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Pennsylvania Supreme Court rules NOL
cap unconstitutional, Due Process
remedy results in refund

January 11, 2022

In brief

In a 5-2 decision, the Pennsylvania Supreme Court affirmed the Commonwealth Court’s decision to apply Nextel
retroactively, such that the state’s net loss carryover (NLC) $2 million limitation violated the state’s Uniformity
Clause regarding the taxpayer’'s 2001 tax year. To remedy the violation, the Court struck down the NLC deduction
in its entirety for the 2001 tax year.

However, the Court also found that the US Constitution’s Due Process Clause requires “meaningful backward
looking relief’ to rectify the unconstitutional deprivation of property. Accordingly, to remedy the due process
violation, the Court required the state to refund General Motors the tax paid as a result of the NLC deduction cap.

Observation: Both General Motors and Nextel (the taxpayer in a similar 2017 Pennsylvania Supreme Court
decision) challenged the state’s NLC limitation. The limitation was found to be unconstitutional in both challenges;
however, only General Motors received a refund. There are two primary differences between the two cases. First,
Nextel challenged the limitation as it existed in 2007, which allowed for an alternative percentage-based limitation,
whereas the 2001 limitation provided for only a flat $2 million limitation. This left the Court in GM with fewer options
to remedy the Uniformity Clause violation. The GM refund is predicated on curing a due process violation, which
was not addressed in the Nextel decision. Taxpayers with open tax years may want to consider whether due
process considerations would support filing refund claims.

The state has the right to request reconsideration from the Pennsylvania Supreme Court. Additionally, the state
may also file a petition for review with the US Supreme Court since the case involves a federal due process issue.

If the state exercises both of these options, a final decision may not be rendered until late 2022.

[General Motors Corp. v. Commonwealth of Pennsylvania, Pa. Sup. Ct. #12MAP2020 (12/22/21) (dissent #1)
(dissent #2)
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https://www.pacourts.us/assets/opinions/Supreme/out/J-9-2021mo%20-%20104992588155213511.pdf?cb=1
https://www.pacourts.us/assets/opinions/Supreme/out/J-9-2021do%20-%20104992588155213561.pdf?cb=1
https://www.pacourts.us/assets/opinions/Supreme/out/J-9-2021do1%20-%20104992588155213616.pdf?cb=1
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In detail

Facts

General Motors Corp. (GM) sought to apply accumulated NLCs from prior years to its 2001 tax year. Pursuant to
Pennsylvania law at the time, GM could deduct net losses only up to a $2 million cap. Had it not been subject to the
$2 million cap, GM could have deducted losses equal to its income and thereby reduced its Pennsylvania corporate
income tax liability to zero.

GM challenged the $2 million NLC cap as violating the Pennsylvania Constitution’s Uniformity Clause and the US
Constitution’s Due Process Clause. Following a Commonwealth Court decision in favor of GM (click here for our
Insight), the Department appealed to the Pennsylvania Supreme Court.

Pennsylvania’s ‘Nextel’ decision

In 2017, the Pennsylvania Supreme Court in Nextel Communications of the Mid-Atlantic, Inc. v. Commonwealth of
Pennsylvania found that the NLC deduction, as applied to Nextel for the 2007 tax year, violated the Uniformity
Clause of the Pennsylvania Constitution.

For the 2007 tax year, the NLC deduction was limited to the greater of 12.5% of the taxpayer’s taxable income or
$3 million.

The Court concluded the NLC deduction creates classes of taxpayers according to their taxable income. Taxpayers
with taxable income in excess of $3 million could not reduce their corporate net income tax liability to zero, whereas
similarly situated taxpayers with $3 million or less in taxable income could reduce their liability to zero.

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

Applying ‘Nextel’ retroactively

In GM’s case, the Pennsylvania Supreme Court examined whether the Nextel decision could be applied
retroactively to GM’s 2001 tax year. The Court recognized that “a holding of this Court that a statute is
unconstitutional will generally be applied to cases pending on direct appeal in which the constitutional challenge
has been raised and preserved.”

Acknowledging the potential for balancing in extraordinary cases, the Court reviewed decisions raised by the
Department that applied the US Supreme Court’'s Chevron three-factor test for retroactive application of case law.
The first factor requires a determination regarding whether the decision established “a new principle of law.” The
Court concluded that Nextel did not establish a new principle of law. Rather, Nextel “steadfastly adhered” to a
“century of case law interpreting the Uniformity Clause to invalidate tax classifications based solely upon the
quantity or value of the property being taxed.”

Accordingly, the Court held that Nextel does not “necessitate prospective application under the Chevron test” and,
therefore, could be applied retroactively to GM’s 2001 tax year.


https://www.pwc.com/us/en/services/tax/state-local-tax/library/newsletters/salt-insights/pennsylvania-commonwealth-court-uncaps-net-loss-carryover.html
https://www.pwc.com/us/en/state-local-tax/newsletters/salt-insights/assets/pwc-pennsylvania-loss-carryover-unconstitutional-remedy-percentage.pdf
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NLC cap violates Uniformity Clause, remedy severs the entire NLC deduction

Unlike the 2007 tax year at issue in Nextel, for the 2001 tax year the Court recognized there were only two options
to remedy the constitutional violation: (1) sever the flat $2 million deduction from the remainder of the NLC and
allow corporations to claim an unlimited net loss or (2) strike down the entire NLC and, thus, disallow any NLCs.

To arrive at its conclusion, the Court examined the “twin policy objectives” of Pennsylvania’s NLC and its cap: (1)
encouraging business investment through the provision of an NLC deduction and (2) ensuring the Commonwealth’s
fiscal health by capping the deduction.

The Court recognized that, although either remedy would be contrary to legislative intent, “severance of the NLC
provision in its entirety is more consistent with the General Assembly’s intent, as evidenced by the history of NLC
deduction provision,” which reflects the introduction of a cap to protect the state’s fiscal health.

Accordingly, to remedy the $2 million NLC cap’s Uniformity Clause violation, the Court struck down the NLC
deduction in its entirety for the 2001 tax year.

Relief under Due Process

The Court recognized that the 1990 US Supreme Court decision in McKesson Corp. requires states “to provide
meaningful backward looking relief to rectify any unconstitutional deprivation” if taxpayers are “relegate[d] to a post-
payment refund action” (the GM lower court noted that Pennsylvania’s Tax Code requires taxpayers to pay the tax
prior to challenging it or be subject to penalties).

The Court agreed that McKesson applied to the Uniformity Clause defect at issue and determined that it had one of
three options to remedy the Due Process violation:

1. refund the difference between the tax paid and the tax it would have been assessed were the taxpayer
extended the same rate reductions that its competitors actually received;

2. assess and collect back taxes from competitors who benefited from the rate reductions during the
contested tax period; or

3. acombination of a partial refund to the taxpayer and a partial retroactive assessment of tax increases on
favored competitors.

Because the 2001 tax year was beyond assessment due to statute of limitation restrictions, the Court concluded
that only viable option was (1).

The Court held that “because exaction of a tax constitutes a deprivation of property, the State must provide
procedural safeguards against unlawful exactions in order to satisfy the commands of the Due Process Clause.”
GM remains disadvantaged following severance of the NLC deduction in its entirety (as was done to remedy the
Uniformity Clause defect). The Court concluded that due process requires Pennsylvania to “equalize GM’s position
with the favored taxpayers who were not subject to the $2 million NLC deduction cap by refunding the tax GM
paid as a result of the imposition of the NLC deduction cap” (emphasis added). Accordingly, the Court ordered
the Pennsylvania Board of Finance & Revenue to recalculate GM’s corporate net income tax without capping its
NLC deduction and to issue a refund based upon that recalculation.



Tax Insights | PwC

Dissenting opinions

Two justices filed separate dissenting opinions — asserting for different reasons that Nextel should not be applied
retroactively.

Let’s talk

For a deeper discussion of how this development might affect your business, please contact:

State and Local Tax Services

Scott Austin Nick Stratis

Principal Principal

+1 (215) 868-5557 +1 (267) 243 3653
scott.l.austin@pwc.com nicholas.stratis@pwc.com

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