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In any event, immediately following the cash 
out, Merger Sub planned to dissolve. Parent 
LP’s interest and Company LP’s newly acquired 
hook-stock type interest would have been 
eliminated. As a result, Parent LP would have 
owned 100 percent of the limited partnership 
interest in Company LP, and Company GP 
would have owned the general partnership 
interest in Company LP. 

Conclusion
Hopefully, my foreshadowing hasn’t spoiled 
the ending of this story. The IRS’s ruling is 
so brief that it bears quoting in full. “The 
transaction is not described in section 368(a) of 
the Code, but will be treated for federal income 
tax purposes as a taxable sale of Company’s 
assets, followed by a liquidation of Company 
to its shareholders pursuant to Section 331 of 
the Code.” That statement is telling, in that it 
confirms that the taxpayer had asked for tax-
free treatment under Code Sec. 368(a). 

The IRS’s brevity in its ruling is only 
surpassed by its brevity in its analysis. There 
is none. Perhaps this is the manner in which 
the IRS reinforces Code Sec. 6110(k)(3), which 
provides that rulings cannot be used or cited 
as precedent. When the IRS says taxpayers 
can’t rely on a private letter ruling, they mean 
every word (or lack thereof).

Still, a few points bear noodling. One issue 
which deserved attention, but received none, is 
continuity of interest. To qualify as a forward 

triangular merger, the transaction must qualify 
as an A reorganization as if target merges directly 
into acquirer. To obtain a favorable ruling, the 
consideration received by target’s shareholders as 
a group must be at least 50-percent acquirer stock. 
In other words, the cash consideration must be 
less than 50 percent of the total consideration. No 
part of the ruling, including the representations, 
discussed the relative values of the Parent 
stock and the cash used as consideration for 
Company’s shareholders. Evidently, continuity 
of interest was not so important since so many 
other structural problems existed. 

It’s always good to try to put a good spin on 
a bad situation, and hopefully, LTR 200611007 
will be a lesson to all practitioners in the do’s 
and don’ts in achieving a successful ruling. Do 
carefully think through the proposed transaction, 
and perhaps have another practitioner review it 
before submission. Second opinions are not just for 
medical advice anymore. Don’t expect a corporate 
reorganization ruling to provide for a tax-free 
treatment when no corporation is involved in 
the merger. Do listen to the IRS during the ruling 
process—a taxpayer can always withdraw or 
modify a ruling to prevent an unsuccessful result. 
Don’t represent to an acquisition of property as 
part of a reorganization. 

There are probably a few more do’s and 
don’ts, yet this representative list should 
provide a lesson (or two). But, here’s a last pair 
I can’t resist: “reit” the rules, and before asking 
the IRS for assurance, “reit” them again. 

Becoming One with the Refund: 
California’s LLC Fee Is Ruled Unconstitutional
By Mark A. Muntean • Wood & Porter • San Francisco

A common acquisition strategy these days is to 
form an acquisition limited liability company 
(LLC) to acquire a target corporation’s assets. 
For example, in a forward merger of a target 
into an acquiring corporation, the target 
liquidates and the acquiring corporation 
assumes the target’s liabilities. If instead the 
acquiring corporation first forms a single-
member LLC, the merger of a target into the 
single-member LLC results in the LLC (instead 
of the acquiring corporation) assuming the 
liabilities of the target. 

This structure shields the acquiring corporation 
from the target liabilities. After all, while the single 
member LLC is disregarded for tax purposes, 
it remains separate and distinct for state law 
purposes. This anthropomorphism resulting 
from being disregarded for one purpose and 
not for another allows the acquiring corporation 
to acquire the target’s assets while isolating the 
target’s liabilities. It also means M&A professionals 
need to know something about partnerships and 
LLCs, not only federal tax law, but also and state 
law governing such creatures. 
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Death, Taxes and Refunds
Given the proverbial certainty of death and 
taxes, many clients get spiritual satisfaction from 
the fact that courts frequently rule state and 
local taxes to be unconstitutional. Clients and 
practitioners find it especially satisfying when 
they learn that the tax that has been struck down 
as unconstitutional is a tax they have paid. Hot 
off the presses is news that a California Superior 
Court has ruled California’s annual fee on LLCs 
to be unconstitutional. [Northwest Energetic 
Services, LLC v. California Franchise Tax Board, 
CGC-05-437721 (SF Sup. Ct. Mar. 3, 2006).] 

This is Not Your Grandfather’s 
Minimum Tax
California imposes an annual “fee” on LLCs 
doing business in California, or registered 
with the California Secretary of State. [Cal. 
Rev. & Tax. Code §17942.] This is not the 
standard $800 minimum franchise tax. Like 
most businesses, LLCs are required to pay the 
standard California $800 minimum franchise 
tax. [Cal. Rev. & Tax. Code §17941.]

However, in addition to the minimum 
franchise tax, LLCs must pay an annual “fee.” 
California calculates the LLC annual fee based 
on the LLC’s worldwide gross income. Under 
the newly invalidated statute, it is immaterial 
whether the LLC earns any portion of its 
income in California. The LLC still pays the 
annual fee in full. The LLC annual fee is 
determined as follows:
• If the LLC’s total income is between $250,000 

and $500,000, the fee is $900.
• If the LLC’s total income is between $500,000 

and $1,000,000, the fee is $2,500.
• If the LLC’s total income is between $1 

million and $5 million, the fee is $6,000.
• If the LLC’s total income is more than $5 

million, the tax is $11,790.

A Tax by Any Other Name 
Having annual sales in excess of $5 million 
is not difficult for an LLC. Thus, many LLCs 
doing business in the state (and many not 
doing business in the state, but registered with 
the state and subject to the fee) are paying the 
$11,790 fee each year. In Northwest Energetic, 
the plaintiff was in fact a Washington State 
LLC registered in California, but not doing 
business in the state. 

The court in Northwest Energetic held that the 
LLC annual “fee” is really a tax, ignoring the 
label placed on the tax by the state. Moreover, 
the court determined that although the fee 
was a tax, the State did not apportion the LLC 
annual tax. Apportionment is required for 
taxes imposed on taxpayers doing business 
both inside the state and outside the state, 
based on a taxpayer’s business activities 
within and without the state. [See Complete 
Auto Transit, Inc. v. Brady, 430 US 274 (1977).] 
Since the tax is not calibrated based on 
the business’ California business activity 
or operations, the court ruled that the tax 
violated the Federal Commerce Clause and 
was unconstitutional. 

Did Somebody Say “Refund”?
No doubt the California Franchise Tax Board 
(“FTB”) will appeal the decision. What choice 
do they have? There is a great deal of money 
at stake, and California desperately needs 
it. After all, the state has realized budget 
shortfalls in recent years. Thus, it is unlikely 
the state will issue any tax (or fee) refunds 
while an appeal is pending. 

Moreover, the FTB will likely require LLCs 
to continue paying the tax during the appeal. 
However, LLCs that have paid the tax may 
consider filing protective claims for refund for 
any open refund years. California has a four-
year statute of limitations on audit and refund. 
[Cal. Rev. & Tax. Code §19306.] The statute of 
limitations for refunds begins on the later of 
April 15 or the filing of the LLC’s state tax 
return. [Id.] Thus, the LLCs may file protective 
claims for refund for tax year 2001, depending 
on when the LLC’s return was filed in 2002. 
Therefore, time may be of the essence. 

LLCs may also file protective claims for 
refund for tax years 2002 through 2005. An 
LLC paying the $11,790 minimum tax could file 
protective claims for a total of five years (2001 
through 2005), totaling approximately $59,000. 
Claims for refund accrue interest. Interest adds 
up pretty quick and can double the amount 
of a refund in no time. As Northwest Energetic 
continues to work its way through a series of 
appeals, LLCs may continue to file protective 
claims each time the LLC annual fee is paid 
(for example, in connection with annual fee 
paid for tax year 2006).
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Pretty Soon, You’re Talking Real Money
Thus, although the potential refund in the 
case of many LLCs may not exceed the 
$59,000 amount (before interest), it may still 
be nothing to sneeze at. Moreover, many 
businesses are operated through multiple 

LLCs representing, for example, different 
lines of business operations. In such case, 
the potential refund may be larger. However, 
whether the protective claim is large or small 
it is an opportunity that probably should not 
be overlooked. 

Better Luck Next Time: Deducting Costs 
of Failed Business Transactions
By David B. Porter • Wood & Porter • San Francisco

No one likes to focus on failure, but tax deductions 
are often a silver lining in the cloud of disaster. 
M&A lawyers often experience the thrill of gearing 
up to buy, sell or merge a business. However, 
many of these deals never get completed. Even 
so, their clients will want a definitive answer 
about the deductibility of the costs and fees 
incurred in preparing for those transactions. 

The M&A TAX REPORT recently covered 
IPO costs. [See Wood, To Deduct or Not to 
Deduct: The Cost of an IPO, M&A TAX REPORT, 
Oct. 2005, at 7.] That article discussed the 
tax consequences of expenses incurred in 
an initial public offering (IPO) and the legal 
principle requiring costs incident to an IPO to 
be capitalized instead of deducted.

I recently represented a corporate taxpayer 
in an income tax examination involving 
the deductibility of costs. My client was a 
supermarket that began looking for a new and 
larger warehouse location for its business so it 
could consolidate its bakery and deli operations 
in one place. The taxpayer’s old warehouse 
lease was due to run out, and the old space was 
too small for the current store. The taxpayer 
had hired a broker who located a building, and 
the parties conducted lease negotiations. 

Architectural Oops
However, when the building was completed, 
its structural design didn’t work. It destroyed 
the effectiveness of the taxpayer’s plan 
of accommodating both a warehouse and 
commissary. The parties discussed the lease of 
another building, but another party was also 
looking at that building. 

Eventually, the taxpayer executed a sublease 
for the building with a third party. The taxpayer 
decided to install its tenant improvements 

in two phases. The first phase of the cooler/
freezer had to be completed as quickly as 
possible to allow perishable items from the 
taxpayer’s old warehouse to be moved into the 
new building. The taxpayer completed the first 
phase and moved into the building. 

The taxpayer submitted its design plan for the 
second phase (a bakery) to the landlord. However, 
the landlord would not consent, as too many 
structural modifications of the building were 
called for. The taxpayer sued for declaratory relief 
allowing it to install its bakery in the building. 
There was a trial, and the court entered a judgment 
against the taxpayer. Two months later the court 
entered an order requiring the taxpayer to pay the 
defendant’s attorneys’ fees and costs.

Share the Pain
The taxpayer deducted the attorneys’ fees and 
costs paid to its own attorneys, as well as the 
defendant’s reasonable attorneys’ fees and costs. 
Ordinary and necessary business expenses are 
deductible under Code Sec. 162. The origin and 
character of the claim with respect to which an 
expense was incurred—rather than its potential 
consequences upon the fortunes of the taxpayer—
is the controlling test of whether an expense is 
business or personal. [D. Gilmore, SCt, 63-1 USTC 
¶9285, 372 US 39, 83 SCt 623 (1963).] If a taxpayer’s 
litigation expenses and professional legal fees 
were paid in connection with its business, they 
should qualify as expenses paid or incurred 
in carrying on a trade or business, within the 
meaning of Code Sec. 162. [See W.F. Tellier, SCt, 66-
1 USTC ¶9319, 383 US 687, 86 SCt 1118 (1966).]

A Good Lease Gone Bad
In my audit, I had to address the issue of 
limitations to the deductibility of expenses 




