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North Carolina employs separate-entity filing for state corporate income tax purposes. A 

corporation filing in North Carolina is prohibited by statute from filing a consolidated or combined 

return, except in limited circumstances. 1 One such circumstance is if the North Carolina 

Department of Revenue requires a corporation to file a combined return under N.C. Gen. Stat. 

§105-130.6, because the Department has found "that a report by a corporation does not disclose 

the true earnings of the corporation on its business carried on in this State...." 2  

Over the past decade, the Department has dramatically increased its use of this "forced 

combination" remedy. Historically, however, the Department has refused to issue meaningful 

guidelines to taxpayers as to when a combined return will be required. 3  



In January 2011, the North Carolina Business Court 4 issued its opinion in Delhaize America, Inc. 

v. Lay, 5 the first forced combination decision in the wake of the North Carolina Court of Appeals 

ruling in Wal-Mart Stores East, Inc. v. Hinton. 6 In Delhaize, the court determined that the 

Department of Revenue's assessment of large deficiency penalties in this forced combination 

case violated the Due Process Clause of the Fourteenth Amendment of the U.S. Constitution, the 

Power of Taxation Clause of the North Carolina Constitution, and the statutory provisions of N.C. 

Gen. Stat. §105-130.6. The court granted summary judgment in favor of the Department, 

however, as to all constitutional and statutory claims relating to the combination itself.  

Forced Combination in North Carolina 

N.C. Gen. Stat. §105-130.6, the statute governing North Carolina's approach to forced 

combination, provides, in relevant part:  

"The net income of a corporation doing business in this State that is a parent, 

subsidiary, or affiliate of another corporation shall be determined by eliminating all 

payments to or charges by the parent, subsidiary, or affiliated corporation in excess 

of fair compensation in all intercompany transactions of any kind whatsoever. If the 

Secretary finds as a fact that a report by a corporation does not disclose the true 

earnings of the corporation on its business carried on in this State, the Secretary 

may require the corporation to file a consolidated return of the entire operations of 

the parent corporation and of its subsidiaries and affiliates, including its own 

operations and income." (Emphasis added.) 

As indicated above, two recent court decisions—Wal-Mart and Delhaize—have addressed the 

Department's authority to require the filing of a combined return. Although the two cases affirmed 

the Department's use of the forced combination remedy, the two decisions differed in both tone 

and substance with respect to penalty assessments.  

 

The Wal-Mart Case 

Wal-Mart Stores East, Inc. v. Hinton, consolidated with a companion case, Sam's East, Inc. v. 

Hinton, 7 was the first reported appellate decision construing the Department of Revenue's 



authority to combine affiliated entities under the forced combination statute. The North Carolina 

Court of Appeals, in a decision issued in May 2009, held that the Department had statutory 

authority to combine three corporate entities of the affiliated Wal-Mart group and rejected the 

taxpayer's constitutional objections.  

Wal-Mart Stores East, Inc. (Wal-Mart), the taxpayer, operates retail stores in North Carolina and 

29 other states. At all times relevant to this action, the taxpayer was wholly owned by Wal-Mart 

Stores, Inc. (the "parent"), a publicly traded corporation.  

The taxpayer's corporate structure. 

In brief, the case concerned the Department's challenge in connection with a 1996 corporate 

reorganization by the Wal-Mart parent company. The reorganization created a corporate structure 

in which the taxpayer wholly owned two limited liability companies (LLCs) that were, respectively, 

the 1% general partner and the 99% limited partner of a limited partnership that, in turn, owned 

100% of Wal-Mart Property Company (WM-Property), a Delaware corporation that owned 100% 

of the voting units in Wal-Mart Real Estate Business Trust, a captive real estate investment trust 

(REIT).  

As part of that reorganization, certain of the parent company's retail properties located in North 

Carolina, as well as in other states, were transferred by a master deed to the REIT. In January 

1997, the REIT leased those properties to the taxpayer, which operated the stores on those 

premises.  

The taxpayer paid 2.5% of its monthly gross sales as rent to the REIT. The REIT paid virtually all 

of its income to WM-Property in the form of quarterly dividends and, as a captive REIT, was able 

to claim the dividends paid as a deduction on its North Carolina corporate income tax returns. 

WM-Property, in turn, paid dividends to the taxpayer, which categorized the dividends as 

nonbusiness income and, thus, not apportionable to North Carolina.  

 

The decision. 



Following an audit, the Department determined that the three affiliated companies (the taxpayer, 

WM-Property, and the REIT) should be combined, thereby substantially increasing the North 

Carolina tax liability of the Wal-Mart group. Both the superior court and North Carolina Court of 

Appeals affirmed the Department's decision.  

Considerable debate has since arisen with respect to the court's characterization of the "true 

earnings" standard under the forced combination statute. 8 In "reject[ing] plaintiff's proposed 

definition of true earnings" as "too narrow," the court in Wal-Mart asserted the following: "The 

essential meaning of the phrase ‘true earnings’ refers to the limit on state taxation found in the 

United States Constitution.... However, there are two very different methods for calculating true 

earnings: First, if the intrastate activities of an entity amount to a discrete business enterprise, the 

net income of that discrete business enterprise represents the true earnings in the State.... 

[Second], if the entire enterprise is a unitary business, true earnings in the State may be 

calculated by apportioning the earnings of the entire enterprise on the basis of sales and other 

indicia of activity in the State." (Internal citations omitted.)  

The lack of clarity in the opinion, by no means limited to the above remarks, has generated much 

anticipation as to how future courts would approach the "true earnings" standard. In particular, 

taxpayers and the Department have disagreed as to whether a finding of distortion by the 

Department is required in order for a forced combination to be authorized and, if so, what 

constitutes distortion justifying use of the forced combination remedy. 9  

In Wal-Mart, distortion was highlighted as a key reason for the court's determination that forced 

combination was authorized in that case. For instance, the court stated that "where, as here, the 

taxpayer attempts to reclassify income as nonbusiness or nonapportionable, the reclassification 

has the potential to distort true earnings in North Carolina even if all intercompany transactions 

are accounted for at arm's length, or fair value, prices." (Emphasis added.) Nevertheless, Wal-

Mart did not articulate a clear standard for determining when distortion of "true earnings" would 

justify forced combination under N.C. Gen. Stat. §105-130.6.  

In addition, the court ruled in favor of the Department as to all of Wal-Mart's constitutional claims. 

These claims included that the assessments violated the prohibition on retroactive taxation in 

violation of Article I, §16, of the North Carolina Constitution 10; unconstitutional delegation of 

legislative authority to the executive branch; violations of the uniformity and equal protection 



provisions of the North Carolina and U.S. Constitutions; violation of the Commerce Clause; and, 

by denying a deduction for rent paid, violation of the state constitutional requirement that only net 

incomes be taxed. 11  

The Delhaize Case 

Delhaize America, Inc. v. Lay came before the North Carolina Business Court on cross motions 

for summary judgment filed by Delhaize and the Department of Revenue, and on a motion to 

dismiss filed by the Department. The court denied the Department's motion to dismiss, granted 

the Department's motion for summary judgment as to the legality of the forced combination 

decision, and granted Delhaize's motion for summary judgment with respect to the 25% large 

deficiency penalty, on constitutional as well as statutory grounds.  

The facts. 

Until September 1999, Delhaize America, Inc. was known as Food Lion, Inc. The case concerns 

a corporate restructuring of Food Lion, which had operated a retail grocery business as a single 

corporate entity. In the mid-1990s, Food Lion's management decided to expand the company by 

purchasing other grocery chains, which would retain their own brands and identities. 

Management also formulated a corporate restructuring plan that would accommodate growth.  

Under the restructuring plan, Food Lion, as noted above, changed its name to Delhaize America, 

Inc., and that company was transformed into a holding company with the transfer of substantially 

all of its assets and operations into a newly formed, wholly owned subsidiary, FLI Holding Corp. 

According to the court, there was no dispute that these changes "were strategic business 

decisions."  

As part of its overall restructuring and on the advice of its outside auditors, Coopers & Lybrand 

(now Pricewaterhouse Coopers), Food Lion also implemented a plan, called the "Vision Project," 

which involved the formation of FL Food Lion, Inc. (FLFL), a Florida corporation that was a wholly 

owned subsidiary of FLI Holding. Food Lion then transferred to FLFL the ownership and operation 

of Food Lion stores in Florida; all Food Lion employees in Florida; certain employees in North 

Carolina who provided national brand procurement and private label development, design, and 

procurement services to Food Lion; and Food Lion's rights and interest in its private label 

trademarks and the Food Lion name and logo.  



Following this implementation of the Vision Project, the private label employees and procurement 

and category management employees who were transferred to FLFL performed the same 

services for FLFL that they had previously performed for Food Lion, and they worked in the same 

North Carolina location in which they always had worked. True to the plan, FLFL charged Food 

Lion fees for those private label and procurement services. Food Lion also paid for the right to 

use the trademarks and trade names it owned prior to FLFL's creation.  

According to the court, the decision to implement the Vision Project and create FLFL was based 

solely on the state tax benefits Food Lion/Delhaize could receive. As described in the court's 

statement of facts, the cash flows between the affiliated entities were circular. All royalties and 

fees that Food Lion paid to FLFL came back to Food Lion as tax-free dividends. Intercompany 

transactions were recorded as journal entries, and all cash at FLFL and Food Lion's other 

subsidiaries was transferred to Food Lion on a nightly basis. According to the court: "Thus, the 

actual payments Food Lion made to FLFL for its services and the dividend payments FLFL made 

to Food Lion had no impact on Food Lion's actual cash flow."  

The court stated as an undisputed fact that "the plan resulted in income distortions between Food 

Lion and FLFL and a decline in Food Lion's profitability." Moreover, Food Lion's Vice President of 

Finance and Chief Financial Officer stated in a 1997 memorandum to the company's board of 

directors that, other than "the reduction of Food Lion's state income tax liability," the Vision 

Project "is intended to have little or no impact on the day to day operations of the company." 

Another memorandum to senior company officials noted that the project was designed to have 

"no impact on employees' status or positions in the company."  

The court's statement of facts also discussed the purpose and economic substance of the 

transaction. The court observed that "[t]he record is clear that Food Lion implemented the Vision 

Project for state tax savings." Moreover, "[t]he only significant effect the Vision Project had on 

Delhaize was a substantial reduction in its North Carolina state income tax obligation. This part of 

Food Lion's restructuring effort lacked economic substance."  

After evaluating these issues in an audit for the 2000 tax year, the Department concluded that 

Delhaize and FLFL "should be combined to reflect Delhaize's ‘true net earnings’ in North 

Carolina." In March 2006, Delhaize paid nearly $4.4 million in additional state income taxes, $1.3 

million in interest, and $1.2 million in penalties for the 2000 tax year and, within the applicable 



protest period, demanded a refund, which the Department denied. Delhaize then filed suit for 

refund under former N.C. Gen. Stat. §105-267 (repealed effective 1/1/08; this statute, as well as 

the current appeal procedures, are discussed below).  

Department policy and practice. 

A central issue in Delhaize's refund suit was the change in Departmental practice and policy with 

respect to forced combination. Delhaize focused much of the court's attention on these issues 

both in its briefs as well as at the hearing on 7/1/10. The court noted that, since 1964, the 

Department's Technical Bulletins allowed for deductions for payments to, or charges by, affiliate 

corporations that "are reasonable in relation to the goods or services received therefor." Further, 

"[t]he Department never announced to the taxpaying public that taxpayers would not be permitted 

to take as a deduction for an otherwise valid business expense a payment to an affiliated 

corporation that was reasonable in relation to the goods and services received." 12  

The court observed that the Department's correspondence and private letter rulings from the late 

1980s through the mid-2000s "have not been consistent" with respect to what constitutes "true 

earnings," the standard for forced combination under N.C. Gen. Stat. §105-130.6. The 

Department issued inconsistent opinions with respect to whether the arm's-length standard for 

intercorporate transactions was an appropriate standard. Additionally, the court noted, prior to 

2000, some private letter rulings indicated that "‘it would be a most unusual situation’ to require 

consolidation," and that "‘it is rare that a consolidated return is required.’" 13 Nevertheless, the 

frequency of forced combination decisions increased dramatically after 2000, with the Department 

requiring combination in approximately 100 cases in the ensuing decade.  

The court found three reasons for the abrupt change in the frequency of forced combinations in 

North Carolina: "(1) the efforts of accounting firms like Coopers selling strategies for tax reduction 

by shifting assets and income among affiliated corporate entities; (2) the budget shortfall that 

developed in early 2001; and (3) ... the efforts initiated by then Secretary [of Revenue] E. Norris 

Tolson and his deputies to increase revenue generation at the Department of Revenue."  

The change in audit and assessment practices was not accompanied by a publicly announced 

policy change. Moreover, the Department could not issue any guidance to taxpayers on this 

matter because, as the Department reported, there were "no rules or criteria that we've 



established either to our auditors or to the public" that would be generally applicable to taxpayers. 

14 At the time of the Delhaize audit, the Department also did not issue any information in response 

to requests for guidance from taxpayers, attorneys, or accountants as to when the Department 

would require a combined return. Forced combination decisions were made on a case-by-case 

basis, with a single official, the Director of the Department's Examination Division, having the 

authority to make the final determination on whether a consolidation would be ordered.  

Both in its briefs and at oral argument, Delhaize emphasized the complaints of the Department's 

own auditors regarding the lack of guidance as to when forced combination was appropriate. For 

instance, one supervisor stated that the Department would not give guidelines to the auditors, in 

part because "the folks in Tax Admin don't necessarily agree, Exams may or may not agree with 

T.A., the A.G.'s office may or may not agree with either, yada, yada, yada. But part of it is also 

because of a legit fear that if we communicate ‘guidelines’ to our audit staff, these will eventually 

fall into the hands of the dreaded Jung [sic] Hoard [sic] (also know [sic] as [taxpayers] and their 

representatives) and will be used against us." 15  

That same supervisor believed that the Department refused to provide guidelines to the public 

because taxpayers would restructure their transactions to fall outside the guidelines. According to 

that supervisor, publishing guidelines "would be like handing a gun to the guy that is about to rob 

us." 16 As the court noted, then-Secretary of Revenue Tolson forcefully expressed a similar view, 

stating: "If we list criteria by which the Department will determine to combine, taxpayers might 

argue that their activities do not meet those criteria and, therefore, combination is improper. If 

they were to meet the criteria but not like the result, they would just appeal the decision and 

argue that we have exceeded our authority or misinterpreted the law.... We will not issue such 

guidance!" 17  

Delhaize argued that this approach failed to meet minimum constitutional standards and referred 

to the Department's approach to forced combination as "secret law." 18  

The court observed that "[t]he true earnings/fair compensation standard was not honored 

consistently before 2000, and it has since been abandoned by the Department...." This statement 

seems to show that the court viewed the "true earnings" concept and the "fair compensation" 

standard as interrelated. In place of the close association between "true earnings" and "fair 

compensation" that had previously been Departmental policy, 19 under the new approach, as 



described by the court, the Department "worked actively to conceal the standards its decision 

makers were using when exercising their authority to combine returns." The court observed also 

that the Department "no longer eliminates payments in excess of fair compensation, and it no 

longer determines whether affiliated companies' charges to each other satisfy the arm's-length 

standard of [IRC] Section 482."  

Court finds for the Department on the merits of the 
refund claim. 

The court rejected Delhaize's constitutional arguments against the forced combination 

assessment. The court's holding in that regard was terse: "Wal-Mart effectively rejected each of 

Delhaize's arguments with respect to combination." At the hearing on the motions, the court 

expressed the view that Wal-Mart appeared to foreclose all of Delhaize's constitutional claims, 

and that the court's role here was to create a record for appellate review on those matters. The 

court's decision is consistent with that view.  

True earnings standard. The court did not discuss the legal standard for forced combination, 

i.e., whether or not, as called for in N.C. Gen. Stat. §105-130.6, Delhaize's tax returns reflected 

the "true earnings of the corporation on its business carried on in this State." Rather, the court 

merely stated that Delhaize's Vision Project "deliberately shifted its income to FLFL," which 

"resulted in a distortion of its income."  

There has been disagreement as to whether Wal-Mart (1) dispensed with the need to find that the 

taxpayer's income tax return failed to reflect true earnings of the corporation on its business 

carried on in North Carolina, and (2) authorized a forced combination simply upon a finding that 

the affiliates to be combined operate a unitary business. Indeed, the Department adopted this 

interpretation of Wal-Mart in Delhaize, even going so far as to assert that this had long been 

official policy. 20  

The Delhaize opinion did not discuss Wal-Mart's cryptic statements about the "true earnings" 

standard discussed above. 21 Instead, the court in Delhaize relied on what it viewed to be an 

undisputed fact that Delhaize's income attributable to North Carolina was distorted as a result of 

the corporate restructuring project. Thus, the court's opinion sensibly supports interpreting Wal-

Mart as consistent with a finding of distortion, in addition to a unitary business finding, as a 



prerequisite to forced combination. 22 Taxpayers that have good arguments in response to a 

forced combination on the "true earnings" issue should be able to make those arguments 

because of the central relevance of distortion to the "true earnings" standard, as reflected in the 

Delhaize opinion.  

Court's holding unclear regarding "standard of review." 

Both Delhaize and Wal-Mart proceeded under N.C. Gen. Stat. §105-267, a tax refund statute 

that, as noted above, has since been repealed. That statute required a taxpayer to pay the 

disputed tax and, "[a]t any time within the applicable protest period, ... demand a refund of the tax 

paid in writing from the Secretary." Then, "if the tax is not refunded within 90 days thereafter," the 

taxpayer may file a refund action in superior court. A refund would be made "[i]f upon the trial it is 

determined that all or part of the tax was levied or assessed for an illegal or unauthorized 

purpose, or was for any reason invalid or excessive." N.C. Gen. Stat. §105-267 did not provide 

for a deferential standard of review of the Department's assessment.  

In Delhaize, the court (quoting Wal-Mart) stated: "Wal-Mart held that the General Assembly 

granted the [Department of Revenue] ‘discretionary authority to force combination of entities on a 

finding that a report does not disclose true earnings in North Carolina.’ ... Discretionary decisions 

of administrative agencies will not be disturbed by the courts absent a clear manifest abuse of 

discretion." 23 The court noted that the Department "determined through an audit that the true 

earnings of [Delhaize] in North Carolina were not reflected in its 2000 tax return," and "[u]nder the 

abuse of discretion standard reaffirmed in Wal-Mart, the [Department's] determination in this case 

was not clearly erroneous. Thus, based on these facts, Delhaize cannot establish that the 

[Department's] decision to combine its returns was arbitrary or unreasoned."  

In Delhaize, however, the court did not set out the basis for, or the scope of, a heightened 

standard of review in a case proceeding under N.C. Gen. Stat. §105-267. The "abuse of 

discretion" standard pertains to judicial review of discretionary decisions by administrative 

agencies, such as the unemployment compensation decision cited in the Delhaize opinion. 24 The 

"abuse of discretion" standard is one of the bases for judicial review of an agency decision under 

the North Carolina Administrative Procedure Act (N.C. Gen. Stat. ch. 150B). 25  



Like Wal-Mart, however, Delhaize concerned the factual question of whether the taxpayer's 

returns reflected true earnings; the case did not proceed under the Administrative Procedure Act. 

N.C. Gen. Stat. §105-130.6, the statute authorizing combination, states that the Department must 

"find[] as a fact that a report by a corporation does not disclose the true earnings of the 

corporation on its business carried on in this State" before determining whether to require a 

forced combination. 26 This finding of fact regarding whether the tax return reflects "true earnings" 

is a condition precedent to the Department's discretionary authority to require the filing of a 

combined return.  

Although the Delhaize opinion stated that the "abuse of discretion standard [was] reaffirmed in 

Wal-Mart," in fact the "abuse of discretion" standard for judicial review of an agency action was 

not mentioned in that earlier decision. In Wal-Mart, the North Carolina Court of Appeals did 

suggest that "[s]ome discretion ha[d] to be left to the Secretary" under N.C. Gen. Stat. §105-

130.6, given that "it would be virtually impossible for the General Assembly to define all possible 

accounting and business configurations by which taxpayers endeavor to minimize taxes payable." 

27 This statement, however, addressed Wal-Mart's argument that N.C. Gen. Stat. §105-130.6 was 

an unconstitutional delegation of legislative authority. The court's point was that the General 

Assembly could grant the Department latitude and use broad language in N.C. Gen. Stat. §105-

130.6 because of the nature of the subject matter, similar to other statutes delegating authority 

and discretion to the executive branch. Wal-Mart's discussion of discretion, therefore, addressed 

only the separation of powers challenge under the North Carolina Constitution. Wal-Mart did not 

discuss the standard of review that a court applies in reviewing a forced combination decision 

under N.C. Gen. Stat. §105-130.6, or judicial review of the factual issues in a tax case under N.C. 

Gen. Stat. §105-267.  

In Delhaize, the court also cited the "arbitrary and capricious" standard without any discussion of 

its reason for doing so. The "arbitrary and capricious" standard, like the "abuse of discretion" 

standard, is one of the Administrative Procedure Act's statutory bases for judicial review of 

discretionary agency decisions. 28 As with the "abuse of discretion" language, Delhaize did not 

discuss the statutory basis for "arbitrary and capricious" review in a tax appeal proceeding under 

N.C. Gen. Stat. §105-267.  



Interestingly, the court did not cite, in favor of deferential review, the last sentence in the fourth 

paragraph of N.C. Gen. Stat. §105-130.6: "The findings and conclusions of the Secretary shall be 

presumed to be correct and shall not be set aside unless shown to be plainly wrong." No 

published North Carolina opinion has held that this "plainly wrong" standard is equivalent to either 

the "arbitrary and capricious" standard or the "abuse of discretion" standard. Moreover, the 

"plainly wrong" standard arguably pertains only to findings and conclusions that the Department 

makes pursuant to the fourth paragraph of N.C. Gen. Stat. §105-130.6. Therefore, even the 

"plainly wrong" clause does not provide authority for "abuse of discretion" or "arbitrary and 

capricious" review of a decision about "true earnings" in a forced combination case.  

Regardless of this confusion, Delhaize's statement of facts indicates that the court did not believe 

that a genuine issue of material fact existed as to whether there was income distortion. 29 The 

case was decided on motions for summary judgment, and thus the court found that Delhaize had 

not satisfied its burden to show a disputed issue of fact. 30 Since, according to the court, Delhaize 

did not make this factual showing, the issue of what standard was to be applied by the fact-finder 

with respect to the determination of true earnings was unnecessary to the decision.  

Holding with respect to penalties. 

The court's most striking holding in Delhaize concerned the 25% large deficiency penalty. N.C. 

Gen. Stat. §105-236(a)(5)c states: "In the case of a tax other than individual income tax, if a 

taxpayer understates tax liability by twenty-five percent (25%) or more, the Secretary shall assess 

a penalty equal to twenty-five percent (25%) of the deficiency." The court held that the 

assessment of the large deficiency penalty in this case was unconstitutional under both the Due 

Process Clause of the Fourteenth Amendment to the U.S. Constitution and the Power of Taxation 

Clause of the North Carolina Constitution.  

The court declared that assessing "a substantial penalty for understating a tax obligation that 

Delhaize had no duty to pay when it filed its original return and could not have known it would be 

required to pay later ... was fundamentally unfair." According to the court, the large deficiency 

penalty had "significant coercive power" in discouraging appeals of forced combination decisions, 

and thus "violated due process." Particularly in light of the lack of published guidance as to when 

forced combination would be allowed, the large deficiency penalty violated Delhaize's procedural 

due process protections.  



Additionally, the court held that the large deficiency penalty violated the state constitution's Power 

of Taxation Clause, which states: "The power of taxation shall be exercised in a just and 

equitable manner, for public purposes only, and shall never be surrendered, suspended, or 

contracted away." 31 Thus, where the Department assessed "an automatic, non-negligence, 

punitive penalty" in circumstances in which the taxpayer complied with the applicable revenue 

laws, the court said that "the state's power of taxation is being exercised in a manner that is 

unjust and inequitable." 32  

Interestingly, the court suggested that there was a meaningful distinction between the Power of 

Taxation provision and the uniformity requirement of Art. V, §2(2), of the North Carolina 

Constitution (which states, in part: "No class of property shall be taxed except by uniform rule, 

and every classification shall be made by general law uniformly applicable in every county, city 

and town, and other unit of local government"). North Carolina courts commonly refer to the 

Power of Taxation Clause, the uniformity requirement, and the Equal Protection Clauses of the 

North Carolina and U.S. Constitutions as having the same standard. 33 In Delhaize, however, the 

court held that the Power of Taxation Clause was "a more basic principle" pertaining to tax 

administration.  

The court found that the large deficiency penalty violated the Power of Taxation Clause for three 

reasons. First, it resulted in unequal treatment of taxpayers for which forced combination 

produces a "large tax deficiency" (i.e., a separate-entity tax liability at least 25% less that the 

combined liability). If forced combination resulted in a smaller deficiency, "the Department would 

be required to find that an audited corporation was negligent in failing to file a consolidated 

return" before it could enforce just a 10% penalty. Of course, the court said, such a finding of 

negligence was "impossible," because under N.C. Gen. Stat. §105-130.14 (as in effect for the 

period at issue in Delhaize), "corporations can only be required to file consolidated returns; they 

cannot elect to do so voluntarily. A corporation cannot be negligent for obeying the law."  

Second, assessing the punitive large deficiency penalty even though Delhaize followed the 

applicable tax laws when filing its returns was itself unjust and inequitable. Third, as the court 

noted: "The tax structure resulting in this penalty assessment ... has been corrected by the 

Legislature." Thus, it was unjust to allow the Department to assess Delhaize with a substantial 

penalty in this case where the General Assembly amended the tax penalty statute in 2010 to limit 



the circumstances in which a large deficiency penalty is authorized in conjunction with a 

requirement to file a consolidated or combined return. (For more on the new penalty rules, see 

the sidebar, "Limits on the Large Tax Deficiency Penalty," accompanying this article.)  

In addition to the constitutional rulings, the court held that the Department was without statutory 

authority to impose the large tax deficiency penalty. The taxpayer properly filed returns under the 

separate filing regime, and the Department neither found that Delhaize's transactions with FLFL 

were in excess of fair compensation nor alleged that Delhaize failed to file a consolidated return 

within 60 days after it was demanded. Thus, the court said, the large deficiency penalty was not 

authorized.  

Revised Tax Appeal System 

The revised tax appeal system now in effect in North Carolina is significantly different from the 

procedure employed in Delhaize and Wal-Mart. Effective 1/1/08, the North Carolina 

Administrative Procedure Act governs tax cases. A taxpayer's appeal of a Department of 

Revenue final determination may not be brought directly in court but must instead go before the 

Office of Administrative Hearings. 34 This process affords the taxpayer a hearing before an 

administrative law judge (ALJ), who will make findings of fact based on the record created at the 

Office of Administrative Hearings. 35 A proposed denial of a refund or a proposed assessment "is 

presumed to be correct." 36 The party bearing the burden of proof in a contested case before the 

Office of Administrative Hearings must establish facts "by a preponderance of the evidence." 37 

The ALJ's decision goes to the Department, which then issues a final decision that may be 

appealed to the Business Court.  

The ALJ's findings of fact have an important effect on the standard of review that the court 

applies when reviewing a final decision made by the Department. 38 If the Department adopts the 

ALJ's findings of fact, such findings are reviewed to determine whether they are supported by 

substantial evidence. 39 If the Department does not adopt the ALJ's findings of fact, however, the 

court will "review the official record, de novo, and shall make findings of fact and conclusions of 

law." 40  

The Delhaize opinion did not analyze why it borrowed standards of review used in Administrative 

Procedure Act cases and did not discuss how to apply these standards to factual issues in tax 



cases. Therefore, the portion of the opinion addressing these issues arguably should either be 

confined to the facts of the case under N.C. Gen. Stat. §105-267 or be considered dicta.  

This issue is significant for taxpayers, because Delhaize's suggestion that the Department's 

decision is to be accorded significant deference, if applicable under the revised tax appeal 

framework, would be troubling. The Department's discretionary authority to require combined tax 

returns, however, can be exercised only upon the factual finding that the taxpayer's corporate 

income tax return failed to reflect "true earnings." The standard of review for findings of fact have 

a specific framework under the Administrative Procedure Act. Under this framework, the 

"preponderance of the evidence" standard applies in the hearing before an ALJ. The Business 

Court would evaluate the final agency decision based on whether the Department of Revenue 

adopts the findings of the ALJ. This framework therefore does not require application of the 

deferential standards quoted in the Delhaize opinion.  

Conclusion 

The Business Court's decision in Delhaize is significant for taxpayers in at least two respects. 

First, it appears to affirm the central relevance of a finding of income distortion in a forced 

combination under N.C. Gen. Stat. §105-130.6. Taxpayers can contend that the "true earnings" 

standard imposes real requirements on the Department to make a finding that the return's 

reported earnings were a distortion of, as stated in §105-130.6, "true earnings of the corporation 

on its business carried on in this State." Where (1) the taxpayer's corporate structure exhibits 

economic substance and/or a genuine business purpose, and (2) transfer pricing is on an arm's-

length basis, the taxpayer should have a good argument that forced combination is inappropriate.  

Second, Delhaize stands for the constitutional importance of fairness to taxpayers. Here, the 

court held that the constitutional requirement that "[t]he power of taxation shall be exercised in a 

just and equitable manner" imposed unique obligations on the state to treat taxpayers fairly, and 

that this clause has concrete importance.  

Taxpayers facing forced combination assessments can therefore find reason for optimism as a 

result of the Delhaize opinion. The court recognized that this decision was a step towards 

appellate review of the Department's forced combination decision. Both parties have filed notices 



of appeal. Thus, the interpretation, and perhaps validity, of the Wal-Mart decision should receive 

further clarification in the appellate courts. []  

Sidebar 

Practice Note: Limits on the Large Tax Deficiency Penalty As noted in the accompanying 

article, in 2010 the North Carolina General Assembly amended N.C. Gen. Stat. §105-236 to limit 

the circumstances in which a large deficiency penalty is authorized in conjunction with a 

requirement to file a consolidated or combined return.  

With regard to the penalties for negligence imposed under N.C. Gen. Stat. §105-236(a)(5), 

including the large tax deficiency penalty under §105-236(a)(5)c, the legislature added new 

subsection (a)(5)f, effective 6/30/10:  

"f. Consolidated or combined return. The amount of tax shown as due on a 

consolidated or combined return filed at the request of the Secretary under Part 1 of 

Article 4 of this Chapter is not considered a deficiency and is not subject to this 

subdivision unless one or more of the following applies: 

"1. The return is an amended consolidated or combined return that includes the 

same corporations as the initial consolidated or combined return filed at the request 

of the Secretary. In this case the deficiency is the extent to which the amount shown 

as due on the amended return exceeds the amount shown as due on the initial 

return. 

"2. The Secretary has adopted permanent rules in accordance with G.S. 105-262 

that describe the facts and circumstances under which the Secretary will require a 

consolidated or combined return under G.S. 105-130.6, and the Secretary requires 

the taxpayer to file a consolidated or combined return under that statute because 

the taxpayer's facts and circumstances meet those described in the rules. 

"3. Pursuant to a written request from a taxpayer, the Secretary has provided 

written advice to that taxpayer stating that the Secretary will require a consolidated 

or combined return under the facts and circumstances set out in the request, and 

the Secretary requires a taxpayer to file a consolidated or combined return under 



G.S. 105-130.6 because the taxpayer's facts and circumstances meet those 

described in the written advice." 

With regard to the penalties for failure to pay tax when due, imposed under N.C. Gen. Stat. §105-

236(a)(4), the amendments included a new subsection (a)(4)c, effective 6/30/10, which states 

that the failure-to-pay penalty does not apply in the following circumstance:  

"c. When a taxpayer timely files a consolidated or combined return at the request of 

the Secretary under Part 1 of Article 4 of this Chapter and the tax due is paid within 

45 days after the latest of the following: 

"1. The date the return is filed. 

"2. The date of a notice of proposed assessment based on the return, if the 

taxpayer does not file a timely request for a Departmental review of the proposed 

assessment. 

"3. The date the Departmental review of the proposed assessment ends as a result 

of the occurrence of one of the actions listed in G.S. 105-241.22(3) through (6), if 

the taxpayer files a timely request for a Departmental review." 
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