to be considered.

(a)  Whenever any personal property is appraised it shall be the duty of the
persons making appraisals to consider the following as to each item (or lot of similar
items):

(1) The replacement cost of the property;

(2) The sale price of similar property;

(3) The age of the property;

4) The physical condition of the property;

(5) The productivity of the property;

(6) The remaining life of the property;

(7) The effect of obsolescence on the property;

(8) The economic utility of the property, that is, its usability and adaptability
for industrial, commercial, or other purposes; and

) Any other factor that may affect the value of the property.

(b) In determining the true value of taxable tangible personal property held and
used in connection with the mercantile, manufacturing, producing, processing, or
other business enterprise of any taxpayer, the persons making the appraisal shall
consider any information as reflected by the taxpayer's records and as reported by
the taxpayer to the North Carolina Department of Revenue and to the Internal
Revenue Service for income tax purposes [emphasis added], taking into account the
accuracy of the taxpayer's records, the taxpayer's method of accounting, and the
level of trade at which the taxpayer does business.






Specific Issue for Discussion:

The Taxpayer contends that the instructions for the applicable Business
Personal Property Listing form fails to implement the statutory authority that a tax
administrator is to consider. Per the Instructions to the Business Personal Property
Listing Form, Schedule A, Cost, second paragraph:

“The cost figures reported should be historical cost, that is the original cost of
an item when first purchased, even if it was first purchased by someone other
than the current owner. For example, you, the current owner, may have
purchased equipment in 2003 for $100, but the individual you purchased the
equipment from acquired the equipment in 1998 for $1000. You, the current
owner, should report the property as acquired in 1998 for $1000.”

A copy of the instructions are attached hereto as Exhibit 1, such exhibit being
incorporated fully herein by reference.

Discussion:

Based upon the testimony of the county tax appraisers before the Board of
Equalization and Review that the historical cost basis is the primary characteristic
used for all taxpayers in determining the taxable value of business personal property,
it 1s clear that county tax administrators are putting a disproportionate emphasis on
the historical cost basis, in large part due to the instructions of the Business Personal
Property Listing form.

As highlighted in italics in the Statutory Authority section, above, personal
property is to be taxed at its true value: what a willing buyer would pay a willing
seller. There can be no better evidence of true value that what property actually
sells for. Here, the Taxpayer purchased its business personal property from a
third-party in two separate transactions in 2005.

The Taxpayer, both prior to its appeal to the Board of Equalization and
Review and then as part of such appeal, submitted voluminous information from its
actual purchase of the business personal property in question, to include specifically
but not to be limited to: bills of sale, seller’s certificates, closing statements,
depreciation schedules, and income tax schedules.

Requiring a taxpayer to acquire the “historical cost” of business personal
property from a seller is cumbersome, costly, unreliable, and unduly burdensome.
It is cumbersome because it increases the time and costs associated with negotiating






and closing an open-market deal. It is costly in that the cost reported would be
different that the cost as shown on the taxpayer’s books, thus requiring two different
sets of books and records (one for income tax cost and another for personal tax
listing cost). It is unreliable because a seller may be unwilling or unable to provide
such information to a buyer. It is unduly burdensome in that such information is
neither readily available nor a public record that would allow a prospective buyer the
ability to verify such information independently prior to closing.

Moreover, in the Taxpayer’s case, it was neither aware of nor had access to
the historical cost data going back to 1992 that was being used by the tax
administrator. This information was only made available to the Taxpayer during
the audit. To allow two decade-old information to trump current market data makes
no sense.

Under N.C. Gen. Stat. § 105-322(g)(1)(c), and (d), the Board of Equalization
and Review has the power and duty to:

“(c) Increase or reduce the appraised value of any property that, in the
board’s opinion, has been listed or appraised at a figure that is below or above the
appraisal required by G.S. 105-283...;

(d) Cause to be done whatever else is necessary to make the lists and tax
records comply with the provisions of this Subchapter.”

Requiring a taxpayer to have to appeal a county’s reliance on historical cost
basis because its tax assessors have failed to consider material, relevant, and timely
evidence submitted by such taxpayer, is unreasonable, arbitrary and capricious,
especially in light of the statutorily proscribed uniform appraisal standard (§
105-283) and personal property appraisal elements that are to be considered (§
105-317.1). Furthermore, substantial deference is given by county Boards of
Equalization and Review to the testimony of the county’s tax appraisers, especially
when they can simply reference that they are following the instructions of the
Business Personal Property Listing Form.

Conclusion:

Given the importance that county tax appraisers give to the instructions
associated with the Business Personal Property Listing Form, those instructions
should be revised to reference the statutorily proscribed uniform appraisal standard
(§ 105-283) and personal property appraisal elements that are to be considered (§
105-317.1) to ensure undue weight is not given to historical cost basis.
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Local Privilege License Taxes
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From: Mark Yambor [mailto:markyambor@fairvalue.com]

Sent: Tuesday, January 31, 2012 12:45 PM

To: Bobb.Rucho@ncleg.net; Rep. Julia Howard; Rep. Danny McComas
Cc: Rep. Edgar Starnes

Subject: Revenue Laws - Privilege licenses

My name is Mark Yambor and my wife and |1 am the owner of three {3} independent grocery stores in
Caldwell County, N.C.

Last week, Andy Ellen of the Carolina Retail Merchants Association asked me to come talk to the
Revenue Laws Study Committee about what | feel is the unfair and unjust “Privilege License” taxes that
are being imposed by many municipalities around NC. Unfortunately, due to prior commitments here
and a short notice, | am not able to address your Committee. | would very much like to address the
Committee in March if this subject is still on your agenda.

If you will each allow me a short note however, | would like to share a few thoughts on this subject:
My office store is in Lenoir, NC where the city privilege tax for our store went from $50.00 in 2009 to
nearly $6000.00 in 2010 because, they say, it is now (as of 2010} based on gross sales. This new tax
represents about 5% of the store’s net profits and really hurts us and any small business that is already
struggling in today’s economic climate. Please do not interpret this as we do not want to pay our fair
share. We do and have been, but an increase of more than 100 times of what we were paying in one
year and without any notification is overwhelming. The grocery business is very competitive with very
small margins (national average of less than 1%} and we cannot just “pass on” such a large fee.

We employ over 170 people and would like to hire more and invest more but taxes like this one impede
not only our ability to do so, but also our mind set as to “is it the right climate to do so”.

In 2011, Granite Falls, NC imposed a similar tax with similar fees and results.

Further evidence of why we feel this tax is unfair is the businesses that are exempt from the tax
altogether. These include (although the list varies from city to city) lawyers, banks, doctors, real estate
brokers and agents, trucking companies, telephone companies and others. The list in Lenoir exempts
over 40 businesses.
Thank you for listening and please consider my comments.

Respectfully,
Mark S. Yambor

Owner/Operator
Fairvalue Stores






NORTH CAROLINA GENERAL ASSEMBLY
REVENUE LAWS STUDY COMMITTEE
Wednesday, March 7, 2012
Room 544, Legislative Office Building
9:30 a.m.

The Revenue Laws Study Committee met at 9:30 a.m. on Wednesday, March 7, 2012,
in room 544 of the Legislative Office Building. Fifteen members attended the meeting.
The following Senators were present: Senator Blue, Senator Brunstetter, Senator
Harrington, Senator Hartsell, Senator McKissick, Senator Rucho, and Senator Stevens.
The following Representatives were present: Representative  Alexander,
Representative  Howard, Representative  Blust, Representative  Brubaker,
Representative Hill, Representative Lewis, Representative Moffitt, and Representative
Starnes. Senator Bob Rucho presided as chair.

Approval of the February 1, 2012 meeting minutes

Senator Brunstetter moved to approve the minutes and the motion carried. A copy of
the minutes is attached.

Sales Tax Application Issues

Taxation of Solar Electricity Generating Equipment

Canaan Huie, the Department of Revenue’s general counsel, was recognized to give
examples of various factors in the taxation of solar equipment and each factor's tax
option. He informed the committee that the Department has no specific
recommendations regarding solar taxation. Heather Fennell, a staff attorney with the
Research Division, was recognized to further explain the 2007 Session Senate Bill 3 -
Promote Renewable Energy/Baseload Generation which passed into law. It promoted
the development of renewable energy and energy efficiency in the state through
implementation of a ten percent renewable energy and energy efficiency portfolio
standard. Cindy Avrette, a staff attorney with the Research Division, was recognized.
She explained the expansion of tax code and preferential rates, and how to treat solar
equipment for tax purposes. A copy of Mr. Huie's presentation is attached.

Sales Tax and Performance Contracts

Mr. Huie was recognized to discuss gray areas where transactions involve both tangible
personal property and services. He explained the Department needs guidance on this
issue and has no specific recommendations. A copy of his presentation is attached.

Interpretation of Revenue Laws by Secretary of Revenue

Greg Roney, a staff attorney with the Research Division, was recognized. He explained
that directives are the Department of Revenue’s interpretation of General Statutes. Use
of these directives disallows any authority for appeals. Karen Cochrane-Brown, a staff
attorney with the Research Division, was recognized to answer questions regarding the
Administrative Procedure Act's (APA) oversight process and the ability of citizens to






contest Department of Revenue’s decisions. A copy of Mr. Roney’s power point is
attached.

Chuck Neely, a lobbyist for the Council on State Taxation, had issue of when and how
the Department of Revenue can require separate entity returns. Combined reporting
standards have been set, but the Department’s new directive is still murky, significantly
misstated and undercuts the latest legislation. COST and the Retail Merchants
association sent a letter to the Department about their concerns, but they have not yet
received a response. A copy of the letter is attached.

Andy Ellen, the NC Retail Merchant Association’s president and general counsel, was
recognized. He questioned whether the Department of Revenue should have unilateral
ability to changes directives without going through the APA rulemaking process. He
also requested that Department of Revenue directives meet the definition of a rule as
set forth by the APA.

Canaan Huie, representing the Department of Revenue, stated that the Department is
allowed to interpret laws and that the Secretary of Revenue can change the
interpretation with advanced notice. He said that failure to comply does not necessarily
bring down sanctions and taxpayers’ penalties, since adopting rules takes time and the
Department sometimes needs to act quickly. He reiterated that directives and bulletins
are produced to provide needed guidance to a wide array of taxpayers. A copy of his
power point presentation is attached.

Repeal State Estate Tax

Jonathan Tart, a fiscal analyst with the Fiscal Research Division, was recognized. He
summarized that when it comes to estate taxes, North Carolina currently follows federal
law and mores estates will be impacted after 2013 with the exemption dropping from $5
million to $1 million. Mr. Tart explained a bill draft that would repeal North Carolina's
estate tax. Estates will not see a reduction in the total tax bill. A draft copy of the bill
and the fiscal note is attached.

Alexandra Sirota, NC Budget and Tax Center's director, was recognized. She
explained fiscal issues to consider when making changes to the estate tax. She said
that very few North Carolina estates face any estate tax issues and the tax collectively
is comparable to appropriations for key public investments. A copy of her power point is
attached.

Brian Balfour, Civitas Institute’s director of policy, was recognized. He explained that
the lowered cap will affect more citizens, will not necessarily impact charitable giving,
the tax generates a very small fraction of State revenues, and voters oppose the tax. A
copy of his presentation is attached.

David Heinen, NC Center for Nonprofits’ director of public policy and advocacy, was
recognized. He stated that the fiscal impact on nonprofits may be understated,
contributions vary depending on who passes away and the size of the estates, and that
current private giving has been reduced due to the economy. A copy of his remarks is
attached.






Representative Paul Luebke was recognized. He wondered why provide relief to the
1% at the expense of education, mental health, etc.? He stated that this is not tax
modernization since it does not broaden the base and lower the rate.

The meeting adjourned at 12:01 p.m.

Senator Bob Rucho DeAnne Mangum
Presiding Chair Committee Assistant
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Treatment of Sales/Purchases of Solar
Electricity Equipment

e Sales or use tax generally applies to sales/purchases of
tangible personal property

e Several questions:

e Is solar electricity equipment tangible personal
property?
* Yes.
e Is there an exemption so that the sales or use tax would
not apply?
 Possibly.
« No specific exemption for this type of equipment.

« Is solar electricity equipment subject to tax under Article s5F
(Mill Machinery - 1%/$80 cap)?










































Application to Specific Examples
e New Example D

e Large manufacturing firm (not an electric power company)
purchases solar electricity equipment

e 100% of electricity generated is sold to electric power
company for resale to consumers

e None of the electricity generated by the manufacturing firm
is used directly by the firm

e (Generally this is accomplished by the use of separate meters
for the electricity produced and the electricity consumed.)

e Taxpayer is engaged in business of producing electric power
to be distributed to consumers - Subject to tax under Article
5F and exempt from sales and use taxes












Application to Specific Examples

* New Example F

e Individual purchases solar electricity equipment for
installation on roof of residence

e 100% of electricity generated is used directly by the
residence

e None of the electricity generated by the equipment is
sold to an electric power company or placed on the grid

e Taxpayer is not engaged in business of producing
electric power to be distributed to consumers - sales or
use tax applies


















Possible actions

¢ Department has no specific reccommendation

e No change - continue current interpretation
e Administration issues
e Somewhat confusing to taxpayers
e Tax considerations may drive technical decisions

e Legislation providing guidance to the Department

e Subject all solar electricity equipment to the 1%/$80
privilege tax under Article 5F?

e Clarify that the 1%/$80 privilege tax under 5F applies
only to electric power companies directly engaged in
making sales to consumers?
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Presentation of Issue

* Generally, sales of e Generally, contracts for
tangible personal the provision of services
property are subject to are not subject to sales
sales and use taxes and use taxes

What about gray areas where the transaction involves
both tangible personal property and services?

e [s it the sale of tangible personal property with
installation services?

e [s it a performance contract?






Sale of TPP with Installation

e Tenor of agreement is for sale or purchase of property

e Generally involves sale of specific items or quantities of
tangible personal property

e Vendor will erect or install tangible personal property for
additional charge

e Title to tangible personal property passes to owner (not
contractor) when delivered to site; retailer not liable for loss
or damage due to vandalism, neglect, theft, fire

e Retailer purchases tangible personal property exempt from
tax; charges owner tax on sales price — installation exempt
if separately stated on the invoice at the time of sale (Note:
the owner may instead owe tax under Article 5F if the
property qualifies as mill machinery)






Performance Contract

e Tenor of agreement is for contractor to perform job

e Contractor retains right to control means, method, and manner of
accomplishing the desired result

e Does not provide for sale of specific items or quantities of tangible
personal property; contractor furnishes necessary materials, labor,
and expertise to accomplish job

 Title to materials purchased by contractor passes to and remains
with contractor until job is completed and turned over to (and
accepted by) owner

» Total responsibility for job until it is completed, accepted, and
turned over to owner is'on contractor

e Contractor responsible/liable for accidents or injury at job site; loss
or damage due to vandalism, neglect, theft, fire

e Contractor owes sales or use tax on items purchased for use in
fulfilling contract (Note, the contractor may instead owe tax
under Article sF if the property qualifies as'mill machinery)






























Analysis

* In general, the tenor of the agreement controls

e [sthe “seller” a retailer, a contractor, or a retailer-
contractor?

e For sales tax purposes, “retailer” is defined under G.S.
105-164.3

e There is no specific definition (under statute, rule, or
bulletin) for contractor

e Retailer-contractor is defined by rule and bulletin - it
means a business that engages in some transactions as a
retailer and other transactions as a contractor






Analysis

e If there is doubt, G.S. 105-164.26 provides that it is
presumed:

e That all gross receipts of wholesale merchants and
retailers are subject to the retail sales tax until the
contrary is established by proper records as required in
this Article.

e Specific guidance is given for some industries under
Section 31 of the Sales and Use Tax Technical Bulletins






Cabinetmakers

e 17 NCAC 07B .0803 CABINETMAKERS

e (a) Cabinetmakers who fabricate and sell cabinets to
homeowners, contractors and others for use in this state are
liable for collecting and remitting the applicable statutory
state and local sales or use tax on the sales price of such
property. Any cost of labor or services rendered in installing
or affixing such property when separately stated on sales
invoices given to customers at the time of sale shall not be
included as a part of the sales price.

(b) Cabinetmakers who, pursuant to a construction or
performance-type contract with or for the benefit of the
owner of real property, install or affix tangible personal
roperty, including cabinets, in or to real property are liable
or tax on the cost or purchase price of materials and other
such property used in performing the contract.






Cabinets — Rule of Thumb

* Are cabinets sold without an installation agreement?
e Yes. Treated as a sale of tangible personal property
o Seller collects sales tax on sales price of cabinets

* Are the cabinets a pre-fabricated product that are installed?
e Yes. Treated as a sale of tangible personal property with installation

o Seller collects sales tax on sales price of cabinets, including
installation charges unless separately stated on the invoice at time
of sale

* Are the cabinets designed to suit the specific needs of the client,
to fit specific space requirements, or built on-site?
e Yes. Treated as a performance contract.

o Seller pays sales/use tax on tangible personal property used in the
performance of the contract






Carpet

e Section 31-2 of Technical Bulletins

e General Information

e Sale of Carpet

e Sale and Installation of Carpet
e Performance Contract

e Both Contractors and Retailers May Make Retail Sales
and/or Perform Contracts












Carpet

e Retailer or contractor?

e Does the contract specify an amount of carpet to be sold or
does it specify enough carpet to cover a particular space?

« Isexactly X square feet of carpet sold along with Y number of carpet
tacks and Z amount of adhesive?

 Yes. Treated as a sale of tangible personal property with
installation

« Seller collects sales tax on sales price of tangible personal
property, including installation charges unless separately stated
on the invoice at the time of sale

« Are enough carpet and supplies sold to carpet X square feet -
allowing for some variation or waste due to the shape of the room or
other factors?

« Yes. Treated as a performance contract.

« Seller pays sales/use tax on tangible personal property used in the
performance of the contract


















Possible solutions

e Department does not have a specific recommendation
e Subject all or most services to sales and use tax

e Clarify law around this general area

e Tax the full sales price paid by consumer for permanently affixing
tangible personal property to real estate

» Definitively state that these types of transactions are either
« Sales of tangible personal property with installation
e Performance contracts
o Clarify law with respect to specific types of transactions
that are most common or problematic - cabinets,
countertops, flooring, roofing






Possible solutions

e Adopt specific requirements for certain types of
retailers or contractors

e Sales by certain retailers always considered to be sale of
TPP with installation
o Retailers of a certain size
e Retailers that maintain a showroom and an inventory of goods
e Contracts with a person required to be licensed under a

State board always considered to be a performance
contract












Rulemaking by
Department of Revenue

Revenue Laws Study Committee
March 7, 2012

Greg Roney, Research Division







Overview-Rulemaking in General

O Rulemaking: Process for administrative
agencies to create new rules and meet
Constitutional requirements for notice

O NC Administrative Procedure Act (APA)
m Chapter 150B contains APA

m APA requires fiscal note, publication of proposed
rule, hearing and comment period, and approval
by Rules Review Commission






Rulemaking by Dept of Revenue

O 2 Tracks

m Rulemaking under APA

GS 105-262: “The Secretary . . . may adopt rules”
under GS 150B-1 and Article 2A of Chapter 150B

m Bulletins and Directives

GS 105-264: “When the Secretary interprets a law
by adopting a rule or publishing a bulletin or
directive on the law . . . taxpayers are entitled to rely
upon the interpretation.”







Track 1:Bulletins

0 Technical Bulletins present the administrative
interpretation and application of tax laws

m Corporate, Excise, and Insurance Tax Bulletins
m Individual Income Tax Bulletins
m Sales and Use Tax Technical Bulletins

O Bulletins generally updated annually

O Bulletins reflect tax law changes made by
General Assembly






Track 1: Directives

0O Dairectives 1ssued on as-needed basis
m To set out interpretation of a tax law

m To explain the application of law to stated facts

m To clarify an 1ssue on which the Department has
received numerous questions
O Once 1ssued, Directives are not updated to
reflect changes 1n the law or administrative
interpretation






Track 2: Rules under APA

‘O Dept of Revenue issues rules
0O Not updated annually

O May not reflect current law
0 Rarely used






APA Applied to Dept of Revenue

O Dept. of Revenue 1s exempt from the notice
and hearing requirements - GS 150B-1(d)(4)

O Definition of a rule does not include

m Nonbinding interpretative statements . . . that
merely define, interpret, or explain the meaning
of a statute or rule — GS 150B-2(8a)(c)

m Statements that set forth criteria or guidelines to
be used by the staff of an agency 1n performing
audits, investigations, or inspections — GS 150B-

2(8a)(g)












Issue in Corporate Audits

0O Dept. of Revenue 1ssued Directive CD-11-01
on November 16, 2011 titled “Secretary's
Authority to Adjust the Net Income of a
Corporation or to Require a Corporation to
File a Combined Return”

O Corporate taxpayers argue Directive CD-11-
01 should be subject to rulemaking under
APA






Option 1

0O Require rules be adopted under APA on
combination audits discussed in Directive
CD-11-01

0O General Assembly used this option in the past

m GS 105-262(b) requires notice and hearing for
rules affecting combination audits

m Formerly Section 31.10.(b) of S.L. 2010-31
required rules be adopted under APA on
combination audits before penalties applied






Option 2

O Require Dept. of Revenue 1ssue all guidance
through APA rulemaking
m Major change to existing practice
m Value to immediate statements from the Dept. of
Revenue giving certainty to taxpayers
O For example, filing deadlines; federal law changes

O Annual updates

m Statements may be exempt from APA because
definition of rule does not include nonbinding
interpretative statements and audit guidelines
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January 30, 2012

Senator Robert Rucho Representative Danny McComas

Co-Chair, Revenue Laws Study Committee Co-Chair, Revenue Laws Study Committee
300-A Legislative Office Building 506 Legislative Office Building

Raleigh, N.C. 27603-5925 Raleigh, NC 27601

Representative Julia Howard

Co-Chair, Revenue Laws Study Committee
1106 Legislative Building

Raleigh, N.C 27601-1096

Re:  North Carolina Department of Revenue Directive CD-11-01
Dear Senator Rucho, Representative Howard and Representative McComas:

On behalf of the North Carolina Chamber of Commerce, the North Carolina Retail
Merchants Association and the Council on State Taxation, we thank you for the opportunity to
comment on the North Carolina Department of Revenue’s (“Department”) recently issued
Directive CD-11-01 dealing with forced combination of corporate tax returns and the
Department’s authority to make other discretionary adjustments to corporate income tax liability.

We would like to acknowledge the significant progress made in the past year on this
issue. HB 619, enacted through your efforts and the efforts of the Senate and House leadership,
was a significant step forward in bringing clarity and fairness to this area of taxation. Secretary
Hoyle has made a real effort to improve transparency and openness, while vigorously leading the
Department to fulfill its core mission of fair and equitable administration of the revenue laws.
That said, significant problems remain.

The Directive responds to criticism by the North Carolina Business Court of the
Department under previous Secretaries for its failure to provide guidance in the area of forced
combination, and to a legislative invitation in 2010 to provide guidance by following the rule-
making process contained in the North Carolina Administrative Procedures Act. While the new
Directive represents a laudable effort by the Department to provide, for the first time,
transparency in this hotly disputed area of North Carolina tax law, there are three major areas of
concern with the Directive, which are discussed in more detail in the attached memorandum.
Briefly, the primary concerns with the Directive are the following:

1) The Directive does not create the certainty that the legislature intended and that
businesses need.






First, it lists 25 factors that the Department will consider in evaluating transaction, but it
states that the Department may also consider other factors which are not included in the list. The
Department therefore appears to be retaining unlimited discretion in its decisions regarding
combination or other adjustment of a taxpayer’s reported income, leaving taxpayers to guess
what other factors may be important.

Second, the Directive leaves the large majority of multistate corporate taxpayers (those
who did not settle with the Department during its 2009 Resolution Initiative, or since that time)
to grapple with two different tax regimes — one regime for tax years prior to January 1, 2012 and
the other regime for tax years thereafter. Many taxpayers have multiple prior years, some back
as far as year 2000, which are still subject to forced combination by the Department.

The Department could have imported the standards of new G.S. 105-130.5A into its
Directive for the years prior to January 1, 2012, avoiding the very real hardship its Directive will
impose on most multistate corporations doing business in North Carolina. Specifically:

a. Although the new law requires the Department to include in a forced
combination all corporations operating as part of a “unitary group,” the Directive states
that, for years still covered by the old law, the Department may continue its prior practice
of “selective combination” of entities to be included in the combined group. Not only is
this practice unfair, we believe it is also unconstitutional and it creates unpredictability
for taxpayers from year to year.

b. Contrary to the requirements of the new law (which makes clear that fair
transfer pricing between related entities is required), the Directive states that for years
still covered by the old law, the Department may consider intercompany transactions in
excess of cost as indicating that “true earnings” are not reflected on a company’s separate
tax return. This “excess of cost” standard is contrary to other North Carolina law
requiring recognition of a fair profit between related entities, as well as contrary to
federal law and the laws of other states.

2) The Directive erroneously interprets the legislation passed by the 2011 session of
the General Assembly and by prior sessions of the General Assembly, significantly misstating
the law or imposing requirements beyond the authority of the Department. The following
problems, among others, are created by the Directive:

a. Although North Carolina law requires different apportionment formulas for
different types of businesses, the Directive imposes an apportionment formula on a
combined group, under both the old and new law, that does not fairly reflect the different
formulas of the entities included in the group. This is contrary to the express requirement
of the new statute, and is also contrary to legislative intent under the old law.

b. The Directive makes numerous misstatements regarding the consideration of
the tax effects of a transaction under the new law in G.S. 105-130.5A.

c. The Directive imposes requirements on taxpayers that are beyond the authority
of the Department under the new law, such as, among others, a requirement for
contemporaneous written documentation of the business purposes of transactions, a
requirement that a taxpayer prove positive financial effects for a transaction under review






(notwithstanding that the statute clearly recognizes other material benefits of
transactions), and imposition of joint and several liability on all corporations in a
combined group (including corporations with no North Carolina nexus).

3) Publication of the Directive without undergoing formal rule making violates the
North Carolina Administrative Procedures Act and the North Carolina Revenue Laws. The
failure of the Department to undergo formal rule-making resulted in erroneous interpretations of
North Carolina law and results in the Directive being unenforceable.

Since the Department takes the position that promulgation of its new Directive is not
subject to the formal rule-making process as prescribed in the North Carolina Administrative
Procedures Act, we respectfully ask the Revenue Laws Committee to propose legislation to the
2012 General Assembly which will ensure that the new Directive and other Departmental rule
making is subject to the North Carolina Administrative Procedures Act, that the public be
afforded an opportunity to comment on the Directive when it is proposed as a rule, and that the
comments made in the attached memorandum be reflected in the proposed rule when it is
proposed by the Department.

We also respectfully ask that the Revenue Laws Committee carefully evaluate how
legislation may be adopted which makes HB 619 apply to years prior to January 1, 2012 in order
to prevent the problems outlined above in section 1 of this letter.

Sincerely,

[reny orr—

Lew Ebert
North Carolina Chamber of Commerce

oy Wl

N

Andy Ellen

North Carolina Retail Merchants Association

Todd A. Lard
Council On State Taxation

Enclosure

cc: Members, Revenue Laws Study Committee
The Honorable David Hoyle, Secretary of Revenue






MEMORANDUM

TO: Senator Robert Rucho, Co-Chair, Revenue Laws Study Committee
Representative Julia Howard, Co-Chair, Revenue Laws Study Committee
Representative Daniel McComas, Co-Chair, Revenue Laws Study Committee

FROM: North Carolina Chamber of Commerce, North Carolina Retail Merchants
Association and Council on State Taxation

DATE: January 30, 2012

RE: DOR Directive CD-11-01

Directive CD-11-01 explains the Secretary’s authority to combine and the standards
which the Department will follow in using its forced combination remedy under G.S. 105-130.6,
G.S. 105-130.15 and G.S. 105-130.16, for tax years beginning before January 1, 2012. It also
explains its authority and the standards it will follow under new G.S. 105-130.5A, enacted by
HB 619 in 2011, to adjust intercompany transactions or require a corporation to file a combined
return for tax years beginning on or after January 1, 2012.

The Directive responds to criticism by the North Carolina Business Court of the
Department under previous Secretaries for its failure to provide guidance in the area of forced
combination, and to a legislative invitation in 2010 to provide guidance by following the rule
making process contained in the North Carolina Administrative Procedures Act. While the new
Directive represents a laudable effort by the Department to provide, for the first time,
transparency in this hotly disputed area of North Carolina tax law, there are three major areas of
concern with the Directive:

L. The Directive does not alleviate taxpayer concerns about certainty in
taxation,

A. It leaves the large majority of multistate corporate taxpayers (those
who did not settle with the Department during its 2009 Resolution
Initiative, or since that time) to grapple with two different tax regimes
— one regime for tax years prior to January 1, 2012 and the other
regime for tax years thereafter.

B. Further, under both regimes, the Directive lists 25 factors the
Department will consider in analyzing transactions, but states as a
preface to this list: *“That a factor is not included on this list does not
mean that it will not be considered or is not relevant.” Therefore,
taxpayers are still left to guess what factors will ultimately be
important to the Department’s decision, resulting in continued
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uncertainty about how their business operations will be taxed in North
Carolina.

II. The Directive erroneously interprets the legislation passed by the 2011
session of the General Assembly and by prior sessions of the General Assembly,
significantly misstating the law.

III.  Publication of the Directive without undergoing formal rule making
violates the North Carolina Administrative Procedures Act and the North Carolina
Revenue Laws. The failure of the Department to undergo formal rule-making resulted in
the erroneous interpretations of North Carolina law which are discussed below and results
in the Directive being unenforceable.

I The Directive does not alleviate taxpayer concerns about certainty in taxation,

A) The Directive unnecessarily creates different tax regimes for the same
taxpavers for different periods of time.

Taxpayers and the Department are confronted with the prospect of spending significant
resources negotiating and litigating under an unclear law (G.S. 105-130.6) which has been
repealed and which is dramatically different from the new law, which provides clear standards.
Since G.S. 105-130.6 has no definition of “true earnings,” and case law has failed to provide any
clear explanation of the term, the Department could have drafted its Directive in such a way as to
import the standards of the new legislation into the Department's application of the old statute,
allowing the development of a more consistent and useful body of precedent and providing much
needed certainty to taxpayers.

The impact of these vastly different standards on taxpayers should not be underestimated.
Taxpayers can operate with no changes to their business operations, yet still face forced
combination under one set of standards in the Directive, but not under the other. Although
reform was badly needed and the new law far surpasses the old, it simply does not make sense to
have two different tax regimes complicating compliance and enforcement. While we recognize
that the statutory language has changed, the Department could have crafted combination
standards for prior years that more closely followed the standards under the new law. We
believe it has the clear statutory authority to do so.

Depending upon whether the year in question falls under the old statute or the new, the
following substantial differences may occur under the Directive:

1) Entitics subject to combination. The Department contends in the Directive that
it may combine less than a full unitary group under the old statute, while a full unitary
combination is required under the new statute.

The Department’s legal authority to exclude certain members of the unitary group once
the Department has determined that a combined return must be filed is questionable. As
articulated by the U.S. Supreme Court in Mobil Qil Corp. v. Comm’r of Taxes, 445 U.S. 425

16959445_2.00C






(1980, “the linchpin of apportionability in the field of state income taxation is the unitary
business principle.” If the Department requires related companies to file a combined corporate
income tax return, then it must respect the Constitutional restriction on its authority to tax non-
unitary income and its corollary, a restriction on its authority to exclude unitary income and
losses. If a combined return is required, the failure to include in the combined group all
companies operating the unitary business could itself cause a distortion of true earnings.

The lack of a requirement to include all unitary affiliates in the North Carolina combined
return gives the Department unwarranted discretion to selectively choose entities for the
combined group based on income/loss profiles, resulting in the potential for “cherry picking,” in
which only those corporations are combined whose combination will result in an increase of
North Carolina tax. Further, it also creates unpredictability for taxpayers on a year-to-year basis.
Under the limited circumstances in which forced combination might be warranted, the inclusion
of all unitary affiliates would ensure fairness and a level playing field for both the taxpayer and
the Department and help ensure that “true earnings™ are reported to the state.

2) Treatment of fair market value transactions between affiliated entities.
Although the Directive acknowledges the new law's requirement that compliance with IRC
section 482 transfer pricing standards will satisfy the new law's fair market value standards for
transactions between related entities, the Department continues to take the position that
intercompany transactions in excess of cost, even if they are supported by transfer pricing
studies, are to be treated with suspicion. The new Directive provides, “intercompany
transactions in excess of cost may indicate that net income attributable to the State is not
disclosed...”

The use of the Directive’s “excess of cost” standard for determining that true earnings are
not reported has no equivalent in the laws of other states, the Internal Revenue Code, or in
international tax treaties. Independent companies do not engage in transactions at “cost.”
Requiring related companies to engage in transactions at “cost” in order to avoid forced
combination itself would distort true earnings. The Directive’s standard turns existing state,
federal, and international tax standards on their heads. Indeed, other states, the United States,
and foreign countries require a fair profit on intercompany transactions. (Z.g., IRC Sec. 482.) In
fact, if separate corporations were to apply the Directive’s excess of cost standard, they would be
in violation of the IRC and the tax laws of North Carolina and other states.

The “excess of cost” standard does not relate to “true earnings,” as required by old North
Carolina law under G.S. 105-130.6, and it casts a net so broad as to sweep in virtually all
corporations doing business with affiliates. Such a standard is not legal under North Carolina
law.

The “excess of cost” standard is contrary to the relevant provisions of North Carolina
law, including G.S. 105-130.5, 105-130.6, and 105-130.16, all of which make reference to “fair
compensation” and/or “fair profit,” and G.S. 105-130.2(5¢c) which uses federal taxable income as
the starting point for determining State net income, thereby directly incorporating into North
Carolina law the requirements of federal fair transfer pricing. The Directive’s “excess of cost”
standard means that the separate return of every corporation which follows federal guidelines for
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fair transfer pricing for intercompany transactions may, in the Department’s discretion, be
deemed not to reflect true earnings for North Carolina purposes.

An additional problem with the use of “cost” as a standard is that it is not clear and
administrable. There is no generally accepted definition of “cost” for tax purposes in law or in
fact. “Cost” is defined for certain limited purposes (e.g., last in, first out accounting), but those
definitions cannot be expanded for general use in determining whether a unitary group must file
a combined return.

If the Department had undergone formal rule making, as it is required to do, all of these
issues would have received citizen input through written and public comments and then would
have been carefully scrutinized by the North Carolina Rules Review Commission.

3 There is no necessity for treating taxpayers differently. In issuing the

Directive, the Department effectively acknowledges that it could have taken steps to conform
taxpayer treatment under both statutes and thereby eliminate the two-regime problems:

- The Directive lists 25 factors the Department may consider to determine
whether net income properly attributable to the State is disclosed on a return filed under
the old statute, It lists the same 25 factors for determining whether a transaction has
economic substance under the new statute.

- The entities the Directive says will be excluded from combination under the old
statute are largely the same entities which the General Assembly has provided may not be
combined under the new statute.

- The methodology and procedures for computing State net income under a
forced combination are the same in the Directive under both the old and new statutes.

- The Directive states that the Department will examine the economic substance
of some transactions under the old statute, as it is required to do under the new statute,
acknowledging that economic substance of a transaction is also a proper subject of
inquiry under the old statute, After all, if a business transaction has a legitimate purpose
and if the transaction has economic substance as defined by the new statute, the

Department should have no objection to that transaction under either the old statute or the

new.

B) The Directive does not create the certainty that taxpayers need and the
legislature intended.

As noted above, the Directive lists 25 factors the Department may consider to determine
whether net income properly attributable to the State is disclosed on a return filed under the old
statute. It lists the same 25 factors for determining whether a transaction has economic substance
under the new statute. However, the Department states that the Department may also consider
other factors that it does not include in its comprehensive list. Specifically, the Directive states,
“That a factor is not included on this list does not mean that it will not be considered or is not
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relevant.” This statement, included in the sections of the Directive dealing with both the old
law as well as the new law, appears intended to give the Department unlimited discretion in its
decisions regarding combination and leaves taxpayers without the certainty that the legislature
intended in enacting the new law and that businesses need.

Moreover, the Department fundamentally misinterprets the economic substance test.
Whether a transaction has economic substance is not an all-encompassing inquiry of various
factors that may show that a transaction has been designed in a tax-efficient manner. The inquiry
is much more straightforward: Does it have a valid business purpose and economic effects? If
the answer to that two-part question is in the affirmative, the inquiry that the General Assembly
has prescribed is at an end. The Directive, instead of acknowledging this basic feature of HB
619, designs its own vague test which lacks clarity or predictability and which could again be a
tool for abuse.

IL The Directive erroneously interprets the legislation passed by the 2011 session of the
General Assembly and by prior sessions of the General Assembly, significantly
misstating the law,

A. The Directive violates North Carolina law for vears prior to 2012.

1) Apportionment formula for combined group. Some of the Department’s
targets for combination have been members of unitary groups that include corporations required

to apportion their income under the different apportionment formulae contained in G.S. 105-
130.4. Without legislative authority, the Department has stated in the Directive that it will use
the general three-factor formula with a double weighted sales factor for all of the group’s
combined income, unless more than 50% of the group’s combined income subject to
apportionment is generated from a business activity subject to special apportionment. This
practice contravenes express legislative language which requires the use of different
apportionment formulas for different kinds of businesses and does not acknowledge that some
other apportionment approach might be fairer when entities with different formulae are
combined,

The new legislation makes it clear that the Department must consider the different
formulas in a forced combination for years beginning on or after January 1, 2012,

2) Joint and several liability. The Directive provides that every member of the
combined group is jointly and severally liable for the combined group's tax liability. There is no
statutory authority for imposing joint and several tax liability, and no authority to impose any tax
liability on a corporation that has no nexus with this State.

B) The Directive misstates and erroneously interprets new G.S. 105-130.5A.

1) The Directive misstates the law in G.S.'105-130.5A as to consideration of the
tax effects of a transaction, making the Directive unlawful,
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a, Throughout its discussion of G.S. 105-130.5A, the Directive repeatedly misstates
the clear language of the statute as to how tax effects of a transaction should be considered in
determining economic substance. G.S. 105-130.5A(f) provides that an intercompany transaction
has economic substance if it has one or more “reasonable business purposes other than the
creation of State income tax benefits” and the transaction “has economic effects beyond the
creation of State income tax benefits,” (emphasis added), providing also that if State income tax
benefits resulting from a transaction are consistent with legislative intent, those income tax
benefits may be considered in determining both business purpose and economic substance.

In the face of that clear statutory language, the Directive states that the statute “mandates
the use of a conjunctive two prong test to determine whether a transaction shall be found to have
economic substance” and goes on to state that the first prong “requires that the transaction have
one or more reasonable business purposes other than the creation of tax benefits” and the second
prong “reclluires that the transaction have economic effects other than the creation of tax
benefits.”

The Directive misstates the law as to both prongs since the law provides that it is state
income tax benefits — not benefits derived from other portions of the tax code — that are subject
to scrutiny.

Similar misstatements of the law are made elsewhere in the Directive.?

b. The Directive states that the taxpayer “bears the burden of proving that the
transaction has economic substance and is absent the motive of tax avoidance.” The statute says
no such thing and, in fact, recognizes the legitimacy of appropriate tax planning.

c. Further, the Directive attempts to engraft onto the statute a requirement relative to
tax effects not set forth in the statute. The Directive states that “the asserted business purpose
must be commensurate with the tax benefits claimed.” The General Assembly imposed no such
requirement and it is difficult to understand how such a comparison would actually be made.

2) The Directive erroneously interprets the law beyond the authority of the
Secretary.

a. Documentation of business purpose. The Directive states that, “The asserted
business purpose must be supported by contemporaneous documentation.” The statute imposes
no such requirement. It is unreasonable and incredibly burdensome to require businesses to
document the business purpose for every intercompany transaction and then to require them to
retain that documentation for many years. Corporate document retention policies frequently
result in destruction of documents relative to challenged transactions long before audits
commence, and corporations cannot be expected to generate written documentation of the

! Directive, Part Two, Section LA {empbhasis added).

% See Directive, Part Two, Section 1B, C, Section II.C, E 4,
¥ Directive, Part Two, Section I.A.2 (emphasis added).

4 Directive, Part Two, Section I1.B.4 (emphasis added).

5 Directive, Part Two, Section IL.B.5.
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business purpose for every transaction. This rule, if allowed, would give the Department
unreasonable power in an audit to pressure taxpayers by requesting business purpose
documentation for virtually every aspect of the business. A more appropriate rule might
acknowledge that more weight might be afforded contemporaneous documentation, but
legitimate business planning may well exist where no documentation exists at the time of an
audit.

b. Proof of economic substance, The Directive states, “The taxpayer must prove
by objective evidence that the transaction affected the taxpayer's financial position in a positive
and meamngful way apart from tax benefits.”® There is no requirement in the new law that
economic substance include a change to the taxpayer's financial situation. The statute clearly
provides that business purpose and economic effects requirements of economic substance are
met if there is a "material benefit” from the transaction. As an example, creation of a subsidiary
to insulate a parent from liability is a straightforward example of a material benefit from a
transaction where there might not be a change to the taxpayer's financial situation.

Similarly, a transaction may have material benefit even if it does not “substantially
improve(s) the economic position of the taxpayer on a pre-tax basis.”’

c. Apportionment formula. The Directive states that the apportionment formula
for a combined group will be determined under the new law in the same manner as under the old
law. Therefore, as explained above, the Department fails to take into account that different
apportlonment formulas may apply to different members of a combined group The Directive
ignores the express language of G.S. 105-130.5A(h) requiring that the apportionment formula
used in forced combination “fairly reflect(s) the apportionment formula in G.S. 105-130.4
applicable to the corporation and each member of the affiliated group included in the combined
retum.”

d. Creation of additional tests for “material business activity.” G.S. 105-130.5A

states, “In determining whether to require a combined return, whether the transaction has
economic effects beyond the creation of State income tax benefits may be satisfied by
demonstrating material business activity of the entities involved in the transaction.” The
Directive provides that “along with material business activity, the principles, factors and rules in
Section II (of the Directive) will also be considered in determining whether the transaction has
economic effect beyond tax benefits.” The Department, by this portion of the Directive, may
recognize that there are additional ways to satisfy the economic effect test, beyond “material
business activity,” which would comport with the intent of the legislation. However, if the
Department is stating that material business activity is not enough to satisfy that test and that
other factors will be considered as well, it has attempted to engraft a requirement into the statute
the General Assembly did not impose.

This is an ambiguity which rules review would have addressed.

® Directive, Part Two, Section C.2.
7 Directive, Part Two, Section ILE.1.
* Directive, Part Two, Section II.V.D, incorporating Part One, Section V.F.
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e. Royalty reporting option, The Department has apparently had concerns about
alleged abuses of the royalty reporting option contained in GA 105-130.7A. It has responded to
those alleged abuses and to the provisions of G.S. 105-130.5A, by stating in the Directive that,
“[t]he Secretary can, however, adjust the amount of the payments if the transactions lack
economic substance or are not at fair market value.” The question of economic substance of
intellectual property holding companies has been at issue since they became a popular tax
planning device in the early 1990s, or earlier. The same companies have been held by some
jurisdictions to have substance and by others not to have substance.” The North Carolina statute
creating the royalty reporting option avoids the issue of economic substance and merely requires
that the royalties be reported for taxation, either by the payor through an add back, or by the
payee through filing a North Carolina tax return, An attempt by the Department to override the
legislative intent of G.S. 105-130.7A, and to delve into issues of substance with intellectual
property holding companies which have been reporting royalties to North Carolina under the
options afforded by the law would be beyond its authority.

HI.  Publication of the Directive without undergoing formal rule making violates the
North Carolina Administrative Procedures Act and the North Carolina Revenue
Laws. The failure of the Department to undergo formal rule-making resulted in the
erroneous interpretations of North Carolina law which are discussed below and
results in the Directive being unenforceable.

Rules are defined under the Administrative Procedures Act as “any agency regulation,
standard, or statement of general applicability that implements or interprets an enactment of the
General Assembly ... or that describes the procedure or practice requirements of an agency.”
G.S. 150B-2(8a)

Excluded from the definition of “rule” are “nonbinding interpretative statements within
the delegated authority of an agency that merely define, interpret, or explain the meaning of a
statute or rule.” G.S. 150B-2(8a) ¢. The Directive does not fall within this exclusion, as the
Directive clearly states, “the interpretation in this Directive is a protection to the taxpayers
affected by the interpretation and taxpayers are entitled to rely on this interpretation.” Further,
the Directive goes far beyond merely defining, interpreting or explaining the statute, as it
includes lengthy guidelines for how the statute will be implemented and how taxpayers must
compute the apportionment formula and prepare their tax returns.

The Department seeks to rely on G.S. 105-264 as statutory authority to bypass formal
rule-making to issue this Directive, However, the Department is noticeably absent from G.S.
150B-1(c) which lists those administrative agencies and departments that have complete
exemptions from the North Carolina Administrative Procedures Act, To the contrary, G.S.
150B-1(d)(4) is clear and unambiguous that the Department only has a specific and limited
exemption from rule-making under the North Carolina Administrative Procedures Act — a limited
exemption from the notice and hearing requirements as contained within Part 2 of Article 2A of

® See Sherwin-Williams Co. v. Comm'r of Rev., 438 Mass. 71, 778 N.E.2d 504 (2002); Sherwin-Williams Co. v. Tax
Appeals Tribunal, 2004 NY Slip Op 07737, 12 A.D.3d 112 (2004).
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the Act. (The Department is instead subject to the notice and hearing requirements contained in
G.S. 105-262.)

The 2011 session of the General Assembly, in adopting SB 781 which amended G.S.
150B, the Administrative Procedures Act, emphasized to agencies the importance of following
the rule making process by providing, “An agency shall not seek to implement or enforce against
any person a policy, guideline, or other non binding interpretive statement that meets the
definition of a rule contained in G.S. 150B-2(8a) if the policy, guideline, or other nonbinding
interpretive statement has not been adopted as a rule in accordance with this Article.” G.S. 150B-
18. In any event, as noted above, the Directive is not a nonbinding interpretative statement.

The 2010 General Assembly adopted an amendment to G.S. 105-130.6, one of the
statutes the Directive interprets, by providing, “In order to provide clarity for taxpayers, the
Secretary may adopt rules in accordance with G.S. 105-262 that describe facts and circumstances
under which the Secretary will require a corporation to file a consolidated or combined return.”
G.S. 105-262 specifically requires that such rules be adopted in accordance with G.S. 150B, the
Administrative Procedures Act. The 2010 General Assembly also detailed the specific
procedures to be followed for notice and hearing in connection with the adoption of such rules.
(As noted above, although the Department is subject to G.S. chapter 150B’s rule making
requirements, it is exempt from the notice and hearing provisions of G.S. chapter 150B and those
notice and hearing provisions are contained in G.S, 105-262(b).)

The Directive clearly is intended to “describe facts and circumstances under which the
Secretary will require a corporation to file a ... combined return” (G.S. 105-130.6) and is clearly
“an agency regulation, standard, or statement of general applicability that implements or
interprets an enactment of the General Assembly....” G.S. 150B-2(8a). Despite the clear and
explicit language of the General Assembly in 2010 and 2011 and a lack of an exemption from
formal rulemaking under G.S. 150B-1(c), the Department ignored the legislative requirements
with regard to rule making.

The Department apparently takes the position that it has the authority to issue the
Directive without complying with the rule-making process because of the general authority given
to the Secretary in G.S. 105-264(a) to interpret the tax laws. However, this general authority,
which is an important function of the Secretary, must be construed with other statutory
provisions governing that interpretive authority. Those statutes require compliance with the rule-
making process set forth in the APA, with limited exceptions. See G.S. 150B-1(d)(4).

One of the purposes of that rule-making process is to prevent the errors and
misinterpretations of the law like those contained in the Directive when an agency acts without
proper rule-making review. Under review by the Rules Review Commission, statements in
proposed rules which are without legislative authority or ambiguous are subject to review and
objection, requiring the agency to address the objections. See G.S. 150B-21.9.

Had the Department complied with the APA and with the requirements of the General
Assembly set out above, its Directive would have been more carefully drafted to comply with the
reform legislation enacted in 2011 in HB 619 and with other provisions of the Revenue Laws,
and its errors subject to review by an independent commission whose function is to assure that
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rules comport with legislation enacted by the General Assembly — not with an agency’s notion of
‘ what the law should be.

In essence, if the Department intends to have the Directive be enforced with general
applicability to all corporate taxpayers, the Department must undertake the process of formal rule
making as set out in the North Carolina Administrative Procedures Act.
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Create Jobs

e A study by the Institute for Research on the Economics
of Taxation concludes that estate taxes “result in a
reduced stock of capital,” and that such consequences
are “borne by the labor force” through lost jobs.

e Repealing the estate tax will encourage more capital
investment by increasing the rate of return on that
investment. Increased investment means a growing
economy and more jobs.

Entin, Stephen J., “Kill the Death Tax,” Institute for Research on the Economics of Taxation. Sept. 5, 2007.
Available at: hti;: /v wwnodeathtworguploadsayview /8390 the death tan 2007 pdf
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The Estate Tax Will Afec aG
of Farms and Businesses

® Asof Jan. 1, 2013, the estate tax exemption will drop
from $5 million to $1 million.

e This will greatly increase the number of small
businesses and farms affected by the estate tax.

e Data from Fiscal Research suggests the lower
exemption could trigger a ten-fold increase in the
number of estates impacted.

Spreadsheet of taxable estates for years 2007, 2008 and 2009 obtained via email from Fiscal Research. The
number of estates valued at $1 million or more compared to $5 million in each year showed: a 943% increase in
2007, a 572% increase in 2008 and an 899% increase in 2009.






Repealing the Estate Tax Will Not Negatively
Impact Charitable Giving

e Some argue that people will give more to charity --
both throughout their life and as bequests -- as a way
of avoiding paying taxes on their estate. If there was no
estate tax, they argue, these people wouldn’t donate as
much to charity because there would be no tax
avoidance needed.

e A prominent 2004 Congressional Budget Office report
is often cited. That report also declares that a repeal of
the estate tax would have the most significant negative
impact on charitable bequests.

Congressional Budget Office, The Estate Tax and Charitable Giving, July 2004.






Repealing the Estate Tax Will Not Negatively
Impact Charitable Giving

e The year 2010 presents the perfect test for that theory,
as the federal estate tax was repealed for one year.

e Research by the Giving USA Foundation shows that
charitable bequests increased by 18 percent in 2010.

e Thus, empirical evidence refutes the theory.

Giving USA Foundation (2011). Giving USA 2011: The Annual Report on Philanthropy for the Year 2010. Available at:
http://www.givingusareports.org/products/GivingUSA_20n_ExecSummary_Print.pdf






Estate Tax Generates Only a Tiny Fraction
of State Revenue

® The estate tax generated only one-half of one percent
and four-tenths of one percent of state revenue in FY
2009 and FY 2010, respectively.

e Even with the significantly lower exemption affecting
many more small businesses and farms, the estate tax
would still generate less than 1 percent of state revenue
in the future.

North Carolina Office of State Controller General Fund Monthly Financial Report June 30, 2010.
Available at: h P v WL oS nC P dre June 2010 Gon bund Mihi

Fiscal Research projects estate tax revenue of $171 million for FY 2015. Reasonable projections would place
state revenue to be roughly $20 billion in that year, thus estate tax revenue would be less than 1%.












REAL IMPACT ON REAL FAMILIES
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GENERAL ASSEMBLY OF NORTH CAROLINA
SESSION 2011

BILL DRAFT 2011-TMz-6 [v.4] (01/31)

(THIS IS A DRAFT AND IS NOT READY FOR INTRODUCTION)
1/31/2012 3:09:46 PM

Short Title:  Repeal Estate Tax. (Public)

Sponsors:

Referred to:

A BILL TO BE ENTITLED
AN ACT TO REPEAL THE ESTATE TAX.
The General Assembly of North Carolina enacts:
SECTION 1. Article 1A of Chapter 105 of the General Statutes is repealed.
SECTION 2. G.S. 105-241.10 reads as rewritten:
"§ 105-241.10. Limit on refunds and assessments after a federal determination.

The limitations in this section apply when a taxpayer files a timely return reflecting a
federal determination that affects the amount of State tax payable and the general statute of
limitations for requesting a refund or proposing an assessment of the State tax has expired. A
federal determination is a correction or final determination by the federal government of the
amount of a federal tax due. A return reflecting a federal determination is timely if it is filed
within the time required by G.S. +65-328,-105-130.20, 105-159, 105-160.8, or 105-163.6A, as
appropriate. The limitations are:

(D Refund. — A taxpayer is allowed a refund only if the refund is the result of
adjustments related to the federal determination.
(2) Assessment. — A taxpayer is liable for additional tax only if the additional
tax is the result of adjustments related to the federal determination. A
proposed assessment may not include an amount that is outside the scope of
this liability."
SECTION 3. Sections 1 and 2 of this act become effective January 1, 2013, and
apply to the estates of decedents dying on or after that date. The remainder of this act is
effective when it becomes law.
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N.C. Center for Nonprofits

Impact of the Repeal of the NC Estate Tax on Charitable Giving

Remarks of David Heinen, Director of Public Policy and Advocacy, N.C. Center for Nonprofits
May 7, 2012

I am David Heinen, Director of Public Policy and Advocacy at the N.C. Center for Nonprofits, a
statewide organization that helps North Carolina nonprofits operate more efficiently and
effectively. I am here to speak on the impact of the repeal of the estate tax on philanthropy in
North Carolina.

Charitable bequests are a major source of revenue for nonprofits.

According to the Giving USA Foundation, charitable bequests account for 8% of total giving to
nonprofits. This is about $400 million annually in North Carolina.

The Congressional Budget Office has estimated that eliminating the federal estate tax would
decrease charitable bequests by between 16% and 28%.

Nonprofit tax experts agree that the repeal of the North Carolina estate tax would also create a
disincentive for charitable bequests and also would reduce charitable donations in the last 10
years of life.

And even the most rigorous fiscal estimates may understate the impact of the estate tax on
philanthropy in North Carolina. For example, a 1975 court decision make clear that the third
largest private foundation in Minnesota - which reduces burdens on government services by
investing millions of dollars annually in nonprofits” work - would not have been created but for
the existence of the estate tax.

Also, it is important to note that the Giving USA Foundation’s estimate for an increase in
charitable bequests from 2009 to 2010 is only a preliminary estimate and may not be an
indication of a trend. Bequests vary widely from year to year, so it's important to look at data
from several years to see trends. For example, bequests in 2010 were 20% lower than in 2008
when the estate tax was in place. And because of the uncertainty surrounding the immediate
future of the federal estate tax, many wills and estates were not altered when the estate tax went
away for one year in 2010.






¢ A decline in bequests and late-in-life philanthropy would be particularly damaging to
nonprofits today, when private giving continues to struggle. In each of the last three years, at
least half of all North Carolina nonprofits reported a decrease in individual giving.

¢ Nonprofits improve the quality of life in North Carolina in a wide variety of ways, ranging
from education to health care to disaster relief to the arts.

e We ask that you preserve the estate tax and other laws that encourage North Carolinians to give
generously to nonprofits and thereby ease the burden on government services.

¢ Thank you.

For more information, contact David Heinen, Director of Public Policy and Advocacy, dheinen@ncnonprofits.org
or 919-790-1555, ext. 111.
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North Carolina’s Estate Tax:

Key Fiscal Issues to Consider in Estate Tax Changes

Alexandra Sirota,
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Opportunity and prosperity for all

What is the Budget and Tax Center?

The Budget and Tax Center, a project of the N.C.
Justice Center, seeks to create economic
opportunity and shared prosperity for all North
Carolinians through non-partisan research,
education and advocacy on budget, tax and
economic issues.

Visit us at www.ncbudgetandtaxcenter.org.
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Opportunity and prasperity for all

1. Very Few Estates Face Any Estate Tax Liability

2. Evidence Suggests Little Impact on Interstate
Migration to/from North Carolina

3. Estate Tax Revenue Comparable to
Appropriations for Key Public Investments
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NC Justice Center

Opportunity and prasperity for all

Statistical Evidence: At most, a small impact

+ Bakija & Slemrod (NBER, 2004)

- Some wealthy migration, but revenue gained by state-level
estate/inheritance taxes far exceeds losses from migration

. Conway & Rork (NTJ, 2006)

« No evidence of elderly migration, past studies have
- causation backward (migration - tax-law changes)
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Estate Tax Revenue @mparable to
Appropriations for Key Public Investments
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General Fund Appropriation/Revenue, Millions, Fiscal Year 2011-12
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Source: NCGA Fiscal Research Division







Bill Draft 2011-TMz-6:

. ST Repeal Estate Tax.
2011-2012 General Assembly

Committee: Revenue Laws Study Committee Date: February 1, 2012
Introduced by: Prepared by: Greg Roney
Analysis of: 2011-TMz-6 Committee Counsel

SUMMARY: The Bill Draft would repeal the estate tax for decedents dying on or after January 1,
2013.

CURRENT LAW: For decedents dying in 2012, North Carolina imposes an estate tax on the value of
the estate over $5 million. The tax rate is graduated from 0.8% to a maximum rate of 16% for taxable
estates over $10,040,000.

BILL ANALYSIS: The Bill Draft would repeal the estate tax and the generation-skipping transfer tax.

EFFECTIVE DATE: The Bill Draft would be effective for decedents dying on or after January 1,
2013.

BACKGROUND: In 2001, the federal estate tax was designed as a revenue sharing system where the
federal estate tax gave estates a 100% credit for state estate tax. Because estates received a full credit for
state estate tax imposed, the estates did not pay any additional estate tax if state estate tax also applied.
In 2001, all fifty states and the District of Columbia imposed an estate tax.

relieve estates of the financial loss of paying state estate tax, estates do pay additional estate tax if state

‘ In 2012, the federal estate tax allows only a deduction for state estate tax. Because the deduction did not
estate tax applies. Currently, twenty-two states and the District of Columbia impose an estate tax.

The federal estate tax is scheduled to return to the 2001 law for decedents dying after December 31,
2012.

2011-TMz-6-SMTM-57 v3

Research Division O. Walker Reagan, Director (919) 733-2578












taxes paid. Consequently, the proposal would eliminate both the state estate tax liability and the
corresponding credit that could be used to offset federal estate tax liability.

ASSUMPTIONS AND METHODOLOGY: The fiscal impact is an estimate of the estate tax
foregone as a result of the repeal of the tax. The estimate reflects current state and federal law and
does not anticipate any changes to the federal law, which would impact the state’s estate tax
depending on how the state chooses to conform to any federal changes.

Under current federal law, the estate exemption amount is reduced from $5 million to $1 million
beginning in 2013. Since North Carolina conforms to the federal exemption amount, the tax is
expected to impact more estates in 2013 than it currently impacts. This means the fiscal impact is
based on the $1 million exemption, consistent with current law.

The fiscal estimate is based on tax return data obtained from the Department of Revenue for the
2007, 2008, and 2009 tax years; 15 years of baseline changes to the state estate tax; and various
estimates of changes in the federal estate tax by the Joint Committee on Taxation (JCT). Baseline
growth averages 1.2% per fiscal year, but is highly volatile from year-to-year.

Estate tax returns are due nine months after the date of death. Since the proposal is effective for
decedents dying on or after January 1, 2013, the estimated fiscal impact begins in September of
2013, and therefore, would not impact the 2012-13 fiscal year. Consequently, there is a partial
year impact (3/4) recognized for FY 2013-14, and the first full year impact begins with FY 2014-
15.

SOURCES OF DATA: NC Dept. of Revenue; Fiscal Research; the federal Joint Committee on
Taxation

TECHNICAL CONSIDERATIONS: None






NORTH CAROLINA GENERAL ASSEMBLY
REVENUE LAWS STUDY COMMITTEE
Wednesday, April 11, 2012
Room 544, Legislative Office Building
9:30 a.m.

The Revenue Laws Study Committee met at 9:30 a.m. on Wednesday, April 11, 2012,
in room 544 of the Legislative Office Building. Seventeen members attended the
meeting. The following Senators were present: Senator Blue, Senator Brunstetter,
Senator Harrington, Senator Hartsell, Senator McKissick, Senator Rucho, and Senator
Stevens. The following Representatives were present. Representative Alexander,
Representative  Howard, Representative  Blust, Representative  Brubaker,
Representative Carney, Representative Hill, Representative Lewis, Representative
Moffitt, and Representative Starnes. Representative Julia Howard presided as chair.

Approval of the March 7, 2012 meeting minutes

Senator Brunstetter moved to approve the minutes and the motion carried. A copy of
the minutes is attached.

Interpretation of G.S. 105-130.5A by Secretary of Revenue: The Issue of Forced
Combinations and Guidelines

Cindy Avrette, a staff attorney with the Research Division, was recognized. She
explained the Department of Revenue’s (DOR) use of directives and bulletins.
(Bulletins are created with no advance notice and are effective immediately.) Then she
explained the DOR’s Secretary’s authority to adjust corporations’ net income or to
require combined returns. She outlined the concerns of corporations on how the broad
the current law is in allowing the DOR to possibly avoid going through the rulemaking
process. She explained a draft bill that would require the DOR to adopt rules regarding
its interpretation of G.S. 105-130.5A, the Secretary’s authority to redetermine the State
net income of a corporation properly attributable to its business carried on in the State
by adjusting its net income or requiring it to file a combined return. It also provides an
expedited rule-making process for these rules. Joe Deluca, Office of Administrative
Hearings — Rules Review Commission, was recognized to answer questions. Secretary
Hoyle, DOR, was recognized to comment on the bill draft. He stated the Department
will do as the General Assembly directs, but had concerns about how long it takes to get
a rule adopted. He does want things uniform and fair to all taxpayers without creating
additional problems. Canaan Huie, DOR legal counsel, was concerned about the
estimated two year rule making process, that any proposed rule will have objections and
some of the language in the bill draft. He wanted a clear definition of an “aggrieved”
person that does not contradict the definition found in G.S. 150-245.19. Senator Rucho
was recognized for comments. He stated that it is important for the public to have a
voice and wants to see the process streamlined and uncertainty removed. He
recommended<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>