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ecently there has been a spike in activity
Kegarding the validity of the Check-the-Box
lassification regulations' in general and
more specifically the question of a sole member’s
direct liability for employment taxes arising from the
operation of a SMLLC. In each instance,? the IRS has
prevailed on its position that employment law taxes
not properly satisfied by a SMLLC are, ab initio, an
obligation of the single member.

Employment Taxes

In summary, contributions pursuant to the Federal
Insurance Contributions Act (“FICA”) finance Social
Security and Medicare benefits, with FICA being
calculated based upon the wages paid to an indi-
vidual with respect to his employment. A similar tax
is imposed on self-employment income under the
Self-Employment Contribution Act (“SECA”). The
FICA tax itself has two components. That for old-
age, survivors and disability insurance (“OASDI”),
the taxes are assessed at the rate of 6.2 percent on
the employee® and 6.2 percent on the employer,*
both of which are subject to an annually adjusted
cap ($97,500 for 2007).5 The second component
is the hospital insurance (“HI”), determined at a
rate of 1.45 percent imposed upon the employee®
and 1.45 percent imposed upon the employer;’
the HI tax is not subject to a wage cap.® The em-
ployee portion of OASDI and HI is withheld by
the employer.” Unemployment taxes (“FUTA”) are
assessed only against the employer." Employers,
as well, act as withholding agents for employee
income tax liabilities."
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Check-the-Box and the
Treatment of SMLLCs

Broadly speaking, the Code recognizes and provides
rules for the taxation of four categories of taxpayers:
individuals (Code subchapters A & B), corporations
and associations (Code subchapters C & S), partner-
ships (Code subchapter K) and trusts and estates
(Code subchapter J). A “partnership” is defined by
the Code to include “a syndicate, group, pool, joint
venture, or other unincorporated organizations who
or by means of which any business, financial opera-
tion or venture is carried on, and which is not, within
the meaning of this title, a corporation or a trust or
estate.””? As such, the Code defines a partnership in
the negative by excluding from the scope of “partner-
ship” those businesses carried on as a corporation
or a trust or an estate.”
In contrast, a corporation
is defined as including
“associations, joint-stock
companies, and insurance
companies.”” What the
Code does not do is define
what is a corporation, what
is a partnership, etc.'

From 1960 through the end of 1996, that classifica-
tion of a business organization as either a “partnership”
or as a “corporation” was accomplished by reference
to the so-called Kintner regulations,’s promulgated
by the Service subsequent to the decision rendered
in A.R. Kintner,'s Implementing the decision of the
U.S. Supreme Court in TA. Morrissey," the Kintner
regulations based the classification determination on
the presence or absence of four factors and weighted
the classification test in favor of partnership clas-
sification'® for the purpose of precluding the use of
business organizations classified as “corporations”
by professionals.'

With the development of the limited liability com-
pany and the limited liability partnership, as well
as other avant-garde forms of business organization,
2 and in response to the realization that time and
resources devoted to what were often Byzantine
classification determinations was not beneficial to
either the IRS or to taxpayers,? the Check-the-Box
regulations were promulgated with an effective date
of January 1, 1997, thereby abolishing the four-factor
Kintner classification test as applied to business
organizations that are to be classified as either
partnerships or corporations. At the same time, the

In each instance, the IRS has
prevailed on its position that
employment law taxes not properly
satisfied by a SMLLC are, ab initio,
an obligation of the single member.

Check-the-Box regulations ushered in the “disregard-
ed entity,” an unincorporated business organization
with a single member that, as a default, is disregarded
from its sole owner for purposes of classification.?? In
response, the states amended their LLC acts to delete
previously existing requirements that an LLC have at
least two members.” The Check-the-Box regulations
were issued by the Treasury pursuant to its general
authority to prescribe “all needful rules and regula-
tions” for the Code.*

As set forth in Notice 99-6,% “Section 1361(b)(3) and
§301.7701-2(c)(2) caused the owner of a disregarded
entity to be treated as the employer of the disre-
garded entity’s employees for federal employment
tax purposes.” Under the temporary employment
tax procedures of Notice 99-6, where reporting and
payment of employment liabilities is done by the
disregarded entity, “the
owner retains ultimate
responsibility for the em-
ployment tax obligations
incurred with respect to
the employees of the dis-
regarded entity.”?¢ This
treatment is different than
that afforded multiple
member LLCs wherein the business entity is treated
as, for tax purposes, the employer.?” Under the tempo-
rary employment tax procedures of Notice 99-6, the
employment tax obligations arising from the activities
of the SMLLC may be reported and satisfied in the
name of the LLC with, as noted above, the LLC being
treated as satisfying the sole owner’s obligation, or
directly by the sole owner. In none of the cases dis-
cussed below is it made clear how any of the SMLLCs/
sole owners filed any required reports.

The Proposed Regulations

In October 2005, the IRS gave notice of proposed
rulemaking under the Check-the-Box regulations and
their application to unsatisfied employment taxes.?
These proposed regulations would, with respect to
disregarded entities, treat them as separate from their
owners for employment tax purposes and related
reporting obligations.

Littriello, McNamee and Kandi

The Littriello dispute was the first to proceed to a
decision from a Court of Appeals. Frank Littriello
organized Kentuckiana Healthcare as a Kentucky
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limited liability company, in which he was the sole
member, which operated a nursing home through
June 30, 2002. Between December 2000 and
December 2001, $533,257.79 in unsatisfied with-
holding and FICA tax obligations accrued. The LLC
was classified as a disregarded entity. The IRS took
the position that it was able to levy on Littriello’s
personal property in satisfaction of the outstanding
FICA obligations. Littriello received a due process
hearing with respect to that levy.”

The District Court determined that Littriello,
operating his business as an SMLLC that under Check-
the-Box was a disregarded entity, was for purposes of
Code Sec. 3402 the “employer” responsible for the
withholding taxes.® Littriello made a trio of arguments
as to why he should not be liable for the withholding
taxes: (1) the Check-the-Box regulations exceed the
authority of the Treasury with respect to the issuance
of regulatory interpretations of the Code; (2) the
Check-the-Box regulations conflict with Morrissey;
and (3) Littriello was improperly denied the benefits of
limited liability and separate entity treatment afforded
by the Kentucky LLC Act.’' As to the first argument,
the Court determined that what constitutes either a
“partnership” or a “corporation,” as those terms are
utilized in the Code, is ambiguous.® There existing an
ambiguity, the District Court analyzed Check-the-Box
under Chevron,* as applied in the Sixth Circuit, and
determined that Check-the-Box did not overstep the
regulatory authority of Treasury in that the regula-
tions were a “reasonable response to the changes in
the state law industry of business formation,” and as
such determined that the regulations are a permissible
construction of the statute.

Littriello’s position that the limited liability shield
afforded by the Kentucky LLC Act should protect him
from liability likewise was rejected, the Court noting
that the impact of the treatment as a disregarded entity
related exclusively to federal tax liability.*

On a motion for reconsideration, Littriello argued
that the Check-the-Box regulations are invalid as
violative of the direction provided by the Supreme
Court in Morrissey, a position argued in a then re-
cently published law review article.* This position
was rejected because the District Court did “not
believe that Morrissey forever incorporated in all
future Treasury Regulations a particular definition of
an ‘association.””3

The first step in the analysis undertaken by the
Sixth Circuit, similar to that engaged in by the District
Court, was determining whether the Code is itself
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unambiguous as to what business organizations fall
within the ambit of “corporations” versus those that
are “partnerships.” The Court observed that, histori-
cally, the Kintner regulations had been adequate to
the classification task, but went on to observe that
the continued application of the Kintner classifica-
tion regulations in a realm of these new business
organizations was not an effective application of
resources. There then followed Check-the-Box, being
a “practical scheme” that was as well a “reasonable
interpretation by the IRS of a tax statute ([Code Sec.]
7701) that was otherwise ambiguous.”

The Sixth Circuit had no difficulty determining that
the definition of a “corporation” under the Code is
ambiguous, reciting that “the Court in Morrissey ob-
served that the Code’s definition of a corporation is
less than adequate and that, as a result, the IRS had
the authority to supply rules of implementation that
could later be changed to meet new situations.”*

With respect to the argument that Littriello could
not be held liable because, under Kentucky law, the
LLC afforded him a limited liability shield from its
debts and obligations, the Court appeared to feel
that an extensive analysis was not required. Rather,
the Court simply noted that state law attributes of an
entity are not controlling under federal tax law and
that, as the single-member LLC would, for tax pur-
poses, be treated as a sole proprietorship, so Littriello
would have liability for employment taxes in the same
manner as if his business were organized as a sole
proprietorship.®

With respect to the October 2005 proposed regula-
tions, the Sixth Circuit observed that “Littriello argues
that the proposed amendments should be taken as
reflecting current Treasury Department policy and
applied to his case.” The Court observed, however,
that these regulations were simply proposed and,
citing Commodity Futures Trading Comm. v. Schor,*
held that draft regulations cannot be cited against a
regulatory agency prior to the process of receiving
comments, considering alternatives and issuing final
regulations.*

Sean McNamee (“McNamee”) was the sole
member of a Connecticut single-member LLC,
W.F. McNamee & Company LLC. For the third and
fourth quarters of 2000 and for all of 2001, the LLC
failed to pay: (a) the employee income tax with-
holding (Code Sec. 3402); (b) employee withheld
FICA contributions (Code Secs. 3101 and 3102(b));
(c) employer unemployment taxes (Code Sec. 3301);
and (d) employee FICA obligations (Code Sec. 3111).
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The unpaid taxes totaled $64,736.18. The LLC, an
eligible entity, did not elect to be classified as an
association and was by default “disregarded as an
entity separate from its owner.”* The IRS assessed
McNamee for the taxes not paid. McNamee filed
a timely administrative appeal and asserted that
(a) Connecticut law provided that he, as the sole
member, was not liable for the debts of the LLC and
(b) that the IRS lacked the authority to unilaterally
pierce the LLC’s veil based upon its tax classification.
The administrative appeal rejected McNamee's argu-
ments and concluded that he was “personally liable
for the employment tax debt of the LLC.”#

The District Court, in a rather summary manner,
dismissed McNamee’s application for summary
judgment and granted summary judgment for the
IRS.* Citing South Texas
Lumber Co.* for the rule
that “Treasury regulations
must be sustained unless
unreasonable and plainly
inconsistent with the rev-
enue statutes,” it was held
that the Check-the-Box
regulations “are both rea-
sonable and consistent
with the purpose of the revenue statutes.” Apply-
ing an abuse of discretion standard, the balance of
the decision affirmed the Notice of Determination
Concerning Collection Actions. From this ruling,
McNamee appealed to the Second Circuit.

As he had in the District Court, before the Second
Circuit McNamee asserted that the Check-the-Box
regulations (a) impermissibly conflate the LLC and its
sole member with the effect of imposing liability for
taxes of the former upon the latter and (b) otherwise
conflict with the Code.

As did the Littriello court, the Second Circuit be-
gan its analysis by a consideration of whether the
statute is ambiguous, thereby opening the door for
administrative guidance, and then assessing whether
that guidance is reasonable. Determining that the
Code definitions for person, partnership and cor-
poration (Code Sec. 7701(a)) are ambiguous, the
Court reviewed the prior Kintner regulations and
the need for a new classification system to address
developments in the law including especially LLCs.
After then reviewing the operation of the Check-the-
Box negotiations, the Court held that it could not be
concluded that they, in “providing a flexible response
to a novel business form, are arbitrary, capricious, or

The issues raised by this trio of
cases will remain with us unless
and until the IRS alters its position
as to who, for employment tax
purposes, is the employer.

unreasonable.”* The Second Circuit went on to note
that a SMLLC may elect classification as a corporation
or as a disregarded entity, each of which has certain
benefits and burdens, and to that extent the regula-
tions “are therefore eminently reasonable.”+

As to the proposed regulations that would alter the
rules as to liability in a SMLLC, regulations that Mc-
Namee argued demonstrated that the current position
is “wrong,”* McNamee’s position was described as
being “wide of the mark.” Citing Littriello, it reported
the rule that proposed regulations are not binding.
The Second Circuit cited as well the October 2005
proposal and its genesis in problems in the “reporting,
payment and collection of employment taxes” and the
suggestion that the proposal “will improve the admin-
istration of the tax laws and simplify compliance.”®
Although not specifically
highlighted by the Second
Circuit, this language sug-
gests not a problem with
the merits of the prior
characterization, but one
with implementation.*

McNamee asserted as
well that the IRS could not
ignore the limited liability
provided by the Connecticut LLC Act. This argument
was dismissed on the grounds that a disregarded
entity is just that, and “hence cannot be regarded as
the employer.”s' Continuing that train of thought, as
the SMLLC is not the employer, it must be the sole
member whose business is to be treated as a sole
proprietorship that is the employer.> Ergo, the tax
liability was ab initio that of the sole member qua
sole member, and the limited liability shield from the
debts and obligations of the LLC was never impli-
cated. Adding a belt to these suspenders, the Second
Circuit quoted Littriello for the rule that “state law
cannot abrogate [their owner’s] federal tax liability.”
Most damning to McNamee'’s position, the Second
Circuit closed with:

We know of no provision, policy, or principle that
required the federal government to allow him both
to escape personal liability for the taxes owed by
his sole proprietorship and to have the proprietor-
ship escape taxation as a separate entity.

E. Kandi® a decision of the Western District of
Washington, is now on appeal to the Ninth Circuit
Court of Appeals. In Kandi, what had originally

02007 CCH. All Rights Reserved.



been a two-member LLC became, in January 2001,
a single-member LLC. A total employment tax li-
ability of $216,250.96 was incurred in the first two
quarters of 2001; this obligation was not paid. After
a collection due process hearing on the IRS’s posi-
tion that it could collect the liability from Kandi, the
matter came before the District Court, which issued
its ruling in response to cross-motions for summary
judgment. That ruling (a) provides a well-written
discussion of the presumption of nonretroactive ap-
plication of regulations in general and specifically
the currently pending regulations on employment tax
liability in single-member LLCs, (b) clarifies that as
the employment tax liability is that of the owner ab
initio, the limited liability shield is not implicated*
and (c) explains that as the member chose to have
the LLC classified as a disregarded entity and to the
extent such is a waiver of otherwise available limited
liability, that was the member’s choice to which he
is now bound. It should be noted that Kandi did not
challenge, ab initio, the validity of the Check-the-Box
regulations. While the District Court’s ruling in Littri-
ello was mentioned in passing in Kandi’s memoranda
in support of summary judgment and discussed at
length in the Department of Justice’s memorandum,
it was not cited in the Kandi decision.

If Check-the-Box were Invalid?

As has been elsewhere observed,* it would be difficult
to contemplate the outcome had the Check-the-Box
regulations been held invalid. Since January 1, 1997,
innumerable LLCs, LPs and LLPs, as well as other
unincorporated business organizations, have been
organized without concern, as to tax classification,
of the presence or absence of the Kintner/Morrissey
characteristics. Had the Check-the-Box regulations
been invalidated, would the Kintnerregulations have
come back into full force and effect? Were that the
case, many entities that have for now a decade been
classified as partnerships could well find themselves
subject to classification as corporations. In that those
organizations and their owners did not file corporate
tax returns or make reports consistent with corporate
classification, what would have been the impact of
the running of statutes of limitations with respect
to those years? What would be the treatment of
the single-member LLCs that have been organized
and how would they fit into a Kintner/Morrissey
analysis that is preconditioned on the presence of
“associates.”*® Alternatively, would we simply be
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governed by the test articulated by the Supreme
Court in 1934 in Morrissey without the benefit of
the weighing analysis of the Kintner regulations even
as we were forced to deal with the Morrissey factor
that did not find its way into the Kintner regulations,
namely the ability of the entity to hold real estate in
its own name?¥” Furthermore, this level of confusion
would have been played out across the various states
that, for purposes of state tax classification, conform
to the federal system.

Continuing Questions

While it is possible that a court will hold that the sole
member of a SMLLC classified as a disregarded entity
is not liable for the employment taxes incurred in the
course of its operations, such appears unlikely. Out
of three cases we have four extensive written opin-
ions explaining the validity of the imposition of that
responsibility on the sole member. Even as this state
of affairs is accepted, it is important to keep in mind
that Littriello/McNamee/Kandi do not reflect an IRS
determination to ignore the SMLLC or selectively to in-
validate state granted liability shields. The issue is “who
is the employer?” In this instance it is the sole owner.
In other instances, the IRS has expressly acknowledged
the legal and separate existence of the SMLLC. For
example, in CCA 199930003, it was opined that a
levy against the sole member of a disregarded entity
could not be satisfied from the assets of the disregarded
entity, a legal entity distinct from its owner.

State law does not control federal tax law, and
federal tax law does not control state law.>* We can
answer the question “who is the employer?” only by
knowing the perspective from which the question
is asked. For purposes of FICA and other employ-
ment taxes, assuming it is a disregarded entity, the
employer is the sole member. That conclusion does
not, however, alter state law rules such as who has
responsibility for maintaining workers” compensation
insurance.®

There is at least one interesting area of overlap in the
application of these rules. Almost all LLC acts provide
that no distributions may be made to a member when
the LLC is either balance sheet insolvent or cannot
meet its obligations as the come due in the ordinary
course.®’ Assume that SMLLC, a disregarded entity, is
insolvent. FICA taxes are due. May SMLLC assets be
distributed either directly to the IRS, thereby satisfy-
ing the sole member’s liability, or distributed to sole
member so that she may remit them to the IRS?®* Might
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a creditor of SMLLC challenge the transfer, no matter
which option is utilized, asserting it was to pay a per-
sonal obligation of the sole member and was therefore
improper?®® The conflict between the Code and state
law is clear and at this time likely irreconcilable.

Conclusion

The issues raised by this trio of cases will remain
with us unless and until the IRS alters its position

as to who, for employment tax purposes, is the
employer. It is entirely possible that any change in
that position will be years in the making. For now,
the single owners of disregarded entities need to be
counseled on the importance of timely remission
of all employment tax liabilities and their personal
exposure in the event such is not done, and we
need to await the outcome of Kandi as well as any
reconsideration of Littriello and/or McNamee for
additional guidance.*
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status as the owner of a business entity pro-
viding limited liability); Allan G. Donn, Is the
Liability of Limited Liability Entities Really
Limited? at §IX (ALI-ABA Feb. 6, 2003).
Thomas E. Rutledge and Scott Ludwig, The
Sixth Circuit Affirms Littriello: “Check-the-
Box” Classification Regulations are Upheld,
106 ). TAX'N 325 (June 2007).
Reg. §301.7701-2(a)(2) (repealed Jan. 1,
1997). It does not necessarily follow, were
Check-the-Box to be held invalid, that under
either the Kintner regulations or the prede-
cessor Morrissey test that the SMLLC:s at issue
in Littriello, McNamee or Kandi would be
classified as corporations and thereby, pre-
sumably, shield their sole owners from char-
acterization as the employer. While a single-
member LLC does afford its member limited
liability, such would not be determinative of
the classification test as such would elevate
limited liability to a “supercharacteristic,” a
result contrary to Larson, supra note 18, and
the subsequently rejected Proposed Reg.
§301.7701-2(a), 45 FR 75,709 (1980). The
absence of “associates” in a single-member
LLC, a pre-condition to classification as an
association, would present problems un-
less reliance could be placed on decisions
such as L.D. Barnette, 63 TCM 3201, Dec.
48,319(M), TC Memo. 1992-371 (Kintner
regulations applied to GmbH with a single
quota-holder; it was determined that each of
the corporate characteristics was present and
for that reason the GmbH would be classified
as an association taxable as a corporation).
See also GCM 39395 (June 24, 1983).
Morrissey, supra note 17.
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This axiom was forgotten in cases such
as Borkowski v. Kentucky, Ky. CtApp, 139
SW3d 531, UNEMPLOYMENT INs. Rep. (CCH)
98395 (2004), wherein a Kentucky court
held that a member of a multi-member LLC
was not entitled to unemployment compen-
sation as the LLC in question was, for federal
tax purposes, classified as a partnership,
and the member in question was therefore
for tax purposes treated as a partner. On the
basis that Kentucky law does not provide
unemployment compensation to “partners,”
it was denied the member.

This is not the first (or the last) instance in
which the SMLLC necessiates a different
mind-set than does a multi-member LLC.
See, e.g., In re Albright, BC-DC Colo., 291
BR 538 (2003) (bankruptcy trustee of sole
member of LLC not restricted to “exclusive”
remedy of a charging order).

See, e.g., Ky. Rev. Stat. §275.225; Ala. Code
§10-12-29(c) (applying only a balance sheet
insolvency test).

See alsoRobert R. Keatinge, John R. Maxfield,
Thomas E. Yearout, Compensation Issues in
Passthrough Entities: Self-Employment and
Employment Tax Issues and Issuances of
Interests as Compensation, §4 (ALI-ABA
March 16, 2006) (“There may be a question
of whether when the LLC pays the employ-
ment tax it is discharging the obligation of the
owner, thereby effectively making a distribu-
tion to the owner for state law purposes.”)
It is even more clear that a distribution to
satisfy the sole member’s SECA liability is a
distribution for the benefit of the member
and is therefore subject to characterization
as improper. Another theory of exposure
would be piercing the veil of the LLC under
an alter ego analysis on the basis that com-
pany assets are being knowingly disbursed
to satisfy the personal obligations of the
owner. For example, alter ego piercing has
been authorized where “the corporation is
not only influenced by the owners, but also
that there is such unity of ownership and
interest that their separateness has ceased;
and that the facts are such that an adherence
to the normal attributes, viz, treatment as a
separate entity, of separate corporate exis-
tence would sanction a fraud or promote
injustice.” White v. Winchester Land Dev.
Corp., Ky. CtApp, 584 SW2d 56 (1979).
My thanks to Scott Ludwig, Bob Keatinge
and Professor Beth Miller for insights incor-
porated into this discussion.
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