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Pennsylvania Supreme Court —

Corporate net income tax net loss
carryover deduction limitation
unconstitutional as applied, remedy
severs fixed dollar limitation while
maintaining percentage limitation

October 19, 2017

Update: Nextel filed an Application for Reargument with Application for Consolidation with R.B. Alden
Corp. v. Commonwealth, 60 MAP 2017 or with Application for Remand to Correct a Factual Error on
November 1, 2017. On January 4, 2018, the Pennsylvania Supreme Court issued an order denying
Nextel's Application for Reargument.

Further, H.B. 542 (enacted October 30, 2017, click here for our Insight), amends Section 401(3)4(C) to
remove the fixed dollar cap (currently $5 million) and increase the percentage limitation (currently 30%
of taxable income) to 35% of taxable income for tax years beginning after December 31, 2017, and 40% of
taxable income for tax years beginning after December 31, 2018. The legislation provides that the
amendments to Section 401(3)4(C) shall take effect on the date that the Pennsylvania Bulletin publishes
the Secretary of Revenue’s notice that a Pennsylvania Supreme Court decision has deemed all or part of
the net loss deduction unconstitutional.

On January 27, 2018, such notice was published in the Pennsylvania Bulletin, thus making applicable the
35% limitation for tax years beginning after December 31, 2017, and the 40% limitation for tax years
beginning after December 31, 2018.

In brief

On October 18, 2017, the Pennsylvania Supreme Court held that the net loss carryover (NLC) deduction
allowed for purposes of the Pennsylvania corporate net income (CNI) tax, as applied to Nextel
Communications, violates the Uniformity Clause of the Pennsylvania Constitution.

For the 2007 tax year at issue, the NLC deduction was limited to the greater of 12.5% of the taxpayer’s
taxable income or $3 million.
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The court concluded the NLC
deduction creates classes of taxpayers
according to their taxable

income. Taxpayers with taxable
income in excess of $3 million could
not reduce their CNI liability to zero
whereas similarly-situated taxpayers
with $3 million or less in taxable
income could reduce their CNI
liability to zero.

The court sought to apply a remedy
that would be most consistent with
the legislature’s intent in enacting the
NLC. The court determined that
striking down the fixed dollar
limitation, while retaining the
percentage limitation, would be most
consistent with the legislature’s intent
to have the NLC balance the twin
policy objectives of encouraging
investment and ensuring that the
Commonwealth’s financial health is
maintained.

[Nextel Communications of the Mid-
Atlantic, Inc. v. Commonwealth of
Pennsylvania, Pa. Sup. Ct., No. 6 EAP
2016 (10/18/17)].

In detail

Pennsylvania’s NOL carryover
limitation

Corporate taxpayers are permitted to
deduct Pennsylvania losses from one
year in subsequent years, subject to
certain limitations to the carryover
periods and amounts. Specific to the
2007 tax year, the amount of the NLC
deduction was limited to the greater of
12.5% of the taxpayer’s taxable income
or $3 million.

Facts

For the 2007 tax year, Nextel earned
approximately $45 million of taxable
income and had carryover losses of
$150 million.

On its 2007 Pennsylvania Corporate
Tax Report, Nextel claimed a $5.6
million deduction, equal to 12.5% of
its taxable income. This reduced

Nextel’s taxable income to $39.4
million, on which it paid CNI tax of
approximately $4 million. Nextel
would have been able to completely
offset its taxable income and eliminate
its tax liability, but for the NLC
deduction limitation.

Nextel filed a refund claim, which was
denied. Nextel filed an appeal to a
Pennsylvania Commonwealth Court
claiming the NLC was
unconstitutional as applied to it for
the 2007 tax year.

Commonwealth court —
Limitation unconstitutional

The Commonwealth Court held that
the NLC deduction created two classes
of taxpayers according to their levels
of taxable income: (1) one class of
taxpayers with $3 million or less of
taxable income in 2007 that could
reduce their taxable income to $0
through the NLC deduction; and (2) a
second class of taxpayers with more
than $3 million of taxable income in
2007 that could not reduce their
taxable income to $0 through the NLC
deduction and, as a result, paid at
least some CNI tax. This assumes
both classes of taxpayers entered the
2007 tax year with an NLC that
exceeded their 2007 taxable income.

The court held that a classification
“based solely on income amount”
could not withstand scrutiny under
the Uniformity Clause of the
Pennsylvania Constitution, which
provides: “All taxes shall be uniform,
upon the same class of subjects,
within the territorial limits of the
authority levying the tax....” The
court held that the government cannot
set an arbitrary threshold that favors
some taxpayers by exempting them
from CNI tax while subjecting other
similarly-situated taxpayers to a
payment of tax.

The court rejected the
Commonwealth’s argument that the

General Assembly had sound
budgetary reasons for imposing NLC
deduction limitations, as the General
Assembly is “not permitted to enact
budget-related legislation that violates
the constitutional rights of
Pennsylvania citizens.”

The court recognized that the
potential for Nextel to apply unused
net losses in future years did not
impact its conclusion. Application of
the NLC limitation resulted in some
taxpayers paying no tax in the 2007
tax year while others did. The court
concluded that a “taxpayer should not
have to wait twenty years to get the
same deduction that another taxpayer,
because of a legislatively-imposed cap
based solely on the value of the
property to be taxes, can take in Year
1.”

Commonwealth court remedy -
Taxpayer can reduce taxable
income to zero

The court noted that the
discrimination in this case “derives
from the $3 million alternative
limitation in the NLC deduction
provision.” However, striking the
limitation based on the $3 million cap
in an effort to make the statutory
scheme uniform, as proposed in the
concurring and dissenting opinion,
does not remedy the constitutional
violation because striking the cap
would only serve to highlight the fact
that while Nextel paid what it was
supposed to pay, many corporate net
income taxpayers in the 2007 Tax
Year benefitted from the
discriminatory cap and thus
underpaid their corporate net income
taxes—i.e., they benefitted from the
unconstitutional provision.

Accordingly, the court held that “[l]ike
similarly-situated taxpayers with $3
million or less taxable income in the
2007 Tax Year, Nextel should be
permitted under the NLC deduction
provision to reduce its taxable income
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to $0 by virtue of its positive net
operating loss position that tax
year.”

Click here for our summary of the
Commonwealth Court decision.

The Department appealed to the
Pennsylvania Supreme Court (Court).

Pennsylvania Supreme Court —
Limitation unconstitutional

The Court noted that when a tax law
creates an inequality that divides
subjects of a particular tax into
various classes, the standard to be
used in determining whether the law
violates the Uniformity Clause is
“whether the classification is based
upon some legitimate distinction
between the classes that provides a
non-arbitrary, reasonable, and just
basis for the disparate treatment.”

The Court agreed with the
Commonwealth Court that the NLC
limitation created two classes of
taxpayers (those with $3 million or
less of taxable income and those with
more than $3 million of taxable
income) and treated them differently
based on income. The Court held that
because “the NLC has created
disparate tax obligations between
these two classes of similarly situated
taxpayers based solely on the value of
the property involved —i.e., the
amount of each class member’s
taxable income — it is, as the
Commonwealth Court determined, an
arbitrary and unreasonable
classification which is prohibited by
the Uniformity Clause.”

Accordingly, the Court affirmed the
Commonwealth Court’s decision that
the NLLC is unconstitutional as applied
to Nextel.

Pennsylvania Supreme Court
remedy — Sever fixed dollar
limitation, retain percentage
limitation

The Court noted that a severability
analysis must be undertaken

whenever a statute has been
invalidated as the result of an as-
applied constitutional challenge.

The Court viewed that it had three
options to remedy the constitutional
defect:

e sever the flat $3 million deduction
from the remainder of the NLC

e sever both the $3 million and
12.5% deduction caps and allow
corporations to claim an unlimited
net loss — the remedy chosen by
the Commonwealth Court majority

o strike down the entire NLC and,
thus, disallow any net loss
carryover.

The Court found that severing only
the flat $3 million deduction would be
most consistent with the legislature’s
intent in enacting the NLC, which was
to: (1) encourage investment by
allowing corporations to deduct some
of the losses they sustain when
making such investments against their
future revenues and (2) ensure that
the Commonwealth’s financial health
is maintained by capping of the
amount of this deduction.

Pending legislation

For taxable years beginning after
December 31, 2014, the NLC
limitation is the greater of: (1) 30% of
taxable income or (2) $5 million.

H.B. 542 would remove the $5 million
cap and increase the percentage
limitation to 35% of taxable income
for tax years beginning after
December 31, 2017, and 40% of
taxable income for tax years beginning
after December 31, 2018. On October
17, 2017, the House passed the bill
102-88. The bill currently resides in
the Senate as of October 18, 2017.

The takeaway

The Nextel decision raises a number
of open questions for Pennsylvania
taxpayers:

e Given that the decision addresses
an as-applied constitutional
challenge, and a concurring
opinion joined by two justices that
claims the challenge necessarily
implicates the facial validity of the
NLC, does the cap removal apply to
all taxpayers?

e What are the next steps for
taxpayers with refunds pending at
the Board of Appeals or Board of
Finance and Revenue?

e What should calendar year
taxpayers do for purposes of
completing their 2016
Pennsylvania tax returns? The
forms do not reflect the removal of
the cap. Further, many taxpayers
may not be adequately paid in for
extension and estimate purposes if
they relied upon the flat dollar cap
to calculate estimates or
extensions. Finally, how do
taxpayers complete their RCT-103
NOL schedules?

¢ Will the Department assess tax for
open years on taxpayers that
benefited from the flat dollar cap?

e What are the financial statement
impacts? Taxpayers may need to
re-evaluate deferred tax assets and
valuation allowances on
Pennsylvania NOLs. Additionally,
taxpayers that have used the flat
dollar cap in prior years open
under statutes of limitations may
need to consider ASC 740 reserves
or filing amended returns for those
open tax years.

What are the next steps for
taxpayers taking the Nextel
position on originally filed returns
open under statute of limitations?

Taxpayers should be aware that there
are several pending matters in
litigation challenging the NLC,
including an appeal from the
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Commonwealth Court’s decision in
RB Alden (click here for our summary
of the Commonwealth Court’s
decision).

Let’'s talk
If you have any questions regarding the Nextel decision, please contact:

State and Local Tax Services

Scott Austin Louis Lippo Jennifer Loughery

Principal, Philadelphia Director, Philadelphia Director, Philadelphia

+1 (267) 330-2567 +1 (267) 330-1681 +1 (267) 330-2164
scott.l.austin@pwc.com louis.f.lippo@pwc.com jennifer.t.loughery@pwc.com
Nick Stratis Mike Vadner

Director, Philadelphia Director, Philadelphia

+1 (267) 330-3653 +1 (267) 330-2399

nicholas.stratis@pwc.com michael.vadner@pwc.com

Click here to access our library of past state and local tax Insights.

Stay current and connected. Our timely news insights, periodicals, thought leadership, and webcasts help you
anticipate and adapt in today's evolving business environment. Subscribe or manage your subscriptions at:

pwc.com/us/subscriptions
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SOLICITATION
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