
 

SALT Alert! 2015-23: 
Commonwealth Court holds that 
Pennsylvania’s NOL Cap Violates 
Uniformity Clause—Allows 
Taxpayer to Apply an Uncapped 
NOL Carryover  
 

In recent 5-2 decision, the Pennsylvania Commonwealth Court ruled 
that the statutory net loss deduction limitation in effect for the tax year at 
issue violated the Uniformity Clause of the Pennsylvania Constitution as 
applied to a particular taxpayer. Nextel Communications Inc. v. 
Pennsylvania, No. 98 F.R. 2012 (Pa. Commw. Ct. 2015). In determining 
how to cure the wrong suffered by the taxpayer, the court concluded 
that the appropriate remedy was to allow the taxpayer to apply an 
uncapped net loss deduction and to refund the tax paid as a result of 
the unconstitutional cap.   

 

Background 

For Corporate Net Income (CNI) Tax purposes, Pennsylvania has 
limited net loss deductions for many years. Under Pennsylvania law in 
effect for the tax year at issue (2007) the net loss deduction was limited 
to the greater of 12½ percent of taxable income or $3 million. The 
taxpayer, a telecommunications company doing business in 
Pennsylvania and a number of other states, carried forward $150 million 
of losses to the 2007 tax year in which it had $45 million in 
Pennsylvania income. Applying the 12 ½ percent limitation resulted in 
the larger deduction than $3 million ($5.6 million), so the taxpayer took 
that deduction and paid approximately $4 million in CNI tax on its 
remaining income. The taxpayer subsequently requested a refund of the 
tax paid for 2007 on the basis that the net loss cap, as applied to the 
taxpayer, violated the Uniformity Clause of the state constitution.  After 
the Board of Appeals and the Board of Finance and Revenue 
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determined that they lacked authority to rule on the taxpayer’s state 
constitutional challenge and denied the taxpayer’s refund, the matter 
went before the Commonwealth Court.  

 

Commonwealth Court Decision 

Before the court, the taxpayer argued that the limitation on the net loss 
deduction favored businesses with taxable income of $3 million or less 
and was therefore unconstitutional under the Commonwealth’s so-called 
Uniformity Clause. This clause provides that: “All taxes shall be uniform, 
upon the same class of subjects, within the territorial limits of the 
authority levying the tax . . . .”  In the taxpayer’s view, the net loss 
deduction limitation worked in favor of small taxpayers in a positive net 
loss carryover position and against similarly-situated larger taxpayers. 
The larger the taxpayer (i.e., the greater the taxpayer’s net income), the 
more disparate the impact. Accordingly, the taxpayer asserted that the 
limitations create an unconstitutional progressive CNI tax structure, 
where small taxpayers pay a lower effective tax rate than larger, 
similarly-situated, taxpayers, even though the statutory rate is fixed at 
9.99 percent.  

 

The court noted at the outset that although the Uniformity Clause does 
not require absolute equality and perfect uniformity in taxation, the 
legislature cannot treat similarly-situated taxpayers differently without 
some legitimate distinction. The Commonwealth argued that because 
the CNI rate was the same for all taxpayers, there was no uniformity 
clause violation. The court, however, disagreed with this view, observing 
that even when the law provides a fixed statutory rate that applies to all 
taxpayers, the tax scheme may still yield unconstitutionally divergent tax 
burdens. In the court’s view, the taxpayer demonstrated that the net loss 
deduction provision created classes of taxpayers according to their 
taxable income. As written, the deduction provision can, and in the 2007 
tax year did, allow some taxpayers to reduce their taxable income to $0 
and, as a result, pay no CNI tax while requiring other taxpayers, also 
with net loss carryovers, to nonetheless pay some CNI tax The only 
factor distinguishing these two classes of taxpayers (those who paid no 
CNI tax as a result of the net loss deduction provision and those that 
paid some CNI tax as a result of the net loss deduction provision) was 
the amount of taxable income in the 2007 tax year. 

 

Next, the court held that classifying taxpayers based on income was not 
reasonable and was not related to any legitimate state purpose.  The 
court also rejected the Commonwealth’s claim that the General 
Assembly had sound budgetary reasons for imposing the net loss 



deduction limitations. “We do not question the General Assembly’s 
ability to impose limitations on the [net loss] deduction, so long as those 
limitations do not impose unequal tax burdens on the taxpayers or 
exempt one class from paying the tax entirely.”  

 

Remedy 

Having determined that the net loss cap violated the Uniformity Clause, 
the court next addressed the proper remedy to cure the constitutional 
infirmity. Noting that it was not addressing a facial challenge to the 
statute, the court declined to strike the net loss deduction provisions 
entirely. Furthermore, although the discrimination in the case arose as a 
result of the $3 million alternative limitation, the court likewise ruled that 
simply striking the $3 million cap would not remedy the wrong suffered 
by the taxpayer, as it would be impractical to go back and assess tax 
against corporations that benefited from the $3 million cap.  The court 
concluded that the only “practical remedy” was to strike the total 
limitation.  Acknowledging that its decision could be “far-reaching” and 
could apply beyond the taxpayer and tax year at issue, the court 
concluded that the General Assembly should act accordingly.     

 

Dissent 

In a dissenting opinion, Judge Pellegrini agreed with the holding that the 
net loss cap was unconstitutional. However, Judge Pellegrini observed 
that despite the majority’s attempt to limit the ruling to the taxpayer at 
issue and the 2007 tax year, the net loss deduction could no longer be 
capped for all taxpayers.  In his view, a better result would be to sever 
the flat ($3 million) cap and leave the percentage cap (12½ percent of 
taxable income) in order to remedy the constitutional error.    

 

Next Steps 

It is likely that the case will be appealed and the legislature may also 
attempt to design a remedy. In the interim, taxpayers should file refund 
claims for any years in which their net loss deduction was capped. The 
process for requesting a refund in Pennsylvania involves the filing of a 
Board of Appeals petition rather than an amended return. Please 
contact Howard Sklaroff or Jon Sedon with questions. 
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