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Charging Orders: Some of What You Ought to Know (Part II)

P

art I of this Article introduced some of the issues
of the charging order, including their history,
the statutory formulas and issues of the judgment creditor vis-à-vis the partnership.1 Herein, we
continue the review of the charging order, focusing
on matters external to organizational law.
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The taxation of the funds directed to the creditor by
a charging order is not expressly addressed by the
Code, but the consensus answer is that the member/
partner who is charged remains a “partner” for all
purposes of the tax code (just as they are for purposes
of state laws) and is responsible for all taxes due on
allocated income. The fact that the distribution, if and
when made, will be paid over to the judgment debtor
does not affect who bears the initial tax liability. Put
another way, the member/partner whose interest is
charged will satisfy their judgment creditor with aftertax, and not pre-tax, dollars.
Consider ABC partnership. It distributes all of its
earnings each year, so we are not concerned with
a distribution this year to a partner of a prior year’s
after-tax dollars. B is the defendant in a suit, and loses.
B’s judgment creditor (“Creditor”) is seeking to collect on the judgment. B’s assets are illiquid, and B’s
only source of current income are the distributions
made by ABC. Creditor applies for, and receives,
a charging order that directs ABC to pay to her B’s
distributions from ABC. In the current year, $40,000
is paid by ABC to Creditor in partial satisfaction of
the judgment.
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So what happens when the time comes to prepare
the K-1? Notwithstanding assertions to the contrary,2
B’s K-1 should reflect an allocation of $40,000, for
which she bears the tax liability, and Creditor should
not receive a K-1. Absent extraordinary circumstances, Creditor is not a partner and is not receiving either
a portion of partnership income or a guaranteed
payment. Rather, Creditor is receiving B’s property to
satisfy a judgment. The resolution is based, in part, on
GCM 369603 and Rev. Rul. 77-137,4 each of which
state that the test for who bears the tax liability is who
possesses dominion and control over the partnership
interest giving rise to the allocable income. As stated
in one partnership tax treatise:
An essential factor in the Revenue Ruling
[77-137] was that in addition to assigning the
partnership interest, the assignor-partner also
agreed to exercise any residual rights and powers
remaining to the assignor as the nominal partner
in favor of and for the benefit of the assignee. The
Ruling concluded that the assignee therefore had
the requisite “dominion and control” over the
interest necessary for the assignee to be treated
as a partner.5
Creditor holds a right to receive from ABC the
distributions that would go to B, a right that will be
extinguished when the judgment is satisfied. At that
point, B will again receive the distributions. In the
meantime, B has not lost the right to participate in
the management of ABC, Creditor has no control
over ABC or its assets, Creditor is not substituted for
B as a partner,6 and B is not bound to exercise her
management rights for the benefit of Creditor.7 On
these facts, Creditor does not have “dominion and
control” over B’s interest in ABC. Creditor has not
become, for tax purposes, a substitute general partner,
and the initial tax liability on the distributions shifted
to Creditor remains with B.8
The situation changes upon the foreclosure of B’s
interest and its purchase by either Creditor or another
stranger to ABC.9 Purchaser will be an assignee of B’s
interest in ABC,10 and it is Purchaser who should be
deemed to have “dominion and control” over the
transferable interest acquired in ABC. While Purchaser will have only the rights of an assignee (unless
admitted as a partner by A and C), such should be
sufficient to constitute her a “partner” for tax purposes
even though she is not a “partner” for purposes of
the partnership act.11
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Charging Order in Bankruptcy—
Albright & Ehmann
Whether and to what degree a bankruptcy trustee for
a bankrupt partner is limited to the charging order
is open to some dispute, but the recent trend in the
case law (to the extent two decisions are a trend) is
that not only is the trustee not limited to the status
and rights of a holder of a charging order, but that
neither is the trustee treated as an assignee. Rather,
the trustee may exercise all rights of a partner.
In re Albright12 involved the bankruptcy of Ashley
Albright, the sole member of a Colorado LLC. Her
trustee sought to access the assets of the LLC to satisfy
her debts (in effect a reverse veil piercing). Albright
resisted, arguing that the trustee should be limited
to a charging order and receipt of the distributions
that would otherwise be made to Albright. The bankruptcy court rejected that argument, noting that in the
SMLLC context there are no other members whose
interests need to considered vis-à-vis a transfer of
both the economic and the management rights of
management. On that basis, the trustee was allowed
to exercise control of the LLC, and presumably, to
liquidate its assets and apply the proceeds to satisfy
Albright’s debts.13
In re Ehmann14 involved Greg Ehmann, a member
of Fiesta Investments LLC, an Arizona limited liability
company. He went into a personal Chapter 7 bankruptcy; Fiesta Investments was not itself in bankruptcy.
The bankruptcy trustee sought to exercise all of
Ehmann’s rights as a member of Fiesta Investments,
including the right to object to the management of
the company outside the terms of the operating agreement and to seek a receivership and liquidation of
the LLC in order to generate funds to satisfy Greg’s
creditors. Fiesta argued that the trustee was limited
to the rights afforded the holder of a charging order.
The bankruptcy court ultimately determined that not
only was the bankruptcy trustee not restricted to the
rights of the holder of a charging order, but rather
that the trustee could exercise all of the rights of a
member of the LLC.15
In re Albright may properly be restricted to its
relatively narrow facts, namely the bankruptcy of
the sole member of an LLC, and while its reasoning
path is easily criticized, its ultimate conclusion appears sound. In re Ehmann indicates that, even in a
multiple-member LLC, the bankruptcy trustee is not
restricted by the charging order, a conclusion that is
open to significant debate.

CCH. All Rights Reserved.

July–August 2006

“Garnishment Limits”
on Charging Orders

be state law specific and requires study of the
garnishment statute in question.

Let us return to ABC partnership, B’s debt to Creditor
and the charging order issued against B’s interest in
favor of Creditor. Again, B’s only source of current
income is the distributions from ABC. If B were a
mere employee of ABC, she would be receiving
wages, 16 and a garnishment issued against her
wages would have a statutory limit.17 But partnership distributions may not be earnings. For example,
in Roberts v. Frank Carrithers & Bros.,18 it was held
that salary and wages meant consideration paid by
an employer to one who is serving him, and the
terms are not applied in describing gain, profit or
recompense which accrues to one conducting a
business on his own account. In this situation, the
gain realized on the sale of tobacco by a farmer for
his own account was a business venture that did
not generate wages.
More recently, it has been held that distributions
by a LLC to its members may in fact constitute
wages that are protected by garnishment order
limits. In Zavodnick v. Leven,19 the Court held that
a charging order is subject to statutory limits on
execution against wages, reasoning that “although
the distributions to [the debtor partner] from partnership profits are not ‘wages’ or ‘salary,’ they are
unquestionably ‘profits due and owing. . . . which
play substantially the same role in the partner’s
life as an employee’s wages. The partner typically
depends on such distributions to purchase food,
shelter and other necessities for himself and his
family.” Furthermore, “if [the partner] were an associate rather than a partner any wage garnishment
clearly would be subject to the limitations of [the
wage execution statute]. Similarly, if [the debtor
partner] were a sole practitioner, the income he
derived from his practice would constitute ‘earnings’ within the intent of the statute.” Therefore,
the Court concluded, that “distributions from the
partnership through which [the partner] has chosen to practice his profession are subject to the
same limitation on executions ... as an employee’s
wages or a sole proprietor’s earnings.”
In assessing the Zavodnick decision, it is important to recognize that the New Jersey garnishment
exemption statute included “profits due and owing.”20 The degree to which a charging order will
be subject to the garnishment limits is going to

The Charging Order
in the Debtor’s Bankruptcy
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Having successfully represented Creditor in her
suit against B and received the requested charging
order, you now have to worry about whether B will
file bankruptcy and by doing so avoid liability on
the judgment.
RUPA §504(b) states that a charging order
“constitutes a lien on the judgment debtor’s transferable interest in the partnership.” 21 In order for
that lien to be perfected, the charging order needs
to be obtained prior to the filing of the bankruptcy
petition.22 A mere application for a charging order
only starts the judicial process for perfecting a
lien against a partnership interest; perfection of
the lien occurs when a court actually enters a
charging order. 23 The Rooker-Feldman doctrine
prevents the bankruptcy court from reviewing
state court judgments, so the bankruptcy court
may not review either the underlying judgment
against B or the propriety of the court’s award of
a charging order in Creditor’s favor. 24 A discharge
under 11 USC §§727, 1141, 1228(a), 1228(b) or
1328(b) does not discharge a debtor from any
final judgment, unreviewable order or consent
order or decree entered in any court of the United
States or of any state. 25 Therefore, a charging
order, which is both an unreviewable order and
a perfected lien, should not be discharged in
bankruptcy. Be aware, however, that older acts
(and some newer) may not contain the “constitutes a lien” language. 26 In those instances, the
charging order may not constitute a pre-petition
lien, and the judgment creditor holding a charging order risks having the underlying judgment
discharged. 27

Conclusion
The charging order is a multi-faceted provision impacting the rights of creditors, the rights of debtors,
and the rights of the partnership. Tax, bankruptcy and
garnishment law, in addition to the statutory language
in question, all impact its use as either a sword or a
shield. And that is all some of what you should know
about charging orders.
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