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The North Carolina Department of Revenue has 
issued a draft of combined corporate income tax 
rules in regulation form.  The draft has yet to be 
published in the North Carolina Register.  The 
regulation would take effect for tax years 
beginning on or after January 1, 2011.  An 
introductory statement provides that the adoption 
of the regulation would not limit the Department's 
authority to otherwise require the filing of a 
combined return under facts and circumstances 
different from those set out in the proposed 
regulation.   
 
Background 
 
North Carolina law only allows corporations to file 
separate returns.  In recent years, the North 
Carolina Department of Revenue has used its 
discretionary power to combine corporations 
when it appears that the taxpayer's true earnings 
are not reflected in the separate returns.  
However, many taxpayers have alleged that the 
Department abused its discretion in forcing 
combination where no written guidelines exist to 
offer certainty.  See Wal-Mart Stores East, Inc. v. 
Hinton, 676 S.E. 2d 674 (NC App. 2009), appeal 
dismissed, 689 S.E. 2d 375 (N.C. 12/10/2009) 
and Delhaize America, Inc. v. Secretary of 
Revenue of North Carolina, 06 CVS 08416, 
01/12/11.   
 
The North Carolina budget bill (S.L. 2010-31), 
enacted in the summer of 2010, provides that 
taxpayers may only file on a combined or 
consolidated basis if : (1) directed to do so by the 
secretary , (2) its facts and circumstances meet 
those specified in a permanent rule adopted by 
the secretary, or (3) the taxpayer requests and 
receives from the secretary written guidance 
directing it to file on a consolidated or combined 
basis.  The legislation directs the secretary to 
follow the established administrative process in 
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adopting rules with respect to consolidated and 
combined returns.  In addition, the legislation 
prohibits the assessment of the negligence 
penalty unless one of the following three 
scenarios exist: (1) a taxpayer, after filing an 
initial consolidated or combined return at the 
request of the secretary, files an amended return 
that includes the same members as the initial 
return and the amended return shows an 
additional liability; (2) the secretary adopts 
permanent rules that describe the facts and 
circumstances under which consolidated or 
combined reporting will be required, the 
taxpayer's facts and circumstances meet those 
described in the rules, and the taxpayer fails to 
file a consolidated or combined report; or (3) the 
taxpayer, pursuant to a written request, is 
directed by the secretary to file a consolidated or 
combined report, and the taxpayer does not file a 
return as directed by the secretary.   The 
legislation does not hinder the secretary's 
existing statutory power to require a consolidated 
or combined return under facts and 
circumstances not identified in any future 
regulations, where the secretary deems such 
filing necessary to reflect a taxpayer's true 
earnings in the state.  
 
Draft proposed regulation 
 
The proposed regulation ("proposal") begins by 
stating that every corporation is a separate 
taxable entity that must file its own return.  
However, combined reporting is required upon 
the satisfaction of a stock ownership or control 
test, the existence of a unitary business, and 
where reporting on a separate basis does not 
disclose the true earnings of the corporation on 
its business carried on in the state. 
 
Stock Ownership.  Under the language of the 
stock ownership test, to be authorized to file a 
combined return there must be ownership and 
control of more than 50% of the voting stock.  A 
corporation must be a parent, subsidiary, or 
affiliate of a corporation or group of corporations 
to be combined.  A corporation would be deemed 
a subsidiary when it is subject to control (directly 
or indirectly) by the other corporation by stock 
ownership, interlocking directors, or other means  
"exercised by the same or associated financial 
interest, whether control is direct or through one 
or more subsidiary, affiliated or controlled 
corporations."  A corporation would be deemed 
an affiliate of another when both are controlled 
(directly or indirectly) by the same parent or 
same or associated financial interests by stock 
ownership, interlocking directors, or by any other 
means through one or more subsidiary, affiliated 
or controlled corporation.  A combined return 

would be authorized regardless whether the 
parent or controlling corporation or interest in 
subsidiaries or affiliates (other than the taxpayer) 
are doing business in North Carolina. 
 
Unitary Group.  The second requirement for 
combination, that corporations be part of a 
unitary business, is met when one or more 
related business organizations doing business 
within and without the state have unity of 
ownership, operation, and use or where there is 
interdependence in their functions.  A unitary 
determination would be made on a case-by-case 
basis.  The proposal provides, "[t]o the extent 
compatible with North Carolina law, any legal or 
factual determination relevant to the existence or 
nonexistence of a unitary business will favor 
consistency with legal and factual determinations 
of other states, including case law."  
 
True Earnings.  Under the language of the true 
earnings test, a combined return would only 
include those corporations in the unitary 
business whose intercompany transactions 
cause true earnings of the business carried on in 
the state to not be disclosed.  Intercompany 
transactions in excess of cost would indicate that 
true earnings are not reported, regardless of any 
transfer pricing study in support of the charges.  
In determining whether combined reporting is 
authorized, the proposal states that consideration 
should be given to: a transfer of assets or a 
realignment of business operations between or 
among related corporations; changes in business 
operations that result from the transfer of assets 
or realignment; the creation or increase in 
deductions, or the transfer of income that will be 
reported by another entity; the impact of the 
transfer of assets or realignment of business 
operations on profits, excluding taxes; and the 
total state and federal income tax consequences 
of the transfer or realignment. 
 
Under the proposal, "Intercompany transactions 
in excess of cost indicate that true earnings are 
not reported, regardless of any transfer pricing 
study in support of the charges." 
 
Excluded Corporations.  Under the proposal, the 
following would be excluded from a combined 
return: 
 

 Corporations not required to file a federal 
income tax return; 

 Insurance companies subject to the 
premiums tax (Article 8B of the tax law); 

 Corporations exempt from tax under I.R.C. 
Sec. 501; 

 S corporations; and 



Page 3  MyStateTaxOffice 
February 17, 2011  PwC 
 

 Partnerships that file as such. 
 
Methodologies and Procedures.  The proposal 
details procedures to be used to calculate the 
combined group income attributable to the state.  
For example, intercompany transactions between 
combined group members would be eliminated.  
For apportionment purposes, the property, 
payroll and sales of all corporations in the group 
would be included in the apportionment factors.  
Notably, all sales into North Carolina by entities 
within the combined group would be included in 
the sales factor numerator (Finnigan rule).  In 
addition, only one apportionment formula would 
be used for the combined group.  If more than 50 
percent of the apportionable combined group 
income is generated from a business activity 
subject to a special apportionment regime, the 
formula applicable to that industry would be used 
to apportion the income of the entire group. 
 
Combined group income could be reduced by net 
economic losses sustained, but not fully-used, by 
a member of the group before that member 
became part of the group.  Similarly, the 
combined group's tax could be reduced by tax 
credits earned, but not fully-used, by a member 
of the group before that member became part of 
the group.  The proposal provides further details 
regarding the utilization of losses and credits. 
 
The proposal outlines combined group filing 
procedures.  Combined groups would continue to 
use Form CD-405, for both the income and 
franchise tax.  Note that franchise tax, including 
the franchise tax apportionment factor, will 

continue to be computed on a separate company 
basis for each taxpayer.  Thus, the principal 
member (i.e. lead filer) would use the combined 
return to compute its franchise tax, but every 
other member would complete a separate return 
indicating that the income portion is part of a 
combined return with the franchise tax portion 
computed on a separate entity basis.  
Furthermore, the payments applicable to income 
tax must be kept separate from franchise tax 
payments.  All of the separate franchise tax 
returns would have to be submitted with the 
combined return. 
 
PwC observes 
 
"Although the regulations are a step in the right 
direction, there will continue to be questions 
about the concept of 'true earnings,'" observes 
Stu Lockerbie, SALT Director with PwC in 
Charlotte.   
 
"The Department has informally indicated that 
more detailed examples will be given through 
technical bulletins.  Moreover, it may be helpful 
to note that the Department's concern is 
generally focused on the movement of profit from 
a North Carolina taxpayer to another affiliate with 
less of a North Carolina presence.  It seems that 
the Department is trying to force combination 
when any intercompany transaction includes a 
'mark-up,' regardless of any transfer pricing 
arrangement.  It will be interesting to see if this 
issue is addressed during the comment period 
following the proposal's publication in the state 
register." 

 
 
 

For more information, please do not hesitate to contact: 
 
 
Stu Lockerbie  (704) 344-4133 stu.lockerbie@us.pwc.com 

Adam Weinreb  (646) 471-4409 adam.weinreb@us.pwc.com 
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