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Administrative Release No. 18

Subject: Net Operating L osses and Associated Maryland Addition and
Subtraction Modifications

|. Definitions.

The following terms have the meanings
indicated:

A. “LossYear” meanstheinitial taxable year in
which there occurs afederal net operating loss
deduction that can be carried back or carried
forward in whole or in part to another taxable year.

B. “Decoupling M odification” means an
addition or subtraction modification required to
negate the effect of any federal provisions from
which Maryland has decoupled.

C. “Net Addition Madification (NAM)”
means, for any taxable year, the amount by which
the sum of the addition modifications exceeds the
sum of the subtraction modifications without
considering the decoupling modifications that may

apply.

D. “Net Operating L oss Deduction (NOL)”
means a het operating loss deduction as defined
under § 172 of the Internal Revenue Code.

E. “Foreign Dividend Subtraction
Carryforward (FDSC)” means the amount of
foreign source dividend subtractions that are
allowed to be carried forward to ensure that the
taxpayer receives full benefit of these subtractions
as dictated by Kraft General Foods, Inc. v.
Comptroller of the Treasury (June 8, 2001).

1. Corporations.
A. General.

1. NOL. The starting point for determining
Maryland' s taxable income is federal taxable
income determined under the Internal Revenue
Code (as outlined in Tax-Genera Article § 10-
304). Accordingly, Maryland recognizes a Federal
NOL asthe NOL for calculating Maryland taxable
income. However, the Maryland decoupling
modifications could affect the amount of the NOL
or the amount used in carryback and carryfoward
years. Maryland follows the carryback and
carryfoward periods under federal law without

regard to an election under § 172(b)(1)(H) of the
Internal Revenue Code for a carryback of up to 5
years. See Administrative Release No. 38 on
decoupling modifications.

2. Maryland Addition and Subtraction
Modifications. To arrive at Maryland taxable
income, federal taxable income is modified with
additions and subtractions outlined in Tax-General
Article 88 10-305 through 10-310.

3. Relationship between Maryland Addition
and Subtraction Modificationsand NOLSs.

a. The Tax-General Article was amended in
1989 (Senate Bill 192, Chapter 110) to limit the
effect on Maryland tax returns of federal NOL(S)
(Tax-General Article § 10-306(a) invoking § 10-
205(e)). A double use of the federal NOL, both in
the Loss Y ear to offset Maryland addition
modifications and in the carryback or carryforward
year to offset federal gross income on the federal
return (and thereby also in Maryland), is now
precluded. Accordingly, it is necessary that a
NAM developed inthe Loss Y ear is added back in
a carryback/carryfoward year when the NAM had
been offset by the federal NOL (i.e., nullified its
taxability) inthe Loss Year. ThisNAM remains
associated with the Loss Year NOL and is applied
as an addition (Maryland Form 500) in that
carryback/carryforward year in which the last
dollar of the associated Loss Year NOL is applied
to offset taxable income.

b. Prior to the Maryland Tax Court decision
in the case of Kraft General Foods, Inc. v.
Comptroller of the Treasury (June 8, 2001), if a
NAM in aloss year was negative (i.e., the
subtractions exceeded the additions) there was no
“additiona” income to be taxed and the NAM was
not carried with the associated NOL to be applied
to an Income Year. The Kraft decision held that
while Maryland' s legislature had taken steps to
allow companiesto subtract foreign source
dividends and therefore give equal treatment to
domestic and foreign source dividends as required
by the Commerce Clause of the U.S. Constitution,




that equality was lost in an NOL year when
subtraction modifications exceeded addition
modifications. Accordingly, when the benefit of
subtracting foreign source dividendsislost through
anegative NAM calculation, that foreign source
dividend subtraction is now used to adjust the Loss
Year NOL (or create an FDSC) (see Section
11.B.2.b. below).

c. Following court cases such as
Comptroller of the Treasury v. SYL, Inc.,
Comptroller of the Treasury v. Crown Cork & Seal
Company (Delaware) Inc., 375 Md. 78, 825 A.2d
399 (Md. 2003), Tax-Genera Article § 10-306.1
was added in 2004 (House Bill 297, Ch. 556) to
prevent corporations from avoiding the Maryland
corporate income tax by shifting income away from
the State through the use of Delaware holding
companies and other State tax avoidance
techniques. Section 10-306.1 provides for the
circumstances under which a corporation is
required to add back to its federal taxable income
any otherwise deductible interest expense or
intangible expense paid directly or indirectly to one
or more related members, in order to determine the
corporation’s Maryland taxable income. Section
10-306.1 also provides for arelated member to
subtract from the member’ s federal taxable income
royalties, interest, or similar income from
intangibles for which the corporation is required to
add back in the same taxable year.

Section 10-306.1 is applied to restore a
corporation’ s federal taxable income to what it
should have been without the income shift. A
Section 10-306.1 maodification is accordingly
treated like a Maryland decoupling modification,
and may affect the amount of the NOL or the
amount used in carryback and carryforward years.

B. Specific Application.
1. Net Operating Loss:

a. Thefederal NOL deduction is allowed for
the Maryland filing on a separate company basis.
An NOL generated when the company is not
subject to Maryland income tax law may not be
used by the company to offset its Maryland
income.

The federal provisions for carryback and
carryfoward apply for purposes of the Maryland
return. If an election is made to relinquish a
carryback and instead, carryforward the NOL, a
copy of the federal election must be included with

the Maryland return for the taxable year of the
NOL. If the company has an NOL on a separate
company (i.e., not consolidated filing) basis, and
therefore did not have to make afederal election to
forgo the carryback, then a separate company
election must be filed with the Maryland return for
the Loss Y ear.

In addition, if aliquidated or acquired
corporation was not subject to Maryland income
tax law when its NOL s were generated, then the
acquiring corporation, which is subject to Maryland
income tax law, cannot use the liquidated or
acquired corporation’s NOL s as deductions to
offset its Maryland income.

Example: Corporation P isaMaryland
company doing business in Maryland. Corporation
P ownsall of the stock of Corporation S, a State X
company doing businessin State X. Corporation S
has NOL s. Corporation P liquidates Corporation S
in atax-free transaction under Federal income tax
law. Corporation P may not use Corporation S's
NOL s as deductions to offset its Maryland income.

Example: Corporation A isaMaryland
company doing business in Maryland. Corporation
T isacompany formed in State X and isdoing
businessin State X. Corporation T has NOLSs.
Corporation A acquires Corporation T in atax-free
transaction under Federal income tax law.
Corporation A may not use Corporation T'sNOLs
as a deduction to offset its Maryland income.

b. For the Taxable Y ear in which the loss
occurs (Loss Y ear), the Maryland Form 500 tax
return shall reflect the federal NOL as a negative
number on the line titled as taxable income based
on attached federal return.

c. For atax year that is a carryback or
carryforward year, the taxable income based on
attached federal return line shall reflect the federal
income for that year less the NOL deduction taken.
See Taxable Income Worksheet, Form 500
Instructions. Thisresult can never be less than
zero. Any remaining NOL can be carried to
another income year, as appropriate.

d. An NOL schedule must be attached to the
Loss Y ear return and carry-over return(s).

2. Net Addition Modification.

a. For All Tax Returns. If the total
addition modifications exceed the total subtraction
modificationsin the Loss Y ear (or if there are only



addition modificationsin the Loss Year), a
modification to recapture the excess of additions
over subtractionsis required when applying the
corresponding Loss Y ear NOL to a carryback/
carryforward income year. |If the additions do not
exceed subtractions, no modification is required
(exceptions apply if the modifications include
foreign source dividends subtractions and Section
10-306.1 modifications, see Sections|1.B.2.band c
below).

(1) Tax-General Article § 10-306(a)
(invoking 8§ 10-205(e)) details the calculation to
determine the amount of aLoss Year NAM that
shall be recaptured as an addition in an Income
Year on MD Form 500, Net Operating Loss
Madification. Thisline entry is strictly a
modification and not the NOL .

(2) The Tax-General Article § 10-205(e)
calculation seeks to ensure that when the NAM is
recaptured in carryback/carryforward years, it is
not offset again by its associated NOL. Recapture
of the NAM begins when the NAM plus the
cumulative associated NOL deductions already
claimed for current and prior years exceed the total
NOL. If the NAM isnot totally used in the first
recapture year, then the balance is carried to a
subsequent year and applied. (See the example
providedinIV.)

b. For Tax Returnswith Foreign
Dividend Subtractions. In order to prevent the
loss of the benefit of subtracting foreign source
dividends when subtractions exceed additions, it
will be necessary to adjust an NOL (or create a
FDSC).

(1) LossYear. If subtraction
modifications include foreign source dividends, the
addition modifications shall be netted against the
remaining subtraction modifications (excluding the
foreign source dividend subtraction). If the result
isaNAM, then that result shall be subtracted from
the foreign source dividend subtraction and the
result shall be added to the Loss Year NOL. The
NOL schedule shall indicate by footnote that the
NOL for that Loss Y ear has been adjusted to
include the foreign source dividend subtraction.

(2) IncomeYear with NOL. When
applying an NOL that does not reduce federal
taxable income to zero, and foreign source dividend
subtractions exist, then federal taxable income may
be further reduced by foreign source dividends as

follows: the Maryland Form 500 addition
modifications shall be netted against the remaining
subtraction modifications (excluding the foreign
source dividend subtractions). If theresultisa
NAM, then that result shall be subtracted from the
FDSC and used to further reduce federal taxable
income (but not below zero). Any unused FDSC is
available for carryforward.

When an NOL does reduce federal taxable
income to zero, and foreign source dividend
subtractions exist, then the FDSC is available for
carryforward.

When there isa FDSC carryforward, a
completed Form 500A should be attached with
Form 500 to reflect the computation of the FDSC
carryforward (Form 500A, line 14). An FDSC
may only be carried forward.

(3) Income Year without NOL: When
foreign source dividend subtractions exceed federal
taxable income, an FDSC may be created. The
Maryland Form 500 addition modifications and the
federal taxable income shall be netted against the
remaining subtraction modifications (excluding the
foreign source dividend subtraction). If the result
isaNAM, then that result shall be subtracted from
the foreign source dividend subtraction. The
remainder is available for carryforward. (Attach
Form 500A to reflect the computation of the FDSC
carryforward on line 14; also attach this form when
using the FDSC in a carryforward year). An FDSC
may only be carried forward.

¢. For Tax Returnswith Section 10-
306.1 Modifications. The addition and subtraction
modifications for Section 10-306.1 related party
transactions are treated like a decoupling
modification, which may affect the amount of the
NOL or the amount used in carryback and
carryforward years, and is not part of the NAM
computation. When there is a Section 10-306.1
modification, Form 500A should be completed and
attached with Form 500. (See Administrative
Release 38 on this and other decoupling
modifications.)

[11. Individuals and Fiduciaries.
A. General.

1. Net Operating Loss. Maryland recognizes
the amount of afederal NOL used in a carryback or
carryforward year asthe NOL for calculating
Maryland taxable income.



2. Relationship between Maryland Addition
M odificationsand NOLs. The Tax-Generad
Article was amended in 1989 (Senate Bill 192,
Chapter 110) to limit the effect on Maryland tax
returns of federal NOL s (Tax-General Article § 10-
205(e)). A double use of the loss, both in the loss
year to offset addition modifications and in the
carryback or carryforward year to offset federal
gross income on the federal return (and thereby
also in Maryland), is now precluded. Accordingly,
aNAM in acarryback/carryforward year is
necessary when the federal NOL offsetsa NAM
(i.e., nullifiesitstaxability) inthe Loss Year. This
NAM remains associated with the Loss Y ear NOL
and is applied as an addition in that
carryback/carryforward year in which the last
dollar of the associated Loss Y ear NOL is applied
to offset taxable income.

B. Specific Application.
1. Net Operating Loss.

a. Thefederal NOL deduction that isused in
acarryback or carryforward year is the amount by
which the adjusted gross income for an individual
or the taxable income of afiduciary isreduced. If
the NOL is not fully utilized in one carryback or
carryforward year, this generally represents the
“modified taxable income” as computed on
Schedule B of federal Form 1045, Application for
Tentative Refund.

Also, aNOL deduction generated when an
individual or fiduciary is not subject to Maryland
income tax law may not be used to offset Maryland
income from an earlier year when that individual or
fiduciary was subject to Maryland income tax law.

Example: Intax year 1, L, anindividual, was
solely engaged in businessin Maryland. In tax
year 2, L issolely engaged in business in State X.

L may not use any NOL generated from doing
businessin State X as adeduction to offset L’'s
Maryland income in tax year 1.

In addition, the carryback or carryforward
period shall generally be the same as that required
or elected for federal purposes; however, for NOLs
arising in tax years ending in 2001 and 2002, the
federal carryback period was extended from 2to 5
years. Maryland has decoupled from this extended
carryback period. (See Administrative Release No.
38.) Where the taxpayer has elected the special 5-
year NOL carryback period, addition or subtraction
modifications may be required for all tax years

affected by the decoupling from federal
depreciation and NOL carryback provisions.

b. For atax year that is a carryback or
carryforward year, the federal adjusted gross
income shall be reduced by the amount of the NOL
deduction as used for federal purposes. A fiduciary
shall reduce the federal taxable income on
Maryland Form 504 by the amount of the NOL
deduction as used for federal purposes. Copies of
the federal Form 1045, including Schedules A and
B or equivalent schedules, shall be submitted with
thereturn. A copy of the Loss Y ear federal return
shall also be an attachment to the carryback or
carryforward year.

2. Net Addition Modification (For all Tax
Returns). If thetotal of addition modifications
exceeds the total subtraction modificationsin the
Loss Year (or if there are only addition
modificationsin the Loss Y ear), a modification to
recapture the excess of additions over subtractions
is required when applying the corresponding Loss
Y ear NOL to a carryback/carryforward income
year. |If the additions do not exceed subtractions,
no modification is required.

a Tax-General Article § 10-205(e) details
the calculation to determine the amount of a Loss
Y ear NAM that shall be recaptured as an addition
inan Income Year. Thislineentry is strictly a
modification and not the NOL.

b. The Tax-Genera Article 8 10-205(e)
calculation seeks to ensure that when the NAM is
recaptured in carryback/carryforward years, it is
not offset again by its associated NOL. Recapture
of the NAM begins when the NAM plus the
cumulative associated NOL deductions already
claimed for current and prior years exceed the total
NOL. If the NAM isnot totally used in the first
recapture year, then the balance is carried to a
subsequent year and applied. (See the example
provided in Section IV below.)
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_f® COMPTROLLER
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_/ Serving the People

Revenue Administration Division
Revenue Administration Center
Annapolis, Maryland 21411-0001

Telephone: 410-260-7980
or 1-800-MD TAXES
taxhelp@comp.state.md.us
www.marylandtaxes.com
For the deaf or hard of hearing:

cal viaMaryland Relay at 711 in Maryland
or 1-800-735-2258

If you need reasonable accommodation for a
disahility, please contact us before you visit.

If you need the information in this publication in an
aternate format, contact the Comptroller’s Office.




