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Some States Push the Constitutional Envelope with 
Unapportioned Taxes on LLCs and LLPs

Introduction
As states have faced budget crises, limited liability 
companies (“LLCs”) and limited liability partnerships 
(“LLPs”) have proven to be a popular source of new 
revenue. Most states do not impose an entity level 
income tax on LLCs and LLPs, of course, but many 
states have imposed (or increased) annual fi ling fees 
or taxes on these passthrough entities, based on a 
variety of measures, e.g., their net income, gross re-
ceipts, capital or even the number of their partners or 
members.1 There is nothing wrong with a state making 
an LLC or LLP doing business in the state pay for the 
cost of its regulation or even produce tax revenue 
for the states. Like other state taxes, however, these 
passthrough entity taxes must satisfy the constraints 
of the Due Process Clause and the Commerce Clause 
of the United States Constitution.

California learned this lesson to its dismay, as its 
unapportioned tax on the “total income from all 
sources” of LLCs was found to be unconstitutional 
in the Northwest Energetic Services2 and Ventas Fi-
nance3 cases discussed in this article. The California 
Franchise Tax Board has appealed the trial court 
decisions in these two cases, but in the meantime 
the California legislature has had to deal with the 
unwelcome news that the state ultimately could be 
required to pay more than $1.3 billion of refunds 
to LLCs that have paid the unconstitutional tax. In 
October 2007, California fi nally enacted legislation 
that adds an apportionment mechanism to its an-
nual LLC tax and attempts to minimize the amount 
of refunds that California may be required to pay for 
its past discrimination by retroactively applying the 
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apportionment mechanism to LLC tax assessments 
and protective refund claims that are not yet fi nal.4 
Because the annual California LLC tax caps out at 
$11,790, many California-based LLCs probably 
would owe the maximum LLC tax on their California-
source income. However, the California appellate 
courts, not the California legislature, will determine 
the remedy for the unapportioned LLC tax that the 
state applied during past years, so California is not 
out of the woods yet on this constitutional issue.

The holdings of the Northwest Energetic Services 
and Ventas Finance cases raise questions about the 
constitutionality of several other unapportioned state 
taxes or annual “fi ling fees” on passthrough entities. 
For example, New Jersey, 
Delaware and New York 
have statutes requiring 
LLCs and/or LLPs doing 
business in the state to pay 
an annual fee per mem-
ber or partner, regardless 
of where the member or 
partner is located, and the 
New Jersey and Delaware 
annual fees can add up to 
$250,000 and $120,00, respectively.5 The New Jersey 
Division of Taxation has used its regulatory powers to 
add an apportionment mechanism to the New Jersey 
passthrough entity fi ling fee, but Delaware and New 
York are still requiring LLCs and LLPs to pay the an-
nual fi ling fee with respect to out-of-state partners. 
These two states are extracting a substantial, and 
quite possibly unconstitutional, tax on professional 
services partnerships and investment partnerships on 
LLCs or LLPs that have a large number of members 
or partners operating outside the state. 

The Constitutional 
Requirement of a Fairly 
Apportioned State Tax 

One of the fundamental principles of state taxa-
tion is that a multistate business cannot be required 
to pay tax to a state on income or receipts arising 
outside the state’s borders. If this were not the rule, 
a multistate business could be required to pay an 
aggregate state tax liability that far exceeds the tax 
liability that a comparable intrastate business would 
owe to the single state where it does business. The 
U.S. Supreme Court has long recognized that such 

onerous state taxation of interstate commerce would 
result in extraterritorial taxation and undermine the 
national economy.

Thus, the Supreme Court has held that the Due Pro-
cess Clause of the United States Constitution prohibits 
state taxes that do not have “some minimum connec-
tion between [the] state and the person, property or 
transaction it seeks to tax.”6 The Due Process Clause 
also requires that the “income attributed to the State 
for tax purposes must be rationally related to values 
connected with the taxing State.”7 

As for the Commerce Clause, the Supreme Court 
held in Complete Auto Transit, Inc. v. Brady8 that a 
state tax must satisfy the following four criteria to 

ensure that the state tax 
is not unduly burdening 
interstate commerce: (1) 
the tax must be applied 
to an activity that has a 
“substantial nexus” with 
the taxing state; (2) the tax 
must be fairly apportioned 
to activities carried on by 
the taxpayer in the taxing 
state; (3) the tax cannot 

discriminate against interstate commerce; and (4) the 
amount of the tax must be fairly related to services 
provided by the state to the taxpayer.9 

This article is concerned with the second prong of 
the Complete Auto Transit test—the requirement that 
the state tax must be “fairly apportioned” in order for 
the tax to pass muster under the Commerce Clause. 
This constitutional requirement seeks to prevent 
states from taxing businesses engaged in interstate 
commerce more heavily than their own intra-state 
businesses. State income taxes and franchise taxes 
typically satisfy the fair apportionment requirement 
of the Commerce Clause by utilizing formulary ap-
portionment to divide the net income or capital of a 
multistate business among the taxing state and the 
other states where the business is operating. State 
sales and use taxes usually comply with the fair ap-
portionment requirement by providing the taxpayer 
a credit for sales or use taxes that it has paid to other 
states on the tangible personal property (or taxable 
services) that the taxpayer is bringing into the taxing 
state for use, storage or consumption in that state. 

In its Container Corporation decision,10 the Supreme 
Court refi ned the fair apportionment requirement by 
articulating the “internal consistency” and “external 
consistency” tests to determine whether an apportion-
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ment method is constitutionally “fair.” The Container 
Corp. case involved a Commerce Clause challenge 
to California’s application of its corporation fran-
chise tax to the apportioned worldwide income of 
unitary businesses, computed with apportionment 
factors whose denominators included the worldwide 
property, payroll and sales of the unitary business. In 
considering whether California’s worldwide unitary 
taxation method was constitutional, the Supreme 
Court observed that: 

Such an apportionment formula must, under 
both the Due Process and Commerce Clauses, 
be fair. [citations omitted.] The fi rst, and again 
obvious, component of fairness in an apportion-
ment formula is what might be called internal 
consistency—that is, the formula must be such 
that, if applied by every jurisdiction, it would 
result in no more than all of the unitary business 
income being taxed. The second and more diffi -
cult requirement is what might be called external 
consistency—the factor or factors used in the 
apportionment formula must actually refl ect a 
reasonable sense of how income is generated.11

Although the Supreme Court did not actually apply 
the internal consistency and external consistency tests 
in its opinion, the California apportionment formula 
clearly satisfi ed the internal consistency test because 
if every state and foreign jurisdiction where Container 
Corporation was doing business were to utilize the 
California apportionment formula, no more than 100 
percent of Container Corporation’s worldwide in-
come would be subject to taxation. It appears that the 
Supreme Court concluded that the court described 
the three-factor California apportionment formula 
as being “something of a benchmark against which 
other apportionment formulas are judged” because 
the three factors refl ected the roles that a company’s 
capital (the property factor), labor force (the payroll 
factor) and customer base (the sales factor) play in 
producing the company’s income.12

In American Trucking Association, Inc. v. Schei-
ner,13 the Supreme Court struck down Pennsylvania’s 
annual fl at taxes on trucks operating over the roads 
of Pennsylvania because the Supreme Court found 
that these unapportioned taxes violated the internal 
consistency test of the Commerce Clause. Pennsyl-
vania imposed an annual axle tax that ranged from 
$72 to $180 per truck, as well as a $25 identifi cation 
marker fee, on all trucks traveling on Pennsylvania 

roads, in addition to the annual registration fee 
that all states imposed on the trucking industry. The 
Supreme Court concluded in the American Truck-
ing Association case that the annual Pennsylvania 
registration fee satisfi ed the internal consistency test 
because, like other states, Pennsylvania exempted 
trucks that were registered in other states (and had 
paid an annual registration fee to that home state) 
from having to pay the Pennsylvania annual regis-
tration fee to travel on Pennsylvania roads.14 This 
reciprocity arrangement resulted in trucks operating 
in interstate commerce paying the annual registration 
fee only to their home states.

The Supreme Court went on to determine, however, 
that the unapportioned Pennsylvania axle tax and 
marker fee failed the internal consistency test because 
Pennsylvania provided no reciprocity or exemption 
for interstate trucks that had paid similar taxes to 
other states. Because the Pennsylvania axle tax and 
marker fee were not calibrated to, for example, on 
the percentage of its miles that a truck traveled on 
Pennsylvania roads, the Supreme Court concluded 
in American Trucking Association that “[i]f each 
state imposed fl at taxes for the privilege of making 
commercial entrances into its territory, there is no 
conceivable doubt that commerce among the states 
would be deterred.”15

It is important to bear in mind that a taxpayer 
bringing an internal consistency test challenge is 
not required to show that other states are actually 
imposing similar taxes that, when combined with the 
challenged state tax, result in more than 100-percent 
taxation of the taxpayer. Instead, the court inquires 
whether, if every state were hypothetically to impose 
a similar tax, more than 100 percent of the tax base 
would be subject to state taxation. 

This does not mean that state taxes on an inter-
state activity must utilize formulary apportionment 
in order to satisfy the internal and external consis-
tency tests. For example, in Goldberg v. Sweet16and 
Oklahoma Tax Commission v. Jefferson Lines, Inc.,17 
the Supreme Court found that state excise taxes on 
interstate telecommunications services and bus ser-
vices satisfi ed the internal and external consistency 
tests, even though the excise taxes were not appor-
tioned with a mileage ratio, because Illinois only 
imposed its tax on interstate telecommunications 
services that originated or terminated in Illinois 
and were purchased or billed to an address in the 
state, while Oklahoma only taxed bus tickets sold 
in Oklahoma for travel originating in the state.18 
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Because the risk of multiple state taxation was low 
(in the case of the Illinois telecommunications 
excise tax) or nonexistent (in the case of the Okla-
homa bus ticket tax) if every state were to apply 
the same rules, the Supreme Court concluded that 
the Illinois and Oklahoma excise taxes satisfi ed the 
internal consistency test. The Supreme Court also 
agreed with the argument that, as a practical mat-
ter, the state was only taxing activity taking place 
within its borders, thereby satisfying the external 
consistency test. 

The Northwest Energetic Services 
and Ventas Finance Cases
The case of Northwest Energetic Services, LLC v. 
California Franchise Tax Board19 involved a Wash-
ington State LLC that was engaged in the business of 
distributing explosives and explosive-related services 
outside California.20 According to the stipulation of 
facts that Northwest Energetic Services, LLC (“NES”) 
and the California Franchise Tax Board (the “FTB”) 
entered into, NES maintained offi ces in Washington 
State and Oregon and conducted all of its business 
operations outside California.21 The parties further 
stipulated that NES had no business operations, 
property, inventory or place of business, employee, 
agent or independent contractor acting on its behalf 
in California. In fact, NES did not even solicit sales 
from, or make deliveries to, customers located in 
California because the state was not part of NES’s 
distribution territory.22 Nevertheless, NES decided to 
register with the California Secretary of State to do 
business in California during the calendar years 1997 
and 1999 through 2001.

This qualifi cation of NES to do business in Cali-
fornia pursuant to Section 17451 of the California 
Corporations Code subjected NES to the annual $800 
minimum tax imposed by California Revenue and 
Taxation Code Section 17941 on domestic or foreign 
LLCs that are “doing business,” or are organized or 
qualifi ed to do business in California. The qualifi ca-
tion of NES to do business in California also required 
the LLC to pay the annual LLC fee (the “Levy”) pro-
vided for in California Revenue and Taxation Code 
Section 17942(a), as follows: 

In addition to the tax imposed under Section 
17941, every limited liability company subject 
to tax under Section 17941 shall pay annually to 
this state a fee equal to:

(1) Nine hundred dollars ($900), if the total 
income from all sources reportable to this state 
for the taxable year is two hundred fi fty thousand 
dollars ($250,000) or more, but less than fi ve 
hundred thousand dollars ($500,000).

(2) Two thousand fi ve hundred dollars ($2,500), 
if the total income from all sources reportable to 
this state for the taxable year is fi ve hundred 
thousand dollars ($500,000) or more, but less 
than one million dollars ($1,000,000).

(3) Six thousand dollars ($6,000), if the to-
tal income from all sources reportable to this 
state for the taxable year is one million dollars 
($1,000,000) or more, but less than fi ve million 
dollars ($5,000,000).

(4) Eleven thousand seven hundred ninety dol-
lars ($11,790), if the total income from all sources 
reportable to this state for the taxable year is fi ve 
million dollars ($5,000,000) or more.23

Section 17942(b)(1) provided that “[f]or purposes 
of this section, ‘total income’ means gross income, 
as defi ned in Section 24271, plus the cost of goods 
sold that are paid or incurred in connection with the 
trade or business of the taxpayer.” Conspicuously 
absent from this defi nition of “total income” was any 
allocation or apportionment mechanism to calibrate 
the amount of the annual Levy to the amount of gross 
income that the domestic or foreign LLC was deriving 
from sources in California.

NES and the FTB agreed that the Levy imposed by 
Section 17942(a) was computed on an LLC’s “total 
income from all sources,” wherever earned.24 Judge 
Donald Mitchell of the California Superior Court 
for the County of San Francisco observed in his 
Northwest Energetic Services opinion that “[d]ue to 
this absence of any apportionment mechanism for 
the Levy, any LLC earning the same amount of total 
income as Plaintiff earned annually would pay the 
same Levy as Plaintiff, even if it conducted all of its 
activity in California.”25

NES paid the $27,458.13 of Levy, penalties and 
interest that it owed to California for the 1997 and 
1999-2001 tax years pursuant to Section 17942 and 
then fi led a refund claim with the FTB to recover 
its payment, arguing that the Levy was an unap-
portioned tax that violated the Due Process Clause 
and Commerce Clause of the U.S. Constitution.26 
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The FTB responded that the Levy was an annual fee, 
rather than a tax that needed to comply with the “fair 
apportionment” requirement of the Complete Auto 
Transit case.

Judge Mitchell determined, as a preliminary mat-
ter, that even though NES had brought the refund 
claim, “‘the government bears the burden of proof’ 
that the true substance of a levy is a fee and not a 
tax under California law.”27 Judge Mitchell then ob-
served that:

The essence of a tax is that it raises revenue for 
general governmental purposes and is “compulso-
ry rather than imposed in response to a voluntary 
decision . . . to seek benefi ts.” Sinclair Paint Co. 
v. State Bd. Of Equaliz. 15 Cal. 4th 866, 874 
(1997). A fee, by contrast, must fund a regulatory 
program or compensate for services provid-
ed by, and/or benefits 
received from, the gov-
ernment. Id. at 874-75 
(describing three types 
of fees—regulatory fees, 
development fees, and 
special assessments).28

Turning to the legisla-
tive history of the Levy,29 
Judge Mitchell determined 
that the Levy and the $800 minimum tax had been 
enacted in 1994 as part of the California Limited 
Liability Company Act30 to help offset the loss of 
income tax and franchise tax revenue that the FTB 
expected to result from California treating an LLC as 
a passthrough entity rather than taxing the LLC on its 
income like a C corporation.31

The FTB had argued that the Levy was merely an 
annual regulatory fee imposed to fund the cost of 
the California Secretary of State’s administration 
and enforcement of the state’s LLC laws. Drawing 
on this legislative history, Judge Mitchell found, 
however, that:

[T]he Levy is clearly a tax. As noted above, the 
record in this case confi rms the purpose of the 
Levy is to raise revenue. See discussion at pp. 
2-4, supra. Moreover, unlike the revenues from a 
fee, which must be dedicated to its purpose, e.g., 
the regulatory scheme it is intended to fund, the 
Levy is intended for, and used solely for, general 
governmental purposes. (JS ¶18.) See discus-

sion at p. 4, supra. In light of the revenue raising 
purpose and the deposit of the proceeds into the 
general fund for general governmental purposes, 
the Levy is a tax.32

Judge Mitchell also rejected the FTB’s characteriza-
tion of the Levy as a regulatory fee, because the FTB 
had not shown that the amounts raised by the Levy 
was commensurate with the costs of the California 
Secretary of State’s regulatory activities:

The FTB identifi es the relevant costs as “those 
incident to the issuance of the license or per-
mit, investigation, inspection, administration, 
maintenance of a system of supervision and 
enforcement.” But the FTB never attempted to 
quantify these costs. Indeed, the FTB has intro-
duced no evidence that the Levy is related in any 

way to regulating LLCs, 
or that its proceeds 
fund any regulatory 
program or otherwise 
compensate for servic-
es provided by, and/or 
benefi ts received from, 
the government. The 
FTB’s unsubstantiated 
claims that the benefi ts 
enjoyed by LLCs are 

“highly valuable,” “immeasurable,” and “clearly 
exceed the minimal amount of the annual LLC 
fee” do not satisfy the FTB’s burden.33

Indeed, the fact that NES did no business in Califor-
nia belied FTB’s contention that NES was receiving 
services or benefi ts from California that should be 
compensated and paid for with the Levy that the FTB 
was imposed on NES.34

Having determined that the Levy was a tax, Judge 
Mitchell was almost compelled to conclude that the 
unapportioned Levy failed the fair apportionment 
requirement of the Commerce Clause. As Judge 
Mitchell explained:

Applying the internal consistency requirement, 
if one assumes that the Levy were replicated in 
every state across the country, an interstate LLC 
with the same total income as Plaintiff would 
pay the maximum Levy in every jurisdiction in 
which it operated (or simply registered to do 
business). By contrast, an LLC operating wholly 

It is important to bear in mind 
that a taxpayer bringing an 

internal consistency test challenge 
is not required to show that other 

states are actually imposing 
similar taxes . . .
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within a single state would pay the maximum 
Levy, but only once. Thus, interstate commerce 
plainly would bear a greater burden than intra-
state commerce, and the Levy fails the internal 
consistency test. Moreover, as demonstrated by 
Plaintiff’s alleged liability for the Levy despite 
its lack of any activity in California, the Levy 
undeniably “reaches beyond the portion of value 
that is fairly attributable to economic activity 
within the taxing State.” Stated differently, it 
is clear the Levy is not calibrated to Plaintiff’s 
California activity because Plaintiff engaged in 
none. Therefore, the Levy also fails the external 
consistency requirement.35

Citing the Supreme 
Court’s American Truck-
ing Association decision, 
Judge Mitchell concluded 
that the unapportioned 
Levy was unconstitutional 
regardless of whether the 
Levy was viewed as a tax 
or a fee.36 As a result, the 
Superior Court granted 
NES a full refund of its 
Levy payment.37

In November 2006, 
Judge Paul Alvarado of 
the California Superior Court for the County of 
San Francisco issued a similar decision in Ventas 
Finance I, LLC v. California Franchise Tax Board.38 
However, the Ventas Finance opinion went further 
than the Northwest Energetic Services opinion had 
by determining that Section 17942 could not be 
reformed by the court to make the statute consti-
tutional because: 

[a]dding an apportionment mechanism as [the 
FTB] suggests would run contra to the Legisla-
ture’s expressed intent. The legislative history 
establishes that the Legislature considered and 
rejected apportionment of the Levy. . . . Neither 
the statue nor the legislative history contains any 
indication of the type of apportionment scheme 
the Legislature would have enacted.39 

Consequently, Judge Alvarado struck down the Levy 
as an unapportioned tax and ordered a full refund 
of the Levy payments, plus interest and costs, that 
Ventas Finance had paid to the FTB.40 

The Aftermath of the 
Northwest Energetic Services and 
Ventas Finance Cases
The FTB has appealed the Superior Court decisions 
in Northwest Energetic Services and Ventas Finance 
cases, but appellate court rulings are not expected 
until some time later this year.41 The thrust of the 
FTB’s appeal, presumably, is that the Section 17942 
Levy is a regulatory fee that does not have to meet 
the fair apportionment requirement of the Commerce 
Clause, but the plaintiffs are certainly going to point 
to Judge Mitchell’s observation in Northwest Ener-
getic Services that the Supreme Court’s American 
Trucking Association opinion applied the fair appor-

tionment requirement and 
internal consistency test 
to regulatory fees as well 
as to taxes. Thus, the FTB 
appears to have an uphill 
battle on its hands defend-
ing the constitutionality of 
the unapportioned Sec-
tion 17942 Levy.

In the meantime, the 
Northwest Energetic Ser-
vices and Ventas Finance 
decisions have produced 
an avalanche of protective 

refund claims from domestic and foreign LLCs seek-
ing to recover the unapportioned Levy payments that 
they have remitted to California. As of October 2007, 
approximately 86,000 LLCs had fi led protective 
refund claims totaling $450 million, with the FTB. Ac-
cording to some observers, these refund claims could 
ultimately amount to $1.3 billion.42 For a state already 
in fi scal peril, this was most distressing news.

California suffered another fi scal blow in April 
2007, when a group of LLCs doing business entirely 
in California fi led a third lawsuit challenging the 
constitutionally of the Section 17942 Levy in Bakers-
fi eld Mall LLC v. California Franchise Tax Board.43 
The plaintiff LLCs in the Bakersfi eld Mall case are 
seeking class certifi cation to recover refunds of Levy 
payments made by all LLCs that derive income solely 
within California. The Bakersfi eld Mall plaintiffs are 
at the other end of the spectrum from Northwest 
Energetic Services LLC, the original challenger of the 
Section 17942 Levy, which does no business in Cali-
fornia, but a facially discriminatory state tax cannot 
be applied against any taxpayer, even an intrastate 
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taxpayer. Moreover, Judge Alvardo concluded in 
Ventas Finance that the Section 17942 Levy cannot 
be reformed by the courts to make it constitutional.

Facing a bad situation, the California General As-
sembly fi nally amended Section 17942 on September 
12, 2007 to make the Levy constitutional. California 
A.B. 198 amended Section 17942(a)(1)-(4), for tax 
years beginning on or after January 1, 2007, to make 
the tax base “total income from all sources derived 
from or attributable to this state.”44 According to the 
new Section 17942(b)(1)(B), an LLC’s total income 
tax base now will be apportioned within and without 
California using the California corporation franchise 
tax allocation and apportionment rules of Section 
25135 and 25136 and the regulations thereunder, as 
modifi ed by regulations under Section 25137 (other 
than the provisions excluding certain receipts from 
the sales factor). This new apportionment mechanism 
is expected to clear up the constitutional problem 
with the Section 17942 Levy going forward.

However, the California legislature also included 
a “no harm, no foul” provision in A.B. 198 that at-
tempts to limit the amount of refund payments that 
the state is required to issue for the unapportioned 
Section 17942 Levy for pre-2007 tax periods. Spe-
cifi cally, Section 3 of A.B. 198 adds a new Section 
19394 of the Revenue and Taxation Code stating that 
“[i]f the fee provided under Section 17942 is fi nally 
adjudged to be discriminatory or unfairly apportioned 
under the California Constitution, or the laws or the 
Constitution of the United States, the fee of a disfa-
vored taxpayer that fi les, or has fi led, a timely claim 
for refund within the period allowed by this part . . . 
shall be recomputed by the Franchise Tax Board . . . 
only to the extent necessary to remedy the discrimina-
tion or unfair apportionment . . . .” This new Section 
19394 will apply to suits for refunds that are fi led on 
or after, or were not yet fi nal as of the October 10, 
2007 enactment date of A.B. 198. 

Section 4(d) of A.B. 198 further provides that:

Refunds of fees payable as a result of the litigation 
described in subdivision (a) [i.e., the Northwest 
Energetic Services, Ventas Finance and Bakers-
fi eld Mall cases] shall be limited to the amount 
by which the fee paid, and any interest assessed 
thereon, exceeds the amount that would have 
been assessed if the fee had been computed in 
accordance with subparagraph (B) of paragraph 
(1) of subdivision (b) of Section 17942 of the 
Revenue and Taxation Code, as added by the 

amendments to that section made by Section 2 
of this act.”45

The FTB reportedly plans to rely on this uncodifi ed 
remedy provision to limit refunds for all LLCs, includ-
ing the plaintiffs in the pending Northwest Energetic 
Services, Ventas Finance and Bakersfi eld Mall cases, 
to the excess amount of the LLC’s Levy payment over 
the amount of Levy that the LLC would have paid to 
California if the apportionment mechanism had been 
included in Section 17942 during the refund period 
at issue. Because more than 90 percent of the LLCs 
registered in California either do business entirely in 
California or have annual California–source income 
that exceeds the $5 million threshold necessary 
to subject the LLC to the maximum $11,790 Levy 
amount, the California legislative staff anticipates 
that most LLCs will not be eligible for any refund of 
their pre-2007 Levy payments because of the “no 
harm, no foul” refund remedy included in the recently 
enacted A.B. 198. 46

The New Jersey Passthrough 
Entity “Filing Fee”
New Jersey is one of several states that, while they 
follow the federal income tax classifi cation of gen-
eral and limited partnerships, LLCs and LLPs as 
passthrough entities, they extract signifi cant revenue 
by charging the passthrough entity an annual “fi ling 
fee” measured by the number of partners or members 
in the passthrough entity. Section 54A:8-6(b)(2)(A) of 
the New Jersey Revised Statutes provides that:

Each entity classifi ed as a partnership for federal 
income tax purposes, other than an investment 
club, having any income derived from New 
Jersey sources, including but not limited to a 
partnership, a limited liability partnership, or 
a limited liability company, that has more than 
two owners shall at the prescribed time for 
making the return required under this subsec-
tion make a payment of a fi ling fee of $150 for 
each owner of an interest in the entity, up to a 
maximum of $250,000.47

Signifi cantly, there is no provision in Section 54A:8-
6(b)(2) that would limit or otherwise calibrate the 
amount of the fi ling fee to the number of partners or 
members in the passthrough entity who are residents 
of, or operating in, New Jersey.
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Although Section 54A:8-6(b)(2)(A) describes the 
partnership payment as a “fi ling fee,” it is noteworthy 
that no fee is due unless the partnership earns income 
from New Jersey sources.48 Section 54A:8-6(b)(2)(C) 
also provides that the partnership fi ling fee “shall, for 
purposes of administration, be payments to which 
the provisions of the State Uniform Tax Procedure 
Law, R.S. 54:28-1 et seq. shall be applicable and the 
collection thereof may be enforced by the director in 
the manner provided therein.” 

Therefore, the New Jersey passthrough entity fi l-
ing fee bears more than a little resemblance to a 
tax. Indeed, a fi ling fee of $150 per partner, regard-
less of his location, is likely to raise a substantial 
amount of revenue for New Jersey, particularly 
from professional ser-
vices partnerships and 
investment partnerships 
with a large number of 
partners, who may or may 
not be located in New 
Jersey. Indeed, the New 
Jersey legislature appears 
to have planned to raise 
substantial revenue for 
the state by setting the 
maximum New Jersey 
passthrough entity fi ling 
fee amount at a hefty 
$250,000. Moreover, tiered partnerships are re-
quired to pay the New Jersey passthrough entity 
fi ling fee at each level of the partnership structure 
because the upper tier partnership is considered 
to be deriving New Jersey source income through 
the business activities of the lower-tier partnership 
operating in New Jersey.49 Consequently, it appears 
likely that some partnerships, LLC and LLPs will be 
subject to an annual New Jersey fi ling fee that far 
exceeds the state’s actual cost of regulating these 
passthrough entities, lending support for the con-
clusion that the annual fi ling fee is really a revenue 
raising tax that must be fairly apportioned if it is to 
be constitutional.

It appears that the New Jersey Division of Taxa-
tion recognized this constitutional shortcoming 
in Section 54A:8-6(b)(2) because the Division has 
promulgated a regulation that apportions the annual 
fi ling fee imposed with respect to partners or mem-
bers who are not physically present in New Jersey. 
Specifi cally, New Jersey Regulation 18:35-11.2(b) 
provides that “[i]f a partnership includes non-resi-

dent partners, some of whom have physical nexus 
with New Jersey and some of whom do not, then an 
apportionment methodology for the partnership fi l-
ing fee may be used, provided the partnership has an 
offi ce outside New Jersey.” Regulation 18:35-11.2(c) 
requires that the partnership pay an annual fi ling fee 
of $150 for each resident partner and each nonresi-
dent partner who has some physical nexus in New 
Jersey. However, the fi ling fee due with respect to 
nonresident partners without any physical nexus in 
New Jersey can be determined by multiplying the 
$150 fee by the three-factor apportionment factor 
of the partnership.50

The Division’s regulations offer an example in 
which a Connecticut partnership with offi ces in 

New Haven and New Jer-
sey sells small tables. Ten 
partners reside in New 
Jersey and ten partners 
reside in Connecticut. 
Four of the ten Connect-
icut-resident partners 
work entirely outside 
New Jersey, while the 
other six Connecticut-
resident partners work 
at the partnership’s New 
Jersey offi ce. New Jersey 
customers of the busi-

ness purchase $200,000 worth of tables per year, 
and the partnership’s New Jersey allocation factor 
is 40 percent. Based on these facts, the regulation 
explains that the partnership owes an annual New 
Jersey fi ling fee of $2,640 computed as follows: ten 
New Jersey resident partners x $150, plus six Con-
necticut resident partners with physical nexus in 
New Jersey x $150, plus four Connecticut resident 
partners without physical nexus in New Jersey x 
$150 x 40 percent.

The New Jersey Partnership Return Voucher (Form 
Part-100) lays out the apportionment computation 
for the fi ling fee for nonresident partners without 
any physical nexus in New Jersey. It is interesting, 
however, that New Jersey Regulation 18:35-11.2, on 
which the form’s apportionment schedule is based, 
will expire on June 20, 2008. Presumably, the Divi-
sion will reissue this regulation, but if it does not, 
the apportionment mechanism probably would be 
deleted from the form because it is not provided 
for in the New Jersey passthrough entity fi ling fee 
statute itself.

State Law & State Taxation Corner

The Northwest Energetic Services 
and Ventas Finance cases provide 
a useful reminder that states that 
classify partnerships, LLCs and 
LLPs as “passthrough entities” 
for state income/franchise tax 

purposes may still impose heavy 
annual fi ling fees . . .
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The Delaware LLP Filing Fee

Section 15-1207(a)(3) of the Delaware Revised Uni-
form Partnership Act provides that:

(a) The following fees shall be paid to and col-
lected by the Secretary of State for the use of the 
State of Delaware:

* * *

(3) Upon the receipt of a statement of qualifi ca-
tion, a statement of foreign qualifi cation or an 
annual report for a limited liability partnership 
or a foreign limited liability partnership, a fee in 
the amount of $200 for each partner, but in no 
event shall the fee payable for any year with re-
spect to a limited partnership or a foreign limited 
liability partnership under this Section be more 
than $120,000.51

Professional services LLPs and other domestic 
or foreign LLPs organized or qualifi ed to do busi-
ness in Delaware could fi nd themselves having to 
pay the maximum $120,000 fee if the LLP has six 
hundred partners located anywhere in the world 
because there is no provision in Section 15-1207 
that limits the Delaware LLP fee to partners who 
reside or have physical presence in Delaware. Nor 
is the Delaware LLP fi ling fee calibrated to the 
amount of income that the LLP earns from sources 
in Delaware. In fact, an LLP is required to pay the 
fi ling fee at the time that the LLP is organized or 
qualifi ed to do business in Delaware and again 
with every annual report that the LLP fi les with the 
Delaware Secretary of State.

It appears that the Delaware LLP fi ling fee is de-
signed to raise revenue for the state rather than to 
cover the actual cost of the Delaware Secretary of 
State’s regulation of LLPs, which has very little to do 
with the number of partners in the LLP. Moreover, 
the LLP fi ling fees are not retained by the Delaware 
Secretary of State for the use of his offi ce.52 Accord-
ingly, LLPs with a substantial number of partners 
could well argue that the Delaware LLP fi ling fee 
violates the fair apportionment requirement of the 
Commerce Clause.

Delaware is kinder to LLCs organized or qualifi ed 
to do business in Delaware, subjecting them to a 
fl at $200 annual tax without regard to the number 
of members in the LLCs.53

The New York LLC/LLP 
Filing Fee
New York has enacted an annual fi ling fee for LLCs 
and LLPs that derive income from New York. Under 
New York Tax Law Section 658(c)(3):

Every subchapter K limited liability company, 
every limited liability company which is a dis-
regarded entity for federal income tax purposes 
and every limited liability partnership under 
article eight-B of the partnership law and every 
foreign limited liability partnership, which has 
any income derived from New York sources, de-
termined in accordance with the applicable rules 
of section six hundred thirty-one of this article 
as in the case of a nonresident individual, shall 
within thirty days after the last day of the taxable 
year, make a payment of a fi ling fee. The amount 
of the fi ling fee shall be the product of (a) one 
hundred dollars and (b) the number of members 
of each company or number of partners of such 
partnership, as the case may be, as of the last day 
of the taxable year, but in no event shall such fee 
be less than fi ve hundred dollars nor more than 
twenty-fi ve thousand dollars.54 

Effective with the 2007 tax year, the temporary 
New York fi ling fee amounts cited in this quoted 
statute expired, and the fi ling fees reverted back to 
$50 per member or partner in the LLC or LLP, subject 
to a minimum and maximum fi ling fee of $325 and 
$10,000, respectively.55

As is the case with the New Jersey and Delaware 
statutes fi ling fees previously discussed, the New 
York LLC/LLP fi ling fee statute does not allocate or 
apportion the fee to take account of nonresident 
partners who do not have any presence in New 
York. Moreover, the New York Limited Liability 
Company/Limited Liability Partnership Filing Fee 
Form (Form IT-204-LL) does not follow the New 
Jersey Division of Taxation’s decision to add an 
apportionment mechanism to the New Jersey 
passthrough entity fi ling fee. Indeed, the instruc-
tions to New York Form IT-204-LL explicitly provide 
that “[t]he total number of members or partners 
includes all resident and nonresident individuals, 
estates and trusts, and all corporations and partner-
ships that were members or partners of the [LLC 
or LLP] entity as of the last day of its tax year.56 As 
a result, it appears that the annual New York LLC/



26 ©2008 CCH. All Rights Reserved.

State Law & State Taxation Corner

LLP fi ling fee is subject to a potential Commerce 
Clause challenge.

Conclusion
The Northwest Energetic Services and Ventas Finance 
cases provide a useful reminder that states that classify 
partnerships, LLCs and LLPs as “passthrough entities” 
for state income/franchise tax purposes may still im-
pose heavy annual fi ling fees on such business entities 
to raise revenue for the state. The annual California 
Levy on LLCs that was addressed in the Northwest En-
ergetic Services and Ventas Finance cases was clearly 
imposed on the income of the LLC, and it was equally 
clear that the Levy was not calibrated to the amount of 
business that a multistate LLC did in California. When 
the California Superior Court found that the California 
Levy was actually a tax, the Superior Court had to 
conclude that the Levy failed the fair apportionment 
requirement of the Commerce Clause.

The New Jersey, Delaware and New York annual 
fi ling fees on partnerships, LLCs and/or LLPs are 
a bit more subtle, requiring such a passthrough 
entity with income from sources in the state (in 
the case of New Jersey and New York) or business 
activity in the state (in the case of Delaware) pay 
an annual fi ling fee based on the total number of 
partners or members in the passthrough entity. 
These “fi ling fees” can be substantial, capping out 
at $120,000 for Delaware and $250,000 for New 
Jersey. It is diffi cult to conclude that the Delaware, 
New Jersey and New York fi ling fees are merely 
intended to cover the state’s cost of regulating 
these passthrough entities, because the fi ling fee 
amounts can be so substantial and the number 
of partners or members in the passthrough entity 
should not affect the state’s costs of regulating the 
passthrough entity itself.

The more tenable conclusion is that the annual Dela-
ware, New Jersey and New York fi ling fees are state 

A California court of appeal has held that the 
imposition of the former LLC fees against an out-
of-state LLC that did no business in California was 
an unapportioned tax that violated the U.S. Com-
merce Clause. In addition, the court held that the 
attorney fees awarded to the taxpayer’s attorneys 
were not limited to the amount specifi ed under 
the Revenue and Taxation Code (RTC), but that 
the trial court did not clearly articulate its basis 
for the enhanced lodestar amount awarded. Thus 
the issue of the amount of the attorney fees to be 
awarded was remanded back to the trial court for 
further consideration. 

The former LLC fee schedule at issue in the 
appeal was imposed against all LLCs organized, 
registered, or doing business in California, and 
was based on a percentage of the LLC’s worldwide 
income. [CCH Note: The LLC fee statute has since 
been amended and is now limited to a percentage 
of the LLC’s income attributable to California.] 

The appellate court found that the LLC fee was 
a tax and not a fee. The LLC fee was enacted as 
part of the LLC Act, which authorized the forma-
tion and recognition of LLCs in California. The 
legislative history indicated that LLC Act was 
adopted as a means of retaining and attract-

ing businesses and that the fee was enacted to 
replace the anticipated lost tax revenues that 
would result from California corporations that 
reorganized as LLCs. 

The former fee violated the Commerce Clause 
because the fee was not fairly apportioned. As 
imposed, the fee violated both the internal and 
external consistency tests established to determine 
if a tax is fairly apportioned. It violated the inter-
nal consistency test because an LLC operating in 
interstate commerce would be subject to the fee 
based on its total worldwide income in every state 
in which it operated or was registered, whereas an 
LLC operating in only one state would be subject 
to the fee only once. Therefore, it could not be 
argued that the fee related strictly to local activities 
occurring solely within the state. Furthermore, the 
fee violated the external consistency test because 
it taxed the LLC’s income attributable to economic 
activity outside the state. 

Pike’s Balancing Test
Even if the fee was classifi ed as a fee rather than 
a tax, the fee was unconstitutional under the 
balancing test articulated by the U.S. Supreme 
Court in Pike v. Bruce Church, Inc., 397 U.S. 137 

California Appeals Court Affi rms LLC Fees Unconstitutional
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