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OPINION

MR. JUSTICE BAER DECIDED: June 17, 2014

In this direct appeal, we examine a decision by the Commonwealth Court, sitting
en banc, which considered the application of Pennsylvania personal income tax (PIT) to
various nonresidents, who invested as limited partners in a Connecticut limited
partnership, which existed for the sole purpose of owning and operating a skyscraper in
the City of Pittsburgh, which ultimately went into foreclosure in 2005. The
Commonwealth Court held that the partnership was subject to PIT commensurate with
the total debt discharged as a result of the foreclosure, and therefore the nonresident
limited partners were liable for PIT in an amount proportionate with their shares in the
partnership. In this case that presents several issues of first impression, for the reasons

that follow, we affirm.
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l. BACKGROUND

In late 1984-early 1985, the five Appellants in this case, a married couple (Ernest
and Beverly Wirth) and three individuals (John Houssels, Jr., Thomas Shaker, and
Robert Marshall, Jr.), all purchased various interests in a limited partnership known as
600 Grant Street Associates Limited Partnership (Partnership). Appellants’ interests in
the Partnership ranged from one-quarter of a unit to one unit.! All Appellants were non-
Pennsylvania residents. The sole purpose of the Partnership, which was organized
pursuant to Connecticut law, was the purchase and management of the property
located at 600 Grant Street in the downtown section of the City of Pittsburgh, commonly
known as the U.S. Steel Building (the Property). In all, 735 limited partners, only 25 of
whom were Pennsylvania residents, comprised the Partnership. All of the limited
partners were passive investors; none took an active role in managing the Property.

Investment in the Partnership began when the general partner made a
comprehensive “Offering Memorandum” available to potential investors. The
memorandum stated that while the Partnership would likely incur economic and tax
losses for the first several years of its existence, due to expected growth in the
Pittsburgh commercial real estate market, eventually the limited partners would be
allocated a substantial gain upon the anticipated sale of the Property. The
memorandum further specified that each investor could be subject to negative tax

consequences, both under federal and Pennsylvania tax laws. The memorandum also

1 A one unit interest in the Partnership equated to a 0.151281% interest of the
whole.  Appellants each purchased their shares in the Partnership through a
combination of cash and executed promissory notes. Prior to the events relevant to this
case, each Appellant had satisfied their personal obligations under the promissory
notes.
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indicated that these tax consequences would be determined primarily based on the
financial liquidity of the Property when the mortgage on the Property matured.

With the Partnership in place, it proceeded to purchase the Property in 1985 for
$360 million. Of that, $52 million was paid in cash, and the Partnership pledged the
Property as collateral to secure a nonrecourse Purchase Money Mortgage Note (PMM
Note), with an initial principal balance of the remaining $308 million.2 Interest on the
PMM Note was payable on a monthly basis, at a rate of 14.55% per annum. The PMM
Note contained an important caveat, however: should the monthly interest amount
exceed the Partnership’s net operating income from the Property, the excess did not
have to be paid, and instead would defer and compound on an annual basis, subject to
the same 14.55% rate. The PMM Note originally delineated the maturity date as
November 1, 2001; the parties subsequently extended that date to January 2, 2005.

As the years progressed, the Partnership’s net income from operations did not
meet the projections of the general partner. Indeed, it incurred net operating losses for
accounting, federal tax, and PIT purposes in every year of its existence. Relevant to
this case, for PIT purposes, the Partnership allocated those losses to Appellants (and all
of the other limited partners) and, because Appellants had no Pennsylvania-based
income for 1985-2004, they did not file Pennsylvania PIT returns for those years.
Moreover, because the net operating income was less than the monthly interest on the

PMM Note, the Partnership did not pay the interest and therefore deferred it as noted

2 In a nonrecourse note, the property mortgaged becomes the only source of
repayment for the note. The debtors cannot be held personally liable for the debt, and
the lender possesses no other recourse to satisfy the debt other than foreclosure.
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above. By June 30, 2005, the compounded, accrued interest totaled $2.32 billion, thus
making the total liability on the PMM Note more than $2.6 billion.3

When the PMM Note matured on January 2, 2005, given the insurmountable
debt that had accrued, the Partnership was unable to sell the Property. Accordingly, on
June 30, 2005, the lender foreclosed, and, because the Partnership no longer owned
the Property (which was the sole reason for the Partnership’s existence), the
Partnership soon after liquidated. None of the limited partners, including Appellants,
received any proceeds from the Property’s foreclosure or the Partnership’s liquidation,
and therefore lost their entire investments in the Partnership.

Following the Property’s foreclosure, but prior to the Partnership’s liquidation, the
Partnership reported a gain as a result of the foreclosure on its federal and state tax
fiings that consisted of the unpaid balance of the PMM Note’s principal and the

accrued, compounded interest, totaling $2,628,491,551. Accord Commissioner v. Tufts,

461 U.S. 300 (1983) (holding, as will be explained in greater detail, infra Part IlI(A), that
foreclosures on nonrecourse mortgage notes constitute the disposition of property and
therefore result in the realization of income or gain for federal tax purposes equal to the
amount of the discharged debt). Concomitantly, the Partnership reported each
individual limited partner’s respective share of that gain. Therefore, and despite their
individual investment losses, the Pennsylvania Department of Revenue (the
Department) assessed PIT against Appellants, plus interest and penalties, related to the
foreclosure on the Property for tax year 2005. The PIT equaled each limited partner’s

distributive share of the gain associated with the foreclosure, multiplied by the

3 Of the accrued, unpaid interest, the Partnership used approximately $121 million
to offset income from operations that otherwise would have been subject to PIT.
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Pennsylvania PIT rate of 3.07%. See 72 P.S. § 7306.4 Appellants unsuccessfully
challenged the assessments in the Department’s Board of Appeals and, subsequently,
in the Board of Finance and Revenue. Timely appeals to the Commonwealth Court
followed.®

On January 3, 2013, in four separate decisions, an en banc panel of the

Commonwealth Court affirmed the Board in part, vacated in part, and remanded.? The

4 Section 7306 provides:

A partnership as an entity shall not be subject to the tax
imposed by this article, but the income or gain of a member
of a partnership in respect of said partnership shall be
subject to the tax and the tax shall be imposed on his share,
whether or not distributed, of the income or gain received by
the partnership for its taxable year ending within or with the
member's taxable year.

For example, Appellant Robert Marshall’s distributive share in the foreclosure
equaled his share in the Partnership, 0.151281%, multiplied by the total amount due on
the PMM Note at the time of foreclosure, $2,628,497,551, or $3,976,417 (.00151281 x
$2,628,497,551 = $3,976,417). Appellant-Marshall’s PIT is 3.07% of this, or $122,076
(.0307 x $3,976,417 = $122,076). With interest and penalties, the Department
assessed him a total of $165,055.24 for tax year 2005.

5 Appeals taken from the Board of Finance and Revenue to the Commonwealth
Court sound in that court’s appellate jurisdiction; however, they are de novo in nature as
no record is certified from the Board. Tool Sales & Serv. Co. v. Bd. of Fin. and
Revenue, 637 A.2d 607, 610 (Pa. 1993). The court, as seen in this case, considers
facts jointly stipulated to by the parties. Following a decision by the Commonwealth
Court, and despite that court acting in its appellate jurisdiction, “any final order of the
Commonwealth Court entered in any appeal from a decision of the Board of Finance
and Revenue shall be appealable to the Supreme Court, as of right . . . .” 42 Pa.C.S.
§ 723(b). Accordingly, this appeal was docketed in this Court for direct, rather than
discretionary, review.

6 The Court chose Appellant-Marshall’'s appeal as the lead case, and issued a
published decision therein at 41 A.3d 67 (Pa. Cmwilth. 2013) (en banc). The court then
disposed of the remaining three cases with unpublished memorandum decisions, citing
to Marshall as controlling authority. Unless otherwise required, we will cite only to the
Marshall opinion herein.
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court began its analysis by examining as a threshold matter whether taxing Appellants
in the first instance violated the Commerce and Due Process Clauses of the United
States Constitution,” under the theory that none of them as nonresidents could be
subject to the Pennsylvania Tax Reform Code (the Code). While recognizing that in
taxation cases, Commerce and Due Process Clause arguments are interrelated, the
court opined that “the two should not be intermingled” because, according to the United

States Supreme Court, they “are analytically distinct.” Commonwealth v. Marshall, 41

A.3d 67, 73 (Pa. Cmwilth. 2013) (en banc) (quoting Quill Corp. v. N. Dakota, 504 U.S.

298, 305-06 (1992)). The court concluded that Appellants only disputed whether
minimum contacts existed to permit Pennsylvania to tax them, and a minimum contacts
analysis only implicates due process. Accordingly, the court concluded that Appellants
waived the Commerce Clause claim.®

Turning to the due process claim, the court determined that a reasonable,
definitive connection between Appellants and Pennsylvania existed because the
primary purpose of the Partnership was the ownership and management of real estate

within the Commonwealth’s borders. While it ultimately failed, the Partnership’s sole

7 U.S. ConsT. art. |, § 8, cl. 3; U.S. ConsT. amend. XIV, § 1.
8 Specifically, the Commonwealth Court noted:

Whether a taxing scheme violates the Commerce Clause
requires application of a four-part test, the first prong of
which requires a court to consider whether the tax “is applied
to an activity with a substantial nexus with the taxing State.”
Though the “minimum contacts” test and the “substantial
nexus” prong are similar in phrasing, the Supreme Court in
Quill rejected the State of North Dakota's argument that they
are one and the same: “The two standards are animated by
different constitutional concerns and policies.”

Marshall, 41 A.3d at 73 (quoting Quill, 504 U.S. at 311, 312) (internal citations omitted).
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objective was to return a profit on the building, and therefore the Partnership and its
limited partners purposely established contacts with Pennsylvania for that purpose.
Thus, the court found that subjecting Appellants to PIT did not violate due process. Id.

at 74 (citing, e.g., Kulko v. Superior Court of California, 436 U.S. 84, 92 (1978) (whether

minimum contacts exists for purposes of due process is fact specific and “must be
weighed to determine whether the requisite ‘affiliating circumstances’ are present”)).
The court next turned its attention to whether the foreclosure upon the Property,
and therefore the discharge of the nonrecourse debt associated with it, constituted a
taxable event for purposes of PIT. In Pennsylvania, the imposition of PIT is governed

by Section 302 of the Code, which provides as follows:

(a) Every resident individual, estate or trust shall be subject
to, and shall pay for the privilege of receiving each of the
classes of income hereinafter enumerated in section 303, a
tax upon each dollar of income received by that resident
during that resident's taxable year at the rate of three and
seven hundredths per cent.

(b) Every nonresident individual, estate or trust shall be
subject to, and shall pay for the privilege of receiving each of
the classes of income hereinafter enumerated in section 303
from sources within this Commonwealth, a tax upon each
dollar of income received by that nonresident during that
nonresident's taxable year at the rate of three and seven
hundredths per cent.

72 P.S. § 7302. Section 303 of the Code then enumerates eight classes of income,
which are subject to PIT. Relevant to this appeal, the court noted that subsections
(a)(2) and (a)(3) permit the collection of PIT upon “the net income from the operation of
a business, profession, or other activity . . .”; and, the “net gains or net income, less net

losses, derived from the sale, exchange or other disposition of property, including real
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property [and] intangible personal property . ...” 1d. § 7303(a)(2) & (3).2 In furtherance
of subsection (a)(3), Department Regulation 103.13 provides, “A gain on the disposition
of property is recognized in the taxable year in which the amount realized from the
conversion of the property into cash or other property exceeds the adjusted basis of the

property.” 61 Pa. Code § 103.13(a)."°

9 In full, Section 7302(a)(2) and (a)(3) provide as follows:

(2) Net profits. The net income from the operation of a
business, profession, or other activity, after provision for all
costs and expenses incurred in the conduct thereof,
determined either on a cash or accrual basis in accordance
with accepted accounting principles and practices but
without deduction of taxes based on income. For purposes
of calculating net income under this paragraph, to the extent
a taxpayer properly deducts an amount under section
195(b)(1)(A) of the Internal Revenue Code of 1986 (26
U.S.C. § 195(b)(1)(A)), as amended, and the regulations
promulgated under section 195(b)(1)(A) of the Internal
Revenue Code of 1986, the taxpayer shall be permitted a
deduction in equal amount in the same taxable year.

(3) Net gains or income from disposition of property. Net
gains or net income, less net losses, derived from the sale,
exchange or other disposition of property, including real
property, tangible personal property, intangible personal
property or obligations issued on or after the effective date of
this amendatory act by the Commonwealth; any public
authority, commission, board or other agency created by the
Commonwealth; any political subdivision of the
Commonwealth or any public authority created by any such
political subdivision; or by the Federal Government as
determined in accordance with accepted accounting
principles and practices. [...].

72 P.S. § 7303(a)(2) & (3). The remaining classes of income as provided for by Section
7303(a)(1) and (4)-(8), are not relevant for purposes of this appeal.

10 The entirety of Regulation 103.13(a) provides as follows:

Gain or loss. A gain on the disposition of property is
recognized in the taxable year in which the amount realized
(continued...)
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Rather than a matter of statutory interpretation, the court viewed the question of
whether PIT applies to the consequence arising from a foreclosure upon a nonrecourse
debt as one of regulatory interpretation, and thus gave deference to the Department’s
interpretation of Regulation 103.13. To that end, the court noted that the Department,
‘in this matter . . . has interpreted [Regulation] 103.13 as applying to real property
foreclosures, even when the mortgagor does not receive any cash or other property . . .
upon foreclosure.” Marshall, 41 A.3d at 77. The court then looked to the United States
Supreme Court’s decision in Tufts, in which the Court, as a matter of federal tax law,
held that “where a lender forecloses on property securing a nonrecourse loan of a
partnership, for tax purposes the amount realized by the partnership from the
disposition of the property is the full amount of the nonrecourse obligation.” 1d. (citing

Tufts, 461 U.S. 300); see also Crane v. Commissioner, 331 U.S. 1, 14 (1947) (holding

that when a seller of real property “transfers subject to the mortgage, the benefit to him
is as real and substantial as if the mortgage were discharged, or as if a personal debt in
an equal amount had been assumed by another.”). Since Tufts, the Internal Revenue
Service (IRS) has continued to find tax liability under what has become known as the
“Tufts rule,” as further discussed herein in Part IlI(A), upon the disposition of

nonrecourse debts due to foreclosures.

(...continued)

from the conversion of the property into cash or other
property exceeds the adjusted basis of the property. A loss
is recognized only with respect to transactions entered into
for gain, profit or income and only in the taxable year in
which the transaction, in respect to which loss is claimed, is
closed and completed by an identifiable event which fixes
the amount of the loss so there is no possibility of eventual
recoupment.

61 Pa. Code § 103.13(a).
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For guidance, the Commonwealth Court looked to Section 1001 of the Internal
Revenue Code (IRC), which states that if the amount realized from “the sale or other
disposition of property” exceeds the adjusted basis, then the gain is taxable as income.
26 U.S.C. §1001(a). Importantly to the Commonwealth Court, the federal definition of
“amount realized,” in accord with Department Regulation 103.13, is limited to “money
received plus the fair market value of the property (other than money) received.” |Id.
§ 1001(b). Given the similarities in phraseology between the federal and Pennsylvania

sections, the court concluded,

because [the Department’s] interpretation of its regulation is
consistent with well-settled interpretations of similar federal
tax provisions, [the Department’s] interpretation of Section
103.13 as applying to real property foreclosures, even when
the mortgagor does not receive any cash or other property
(i.e., proceeds) upon foreclosure, is reasonable and will not
be disturbed by this Court.

Id. at 78.

The court further determined that the investment loss suffered by Appellants did
not save them from tax liability. The court noted that the gain associated with the
Property was attributable to the Partnership as the entity which owned the Property.
However, the limited partners, including Appellants, were liable for the gain as
individuals based upon the individual shares in the partnership. 72 P.S. § 7306.
Accordingly, in as much as the Commonwealth Court initially had to determine whether
the Department correctly imposed PIT liability upon Appellants, it concluded that
Appellants’ actual investment loss associated with the Partnership’s failure and
liquidation was of no moment, reasoning: “[t]he issue here is whether the Partnership

encountered a gain on disposition of the Property, not whether [Appellants] recovered
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the purchase price of [their] Partnership interests or, stated otherwise, suffered a loss
on [their] investment[s].” Marshall, 41 A.3d at 80.

The court next analyzed whether the Department correctly calculated the amount
of PIT due from Appellants. It first noted that, as is black letter tax law, a gain upon the
disposition of property occurs when “the amount realized from the disposition of the
property exceeds the adjusted basis of the property at the time of disposition.” Id. at 81.
With that, the court initially determined that a remand to Board of Finance and Revenue
would be required no matter what it decided, because the Board had failed to calculate
the adjusted basis in the Property, given that it had not taken evidence regarding
depreciation, amortization, or any other factor which could affect this figure.

This somewhat minor point aside, the court next moved to examine what, if any,
amount of gain the Partnership realized from the foreclosure upon the Property. In
citing extensively to Tufts, the court determined that the Partnership, at a minimum,
realized income “in the form of the extinguishment of its obligation to repay the principal
amount of the PMM note . . . - $308 million.” Id. at 84. The maijority recognized,
however, that Tufts did not analyze the question of including accrued but unpaid
interest, which in the instant case totaled $2.32 billion. The court thus turned to Allan v.

Commissioner, 856 F.2d 1169, 1173 (8" Cir. 1988), which held that, under Tufts, “the

amount realized is the full amount of the nonrecourse liabilities which are discharged as
a result of the transfer of the property.” Given the reasoning of Allan, the court again
found the decision by the Department, under its promulgated regulations, to impose PIT
on the full amount of principal and interest was reasonable and within the Code’s
provisions and Department’s regulations.

The court next analyzed whether Appellants’ tax liabilities could be reduced or

offset in any manner, by examining whether the taxable amount of the accrued, but
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unpaid, interest owed by the Partnership ($2.32 billion) should be reduced to only that
portion of the unpaid interest utilized by the Partnership over the course of its existence
to negate operational income that otherwise would have been subject to PIT in previous
years (a total of $121 million, see supra note 3). Specifically, the panel examined
whether the net operational losses incurred by the Partnership could reduce the amount
of assessed PIT. The majority noted, however, that unlike the federal IRC, which
defines income in an all-encompassing manner,!! the Code enumerates eight specific
categories of income, see supra note 9, of which net profit from business operations (72
P.S. § 7303(a)(2)), and net profit from the disposition of property (id. § 7303(a)(3)), are
two distinct classifications. The court further stated that Department Regulation
121.13(a) prohibits the “offset [of] a gain in one class of income with a loss in another

class of income.” 61 Pa. Code § 121.13(a).’2 Given this regulation, the court refused to

" See 26 U.S.C. § 61(a) (defining gross income as “all income from whatever
source derived . . ..").
12 In full, Regulation 121.13(a) provides as follows:

Under the provisions of Article Il of the Tax Reform Code of
1971 (72 P. S. §§ 7301--7361) a person shall not be allowed
to offset a gain in one class of income with a loss in another
class of income. However, a gain may be offset with a loss in
the same class of income but limited to the amount of the
gain if the income class is one in which net income rather
than gross income is reported. For example, if a person
experiences a net loss from the sale or exchange of property
he shall not enter this loss on Form PA-40 and use this loss
to offset income from compensation. However, both gains
and losses from the sale or exchange of property may be
entered on Schedule D and thus offset part or all of the
income in this class.

61 Pa. Code § 121.13(a).
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permit Appellants to reduce the taxable amount arising from the disposition of the
Property by losses suffered during the operation of the business.'3

Finally, the court considered whether Appellants were disparately treated by the
Department because they were ultimately liable for a greater PIT than the limited
partners who were Pennsylvania residents. Specifically, Appellants argued that while
the Department permitted the Pennsylvania-resident limited partners to offset their PIT
liability arising from the foreclosure with the income loss associated with the failed
investment in the Partnership, Appellants and the remaining non-resident limited
partners were not given the same ability to offset.' Appellants contended that such
treatment violated the Privileges and Immunities, Commerce, and Equal Protection
Clauses of the United States Constitution,’® as well as the Uniformity Clause of the
Pennsylvania Constitution.’® The court denied relief on the constitutional claims, noting

that intangible personal property, like an ownership interest in a limited partnership, is

13 For similar reasons, the Commonwealth Court majority refused to apply the so-

called “tax benefit rule,” which will be explained in greater detail infra Part IV, to reduce
Appellants’ tax liability. For ease of discussion, we briefly note that the tax benefit rule
is a creation of federal common law, which has been used by the IRS and federal courts
to reduce the detrimental effect that annual accounting methods may have on tax
liability. As recognized by the United States Supreme Court, the tax benefit rule is
utilized only in situations where the occurrence of an event in an earlier tax year that
permitted a deduction, subsequently results in realized income in a later tax year. See
Hillsboro Nat'| Bank v. Commissioner, 460 U.S. 370, 388-89 (1983). While a taxpayer is
normally responsible for including that recovered income in the subsequent tax year,
under the tax benefit rule, the recovery is not includible to the extent that the earlier
deduction failed to reduce the amount of the tax owed.

14

For clarity, we note that these constitutional contentions differed from the “cross-
class deduction” issue just discussed. Section 7303(a)(3) categorizes dispositions of
real property and intangible personal property within the same class of income.
Accordingly, deductions between the two would normally be permitted.

15 U.S. ConsT. art. IV, § 2; art. |, § 8, cl. 3; & amend. XIV, § 1, respectively.
16 PA. CONST. art. VIII, § 1.
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localized in, and sourced to, the domicile of the taxpayer. For taxation purposes, the
foreclosure on the Property was a realization of income from within Pennsylvania, while
the investment loss suffered by Appellants, as nonresidents, was sourced outside of the
Commonwealth, i.e., in each Appellants’ home state. Thus, despite the fact that the
disposition of real property and the disposition of intangible personal property both fall
with the Section 7303(a)(3) class of income, given that federal constitutional law
prohibits the Department from assessing PIT upon income nonresidents gain from

outside of Pennsylvania, see, e.qg., Shaffer v. Carter, 252 U.S. 37, 56 (1920), the court

concluded that it follows that a deduction of Pennsylvania-sourced income cannot come
from losses sourced to a foreign jurisdiction. Therefore, no disparate treatment
occurred between resident limited partners and Appellants.

Judge Patricia McCullough, joined by Judge Robin Simpson, dissented,
articulating three main points.  First, the dissent averred that the applicable
Pennsylvania Tax Code provisions and Department regulations did not support the
finding that PIT could be assessed on the foreclosure, regardless of the Tufts decision.
Unlike the IRC, which defines income broadly, the Code is explicit in what is and is not
income. The dissent therefore contended that, to the extent the Code is ambiguous
regarding whether the foreclosure upon a nonrecourse mortgage is taxable, the Code
must be construed strictly in favor of the taxpayers, and therefore absent direction from
the General Assembly that situations such as that presented instantly fall within the
Code, courts should construe applicable Pennsylvania law against imposing such a tax.

Second, assuming arguendo that PIT could be assessed, the dissent argued that
the tax benefit rule should have been applied to recognize the “economic reality” of the
situation. The only benefit that Appellants ever realized from their venture into the

Partnership was the sheltering of the $121 million in operational income, and therefore,
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in the dissent’s view, if Appellants owed any PIT at all, it would be upon their respective
shares of the $121 million.

Finally, the dissent asserted that under the Pennsylvania Constitution’s
Uniformity Clause, Appellants as non-residents should have been given the ability to
offset their assessed PIT in the same manner as Pennsylvania-domiciled limited
partners. The dissent disagreed with the majority’s reasoning that, because income
cannot be taxed across state borders, losses likewise should not be able to be
deducted. Moreover, and specific to the Uniformity Clause argument, in the Dissent’s
view, both resident and non-resident limited partners in the Partnership were all on
equal footing in the Partnership, i.e., members of the same class as all were passive
investors, each of whom sustained the same loss of their respective investments. Thus,
the dissent concluded that the Uniformity Clause is violated “where taxpayers enjoying
the same privilege of receiving, earning[,] or otherwise acquiring the same amount of
income as others [are] required to pay a larger dollar amount of taxes.” Marshall, 41

A.3d at 104 (McCullough, J., dissenting) (citing Amidon v. Kane, 279 A.2d 53 (Pa.

1971)).
Following the decision, Appellants individually filed exceptions, which the
Commonwealth Court denied with the same 5-2 maijority, with Appellant-Marshall’s case

again serving as the lead, see Marshall v. Commonwealth, 50 A.3d 287 (Pa. Cmwilth.

2013) (en banc), and then decided the remaining Appellants’ exceptions in unpublished
memoranda. Following the court’s denial of exceptions, Appellants sought direct review
in this Court, and upon dispositional review, we consolidated the four matters and

ordered that the case be submitted on briefs for a full opinion. Appellants asserted nine
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allegations of error by the Commonwealth Court, which will be addressed in five parts.!”

The questions surrounding application of the various constitutional provisions, such as

17 Verbatim, the issues raised by Appellants in their consolidated brief are as
follows:

a. Did Pennsylvania have the requisite constitutional nexus to
impose Personal Income Tax on the Taxpayer from gain on
a foreclosure, when the Taxpayer's only contact with
Pennsylvania was the ownership of a limited partnership
interest in a partnership that owned commercial property
here?

b. Did the foreclosure on the Property owned by Partnership
convert the Property into cash or other property within the
meaning of Pennsylvania Regulation Section 103.13, thus
resulting in a taxable gain for Pennsylvania Personal Income
Tax purposes, when the parties stipulated otherwise?

C. Was the Personal Income Tax correctly interpreted to
impose tax on an alleged gain, when the Taxpayer in fact
realized an economic loss?

d. If a gain was realized under Regulation Section 103.13, did
the amount realized for purposes of calculating the gain
consist not only of unpaid principal on the debt securing the
Property, but also accrued but unpaid interest that did not
result in any tax benefit for the Taxpayer?

e. Should the Taxpayer’s loss on liquidation of the Partnership
have been included in the calculation of any gain?

f. Did Pennsylvania’s tax benefit rule require that the amount
of accrued but unpaid interest that did not result in any tax
benefit for the Taxpayer be excluded from any amount
realized on the foreclosure?

g. Did Act 2002-89, effective for tax years beginning after
December 31, 2000, require the deduction of straight-line
depreciation for years prior to 20017

h. If the loss realized by the Taxpayer on liquidation of the
Partnership is taken into account in calculating any taxable
gain for Pennsylvania Personal Income Tax purposes, was
the Taxpayer's basis in his Partnership interest correctly
calculated?

i. Did the imposition of Pennsylvania Personal Income Tax on
the Taxpayer violate any of the Uniformity Clause, Privileges
(continued...)
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the Due Process and Commerce Clauses of the United States Constitution, and
Uniformity Clause of the Pennsylvania Constitution, comprise pure questions of law, for
which our standard of review is de novo and our scope of review is plenary. See

Commonwealth v. Janssen Pharmaceutica, Inc., 8 A.3d 267, 271 (Pa. 2010). Similarly,

whether the assessment of PIT based upon the foreclosure of the Property, and the
subsidiary questions stemming therefrom, are also pure questions of law, to which the
same standard and scope of review apply. Id

Il THE COMMERCE AND DUE PROCESS CLAUSES

As the Commonwealth Court did before us, we initially address questions
concerning whether the Commerce and Due Process Clauses of the federal constitution
prohibit the Department from assessing PIT against Appellants at all. We would not
typically turn first to constitutional issues. However, if either of these provisions bar the
imposition of PIT, it will be unnecessary for us to examine the statutory questions raised
by Appellants. Accordingly, we examine them as threshold matters.

(A) Commerce Clause

We concentrate first on the Commonwealth Court’'s holding that Appellants
waived any contentions that they could not be assessed PIT for the foreclosure of the

Property based upon the Commerce Clause. The court below deemed any Commerce

(...continued)
and Immunities Clause, Equal Protection Clause, Due
Process Clause or Commerce Clause of the applicable
Pennsylvania or United States Constitutions?

Issues g. and h. will not be addressed in this opinion, as we view them properly as the
subject of the remand order by the Commonwealth Court regarding the adjusted basis
in the Property, with which we agree and Appellants have not substantially challenged
in the argument section of their joint brief. Further, a tenth issue raised solely by Ernest
and Beverly Wirth at 82 MAP 2012, regarding potential error in the order issued by the
Board of Finance and Revenue and the failure of the Commonwealth Court to correct
that error, will be discussed in full, infra, Part VII.
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Clause arguments to be waived as not sufficiently developed. The court, citing to
language from the United States Supreme Court, faulted Appellants for not sufficiently
distinguishing between the Commerce Clause and the Due Process Clause arguments.

See Marshall, 41 A.3d at 73 (quoting Quill, 504 U.S. at 305-06 (recognizing that, in

taxation cases, Commerce and Due Process Clause arguments are interrelated but “the
two should not be intermingled” because the two constitutional provisions “are
analytically distinct”; Commerce Clause analyses focus on a substantial nexus between
the taxpayer and taxable event, while the Due Process Clause concerns whether the
taxpayer had minimum contacts with the tax assessing state)).

Appellants first contend that the court below erred in finding waiver sua sponte,
because the Department never sought a finding of waiver. Substantively, Appellants
argue that the finding of waiver was inappropriate because arguments addressed
simultaneously both constitutional concepts. According to Appellants, “[ijln an opinion
released just weeks after Quill, the Supreme Court held that ‘[tlhe principle that a State
may not tax value earned outside its borders rests on the fundamental requirement of
both the Due Process and Commerce Clauses that there be some definite link, some
minimum connection, between a state and the person, property[,] or transaction it seeks

”m

to tax.” Appellants’ Brief at 21 (quoting Allied-Signal, Inc. v. Dir., Div. of Taxation, 504

U.S. 768, 777 (1992) (internal marks omitted)). In Appellants’ view, using “minimum
contacts” and “substantial nexus” interchangeably, therefore, should not result in waiver
of the Commerce Clause claim. Rather, the same facts support both constitutional
aspects of the case: that Appellants “did not reside in or conduct any activities in
Pennsylvania; [and their] interest[s] in the Partnership [were] never employed as capital
or localized in connection with a trade or business so as to establish a business situs for

the interest of Pennsylvania.” Appellant-Marshall’'s Commonwealth Court Brief at 28.
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The Department responds by first noting that the Commonwealth Court below did
not err in sua sponte finding the Commerce Clause contentions waived. The
Department remarks that, as the aggrieved parties in an appellate setting, the onus was
on Appellants to develop their arguments sufficiently. Substantively, the Department
relies upon the Commonwealth Court’s citation of Quill, while further observing that a
government “may comply with one constitutional provision and nonetheless violate the
other . . . so it is inappropriate to lump them together, as [Appellants] did.”
Commonwealth’s Brief at 29. Unlike the minimum contacts framework of a due process
analysis, “the Commerce Clause reflects ‘structural concerns about the effects of state
regulation on the national economy,” and, in the Department’s view, Appellants have
failed in every way to connect the assessment of PIT upon them to the degradation of
the national economy. Id. at 30-31 (quoting Quill, 504 U.S. at 312).

We agree with the Department. While Appellants protest that the
Commonwealth Court should not have sua sponte found waiver, our rules of appellate
procedure are explicit that the argument contained within a brief must contain “such
discussion and citation of authorities as are deemed pertinent.” Pa. R.A.P. 2119(a).
‘W]here an appellate brief fails to provide any discussion of a claim with citation to
relevant authority or fails to develop the issue in any other meaningful fashion capable
of review, that claim is waived. It is not the obligation of [an appellate court . . . ] to

formulate [a]ppellant’s arguments for him.” Commonwealth v. Johnson, 985 A.2d 915,

924 (Pa. 2009) (internal citations omitted). Moreover, because the burden rests with the
appealing party to develop the argument sufficiently, an appellee’s failure to advocate

for waiver is of no moment. See Connor v. Crozer Keystone Health Sys., 832 A.2d

1112, 1118 (Pa. Super. 2003).
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Our careful review of Appellants’ briefs filed in the Commonwealth Court reveals
that the entirety of the Commerce Clause argument before that tribunal was as follows:
‘A state’s ability to tax is limited by the Commerce and Due Process Clauses of the
United States Constitution.” Appellant-Marshall’'s Commonwealth Court Brief at 27.
The remainder of the constitutional argument focuses exclusively upon the notion of
minimum contacts, which, as discussed below, relates solely to an alleged violation of
the Due Process Clause. Accordingly, the Commonwealth Court did not err in finding
Appellants’ Commerce Clause contentions waived for underdevelopment, and we will
not address the merits of that claim.

(B) Due Process

We next turn to the properly preserved due process issue. As noted above, the
pertinent analysis concerning whether a person or entity may be liable for legal
damages or, in this case, taxes, under notions of due process, revolves around the well-
established notion that the potentially liable party must have “minimum contacts” with

the forum jurisdiction. See Kachur v. Yugo Am., Inc., 632 A.2d 1297, 1300 (Pa. 1993)

(citing Burger King Corp. v. Rudzewicz, 471 U.S. 462, 474 (1985)). The existence of

minimum contacts turns on the related question of whether the person at issue might
‘reasonably anticipate being haled into court,” or, as seen here, may reasonably

anticipate being taxed upon a taxable event. |d. (quoting Hanson v. Denckla, 357 U.S.

235, 253 (1958)). The High Court in Hanson continues:

[T]he application of that rule will vary with the quality and
nature of the defendant’s activity, but it is essential in each
case that there be some act by which the defendant
purposefully avails itself of the privilege of conducting
activities within the forum State, thus invoking the benefits
and protections of its laws.
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Hanson, 357 U.S. at 253.
Appellants’ argument regarding these standards never speaks to purposeful
availment, which, again, is the touchstone of a minimum contacts analysis. Rather, the

entirety of their contentions regarding this issue is as follows:

Here, [Appellants] had no minimum contacts with
Pennsylvania, let alone substantial nexus. [They] did not
reside in or conduct any activities in Pennsylvania. [Their]
interest in the Partnership was never employed as capital or
localized in connection with a trade or business so as to
establish a business situs for the interest in Pennsylvania.
(Jt. Stip.  9; R. 33a-34a.) Without such minimum contacts,
a state may not tax an individual whose only connection with
the state is a passive limited partnership interest in a
partnership doing business in that state. Lanzi v. Ala. Dep't
of Rev., 968 So. 2d 18 (Ala. Civ. App. 2006), cert. denied
(Ala. 2007); BIS LP, Inc. v. Dir., Div. of Taxation, 25 N.J. Tax
88 (2009), aff'd, 26 N.J. Tax 489 (N.J. Super. App. Div.
2011).

Appellants’ Brief at 19.

The Department responds that Appellants’ contentions that they failed to conduct
any business activities or establish a business situs within Pennsylvania is specious
because the “focal point” of the entire controversy, the foreclosed upon Property, was
situate in Pennsylvania. The Department contends that their interest in the Partnership,
while limited, was hardly passive due to the amounts of money invested, the lifespan of
the Partnership (over twenty years), and the Partnership’s ownership of the Property.
Further, the memorandum of understanding reviewed by each individual limited partner,
including Appellants, indicated that their investment may lead to PIT liability.

The Department notes that “the presence of property in a State may bear on the

existence of jurisdiction by providing contacts among the forum State, the defendant,
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and the litigation.” Department’s Brief at 26 (quoting Shaffer v. Heitner, 433 U.S. 186,

207 (1977)). In the Department’s view, should we accept Appellants’ contentions, had
the Partnership garnered any income at all from the Property, none of that income
would have been taxable by the Department, “even though the Partnership’s only
reason for existence was to own and manage a Pennsylvania office tower.” Id. at 27.
Instead, argues the Department, the Partnership “purposely availed itself of the privilege
of doing business in Pennsylvania when it acquired the [Property],” managed it, and
attempted to turn a profit off of it. Id. Pursuant to the pass-through provisions of
Section 7306, supra note 4, Appellants likewise availed themselves of Pennsylvania
taxation jurisdiction.

For these reasons, the Department asserts that the two foreign cases cited by
Appellants are of no assistance to them. The Department notes that in Lanzi, the
appealing taxpayer, a Georgia resident, was a limited partner in a family-operated
partnership, created under the laws of Alabama, that existed to “make a profit’ and to
manage a preserve family assets’™ through the buying and selling of bonds, stocks, and
other securities. Lanzi, 968 So. 2d at 20. After the taxpayer received distributions from
the partnership, the Alabama Department of Revenue audited the taxpayer and
assessed him Alabama state income tax. The Court of Civil Appeals of Alabama
agreed with the taxpayer that the assessment of tax against him violated the Due
Process Clause because his participation in an Alabama limited partnership did not
establish a “business situs” or a “commercial domicile,” and therefore the taxpayer had
not established minimum contacts within Alabama for purposes of taxation. Id. at 22.
Further, argues the Department, BIS has no bearing on the instant case at all, given

that the Tax Court of New Jersey in BIS never examined minimum contacts. Rather,
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BIS solely concerned whether a subsidiary company was “integrally related” with its
parent for “unitary business” tax purposes. BIS, 25 N.J. Tax at 104-05.

We agree with the Department. The narrow argument proffered by Appellants,
that they were out-of-state residents involved in a foreign, limited partnership and
nothing more simply is not accurate. Instead, the Department’s contention that the
primary purpose of the Partnership was to own, operate, and gain income from a
Pennsylvania office tower rings true; and, were we to accept Appellants’ arguments, the
ability to tax non-Pennsylvanians engaged in commercial real estate transactions within
our state could be arguably foreclosed. Entities “that operate in multiple states are not
immune from . . . state taxation,” and so long as a state fairly apportions and taxes a

foreign entity for business conducted within that state, the Due Process Clause is not

violated. Glatfelter Pulpwood Co. v. Commonwealth, 61 A.3d 993, 1008 (Pa. 2013).

For these same reasons, we reject Appellants’ advocacy concerning Lanzi and
BIS. To that end, we concur with the Department that Lanzi is distinguishable from this
case due to the prime element contained within this appeal: the Property and its situs in
Pennsylvania. Moreover, our reading of BIS reveals that it is not relevant to the case at
hand, as the court in BIS focused exclusively on New Jersey statutory provisions
concerning unitary corporations. For all of these reasons, we find that Appellants
purposefully availed themselves to Pennsylvania law through the Partnership’s
ownership and operation of the Property, thus establishing minimal contacts within
Pennsylvania, and accordingly were properly subjected to an assessment of PIT.

M. PIT AND FORECLOSURE ON A NONRECOURSE DEBT

Having decided that Appellants’ may be taxed in Pennsylvania under these
circumstances as a matter of constitutional law, we next consider whether the

Commonwealth Court correctly determined that, pursuant to Section 7303(a)(3) of the
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Tax Reform Code and Department Regulation 103.13, PIT could be assessed against
Appellants for their share in any gain associated with the nonrecourse mortgage
foreclosure of the Property. Appellants contend that PIT cannot be assessed for two
reasons: (1) pursuant to Regulation 103.13, a taxable event concerning the disposition
of property only occurs upon the conversion of the property “into cash or other
property,” and such a conversion never happened in this case; and/or (2) Appellants
never realized income from the foreclosure of the Property because of the ultimate loss
of their investments in the Partnership. We will address each contention in turn.

(A) Section 7303(a)(3) and Requlation 103.13

As noted above, nonresidents shall pay a tax at the rate of 3.07% for, inter alia,
the privilege of receiving income “derived from the sale, exchange or other disposition of
property, including real property [and] intangible personal property....” 72 P.S.
§ 7303(a)(3); see also id. § 7302(b). In furtherance of subsection (a)(3), Department
Regulation 103.13 provides, “A gain on the disposition of property is recognized in the
taxable year in which the amount realized from the conversion of the property into cash
or other property exceeds the adjusted basis of the property.” 61 Pa. Code § 103.13.
The primary question presented instantly is whether the rule set forth by the United
States Supreme Court in Tufts that “where a lender forecloses on property securing a
nonrecourse loan of a partnership, for tax purposes the amount realized by the
partnership from the disposition of the property is the full amount of the nonrecourse
obligation,” Marshall, 41 A.3d at 77 (citing Tufts, 461 U.S. 300), applies under Section
7303(a)(3) and Regulation 103.13.

Appellants argue that the plain language of Regulation 103.13 precludes the

Department’s taxation of the discharge of the obligation to pay the debt associated with

the Property, because the nonrecourse foreclosure upon the Property never resulted in

[J-70A-D-2013] - 25



the “conversion of the [P]roperty into cash or other property.” Appellants’ Brief at 23

(quoting Regulation 103.13) (emphasis in brief). Appellants note that, in the
Commonwealth Court, the Department contended that its construction of Regulation
103.13 consistently with the Tufts rule closed a loophole in Pennsylvania tax law.
Appellants counter, however, that if a loophole in the taxing scheme does exist, “then
such a loophole is for the legislature to close.” Id. at 25 (quoting Allebach v.

Commonwealth, 683 A.2d 625, 629 n.6 (Pa. 1996)). Appellants continue, “there is no

authority for the Department’s incorporation of federal tax law . . . to shoehorn gain from
a foreclosure into a category of PIT income” as defined either by the Code or Regulation
103.13. Id. at 26. Appellants argue that the Department has never before taken a
position that nonrecourse foreclosures are subject to PIT, and to the extent it makes
that assertion currently, it is inconsistent with the Code and Regulation 103.13, and
therefore cannot prevail.

The Department responds that its application of Regulation 103.13 is
straightforward in large part because of Appellants’ statuses as nonresidents. It notes
that the Code permits the Commonwealth to tax nonresident individuals only for income
derived from sources within Pennsylvania. 72 P.S. § 7308. Under Section 7301(k)(1)
of the Code, 72 P.S. § 7301(k)(1), Pennsylvania-sourced income is defined, inter alia,
as the “net profits, gains, dividends, interest or income enumerated and classified under
section [7303] . . . by reason of ownership or disposition of any interest in real or
tangible personal property in this Commonwealth.” In the Department’s view, the
Partnership, and therefore Appellants through their status as limited partners, received
a gain from the disposition of the Property, which was situate in Pennsylvania, in the

form of the release of the nonrecourse debt.
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The Department then continues that the assessment of PIT is consistent with the
plain language of Regulation 103.13, when the regulation is read in para materia with
the statutes it is designed to forward. The Department notes that both Section
7303(a)(3) of the Code and Regulation 103.13 are entitled “net gains or income from the
disposition of property.” Turning first to the statutory provision, the Department
illustrates that the language is all-encompassing of exchanges or dispositions of real
property that result in a net gain, with the exception of several specifically enumerated
circumstances that are irrelevant to the case at hand. Section 7303(a)(3) never
specifically demands that the net gain be in the form of “cash or other property,” as
Appellants suggest Regulation 103.13 requires.

Rather, and consistent with the plain language of the Section 7303(a)(3), the
Department emphasizes that Regulation 103.13 primarily addresses timing concerns,
as it specifies that the gains and losses associated with the disposition of property are
only recognized within the taxable year in which the transaction occurred. In the
Department’s view, nothing in Regulation 103.13 prohibits it from taxing Appellants on
the disposition of the Property based upon the lack of “cash or other property” being
involved in the transaction. To the contrary, the Department argues that Tufts is
consistent with Section 7303(a)(3), and parallels the language from the controlling
statutory section that the Department may assess tax upon the net gain associated with

the disposition of real property, given that Tufts holds that the “amount of the canceled

debt is included in the amount realized, and enters into the computation of gain or loss
on the disposition of the property.” Department’s Brief at 35 (quoting Tufts, 461 U.S. at
310 n.11).

We agree with both the Commonwealth Court and the Department that the Tufts

rule is encompassed within the plain meaning of “disposition of real property,” as
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contemplated by Section 7303(a)(3) and Regulation 103.13, and that the assessment of

PIT was proper.’® The Tufts rule has its origins in a 1947 decision of the High Court,

18 As an aside, we are compelled to comment briefly upon the manner in which the
Commonwealth Court decided that the Tufts rule is encompassed within Section
7303(a)(3) and Regulation 103.13. The majority below perceived the issue as whether
the Department was interpreting Regulation 103.13 to contain the Tufts rule, and thus
opined initially, “[w]ell-settled precedent establishes that courts defer to an
administrative agency's interpretation of its own regulations unless that interpretation is
unreasonable. The task of the reviewing court is limited to determining whether the
agency's interpretation is consistent with the regulation and with the statute under which
the regulation was promulgated.” Marshall 41 A.3d at 77. The court then went on to
examine the Department’s arguments vis-a-vis Regulation 103.13 and Tufts, found the
Department’s position “to be reasonable,” gave it deference, and therefore refused to
“disturb” it. Id. at 78.

Given our ultimate disposition that Section 7303(a)(3) and Regulation 103.13 are
unambiguous and permit the assessment of PIT based upon the foreclosure of a
nonrecourse encumbered property, we find it unnecessary to determine, as a matter of
substantive law, the amount of deference (if any) the Department’s contentions herein
should be given. Nevertheless, given that the Commonwealth Court’s opinion below is
published, precedential, and from an en banc panel of the court, we are constrained to
note that, in our respectful view, the court overstated the amount of deference due an
agency’s interpretation of a regulation. Federal caselaw, to which this Court has
generally adhered to concerning regulatory interpretation, has followed two tracts,
depending upon the time of agency interpretation at issue.

The first, often connoted as Chevron deference, occurs where an agency steps
in via formal rulemaking (such as notice-and-comment procedures) where the legislative
body has been silent or ambiguous. When an agency fills a statutory void with a
promulgated regulation, it creates what are referred to as “legislative rules,” which are
accorded a high degree of deference so long as they are based upon a permissible
construction of the statute and are reasonable. Chevron U.S.A., Inc. v. Nat'| Res. Def.
Council, Inc., 467 U.S. 837, 843-45 (1984). A lesser amount of deference, commonly
referred to as Skidmore deference, is given to what are termed “interpretive rules,”
which are “derive[ed] from the specialized role and expertise of administrative agencies”
and are generally not subjected to formal notice-and-comment procedures. N.W. Youth
Servs., Inc. v, Commonwealth, Dep’t of Pub. Welfare, 66 A.3d 301, 311-12 (Pa. 2013).
These “interpretive rules” include agency publications such as “classification rulings”
and “interpretations contained in policy statements, agency manuals, and enforcement
guidelines.” United States v. Mead Corp., 533 U.S. 218, 234 (2001). An agency’s
interpretation in this regard will be owed deference based upon “the thoroughness
(continued...)
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Crane v. Commissioner, 331 U.S. 1 (1947), in which the Court first determined that the

seller of property encumbered by a nonrecourse mortgage must include on his federal
tax return, as a gain of income, the unpaid balance upon the mortgage debt. Section
111(b) of the IRC of 1938 (today, codified in the IRC at 26 U.S.C. § 1001(b)), “define[d]
the ‘amount realized’ from ‘the sale [...] of property’ as ‘the sum of any money received
plus the fair market value of the property (other than money) received’ . . . .” Id. at 12.
The Court then noted that cases that had considered this provision had “already

repudiated the notion that there must be an actual receipt by the seller himself of

(...continued)

evident in its consideration, the validity of its reasoning, its consistency with earlier and
later pronouncements, and all those factors which give it power to persuade, if lacking
power to control.” N.W. Youth Servs., 66 A.3d at 312 (quoting Skidmore v. Swift & Co.,
323 U.S. 134, 140 (1944)).

Moreover, were interpretation of an agency regulation required in this case, an
added layer of difficulty exists, namely, that the Department has never before, at least in
any manner by which we can locate, assessed PIT pursuant to Tufts, nor has it
promulgated any rules, bulletins, decisions, or the like that have examined Tufts.
Accordingly, by advocating that Tufts applies to Regulation 103.13, the Department
would be furthering an interpretation of a regulation for the first time in the course of
litigation where it is a party, and accordingly is, at the most, on par with an interpretive
rule. To that end however, we note that at least in regard to interpreting a statute, this
Court has refused to give a state agency deference to its position when “there [was]
nothing in the record indicating that the [agency] had considered and decided [the issue
involved] at a point prior to the instant litigation.” Malt Beverages Distributors Ass’n v.
Pa. Liquor Control Bd., 974 A.2d 1114, 1154 (Pa. 2009) (citing Bowen v. Georgetown
Univ. Hosp., 488 U.S. 204, 213 (1988) (providing that “[d]eference to what appears to
be nothing more than an agency’s convenient litigation position would be entirely
inappropriate.”)); but see Bradley George Hubbard, Deference to Agency Statutory
Interpretations First Advanced in Litigation? The Chevron Two-Step and the Skidmore
Shuffle, 80 U. Chi. L. Rev. 447 (Winter 2013) (noting several decisions of various United
States Circuit Courts of Appeals that consider an agency’s interpretation of a regulation
during the course of litigation in accord with Skidmore). While we opine that the
Commonwealth Court overstated the deference due instantly, we nevertheless do not
decide the issue given the conclusion that the plain language of Section 7303(a)(3) and
Regulation 103.13(a) controls.
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‘money’ or ‘other property’ in their narrowest senses.” 1d. at 13. Rather, when the seller
of property “transfers subject to the mortgage, the benefit to him is as real and
substantial as if the mortgage were discharged, or as if a personal debt in an equal
amount had been assumed by another.” 1d. at 14. This was especially true in Crane,
when the amount of the mortgage was less than the adjusted basis in the property sold.
Id.

In Tufts, then, the United States Supreme Court accepted review to examine

whether Crane should be taken to the next logical step: a situation where the amount

owed on the nonrecourse mortgage exceeded the adjusted basis in the property.’® The
Tufts Court first restated the salient portion of the Crane decision: “[tlhe purchaser’s
assumption of the liability thus resulted in a taxable economic benefit to [Crane], just as
if she had been given . . . a sum of cash sufficient to satisfy the mortgage.” Tufts, 461
U.S. at 306. When a loan is granted, the mortgagee receives the “resultant benefits” of
what amounts essentially to tax-free money, but “on the assumption that the mortgage
will be paid in full.” Id. at 308. Therefore, “when encumbered property is sold or
otherwise disposed of and the purchaser assumes the mortgage, the associated
extinguishment of the mortgagor's obligation to repay is accounted for in the
computation of the amount realized” upon the disposition of the property. Id. at 308-09.
Indeed, the Court perceived that situations such as that in the case sub judice were
frequently occurring in tax shelter investment arrangements, noting that “if the fair
market value of the property falls below the amount of the outstanding obligation,” in
many instances “the mortgagor is free to abandon the property to the mortgagee and be

relieved of his obligation.” 1d. at 312. This does not negate the fact, however, that at

19 By the time Tufts reached the Supreme Court, Section 111(b) of the IRC of 1938
had been re-codified to its current position at Section 1001(b).
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the beginning of the ownership of the encumbered property, “the mortgagor received
the loan proceeds tax-free,” and reneged on the promise to repay those funds. Id. at
310.

Appellants argue that while the Tufts rule certainly has a basis in the IRC, as all
assessed tax must revert to the basic, but all-encompassing, definition of gross
income - “all income from whatever source derived,” 26 U.S.C. § 61 - the Pennsylvania
Tax Reform Code does not have the same definition, but instead defines income within
the aforementioned eight distinct classifications. See 72 P.S. § 7301(j) (defining
‘income” as the “compensation, net profits, gains, dividends, interest or income
enumerated and classified under [72 P.S. § 7303(a)(1)-(8)] . . . .”). However, the IRC
and the Code are not as different as Appellants posit.

The foreclosure of the Property cannot be described as anything other than the
“disposition of real property,” which is included within the Code as a class of income in
Section 7303(a)(3). See BLACK'S LAw DICTIONARY (9" ed.) (defining “disposition” as
“[tIhe act of transferring something to another’s care or possession, esplecially] by deed

or will; the relinquishing of property . . .”; and defining “foreclosure” as “[a] legal
proceeding to terminate a mortgagor’s interest in property, instituted by the lender (the

mortgagee) either to gain title or to force a sale in order to satisfy the unpaid debt

secured by the property.”) (emphasis added).2? Upon the disposition of property, like

20 With all due respect to our colleagues who have filed responsive opinions, both
“disposition” and “foreclosure” equally speak to the transfer of property from one entity
to another. No other conclusion may be drawn than that the plain meaning of
“disposition of real property” encompasses mortgage foreclosures. While, as noted
throughout this Opinion, we recognize the potential unfairness associated with the result
reached, this Court cannot ignore the plain language of Section 7303(a)(3) merely to
correct that inequity. Accord 1 Pa.C.S. § 1921(b) ("When the words of a statute are
clear and free from all ambiguity, the letter of it is not to be disregarded under the
pretext of pursuing its spirit.”).
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Section 111(b) of the IRC of 1938 and the current IRC Section 1001(b), Regulation
103.13 speaks to the “amount realized from the conversion of the property into cash or
other property . . ..” 61 Pa. Code § 103.13; see also 26 U.S.C. § 1001(b) (“The amount
realized from the sale or other disposition of property shall be the sum of any money
received plus the fair market value of the property (other than money) received.”).

While Appellants aver that the phrase “into cash” precludes the assessment of
PIT because they never received cash, the Crane Court rejected the same argument
over sixty years ago, “repudiat[ing] the notion that there must be an actual receipt by the
seller himself of any ‘money’ or ‘other property’ in the narrowest sense.” Crane, 331
U.S. at 13. As noted above, when a mortgagor enters into a loan agreement, he
essentially receives tax-free cash, attributable to the mortgagor's duty to repay the
amount under the loan agreement. Id. Upon the foreclosure of nonrecourse mortgaged
property, the property itself is converted, for the mortgagor’s purposes, into income, i.e.
cash, in the form of the forgiveness of the loan that he never repaid. Id. Put into the
terms expressed in Tufts, Appellants have “obtained an economic benefit from the . . .
cancellation of the . .. debt” associated with disposition/foreclosure of the Property.2!
Given all of this, we find no meaningful difference between the applicable provisions of
the IRC, the Tax Reform Code, and the Department’'s Regulations, such that Tufts
properly fits within the plain language established by Section 7303(a)(3) of the Code
and Regulation 103.13.

21 We further find credence in the Department’s contention that Regulation 103.13
does not concentrate so much on the “into cash” aspect of the transaction at issue, but
rather focuses on the timing of when a tax may be assessed (or a loss deducted). The
Department’s position is supported by the whole of the regulation, specifically
subsections (c) through (f), which codified a 1980 decision of the Commonwealth Court
concerning the retroactive effect the 1971 amendments to the Code had on property
transactions. See Commonwealth v. Rigling, 409 A.2d 936 (Pa. Cmwlth. 1980).
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(B) Loss of Investment in the Partnership

We next consider whether Appellants’ ultimate loss of their investment within the
Partnership precludes the Department from assessing them PIT.22 Appellants point

primarily to Commonwealth v. Rigling, 409 A.2d 936 (Pa. Cmwilth. 1980), in which the

Commonwealth Court held that PIT may not be assessed in situations where the
taxpayer never realized an actual gain. Rigling, as noted by the Commonwealth Court
decision below, concerned an anomalous situation where there was a significant
revision to the Code. The taxpayers in Rigling had purchased stock prior to June 1,
1971. For purposes of that case, the June 1 date was important, because the relevant

revision to the Code was as follows:

For the determination of the basis of any property, real or
personal, if acquired prior to June 1, 1971, the date of
acquisition shall be adjusted to June 1, 1971, as if the
property had been acquired on that date. If the property was
acquired after June 1, 1971, the actual date of acquisition
shall be used in determination of the basis.

72 P.S. § 7303(a)(3)(i). When the taxpayers sold the stock in tax year 1972, the
Department assessed them PIT based upon the price of the stock as of June 1, 1971,
which was lower than the original purchase price, thus creating a larger net gain. The
Commonwealth Court reversed the assessment of PIT to the extent it was premised
upon the June 1, 1971 stock price, finding that the gain assessed by the Department
was artificial and absurd, and did not represent the true profit associated with the

taxpayers’ sale of the stock. Indeed, the income associated by the Department with the

22 This question is distinct from whether the same loss may be used to offset or
reduce the amount of PIT assessed, which is discussed infra, Part V.
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sale of the stock never actually occurred for taxpayers at all. Rigling, 409 A.2d at 940-
41.

Appellants contend that the same thing occurred here: they are being assessed a
tax by the Department for income they never received. They note, in fact, that they lost
their entire investments in the Partnership. The Commonwealth cannot, in Appellants’
view, “slice and dice an overall net loss to produce a gain taxable in Pennsylvania and
an even bigger loss orphaned in some other state,” i.e., each Appellant’s individual
home state. Appellants’ Brief at 27. Instead, Appellants aver that their taxable income
must be linked to the actual income they received from their ventures into the
Partnership. Because they received no net income, they cannot be assessed PIT.

The Department responds that the Commonwealth Court was correct in
distinguishing Rigling from the instant appeal, because of the uniqueness of the
question presented in Rigling. The Department contends that Rigling was essentially
about retroactivity, which is not at issue currently. Rather, and despite Appellants’
ultimate loss of their investments, under the Tufts rule, they still had a net gain of
income in the form of the discharge of their indebtedness. “Gain may occur as a result
of exchange of property, payment of the taxpayer’s indebtedness, relief from a liability,
or other profit realized from the completion of a transaction.” Department’s Brief at 40

(quoting Helvering v. Bruun, 309 U.S. 461, 469 (1940)).

In our view, the Department is correct that, despite Appellants’ ultimate loss of
their investment, the Tufts rule controls and permits the assessment of PIT. A question
could be raised if the amount of the forgiven debt was less than the investment loss - an
issue that will, again, be investigated in further detail below. But, for the general

purposes of determining whether PIT could be assessed in the first instance, the
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implementation of the Tufts rule pursuant to Pennsylvania law dictates that the forgiven
nonrecourse debt constitutes income.

IV. CALCULATION OF INCOME REALIZED

Having decided that the Department’s assessment of PIT against Appellants was
proper, we now turn to what the amount of gain should be for purposes of that
assessment. As noted above, in relying almost exclusively upon Tufts and the Allan
decision from the Court of Appeals for the Eighth Circuit, the Commonwealth Court
upheld the assessment of PIT based upon the entire mortgage debt, both principal and
accrued interest, in the amount of approximately $2.6 billion. See Allan, 856 F.2d at
1173 (holding, under its reading of Tufts, “the amount realized is the full amount of the
nonrecourse liabilities which are discharged as a result of the transfer of the property.”).

In seeking that we reject the Commonwealth Court’s decision, Appellants place
great emphasis on the “tax benefit rule,” a now federally-codified product of federal
common law, with its genesis in the United States Supreme Court cases of Dobson v.

Commissioner, 320 U.S. 489 (1943) and Hillsboro Nat’l Bank v. Commissioner, 460

U.S. 370 (1983). To provide a full understanding of Appellants’ contentions, we first
review the tax benefit rule.

In general, the rule applies when a deduction of some sort for a loss is taken by a
taxpayer in one year, only to have the amount previously deducted recovered in a
following tax year. Normally, the taxpayer would be responsible for including the
recovered income on his personal income tax return for the year in which recovery
occurred. The tax benefit rule states, however, that the recovery of the previously
deducted loss is not includible to the extent that the earlier deduction did not reduce the

amount of the tax owed in the year the initial deduction was taken. Dobson; Hillsboro.

Put differently, the “rule permits exclusion of the recovered item from income [in a
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subsequent tax year] so long as its initial use as a deduction did not provide a tax

saving.” Alice Phelan Sullivan Corp. v. United States, 381 F.2d 399, 401-02 (Ct. CI.

1967). Commentators upon the rule have stated that it is “both a rule of inclusion and
exclusion: recovery of an item previously deducted must be included in income; that
portion of the recovery not resulting in a prior tax benefit is excluded.” Boris I. Bittker &

Stephen B. Kanner, The Tax Benefit Rule, 26 UCLA L. REV. 265, 269 (1978-79).

Appellants contend that the Department is using the inclusionary portion of the
tax benefit rule to assess PIT against them for their share of the $2.6 billion in income
incurred upon the disposition of the Property, without concomitantly utilizing the
exclusionary half of the rule to reduce the recognized gain by the amount of the
accrued, compounded interest ($2.32 billion). Appellants concede, arguendo, that if any
PIT should be assessed to them, it should be their share of $429,600,000, which equals
the amount originally mortgaged ($308 million), plus the $121,600,000 in the accrued
interest which was used to offset the resulting small amount of income the Partnership
generated from the Property. Should Tufts apply to this case (and we have decided
supra Part Il that it does), in Appellants view, they should be “taxed on that amount [of
the original principal] upon termination of the obligation to repay [it], and the accrued
interest deducted against operating income should now be recaptured since it
previously reduced taxable income.” Appellants’ Brief at 34.

In contending that the gain should not include the $2.32 billion in accrued
interest, Appellants point to the PIT Guide published by the Department during the time
in which the instant tax assessment occurred, specifically Table 16-2, which states that
‘unused PIT losses are eligible for the tax benefit rule.” Pa. Personal Income Tax
Guide, ch. 16, Pass Through Entities, Table 16-2 (Mar. 2006) (Table 16-2), quoted in

Appellants’ Brief at 35. Appellants contend that assessing them tax based upon the
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accrued interest has no basis in Tufts or the tax benefit rule, because, as the Tufts
Court stated, the “rationale for [including a nonrecourse debt forgiveness as income] is
that the original inclusion of the amount of the mortgage in basis rested on the
assumption that the mortgagor incurred an obligation to repay,” and when the
mortgagor has that obligation released or forgiven, he “effectively will have received
untaxed income at the time the loan was extended and will have an unwarranted
increase in the basis of his property.” Tufts, 461 U.S. at 309-10, quoted in Appellants’
Brief at 37. Here, in Appellants’ view, neither they nor the Partnership ever incurred any
“untaxed income” vis-a-vis the accrued interest because the accrued interest never had
a basis in the Property itself. In other words, according to Appellants, the accrued
interest never resulted in a tax saving in any previous tax year, and therefore it may be
excluded from the calculation of gained income pursuant to the tax benefit rule.
Appellants further counter the Commonwealth Court’s interpretation, and ultimate
rejection, of the tax benefit rule. Appellants note that the Commonwealth Court
articulated and utilized a three-prong test that a taxpayer has to meet in order to take
advantage of the exclusionary aspect of the tax benefit rule: “First, there must be a loss
that was deducted but did not result in a tax benefit. Second, there must be a later
recovery on the loss. Third, there must be a nexus between the loss and the recovery.”

Marshall, 41 A.3d at 94 (quoting John Hancock Financial Servs. v. United States, 378

F.3d 1302, 1305 (Fed. Cir. 2004)). While Appellants do not speak to when they ever
took a deduction incident to a loss in a prior tax year, they contend that all three
requirements were satisfied: (1) the accrued interest never provided a PIT benefit; (2)
the loss associated with the accrued interest was recovered when the Department

assessed Appellants PIT based upon it; and (3) a clear nexus between the two exists.
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In light of their opinion that the exclusionary portion of the tax benefit rule controls
this issue, Appellants further disagree with the Commonwealth Court relying upon the
Court of Appeals for the Eight Circuit’'s decision in Allan as the primary mechanism to
include the accrued interest in the PIT assessment. Appellants read Allan as
specifically contemplating the use of unpaid interest as a deduction against what would
otherwise be realized income; therefore, Allan would permit the assessment of PIT
against Appellants for the $121.6 million in accrued interest that the Partnership utilized
to offset operational income from the Property. Nothing in Allan, in Appellants’ view
however, considers the inclusion of the unutilized, accrued interest (the remaining
$2.198 billion).

The Department responds by discounting the “enormous importance” Appellants
place on the tax benefit rule. Department’s Brief at 45. Indeed, in the Department’s
view, the tax benefit rule has no application in the instant case at all. Quoting from the
Bittker article cited to by Appellants, the Department notes that the tax benefit rule may
only be implemented to the extent that previous “deductions or credits failed to reduce
the taxpayer’'s taxes.” Bittker & Kanner, supra p. 36, at 276. A “taxpayer cannot
introduce deductions, however valid, that were not claimed on the earlier return to
establish that deducting the recovered item served no tax benefit.” Id. at 278. The
Department contends that Appellants fall precisely into this prohibition, because they
never took any deductions for PIT purposes in the tax years prior to the foreclosure in
light of the Property never accruing any profit or income for the Partnership. In other
words, there was no loss that was previously deducted; indeed, Appellants generally did
not file Pennsylvania PIT returns for any of the prior tax years, because filing was

unnecessary due to the lack of income. Cf. John Hancock, 378 F.3d at 1305 (noting

that, for the tax benefit rule to be applicable, “there must be a loss that was deducted
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but did not result in a tax benefit.”). The Department thus concludes, “[blecause
[Appellants] did not deduct anything at all, there is no corresponding portion of the
subsequent income or gain (upon foreclosure) that can be excluded from the amount
realized pursuant to the tax benefit rule.” Department’s Brief at 48.

To the Department, Appellants’ reliance upon Table 16-2, which states that
‘unused PIT losses are eligible for the tax benefit rule” is also of no avail. The
Department argues that “[tlhe most that can be gleaned from Table 16-2 is that, in some
situations, ‘Partnerships and Pennsylvania S Corporations’ with an ‘unused PA PIT loss’
may be ‘eligible for tax benefit rule.” Id. at 49. Here, the general thrust of the tax benefit
rule, as alluded to by the Department, does not give Appellants the benefit of Table 16-2
because, again, there simply was never a deduction for a PIT loss in a prior year, let
alone one without tax consequences.

Instead, the Department contends that the Commonwealth Court correctly
employed the Allan decision to uphold the assessment of PIT against Appellants based
upon the accrued interest. The Department begins by harkening back to Tufts, which
“alluded to ‘the full value of the outstanding liability’ being included in the amount
realized upon the disposition of the mortgaged property.” Id. at 41 (quoting Tufts, 461
U.S. at 310 n.11). The PMM Note specifically placed the Partnership, and therefore
Appellants, on notice that interest would accrue on a compounded basis should the
Property not cover operating expenses. Accordingly, to the Department, any accrued
interest was always part of the outstanding liability on the PMM Note.

Tufts, however, involved a sale of property and not a foreclosure. The
Commonwealth Court then, in the Department’s view, correctly turned to Allan, which
did concern a foreclosure upon property encumbered by a nonrecourse mortgage. The

Department reads Allan as permitting “inclusion of the ‘advances for interest added to
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the nonrecourse mortgage principal,” so long as those advances constituted ‘a
legitimate debt obligation, i.e. a true loan.” 1d. at 42-43 (quoting Allan, 856 F.2d at
1173). In permitting the inclusion of the interest advances, the Allan Court looked to
several factors in concluding that the mortgage contract constituted a true loan,
including the arms-length nature of the business relationship, the clear terms of the
mortgage and their consistence with standard business practices, the legitimate
business reasons for structuring the nonrecourse loan in that manner, and the potential
for repayment of the accrued interest. Allan, 856 F.2d at 1173. The Department says
that all of these factors are present in the instant case.

(A) Application of the Tax Benefit Rule

Given that we have already decided that Tufts applies to this case, resolution of
the questions before us solely revolves around whether the accrued interest may
properly be included within the assessment of PIT pursuant to Tufts and its progeny. As
indicated by Appellants, a threshold inquiry into this analysis concerns the application, if
any, of the tax benefit rule; if the rule applies, then we need not consider cases such as
Allan.2®> However, as the Commonwealth Court did, we easily agree with the
Department that the exclusionary arm of the tax benefit rule simply has no application in
the instant appeal. As noted above, the tax benefit rule began as a product of federal
common law with cases such as Dobson, and was eventually codified by Congress in
Section 111 of the IRC; the Department has seemingly incorporated the rule into
Pennsylvania tax law through Table 16-2. Dobson and its progeny, as well as Section

111, all require that the attempted exclusion of realized gain be related to a deduction

23 Our analysis in this regard differs from that of the Commonwealth Court, which
found application of the tax benefit rule to be a follow-up question to the applicability to
Allan in this case.
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without tax consequence from a prior year. Appellants have not pointed to any
jurisprudence, regulation, or Department policy that states otherwise. Through all of
their protestations regarding the mandatory application of the exclusionary arm of the
tax benefit rule, Appellants never address this salient point, nor, more importantly, when
they attempted to take the required prior deduction.2* Thus, in our view, there simply
can be no application of the tax benefit rule in this case.

(B) Application of Allan and its Progeny

Accordingly, we move to whether cases such as Allan support the inclusion of
the accrued interest as taxable income for purposes of PIT. In Allan, the federal
Department of Housing and Urban Development (HUD) insured a nonrecourse
mortgage on an apartment building. After three years of ownership, the partnership
defaulted upon the mortgage, and HUD acquired the mortgage from the mortgagee.
Given the financial difficulties of the partnership, HUD paid the real estate taxes
associated with the building and further charged the partnership interest based upon the
mortgage principal. The amount of paid taxes, plus the interest, was then added to the
mortgage principal. The partnership unfortunately continued to encounter additional
financial difficulties, and HUD ultimately initiated foreclosure proceedings. In order to

discontinue the proceedings, the partnership transferred its interest in the building, plus

24 We note that the tax benefit rule is a complicated doctrine, with many different
applications in varying factual scenarios. See generally William R. Lindsay, An Asset-
Based Approach to the Tax Benefit Rule, 72 CAL. L. REv. 1257 (Dec. 1984) (discussing
the various instances in which the tax benefit rule has been utilized by the courts). We
do not indicate by our decision here that the tax benefit rule could never be properly
implemented by a taxpayer in a nonrecourse mortgage foreclosure situation, or any
other factual scenario for that matter. We merely hold that Appellants have failed to
demonstrate how the rule could possibly be employed here given their failure to indicate
where a failed reduction in the assessment of tax liability occurred in a year prior to
2005.
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approximately $57,000, to HUD. By this point, the partnership’s liability under the
nonrecourse mortgage, including the real property taxes advanced by HUD and the
interest upon the mortgage, totaled almost $1.5 million, and the partnership’s adjusted
basis in the apartment building was less than half of that.

Pursuant to the Tufts rule, the partnership reported a capital gain of
approximately $700,000.2° The primary issue in Allan was whether the reporting of the
income as a capital gain was proper, or whether the disposition of the nonrecourse
mortgage constituted ordinary income, for which the partnership would be taxed at a
higher tax rate. Accordingly, resolution of the issue revolved around whether “the
[accrued interest] advances made by HUD were deemed paid by the [plartnership
through their addition to the outstanding mortgage principal amount,” thus rendering the
accrued interest part of the mortgage amount and subject to capital gains.

In relying upon Tufts and its predecessor Crane, the Court of Appeals first noted
that the gain of income associated with the disposition of real property, whether a sale
or foreclosure, “is the full amount of the nonrecourse liabilities which are discharged as
a result of the transfer of the property.” Allan, 856 F.2d at 1173. In finding that the
accrued interest qualified as “nonrecourse liabilities,” the Court of Appeals further
determined that the paying of the real estate taxes and interest payments by HUD, and
the addition of those amounts to the mortgage principal, constituted a “true loan”
because of the arms-length relationship of the contract and the commercial, rather than
tax shelter, nature of the accrued interest on the amount. Indeed, in the Allan Court’s
view, “HUD apparently hoped that its loan would afford the [p]artnership additional time

to work out of its financial difficulties, and thereby be able to repay HUD the full amount

25 The capital gain represented the difference between the amount owed on the
nonrecourse mortgage (including the accrued interest and real estate tax payments),
and the adjusted basis in the property.
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of the mortgage obligation.” Id. Accordingly, “the advances made by HUD to pay
interest on behalf of the [p]lartnership constituted a true loan properly added to the
nonrecourse obligation, [and therefore] it follows inexorably that those amounts are
properly included in ‘amount realized’ under Tufts.” Id. at 1174. The court thus
concluded that the entirety of the income realized from the disposition of the
nonrecourse mortgage constituted a capital gain.

A recent decision of the United States Tax Court further explained the Allan

Court’s reasoning. See Smoker v. Commissioner, 105 T.C.M. (CCH) 1389 (2013).

Citing back to Tufts, the Tax Court noted that in circumstances such as Allan where the

tax payments and accrued interest constitute a “true loan,” “the taxpayer received the
loan proceeds tax free on the assumption that he would repay the loan balance,
[ ... and therefore] ‘the mortgagor effectively will have received untaxed income at the
time the loan was extended.” Id. at *5 (quoting Tufts, 461 U.S. at 309-10). The court
noted this position was consistent with prior Tax Court rulings that the deferring of
interest payments upon a mortgage is nothing more than a promise to pay those

payments at a later time, and therefore nothing more than a loan. Id. at *6 (citing

Heyman v. Commissioner, 70 T.C. 482 (1978), aff'd, 633 F.2d 215 (6™ Cir. 1980)).

The issue presented is obviously one of first impression for this Court which, as
our research has revealed, has not been addressed with any great regularity by federal
tribunals. The Commonwealth Court below employed the Allan decision, albeit with
some hesitancy. We do not feel the same reluctance. In our view, upon accepting
Tufts as the controlling law of this case, Allan flows staunchly from it, and directs that
the accrued interest constitutes income for purposes of PIT. Indeed, the terms of the
PPM Note contemplated the postponement of the normal interest payments on the

nonrecourse mortgage should the Partnership operate at a loss for any given month,
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with the acknowledgement that such payment would defer and compound on an annual
basis at the agreed upon interest rate of 14.55%. This agreement was not
contemplated as any sort of tax shelter, but rather with the understanding that the
Partnership might well fail to turn any profits in the first few years of its ownership of the
Property. As the Allan Court explained, “the Partnership secured additional loans from
[the lender],” i.e., funds to pay the interest, which the lender then compounded onto the
original principal. Allan, 856 F.2d at 1173. This constitutes nothing more than an
increase in the principal amount of the nonrecourse loan, which, pursuant to Section
7303(a)(3) and Regulation 103.13, as well as Tufts, is subject to the assessment of PIT

as income associated with the disposition of real property.

V. AVAILABILITY OF A REDUCTION OF INCOME REALIZED

In determining that the Department correctly assessed, as an initial matter, PIT to
Appellants based upon their share of the entirety of the nonrecourse mortgage -
principal and accrued interest combined - we next examine whether Appellants may
deduct the loss associated with their failed investments from the assessed PIT related
to the foreclosure upon the Property. Pursuant to Department Regulation 121.13(a), 61
Pa. Code § 121.13(a), in light of the uniqueness of the Pennsylvania Tax Code, which
divides income into eight specific categories, “a person shall not be allowed to offset a
gain in one class of income with a loss in another class of income.” For reasons unclear
from its opinion, the Commonwealth Court refused Appellants any deduction on the
basis that they sought a deduction based upon the net operating losses suffered by the
Partnership during its years of existence, and not based upon losses arising from
Appellants’ individual investments in the Partnership. Indeed, the Commonwealth Court
denied the deduction, holding that the foreclosure which generated the income gain
constituted a disposition of real property (Section 7303(a)(3)), while the net operating

losses of the Partnership represented a business expense (Section 7303(a)(2)).
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Appellants disagree with this characterization, and argue at various points
throughout their brief, including within their contentions regarding the tax benefit rule,26
that their purchases (and ultimate losses) of units or partial units in the Partnership, and
the foreclosure upon the Property, should each be classified under Section 7303(a)(3)
of the Code as the disposition of real property, and therefore the deduction should be
permitted on this basis. Appellants contend that a causative factor exists between the
Partnership and the Property: the Partnership would not have existed without the
Property, and when the Property was foreclosed upon, the Partnership liquidated and
ceased to exist. Accordingly, Appellants posit that both the investment loss and the
gain associated with the foreclosure constituted one economic transaction, all related to
the disposition of the Property, and therefore the deduction should be permitted.

The Department responds with two discrete arguments. First, while recognizing
that the liquidation of the Partnership and the foreclosure upon the Property were
related events and close in time, the Department argues that they were not the same
economic transaction; merely because the Property was foreclosed upon, the
Partnership did not have to terminate. Indeed, the foreclosure occurred pursuant to
Pennsylvania law, while the liquidation of the Partnership transpired under Connecticut
law, thus, in the Department’s view, demonstrating the separate nature of the two

events.

26 Perhaps Appellants’ contentions in this regard are a result of the Commonwealth
Court’s analysis of the “cross-class income” issue as part and parcel of the tax benefit
rule discussion. For the reasons elaborated upon infra, we find the question of whether
the loss associated with the investment may reduce the assessed PIT for the Property’s
foreclosure to be nothing more than an application of relevant statutory and regulatory
provisions, for which the tax benefit rule, which we have already determined is not
applicable to this case in general, has no relevance.
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The second contention is much more substantive, and diverges from the
Commonwealth Court’s reasoning below. Initially, it appears that the Department
disagrees with the Commonwealth Court’s suggestion that the disposition of the
Property and the investment loss are two different classes of income. The Department
notes that Section 7303(a)(3) of the Code includes the sale, exchange, or disposition of
both “real property” and “intangible personal property.” 72 P.S. § 7303(a)(3). “Unlike
certain other forms of personal property, . . . a partnership interest is inherently an
intangible asset. It follows that the purchase or sale of a partnership interest is a
purchase or sale of an intangible asset, potentially taxable under [Section] 7303(a)(3).”
Department’s Brief at 51 (citing 15 Pa.C.S. § 8561 (providing, within the Pennsylvania
Revised Uniform Limited Partnership Act, that “[a] partnership interest is personal
property”)).

While this would seemingly mean that Appellants could take the deduction, cf. 61

Pa. Code § 121.13(a), the Department contends that intangible assets are “localized at

the owner’s domicile for purposes of taxation.” Wheeling Steel Corp. v. Fox, 298 U.S.

193, 209 (1936). The Department notes that its policy at the time of the foreclosure and
liquidation was in accord with this well-settled jurisprudence, and thus gains and losses
from the disposition of intangible personal property cannot be taxed or deducted within
the Commonwealth by a nonresident, and therefore cannot be considered for PIT
purposes. Department’s Brief at 52 (citing Pa. PIT Bulletin 2005-02, § 2, found at
Reproduced Record (R.R.) 795a.). Rather, these losses should be claimed on the
personal income tax returns of the individual Appellants in their domicile.

This issue presents an interesting conundrum, because Appellants argue that
both the investment loss and the Property’s foreclosure constitute the disposition of real

property pursuant to Section 7303(a)(3), while the Department likewise avers that the
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investment loss should be considered under Section 7303(a)(3) as intangible personal
property. Theoretically, this would negate the Commonwealth Court’s determination
that no deduction could be made by Appellants at all under the “cross-class” prohibition
of Regulation 121.13(a).?’” However, the Department would have us decline the
deduction based upon the situs of the intangible personal property, i.e., Appellants’
individual partnership interests, because the gain or loss from the disposition of
intangible personal property cannot be accounted for within the Commonwealth;
Appellants would have to claim those losses (or gains) on tax returns filed in their home
states. See Pa. PIT Bulletin 2005-02, § 2.

After a close examination of the relevant provisions, we generally agree with the
position of the Department.?® As noted, any contentions by Appellants that their
investments in the Partnership constituted a business expense, and not intangible
personal property, have been abandoned before this Court. With that, we first examine
what, for tax purposes, Appellants’ individual interests in the Partnership actually are.
As noted above, Appellants argue that the Partnership interests and the disposition of
the Property are essentially one in the same, while the Department contends that the

Partnership interests are intangible personal property, which Section 7303(a)(3)

27 To the extent, however, the Commonwealth Court’s decision could be read to
hold that Regulation 121.13(a) prohibits a deduction of the net operating losses incurred
by the Partnership over the course of its ownership of the Property from the assessed
PIT due to the foreclosure, this conclusion would be correct, as the operational losses
would unquestionably be classified as losses “from the operation of a business,
profession, or other activity.” 72 P.S. § 7303(a)(2).

28 For purposes of this Part, our agreement with the Department affirms the
Commonwealth Court’s decision, albeit on different grounds. See Commonwealth v.
Fisher, 870 A.2d 864, 870 n.11 (Pa. 2005) (“A ruling or decision of a lower court will be
affirmed if it can be supported on any basis despite the lower court's assignment of a
wrong reason.”) (quoting Commonwealth v. Terry, 521 A.2d 398, 409 (Pa. 1987)).
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includes as within the class of “[n]et gains or income from disposition of property.”
Intangible personal property is not defined anywhere in the Code or the Department’s
Regulations. It is defined, however, in Black’s Law Dictionary as “property that lacks a
physical existence[; e]Jxamples include stock options and business goodwill,” as
opposed to tangible personal property, which has physical characteristics. BLACK’S LAW
DICTIONARY (9" ed.) (defining “property”). Further, we have persuasive guidance from
the United States Supreme Court regarding partnership interests and their status as
tangible or intangible personal property.

In 1928, Chief Justice Taft, writing for a unanimous Court, was tasked with
determining whether a deceased person’s interest in a limited partnership, which
existed solely to own real property, constituted tangible or intangible personal property

and, if intangible, its appropriate situs. Blodgett v. Silberman, 277 U.S. 1 (1928).

Similar to the current Pennsylvania law cited by the Department (15 Pa.C.S. § 8561),
New York law (the law governing the Blodgett case for state law purposes), provided
that a “limited partner’s interest in the partnership is personal property.” Id. at 11. The
Court concluded that “the interest of the decedent in the partnership . . . was simply a
right to share in what would remain of the partnership assets after its liabilities were
satisfied. It was merely an interest in the surplus, a chose in action. It is an
intangible . . ..” Id.

The Code and relevant Department Regulations and Bulletins (such as Pa. PIT
Bulletin 2005-02), in so far as they relate to partnership interests, are consistent with
this precedent. While Appellants contend that the liquidation of the Partnership and the
foreclosure upon the Property constitute one in the same economic event, under the
taxation rules in place in 2005, when the foreclosure and liquidation occurred, the cash

infused into a partnership by a nonresident partner represented the interest that the
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partner had in the partnership; it had nothing to do with the operations of the
partnership. See Pa. PIT Guide for 2005, ch. 16 at 8, found at R.R. 535a. In other
words, it was merely a right to share in the assets and debts of the partnership upon its
dissolution; it was not, however, the same as receiving the actual proceeds from the

disposition of real property. Accord Blodgett, 277 U.S. at 11. Accordingly, the interests

in the Partnership constituted intangible personal property, separate and apart from the
real property interest associated with the Property.

The Blodgett Court further looked to whether the assessment of state estate
taxes should be made by New York, where the partnership was established and the real
property located, or by Connecticut, where the decedent resided. In determining that
the assessment of tax should occur in Connecticut, the Court reaffirmed the common

law understanding of the situs of intangible personal property:

At common law the maxim ‘mobilia sequunter personam’
applied. There has been discussion and criticism of the
application and enforcement of that maxim, but it is so fixed
in the common law of this country and of England, in so far
as it relates to intangible property, including choses in action,
without regard to whether they are evidenced in writing or
otherwise and whether the papers evidencing the same are
found in the state of the domicile or elsewhere, and is so
fully sustained by cases in this and other courts, that it must
be treated as settled in this jurisdiction whether it approve
itself to legal philosophic test or not.

* % %

[llntangible personalty has such a situs at the domicile of its
owner that its transfer on his death may be taxed there.

Id. at 9-10.
Again, Pennsylvania law is consistent with this concept. “A partner or member

who is a nonresident of this Commonwealth shall report only income [or loss] of the
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partnership or association from sources within this Commonwealth.” 61 Pa. Code
§ 107.2(c). Both the Code and Regulations provide that the only type of intangible
personal property that shall be sourced to the Commonwealth for a nonresident is that
‘employed in a trade, profession, occupation or business carried on in this
Commonwealth.” 72 P.S. § 7301(k)(4); 61 Pa. Code § 101.8(a)(4). Given the above,
Appellants’ shares in the Partnership, and therefore their responsibility to the assets and
debts of it, are at the situs of the partnership interest (i.e., the source), which is
intangible personal property, and therefore at the domicile of each individual Appellant.
We note that this reasoning is supported by the obvious jurisdictional concerns

implicated by one state taxing income sourced from within another. See Shaffer v.

Carter, 252 U.S. 37, 56 (1920) (articulating the constitutional consequences of the
assessment of taxes crossing state lines).

Accordingly, as the Department states, the investment interests Appellants
accrued in the Partnership are distinct from the Tufts-related income from the
disposition of the Property that the Partnership earned and then disseminated to each
partner, Appellants included, in a proportion equal to their investment interests. Accord

72 P.S. § 7306. While the Tufts-related income is the disposition of real property

located in Pennsylvania, and therefore income sourced from within the Commonwealth,
the investments into the Partnership, and therefore the complete loss of them, are

sourced with Appellants’ home domiciles, outside of the Commonwealth.2° Accordingly,

29 By way of hypothetical, if the Partnership had owned two pieces of property in
Pittsburgh, upon the foreclosure of the U.S. Steel Building, the Partnership still could
have theoretically existed to own, manage, and operate the second building. Still, each
individual member of the Partnership, Appellants included, would have realized a gain
of Section 7303(a)(3) income pursuant to Tufts upon the foreclosure of the U.S. Steel
Building. As the Partnership continued to exist, however, if any individual partner
wanted to sell his interest in the Partnership, at profit for example, that income upon the
disposition of his interest in the Partnership, i.e. intangible personal property, would be
(continued...)
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the investment loss cannot be used to reduce the amount of liability associated with the
Tufts-related income.

VI. DISPARATE TREATMENT OF NONRESIDENTS

This brings us to the final question raised by Appellants jointly: whether the
inability to deduct the investment loss from the income related to the foreclosure, while
consistent with the statutory and regulatory PIT scheme, is nevertheless
unconstitutional under the Privileges and Immunities, Commerce, and Equal Protection
Clauses of the United States Constitution, U.S. CONsT. art. IV, § 2; art. |, § 8, cl. 3, and
amend. XIV, § 1, respectively; as well as the Uniformity Clause of the Pennsylvania
Constitution, PA. ConsT. art. VIIl, § 1. Respectfully, the Commonwealth Court’s
discussion in this regard is limited, because it erroneously conflated the statutory/
regulatory contentions discussed above in Part V with these constitutional claims. After
reaching a similar determination to those contained herein regarding the statutory
issues, the court summarily concluded that none of the constitutional provisions were
violated because Pennsylvania possesses ‘“limited powers” to tax nonresidents on
sources of income from outside of the Commonwealth. Marshall, 41 A.3d at 97.

For their federal constitution arguments, Appellants rely heavily upon Lunding v.
New York Tax Appeals Tribunal, 522 U.S. 287 (1998), in which the United States

Supreme Court found a New York statute, which effectively denied nonresident
taxpayers a state income tax reduction for alimony paid, as violative of the Privileges

and Immunities Clause, when resident taxpayers were permitted to take the

(...continued)
sourced solely to the limited partner's home state; Pennsylvania would have no claim to
the income associated with the sale of that interest in the Partnership.
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deduction.3® The Lunding Court first noted that states may defend the challenged
statute “by demonstrating that ‘(i) there is a substantial reason for the difference in
treatment; and (ii) the discrimination practiced against nonresidents bears a substantial

relationship to the State’s objective.” Id. at 298 (quoting Supreme Ct. of N.H. v. Piper,

470 U.S. 274, 284 (1985)). Indeed, the object of the Privileges and Immunities Clause
is to ensure that citizens from one state are on equal footing with those of the other
states, so that, in the realm of taxation, one cannot be “subjected in property or person
to taxes more onerous than the citizens of the latter State are subjected to.” 1d. at 296
(quoting Shaffer, 252 U.S. at 56). This is not an absolute or perfect protection,
however, and the clause “affords no assurance of precise equality in taxation between
residents and nonresidents of a particular State.” 1d. at 297. However, when a
substantial inequality in treatment does occur, there must be a reasonable ground for
that diversity. 1d. at 298. Ultimately, the High Court in Lunding found that the New York
alimony statute violated the Privileges and Immunities Clause because it discriminated
against non-New York residents “irrespective of whether those [alimony] payments
might somehow relate to New York-source income,” and no substantial policy reason

was proffered to justify the disparate treatment. 1d. at 304.

30 The entirety of Appellants’ Equal Protection and Commerce Clause arguments is
as follows: “Likewise, the Equal Protection Clause of the U.S. Constitution prohibits a
state from classifying in-state and out-of-state taxpayers differently for tax purposes and
the Commerce Clause prohibits a state from imposing taxes that discriminate against
interstate commerce.” Appellants’ Brief at 29. Similarly, regarding the Uniformity
Clause of the Pennsylvania Constitution, Appellants merely contend, “the Uniformity
Clause is violated when ‘taxpayers enjoying the same privilege of receiving, earning or
otherwise acquiring the same amount of income as others [a]re required to pay a larger
dollar amount of taxes.” 1d. at 30 (quoting Gosewich v. Commonwealth, 397 A.2d
1288, 1293 (Pa. Cmwilth. 1979). Given the brevity of these contentions, and the
obvious overlap between the various constitutional provisions, we will focus primarily on
the claim as sounding under the Privileges and Immunities Clause.
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Further, in a point emphasized greatly by Appellants instantly, the High Court
rejected New York’s contention that because it could not recognize the existence of
non-New York sourced income, it likewise could not recognize deductions sourced from
outside of the state. Id. at 308. While the Supreme Court acknowledged the general
correctness of this statement, it refused to accept its legitimacy in Lunding because the
alimony statute “[did] not incorporate such analysis on its face or . . . through legislative
history,” and further because “there are situations in which [the alimony statute] could
operate to require nonresidents to pay significantly more tax than identically situated
residents.” Id. at 309-10. When the failure to permit a deduction affects the “taxpayer’'s
overall earnings” within the taxing state without a reasonable policy explanation, that
refusal cannot pass constitutional muster under the Privileges and Immunities Clause.
Id. at 310.

Appellants contend that Lunding is on all fours with the appeal sub judice,
because the only justification given by the Commonwealth Court upon the Department’s
assertion is that it cannot accept a deduction from a loss sourced from outside of the
Commonwealth. Appellants assert that they and the Pennsylvania-resident limited
partners of the Partnership are all on equal footing with regard to the investment loss,
except for one point: the situs of the intangible personal property that is the investment.
In Appellants’ view, the nonresident status of themselves and the nonresident status of
those affected in Lunding mandate the same result: that the assessment of PIT for the
foreclosure without the concomitant ability to deduct for the investment loss, merely
because Appellants are out-of-state residents, requires them “to pay significantly more
tax than identically situated” Pennsylvania residents - indeed, approximately eleven

times more tax. Id.
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The Department responds by quoting extensively from Shaffer, in which
Oklahoma residents were permitted by law to deduct losses that were sourced from
both in-state and out-of-state, while non-Oklahoma residents subject to Oklahoma
personal income tax could only deduct from their assessed tax losses that occurred
within Oklahoma. In a succinct paragraph, quoted in full by the Department as the main
thrust of its argument on this issue, the High Court rejected any privileges and

immunities claim by the Oklahoma nonresidents, reasoning:

The difference, however, is only such as arises naturally
from the extent of the jurisdiction of the state in the two
classes of cases, and cannot be regarded as an unfriendly
or unreasonable discrimination. As to residents it may, and
does, exert its taxing power over their income from all
sources, whether within or without the state, and it accords
on them a corresponding privilege of deducting their losses,
wherever these accrue. As to nonresidents, the jurisdiction
extends only to their property owned within the state and
their business, trade or profession carried on therein, and
the tax is only on such income as is derived from those
sources. Hence there is no obligation to accord them a
deduction by reason of losses elsewhere incurred.

Shaffer, 252 U.S. at 57. The Department states that it was under “no obligation” to
afford Appellants the ability to deduct in light of the jurisdictional bar against it taxing
income from other states, and “Lunding did not disavow Shaffer.” Department’s Brief at
56.

Specific to the Uniformity Clause, the Department expounds further that
Appellants and the resident limited partners are not treated any differently. Cf.

Gosewich, supra note 30. Residents and nonresidents alike are taxed at the same rate,

are able to take the same exemptions and deductions, and Pennsylvania cannot

encroach upon the taxing schemes of nonresidents’ home states, just as those states
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cannot trespass upon Pennsylvania’s taxing scheme. The only qualification regarding
nonresidents is that the income taxed by the Department, and the concomitant
deductions taken by the taxpayer, must be sourced from within the Commonwealth of
Pennsylvania. See 61 Pa. Code § 107.2. The Department contends that, not only does
this make sense, but it is constitutionally sound given rules of comity and the prohibition
against the infringement of interstate commerce by the individual states. See Shaffer,
252 U.S. at 56-57.

The burden of a taxpayer challenging the constitutionality of a taxing statute is
heavy, given the presumption that a statute is constitutional and the “road authority and

wide discretion” the General Assembly has “in matters of taxation.” Clifton v. Allegheny

County, 969 A.2d 1197, 1211 (Pa. 2009). The statute must therefore “clearly, palpably,
and plainly violat[e] the Constitution.” Id. As noted, for a challenged statute to be found
unconstitutional pursuant to a privileges and immunities claim, it must lack a substantial
reason for the discrimination, and the discrimination must lack a substantial nexus to a
legitimate state purpose. See Lunding, 522 U.S. at 298.

Although we find the question presented close, we ultimately agree with the
Department that the inability of Appellants to deduct the investment loss does not
violate the Privileges and Immunities Clause (or, for that matter, the Equal Protection or
Commerce Clauses). First, we find Lunding to be distinguishable from the instant
appeal. As related above, Lunding involved a specific type of New York taxable
income - alimony - and therefore all of the related taxation of income and deduction of
payments stemmed from the same economic event: a judicial decree regarding the
payment of alimony. In the instant appeal, while under Pennsylvania law the disposition
of the Property via foreclosure and the loss related to the investment in the Partnership

both fall under the Section 7303(a)(3) class of income, the inability of Appellants to
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deduct the investment loss from the foreclosure gain because of the situs of the
investment loss does not foreclose their ability to deduct from the foreclosure gain by
some other Pennsylvania-sourced loss that falls under Section 7303(a)(3).

Second, we harken to Shaffer, and acknowledge that any gain Appellants would
have realized upon their investment in the Partnership would have been sourced (and
taxed) not in Pennsylvania, but rather in their home state; whereas any income they
would have realized under the terms of the Partnership Agreement from the operating
income of the Property would have been sourced (and taxed) in Pennsylvania. See
Shaffer, 252 U.S. at 57 (“As to nonresidents, the jurisdiction [to tax] extends only to their
property owned within the state and their business, trade or profession carried on
therein, and the tax is only on such income as is derived from those sources.”). Thus,
Pennsylvania could not have received tax on income for any gain on the investment,
purely as a jurisdictional matter, as the investment in the Partnership was intangible
personal property sourced in Appellants’ home states. Therefore, “there is no obligation
to accord them a deduction by reason of losses elsewhere incurred.” Shaffer, 252 U.S.
at 57. Indeed, as noted by the Commonwealth Court, Appellants admitted before that
tribunal that “losses incurred by a nonresident on the disposition of intangibles are not
taken into account for PIT purposes.” Appellant-Marshall’s Commonwealth Court Reply

Brief at 9, quoted in Marshall, 41 A.3d at 97. This concession is consistent with the

reasoning of Shaffer, and the policy behind Pennsylvania’s refusal to permit a
deduction.

Finally, we agree with the Department that the Uniformity Clause is not violated.
Pennsylvania cannot infringe upon a foreign state’s ability to tax just as a foreign state

cannot encroach into Pennsylvania. This quid pro quo is a hallmark of the comity owed
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by states to each other. Indeed, the Department spells out this policy in a sound

example:

Not just their losses due to the liquidation of the Partnership,
sourced to their home states, were irrelevant for PIT
purposes. Any other losses they may have suffered from the
disposition of property in their home states — say, if one had
to sell a piece of home-state land at a huge loss due to
deteriorating market conditions — would also be irrelevant for
PIT purposes.

Department’s Brief at 55 n. 37. For these reasons, we find that the refusal of the
Department to grant Appellants’ a deduction of their assessed PIT based upon the
investment loss is constitutionally permitted.

VIl. INDIVIDUAL CLAIM RAISED BY THE WIRTH APPELLANTS

As related supra note 17, a final issue has been raised by Appellants-Ernest and
Beverly Wirth, which they did not delineate in the statement of issues presented at the
beginning of Appellants’ joint brief. When the Wirths appealed the assessment of PIT to
the Board of Finance and Revenue, the Board’'s decision, in substance, affirmed.
However, at the very end of the Board’s order, it stated that the Wirths’ petition for
refund “is hereby sustained.” No Commonwealth party appealed the order, but,
obviously given the substance of the Board’s rulings, the Wirths did not receive a
refund. Accordingly, the Wirths raised to the Commonwealth Court the contention that
they were entitled to a refund based upon the unchallenged language of the order. The
Commonwealth Court rejected the argument, stating that the language in question was

“clearly a clerical error.” Wirth v. Commonwealth, No. 424 F.R. 2008, at *5 (Pa. Cmwilth.

Jan. 3, 2012) (memorandum). The Wirths dispute this conclusion, and contend that the
Department should be bound by its failure to appeal the binding order by the Board

granting the refund.
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We cannot reach the merits of this issue, however, because an obvious problem
exists: while Appellants filed a joint brief, the Wirths did not list this issue in the
statement of issues presented for appeal as required by Pa. RA.P. 2116(a).3' “This
rule is to be considered in the highest degree mandatory, admitting of no exception;

ordinarily no point will be considered which is not set forth in the statement of questions

involved or suggested thereby.” Commonwealth v. Miller, 424 A.2d 531, 533 (Pa.
Super. 1981). In accord with the clear language of Rule 2116(a) that “no question will
be considered” unless it is included within the statement of issues, we find the issue
raised by the Wirths to be waived.

Vill.  CONCLUSION

We are not without empathy for Appellants who find themselves with significant
financial burdens because of the loss of their investments, the liquidation of the
Partnership, and the foreclosure of the Property. Nevertheless, the assessment of PIT
by the Department was proper, as a matter of constitutional, statutory, and regulatory
law. For the reasons articulated herein, the order of the Commonwealth Court
sustaining the assessment of PIT is affirmed, and this matter will be remanded to the
Board of Finance and Revenue in accord with the Commonwealth Court’s opinion for
calculation of the adjusted basis in the Property and determination of the amount of tax
to be assessed.

Jurisdiction relinquished.

31 Rule 2116(a) provides, in relevant part: “The statement of the questions involved

must state concisely the issues to be resolved, expressed in the terms and
circumstances of the case but without unnecessary detail. The statement will be
deemed to include every subsidiary question fairly comprised therein. No question will
be considered unless it is stated in the statement of questions involved or is fairly
suggested thereby.”
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Mr. Justice Eakin, Madame Justice Todd and Mr. Justice McCaffery join the
opinion.

Mr. Chief Justice Castille files a concurring opinion in which Mr. Justice
Stevens joins.

Mr. Justice Saylor files a dissenting opinion.
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