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June 3, 2016

I mportant Notice: Limited-Time Extension of the Statute of
Limitations With Respect to Refunds of Cor porate and I ndividual
Income Tax Paid

The purpose of this notice is to inform taxpaydrsvm limited-time exceptions to the
general statute of limitations for requesting aineff of corporate and individual income
tax. These exceptions exist as a result of theterent of Session Law 2016-5, signed by
Governor McCrory on May 11, 2016, and Session L80626, signed by Governor
McCrory on June 1, 2016.

1 Deferred Federal Taxation of Certain Debt (Affects Both Corporate and
Individual Income Taxpayers)

Background: Income from the discharge of indebtedness (“*COBgenerally

includable in federal gross income unless it idwka@ble under provisions of the Internal
Revenue Code (“Code”). The American Recovery aaighrestment Act of 2009 (P.L.
111-5) enacted subsection 108(i) of the Code tmeadl C corporation or any other person
who issued a debt instrument in connection withcibreduct of a trade or business to
reacquire the debt instrument and elect to detetahkation of the income arising from
the COD. The election applied to indebtednessgugesd in 2009 or 2010. If the
taxpayer elected to defer the income, it was gdigeexjuired to be included in gross
income ratably over a five-year period beginnin@@i4 unless there is an accelerating
event, in which case it would be required to béuided sooner.

During the 2009 legislative session, the North GaaoGeneral Assembly elected to
decouple from (not follow) this provision, theref@guiring inclusion of COD resulting
from the reacquisition of a debt instrument in Md@arolina taxable income in the year
the debt was discharged. It did so by updatingStia¢e’s reference to the Internal
Revenue Code from May 1, 2008 to May 1, 2088d amending the corporate income
tax law? and the individual income tax 1&wo require an addition for the amount of
income deferred from federal taxable income undeteCsection 108(i)(1). Because the
taxpayer would be paying State tax on the dischafgedebtedness in 2009 or 2010, a
deduction was needed for the tax years 2014 aedtaprevent the taxpayer from being
double-taxed when the deferred income was repdotefgderal purposes. The corporate

1 G.S. 105-228.90(b)(1b), as amended by Session2088-451, section 27A-6.(a)
2G.S. 105-130.5(a)(21), as enacted by Session 088-251, section 27A-6.(c)
% G.S. 105-134.6(b)(20), as enacted by Session I088-251, section 27A-6.(f)
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income tax lawand the individual income tax Idwvere also amended to permit a
deduction for the amount of income included in fatlgross income in tax years 2014
and later because of the election to defer.

As part of the individual income tax simplificatiactions included in Session Law 2013-
316, G.S. 105-134.6 was repealed and G.S. 105-1E&®nacted in its place. The new
statute did not include the corresponding individoneome tax deduction to prevent
double taxation of the COD income effective forahbe years beginning on or after
January 1, 2014. Therefore, an individual who detkthe federal income taxation of the
COD until tax year 2014 would be double-taxed @t thcome. The corporate deduction
in G.S. 105-130.5(b)(25) was not impacted by tlvidual income tax simplification
actions; therefore, corporations who deferred duerfal income taxation of the COD

until tax year 2014 were not double-taxed on thabme.

As stated above, the Code generally allowed fod#ferral of the COD income until tax
year 2014. However, the Code requires an accelerat the reporting of the deferred
income in the case of the death of the taxpayerliguidation or sale of substantially all
the assets of the taxpayer, the cessation of asimethe taxpayer, or similar
circumstances. In those cases, any item of incanadeduction which was deferred has
to be included in gross income in the taxable yearhich such event occurs. Therefore,
any corporate or individual income taxpayer who veagiired to include in income the
previously deferred income in tax years 2009 thiho2@13 would be double-taxed on
that income because the deductions in North Car@arporate and individual income
tax law applied only to tax years beginning onfeeralanuary 1, 2014.

Legislative Changes: Session Law 2016-5 included two provisions to prethe

double taxation of income from cancellation of ibtkglness. First, a new individual
income tax deductidrwas added for the amount of deferred COD incorokiited in
federal adjusted gross income for tax years begghan or after January 1, 2014.
Second, the deductions in corporate income tax &l individual income tax l&iw
enacted in 2009 to prevent double taxation foryears beginning on or after January 1,
2014 were amended so that those deductions apfy tgears beginning on or after
January 1, 2009.

Time Period in Which to Request a Refund: The above changes mean that a corporate
income taxpayer may have an overpayment of corpanabme tax for tax years 2009
through 2013 and an individual income taxpayer hmaye an overpayment of individual
income tax for tax years 2009 through 2015. Gdlyethe statute of limitations for a
refund would have expired for tax years prior td20 However, the legislation extended

*G.S. 105-130.5(b)(25), as enacted by Session I088-251, section 27A.6.(d)
®>G.S. 105-134.6(c)(13), as enacted by Session I008-251, section 27A.6.(e)
®G.S. 105-153.5(b)(10), as enacted by Session I08-B, section 2.1.(b)

" G.S. 105-130.5(b)(25), as amended by Session I04\-8, section 1.9.(a)

8 G.S. 105-134.6(b)(20), as amended by Session 04\-8, section 2.4.(a)
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the statute of limitations for a refund of the 8taicome tax paid on the deferred COD
income to July 1, 2016 for those tax years thatldotherwise be barret.

Example: In 2009 Company XYZ, a calendar-year taxpayer,qeased debt of
$1,000,000 by paying the holder of the debt $80@,00ompany XYZ elected to defer
including the COD of $200,000 in federal incomeibamg in 2014. As required under
North Carolina law, Company XYZ reported an additio federal taxable income of
$200,000 on its 2009 North Carolina C corporatietum.

In 2010, Company XYZ ceases business. It is requio accelerate the inclusion of the
deferred COD income and includes $200,000 in fédaxable income. Although
Company XYZ made an addition to federal taxabl®me for the COD income on its
2009 North Carolina return, the North Carolina lawplace in 2010 did not allow
Company XYZ to deduct the COD income from fedeaahbble income on its 2010 North
Carolina return.

As a result of the law changes described above,g@aagnXYZ may amend its 2010
North Carolina return and deduct the COD incomenffederal taxable income. The
statute of limitations for a refund of the overpayof tax for tax year 2010 would
generally have expired on April 15, 2014. Howewasra result of Session Law 2016-5,
XYZ Company has until July 1, 2016 to file an amethdeturn requesting a refund of the
overpayment of North Carolina income tax for theyaar 2010.

2. Exclusion From Gross I ncome for Amounts Received by a Wrongfully
I ncarcerated Individual (Affects only Individual I ncome Taxpayers)

Background: The Protecting Americans From Tax Hikes Act of 2QATH"), P.L.
114-113, enacted section 139F of the Internal Rex&vode to allow wrongfully
incarcerated individuals to exclude from federalsgrincome amounts received for civil
damages, restitution, or other monetary awardsack® the incarceration. The
exclusion applies to amounts paid by the federaégument or a state government and
applies to amounts paid in any year. The Act alaived the federal statute of

limitations for refunds for one year from Decemb8r 2015, the date of enactment of the
Act.

North Carolina had a similar provision in tax yea®97 through 2013. The law
authorized a deduction from federal gross incoméhfie amount paid to the taxpayer by
the State as compensation for pecuniary loss sudffiey reason of erroneous conviction
and imprisonment’ That deduction was repealed effective for taxgblrs beginning
on or after January 1, 2014.

L egidative Changes: Session Law 2016-6 included two provisions regaydine
exclusion from gross income for amounts received lyongfully incarcerated

° Session Law 2016-5, section 6.1
10G.S. 105-134.6(b)(14), as enacted by Session 199¥-B88, section 4
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individual. First, the North Carolina General Asddy updated North Carolina’s
reference to the Internal Revenue Code from Jar&915 to January 1, 2016.As a
result, North Carolina’s individual income tax lé@llows the federal tax laws included

in PATH, including the exclusion from gross incofoeamounts received by a
wrongfully incarcerated individual, unless State Epecifically decouples from the
federal provisions. The law did not decouple fritn@ exclusion so wrongfully
incarcerated individuals are allowed to excludenfiacome amounts received for civil
damages, restitution, or other monetary awardseetl@ the incarceration paid by the
federal government or a state government for aay iyewhich such amounts were
received. Because North Carolina law had provalsanilar exclusion for amounts paid
by the State in tax years 1997 through 2013, thee€a Assembly also amended the law
to require a taxpayer to make an addition on tlageSeturn for tax years prior to January
1, 2014 for amounts received as a result of wrdngtarceration excluded on the federal
return to the extent that those amounts were diddecin the State return under G.S.
105-134.6(b)(14¥?

Time Period in Which to Request a Refund: The above changes mean that an
individual income taxpayer may have an overpayméntdividual income tax for any
tax year. Generally, the statute of limitationsdaefund has expired for tax years prior
to 2013. However, the legislation extended thaugtaof limitations for a refund of the
State income tax paid on income paid to a wrongfaltarcerated individual to
December 18, 2016 for those tax years that wouldratise be barretf.

Example: John Doe, a resident of North Carolina, is incatsst in federal prison in
2007. In 2010, it is determined that Mr. Doe waengfully incarcerated and he is
released. He receives $75,000 from the federamowent for his wrongful
incarceration. He includes the $75,000 paymefaderal taxable income in 2010.
Because the payment was not from the North Carglavernment, Mr. Doe is not
entitled to the deduction from federal taxable meoon his 2010 North Carolina return
and, therefore paid both federal and State incaxen the $75,000 payment.

As a result of the provisions in PATH, Mr. Doe naayend his 2010 federal return to
exclude the $75,000 payment from federal taxalerme. As a result of the law changes
explained above, North Carolina follows the fed@mabme exclusion. The statute of
limitations for a refund of the overpayment of fak tax year 2010 would generally have
expired on April 15, 2014. However, as a resulbession Law 2016-6, Mr. Doe has
until December 18, 2016 to file an amended retaquesting a refund of the
overpayment of North Carolina income tax for theyaar 2010.

1 G.S. 105-228.90(b)(1b), as amended by Session204-6, section 1
12G.S. 105-153.5(c2)(4), as enacted by Session I048-B, section 4
13 Session Law 2016-6, section 5.(a)
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How to Request a Refund

Corporate income taxpayers affected by Issue 1 (GsdEhis Notice may file the claim

for refund by filing an amended corporate incomergdurn for the tax year in which the
deferred income was included in federal taxablenme. The amended return must be
filed within the statute of limitatiori8 or, if the statue of limitations has expired, byyJ

1, 2016. Use Form CD-405 and fill in the applieabircle to indicate that the return is an
amended return. Form CD-405 may be downloadeddiyng the Department’s website
at http://www.dor.state.nc.us/downloads/corporate.html

Individual income taxpayers affected by either és&(COD) or Issue 2 (wrongful
incarceration) of this Notice may file the clainr fefund by filing an amended individual
income tax return for the tax year in which theededd income or the amounts received
due to a wrongful incarceration were included i@l gross income. The amended
return for Issue 1 must be filed within the statoftémitations or, if the statue of
limitations has expired, by July 1, 2016. The adshreturn for Issue 2 must be filed
within the statute of limitations or, if the statoklimitations has expired, by December
18, 2016. For tax years prior to tax year 2009fandax years 2012 through 2014, the
amended return form was Form D-400X. For tax y2af®9 through 2011, the amended
return form was Form D-400X-WS. For tax year 201%e Form D-400, fill in the
applicable circle to indicate that the return issamended return, and complete and attach
Form D-400, Schedule AM. The amended return famag be downloaded by visiting
the Department’s website laitp://www.dornc.com/downloads/individual.html

Corporate and individual income taxpayers cantballDepartment at 1-877-252-3052
(toll-free) to request amended return forms by mé#xpayers can also call that phone
number for additional information or assistanceompleting the amended return.

14G.S. 105-241.6
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