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The "throwout" rule is facially constitutional when applied to untaxed receipts from 

states that lack jurisdiction to tax a corporation due to insufficient nexus or because 

of congressional actions, such as P.L. 86-272, the New Jersey Supreme Court 

unanimously held.  However, the throwout rule violates the U.S. Constitution when 

applied to receipts that are not taxed by another state because the state chooses not 

to impose an income tax.  [Whirlpool Properties, Inc. v. Director, Division of 

Taxation, N.J., Dkt. No. A-25, 7/28/11] 

Background 
Under the throwout rule, receipts assigned to a jurisdiction in which the taxpayer is 

not subject to an income tax, profits tax, or other business activity tax are excluded 

from the denominator of the New Jersey sales factor. The throw-out rule, adopted in 

2002, was enacted to eliminate "nowhere sales," which arguably result in non-taxed 

income. [Note: The throwout rule is repealed for tax reporting periods beginning on 

or after July 1, 2010.] 

Whirlpool Properties, Inc., a Michigan corporation with no physical presence in New 

Jersey, appealed New Jersey corporation business tax assessments that resulted, in 

part, from the application of the throwout rule. The assessments were upheld by the 

New Jersey Tax Court, which held that the throwout rule facially satisfied the 

requirements of the Due Process, Commerce, and Supremacy Clauses of the U.S. 

Constitution because the rule would operate constitutionally in some circumstances 
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and the statute gave the Director authority to grant discretionary relief where the rule 

did not operate constitutionally. 

The tax court relied on United States v. Salerno, 481 U.S. 739 (1987) in reaching its 

conclusion. In that case, the U.S. Supreme Court concluded that a statute will not be 

found wholly invalid merely because it might operate unconstitutionally under some 

conceivable set of circumstances. 

Whirlpool appealed the tax court's ruling by motion for leave to file interlocutory 

appeal. The appellate division denied the motion, but the New Jersey Supreme Court 

granted the motion and summarily remanded the matter to the appellate division for 

consideration on the merits.  

The appellate division affirmed the tax court, holding that the throwout rule is 

facially constitutional and that the Salerno standard properly applied. The appellate 

division noted that apportionment formulas "need not avoid every possibility of 

taxing extraterritorial income," but "need only avoid attributing income to the taxing 

state 'out of all appropriate proportion to the business transacted by the appellant in 

that state.'"    

In 2010, the New Jersey Supreme Court granted Whirlpool leave to appeal from the 

appellate court's determination. On appeal, Whirlpool contended, among other 

arguments, that the throwout rule results in a tax that is not fairly apportioned.  

Supreme Court upholds narrowly-construed 
throwout rule 
In affirming the validity of the throwout rule, the Supreme Court applied the four-

prong test for evaluating the constitutionality of an apportionment formula contained 

in Complete Auto Transit, Inc. v. Brady, 430 U.S. 274 (1977). The test will sustain a 

state's apportionment method (1) when the tax is applied to an activity with 

substantial nexus with the taxing state, (2) is fairly apportioned, (3) does not 

discriminate against interstate commerce, and (4) is fairly related to the services 

provided by the state. 

In particular, the Court focused on the fair apportionment prong of the test.  The 

Court explained that whether the throwout rule results in fair apportionment 

depends upon what types of receipts are thrown out. Receipts that may be thrown out 

are either (1) receipts that are not taxed because the taxpayer does not have the 

requisite constitutional contacts with a state or because of congressional action 

setting a lower threshold, such as P.L. 86-272, and (2) receipts that are not taxed 

because a state chooses not to impose an income tax.  

The Court noted that a state's choice not to impose a tax is equivalent to taxing at a 

rate of 0%.  New Jersey's apportioned share of income should not increase because 

another state sets its tax rate at 0% any more than if that state's rate was .01% or 

10%, the court reasoned. To find otherwise would result in an apportionment formula 

that is not "externally consistent," in that it would not "actually reflect a reasonable 

sense of how income is generated" in New Jersey.  "Throwing out receipts because 

another state does not have an income tax will not result in an externally consistent 
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outcome because a state's decision to have an income tax is independent of a 

taxpayer's business activity," the court concluded. 

With respect to untaxed receipts that are thrown out due to a state's lack of 

jurisdiction to tax, however, the throwout rule "is arguably externally consistent," the 

court found.  Unlike where the state chooses not to impose a tax, a state's lack of 

jurisdiction could reflect the fact that the state "contributed relatively little compared 

to New Jersey, and application of the Throw-Out Rule may more closely reflect the 

economic reality of New Jersey's contributions" to the other state's sales.  While the 

non-nexus state may provide some benefits, such as a market, to the taxpayer, 

"because those benefits were not enough to give [the state] jurisdiction to tax, they 

would be constitutionally insignificant in terms of apportionment.  The minor 

distortion likely would fall within the zone of permissible inaccuracy when using an 

apportionment formula."  While this may not lead to a fair outcome in every case, it 

would not render the throwout rule facially unconstitutional, the court concluded. 

Thus, the court found that the throwout rule is facially constitutional when applied to 

receipts that are not taxed by another state because the taxpayer lacks sufficient 

nexus with the state or is otherwise not subject to the taxing jurisdiction of that state. 

While New Jersey's statute does not distinguish between categories of receipts (from 

no-nexus states versus no-tax states), the court found that it must presume "that the 

[L]egislature acted with existing constitutional law in mind and intended the 

[statute] to function in a constitutional manner."  The court concluded: "Faced with a 

tax formula that predictably operates unconstitutionally in some circumstances, we 

will interpret the statute narrowly so that it generally operates constitutionally."  

PwC observes 
"The court clearly states that the purpose of the sales factor is not simply to measure 

where sales take place, but to be a proxy for how much a state contributed to the 

income generated by the sales in question," observes Hardeo Bissoondial, State and 

Local Tax Partner with PwC in Florham Park, NJ.  "In the case of a state that simply 

chooses not to impose a tax on the income, increasing the New Jersey allocation 

percentage by throwing these receipts out of the denominator is unconstitutional 

because the throwout would have no relation to the activities carried on in New 

Jersey.  The court finds it plausible, however, that where a state lacks jurisdiction to 

tax the receipts (indicating that not much income-generating activity occurred there), 

New Jersey may have a claim to the activities that produced those receipts.  Whether 

in fact it does will be the subject of the 'as applied' challenges referenced by the court.  

For example, one of the more egregious results from throwout occurs when another 

state claims throwback for the receipts -- increasing both the factor in the throwback 

state and in New Jersey.  This is a perfect example of where an 'as applied' analysis 

may result in a finding that external consistency is violated." 

"While the court makes the statement that its holding in this case 'should eliminate 

or shorten remaining proceedings in the as applied challenges that will follow,' the 

relative lack of guidance regarding what result is violative of external consistency -- 

notwithstanding the holding with respect to states without a business activity tax -- 

leaves much uncertainty regarding how these challenges will ultimately be resolved.  

Pending the result in these cases, taxpayers should consider their return positions 
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and the availability of refund claims, as well as the opportunity to seek the resolution 

of previously filed claims in light of the limited guidance provided by the court."  

 

For more information, please do not hesitate to contact: 

 

Hardeo Bissoondial (646) 471-8510  hardeo.bissoondial@us.pwc.com 

Anthony Grasso (973) 236-4971  anthony.j.grasso@us.pwc.com 

Leonard DiMeglio (973) 236-5549  leonard.dimeglio@us.pwc.com 

Ferdinand Hogroian (202) 414-1798  ferdinand.hogroian@us.pwc.com 
Kathryn Thurber (202) 346-5122  kathryn.thurber@us.pwc.com 

 

 

 

This document is for general information purposes only, and should not be used as a substitute for consultation with professional advisors. 

 
SOLICITATION 
 

© 2011 PricewaterhouseCoopers LLP. All rights reserved. In this document, "PwC" refers to PricewaterhouseCoopers LLP, a Delaware 
limited liability partnership, which is a member firm of PricewaterhouseCoopers International Limited, each member firm of which is a 
separate legal entity.  

 
 
 

 
 

mailto:hardeo.bissoondial@us.pwc.com
mailto:anthony.j.grasso@us.pwc.com
mailto:leonard.dimeglio@us.pwc.com
mailto:ferdinand.hogroian@us.pwc.com
mailto:kathryn.thurber@us.pwc.com

