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Employment Tax and Trust Fund of pass-through entities Part II

Part I of this article explains pertinent employment tax rules applicable to partnerships, S 
corporations.  The following paragraphs continue to explore the  Employment Taxes 
issues surrounding  Limited Liability Companies  (LLCs).    

 Limited liability companies,  LLCs  are hybrid entities created under state law, 
which have the attributes of both partnerships and corporations. IRS treats the LLC as an 
eligible entity under the "check-the-box" rules, whereby an LLC has the flexibility to be 
classified as either a partnership, an association taxable as a corporation, or a disregarded 
entity.  

Under Reg. § 301.7701-1, the classification of an LLC depends on whether the LLC is a 
multi-member or single member LLC, and whether the LLC has elected how it wants to 
be treated. A multi-member LLC may elect to be treated as a corporation (Reg. § 
301.7701-3(a)); if no election is made, a multi-member LLC is treated as a partnership 
for tax purposes. (Reg. § 301.7701-3(b)) A single-member owner may make an election 
to have the LLC classified as a corporation. If the single member does not make an 
election, Reg. § 301.7701-3(b)(1)(ii) stipulates that the LLC is disregarded as an entity 
separate from its owner. The activities of a disregarded entity LLC are reported on 
Schedule C of the owner's Form 1040.  

Single-member LLC. An important question relating to a disregarded, single-member 
LLC is whether such an entity could be treated as an "other person" for purpose of 
collecting employment taxes under Code Sec. 3505(a). IRS in Chief Counsel Advice 
200338012 concluded that a disregarded LLC is not an "other person." IRS ruled that it 
can collect unpaid payroll taxes from the owner of a single-member LLC, but it cannot 
place a lien on the assets of the LLC for the payment of those taxes.  

The single-member owner of an LLC is the employer for purposes of employment tax 
liability. The disregarded LLC is not separate from its owner for federal tax purposes; the 
single-member owner is the taxpayer with respect to liabilities arising from the LLC's 
business. IRS can assess and collect these liabilities against a single-member owner. IRS 
can also pursue an administrative collection action and may file a notice of federal tax 
lien and levy on the single-member owner's property and rights to property. Because the 
taxpayer is liable for these taxes for operations of the LLC, the single-member owner 
must file the tax returns from which IRS can make assessments.  

Under Code Sec. 3505(a), if a lender, surety, or other person, who is not an employer, 
directly pays the wages of the employees of a taxpayer/employer, the lender, surety, or 
other person is liable to the U.S. for the amount the employer is required to withhold 



from the wages. An "other person" is a person who directly pays the wages of the 
employees of another person.  

Whether the LLC is an "other person" under Code Sec. 3505(a) is complicated in that 
state and federal law view the business from different perspectives. Under state law, the 
taxpayer/single-member owner has no interest in the LLC's property. From this 
perspective, the LLC appears to be a separate entity, which, as the direct payer of the 
payroll, may be held liable for the failure to remit withholdings.  

However, from the standpoint of federal tax law, the LLC has been disregarded as an 
entity separate from the taxpayer/single-member owner. Because the LLC is a 
disregarded entity for federal tax purposes and is treated like the taxpayer/single-member 
owner for purposes of assessment, the Chief Counsel Advice concluded that it was not 
appropriate to treat a single-member LLC as an "other person" for purposes of collection.  

Multi-member domestic LLCs. In Rev Rul 2004-41, 2004-1 CB 845, IRS held that 
if members of the LLC are not liable for the LLC's debts under state law, IRS cannot 
collect the LLC's federal employment tax liabilities from the LLC's members, despite the 
classification of an LLC as a partnership for federal tax purposes. This is true even if they 
were general partners of a partnership for federal tax purposes.  

Unless an election is made to have it taxed as a corporation, for federal tax purposes, a 
multi-member domestic LLC is classified as a partnership. IRS may seek to collect 
unpaid federal tax liabilities incurred by a partnership, such as federal employment taxes, 
from the general partners of the partnership. Under state laws, however, members of an 
LLC are generally not liable for the LLC's debts. Therefore, in those states, IRS may not 
levy on the property and rights to property of the members, in their capacity as members, 
to collect the employment taxes owed by the LLC. However, in cases of trust fund 
recovery, a member may be liable for the trust fund recovery penalty under Code Sec. 
6672 , depending on the facts of a particular case.  

Conclusion. The employment tax rules pertaining to general partnerships, S 
corporations, and various types of LLCs can be confusing. Partners of a general 
partnership are liable for the unpaid payroll taxes of a partnership. Shareholders who 
perform services for an S corporation and receive no salary, but who do receive a 
distribution from the corporation, are deemed employees for FICA, Medicare, FUTA, 
and federal withholding purposes. IRS can collect unpaid payroll taxes of a single-
member LLC from its owner, but cannot place a lien on the assets of the LLC for 
payment of such taxes. Members of multi-member domestic LLCs are not liable for 
unpaid payroll taxes of the LLC, but these members may be individually liable for the 
trust fund portion of the payroll taxes (i.e., a 100% penalty).  


