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Disregarded Entities Are Now Responsible for Their Own
Employment Taxes
By Wayne R. Strasbaugh, Wendi L. Kotzen, Jeffrey R. Davine, Christopher A. Jones and Louis W. Ricker
(Ballard Spahr Andrews & Ingersoll, LLP)

Tax directors of corporations that own disregarded
entities, including single-member limited liability
companies (LLCs) and qualiﬁed subchapter S subsidiaries
(QSubs), should be aware of a major change affecting
federal withholding obligations for wages paid to
employees of such disregarded entities.
Generally, for federal tax purposes, a business
entity that is not a corporation and has a single owner
is disregarded. This means that for federal income tax
purposes, a disregarded entity’s items of income, gain,
loss, deductions, and credits are treated as those of its
owner. Before 2009, the owners of disregarded entities
also were permitted to withhold and pay employment
taxes at the owner level.
Changes from Recent Regulations
Treasury Department regulations effective on January
1, 2009, no longer allow owners to treat a single-member
LLC or a QSub as a disregarded entity for employment
tax purposes. Accordingly, even a disregarded entity
must calculate, withhold, pay, and report employment
taxes in its own name.

Wayne Strasbaugh (strasbaugh@ballardspahr.com),
Wendi Kotzen (kotzenw@ballardspahr.com), and
Jeffrey Davine (davine@ballardspahr.com) are Partners,
Christopher Jones (jonesc@ballardspahr.com) is an
Associate, and Louis Ricker (ricker@ballardspahr.com) is
Senior Counsel, with Ballard Spahr Andrews & Ingersoll,
LLP. Mr. Strasbaugh is a tax specialist whose practice is
concentrated in tax issues related to domestic mergers
and acquisitions of corporations, cross-border corporate
acquisitions employing disregarded entities and hybrid
entities, and spin-off transactions. Wendi Kotzen’s practice
is focused on taxation of real estate transactions, including
Pennsylvania and Philadelphia realty transfer tax planning,
and mergers and acquisitions. Jeffrey Davine specializes
in federal and local taxation, tax planning, and real estate
planning issues, including employee beneﬁts, pass-through
entities, business transactions and tax controversies.
Christopher Jones’ practice is concentrated in federal,
state and local tax matters, including tax controversy,
corporate taxation, and taxation of pass-through entities.
Louis Ricker’s practice is concentrated in acquisition and
disposition of businesses by C corporations, S corporations
and partnerships, Subchapter S planning and compliance,
and structuring alternate energy and resource recovery
projects. Mr. Davine is in the Denver ofﬁce of Ballard Spahr.
The other authors are in the Philadelphia ofﬁce.
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Generally, employers are required to (i) withhold
employment and income taxes from employees’ wages
and (ii) pay the employer portion of Social Security and
Medicare (FICA) taxes and unemployment compensation
(FUTA) taxes. An employer also must comply with other
administrative obligations, such as issuing IRS Forms W-2
to its employees and ﬁling IRS Forms 940 (annual return
for FUTA taxes) and IRS Forms 941 (quarterly return for
FICA and income taxes).
Compliance Issues
To comply with the new regulations, tax directors
should be aware of the following issues:
• A disregarded entity must determine whether, under
the common law (i.e., general state law principles),
it is an “employer” for tax purposes.
• Every disregarded entity that has common law
employees must have its own employer identiﬁcation

Companies that fail to comply with the
new regulations face a substantial risk.
number (EIN). Before 2009, a disregarded entity
generally was not required to obtain an EIN for
federal tax purposes; instead a disregarded entity
could use its owner’s EIN for all purposes, including
employment tax purposes.
• A disregarded entity that is an employer for tax
purposes must withhold, report, and deposit FICA
and FUTA taxes in its own name.
• A disregarded entity may file IRS Form 2678,
designating an agent (such as, for example, the owner
of the disregarded entity) for employment taxes.
This designation cannot be made retroactively and
must be ﬁled at least 60 days before the requested
effective date. A payroll agent designated by IRS
Form 2678 may ﬁle FICA tax returns (IRS Forms 941)
on behalf of one or more entities. However, the EIN
of the common law employer must be reported on
IRS Form W-2 each year. Moreover, an entity may
not designate a payroll agent for purposes of FUTA
taxes (IRS Forms 940). Accordingly, related entities
that use a single payroll agent nevertheless must keep
entity-speciﬁc employment records.
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Disregarded Entities (from page 4)
• When an employee works for one or more related
entities (regarded or disregarded), one of the entities
may be designated as the “common paymaster” of
the employee for employment tax purposes. The
common paymaster rule is designed to prevent
related employers from overpaying their share of
FICA and FUTA taxes, but it can be used only when
one or more employees have multiple common law
employers.
• State and local withholding and payroll tax rules for
employees of disregarded entities may differ from
the federal procedures described in this article.
Companies that fail to comply with the new
regulations face a substantial risk. A disregarded entity

now owes employment tax returns in its own name and
is itself required to pay employment taxes. If the owner
of a disregarded entity continues to report and pay
employment taxes in its name, and the disregarded entity
does not ﬁle employment tax returns and pay employment
taxes, no statute of limitations will run to prevent the IRS
from assessing those taxes against the disregarded entity.
The employment taxes paid by the owner on behalf of the
disregarded entity will be an overpayment of taxes by
the owner. The owner may claim a refund of those taxes
for only three years. As a result, if the IRS assesses the
disregarded entity after the owner’s right to claim a refund
has expired, the disregarded entities could owe tax even
though the owner no longer has the opportunity to seek a
refund of the overpayment. q
© 2009 by Ballard Spahr Andrews & Ingersoll, LLP

IRS Allows Mid-Year Reduction or Suspension of Safe Harbor
Nonelective Contributions in Cases of Substantial Business
Hardship
By Kathleen D. Bardunias (Pillsbury Winthrop Shaw Pittman LLP)

The Internal Revenue Service has issued proposed
regulations that permit a sponsor of a 401(k) or 401(m)
safe harbor plan, which satisﬁes the Internal Revenue
Code’s (Code) nondiscrimination requirements by relying
on the nonelective contributions safe harbor method, to
reduce or suspend its safe harbor contributions after
the start of the plan year if the employer has incurred a
“substantial business hardship.” A plan sponsor of such
a safe harbor 401(k) or 401(m) plan that has suffered
a substantial business hardship (as described below)
may wish to consider whether to suspend or reduce its
nonelective contributions as an alternative to terminating
its plan.
Background
Under Code section 401(k), a qualiﬁed cash or deferred
arrangement must satisfy certain nondiscrimination
requirements with respect to pre-tax and after-tax elective
deferrals and employer matching contributions. In lieu of
satisfying the Actual Deferral Percentage (ADP) or Actual
Contribution Percentage (ACP) nondiscrimination
tests, a plan can adopt one of the design-based safe

Kathleen Bardunias (kathleen.bardunias@pillsburylaw.
com) is an Associate with the New York ofﬁce of Pillsbury
Winthrop Shaw Pittman LLP. Her practice is focused on
executive compensation and beneﬁts.
July 2009

harbors provided under sections 401(k)(11), (12) or
(13) of the Code with respect to pre-tax deferrals or
sections 401(m)(10), (11) or (12) of the Code for after-tax
deferrals and employer matching contributions. These
safe harbors, which provide an automatic pass for the

The proposed regulations will permit
some employers to suspend or
reduce contributions mid-year if the
employer has incurred a “substantial
business hardship.”
nondiscrimination requirements, require the employer
to make either employer matching contributions or
nonelective contributions (i.e., contributions made
to an employee’s account regardless of whether the
employee makes contributions to the plan) to non-highly
compensated employees at speciﬁed levels.
The current regulations governing safe harbor plans
generally require that the applicable safe harbor method,
if any, be adopted before the plan year starts and must be
maintained throughout the entire plan year. This means
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Safe Harbor Plans (from page 5)
that once a plan elects to adopt a certain safe harbor
design method for the plan year, it cannot switch to
ADP or ACP testing at the end of the year to satisfy the
nondiscrimination requirements. An exception to this
rule, however, is available to plans that use safe harbor
matching contributions to satisfy the nondiscrimination
requirements. Such plans can reduce or suspend the level
of safe harbor matching contributions mid-year if certain
conditions are satisﬁed. Under these rules, if a plan
adopted the nonelective contribution safe harbor design
method and the employer became ﬁnancially unable to
meet the safe harbor contribution requirements, the only
option for avoiding disqualiﬁcation of the plan was to
terminate the plan.
Proposed Regulations
The proposed regulations allow an employer
maintaining a plan using the nonelective contribution safe
harbor method to suspend or reduce such contributions
mid-year if the employer has incurred a “substantial

business hardship,” and certain additional requirements
are met. Whether an employer has incurred a “substantial
business hardship” is determined under rules similar to
those provided by Code section 412(c), which considers
various factors including, but not limited to, whether:
• the employer is operating at an economic loss;
• there is substantial unemployment or
underemployment in the trade or business and in
the industry of the employer; and
• the sales or proﬁts of the applicable industry are
depressed and/or declining.
If the employer maintains a plan that adopted the
nonelective employer contribution safe harbor method
and has incurred a “substantial business hardship,” the
required nonelective contributions can be reduced or
suspended mid-year if all of the following requirements
are satisﬁed:
• the plan is amended before the end of the plan year
to reduce or suspend the nonelective safe harbor
contributions;
• the plan is amended to provide that the ADP and
Safe Harbor Plans, continued on page 7
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Intercompany Accounts (from page 7)
claim that it was a prepayment for the purchase of
export goods from the afﬁliate. The court was not
persuaded.
• Loans versus dividends. Usually the cash cow is a
subsidiary, when the parent is a holding company.
This means that the cash will ﬂow up and the payables
will ﬂow down. Although this may not matter much
in a consolidated group, sometimes the cash cow is
not afﬁliated or the group does not ﬁle consolidated,
or the issue is one of state tax. Then the ﬂow of cash
up can be turned into a dividend, which may matter

As the Alterman case showed, failure to
even true up intercompany balances can
be a negative fact.
a lot. The classic case is Alterman Food, Inc. v. U.S., 611
F2d 866 (Ct. Cl. 1979). It pursued the classic pattern:
parent serviced operating subs and they advanced all
their cash to parent, which paid itself for its services
from the account balances. Despite the fact that the
subs actually paid dividends, the court found as a
fact that the loans up were additional dividends. A
key reason was that the loan balances built up year
after year.
• Don’t leave the intercompany note “as idle as a
painted ship upon a painted ocean.” Republic Steel
Corp. found this out in 159 F. Supp. 366 (Ct. Cl. 1958),
a case on which sat retired Supreme Court Justice
Stanley Reed. The case is remarkably modern because
it deals with the ability of the parent to claim a loss
on the stock and debt of its liquidating sub. Republic
held a $2.5 million note of its liquidating sub but,
over the seven-year life of the note, payments by the
sub had never been offset against the note balance
on the books. For this and other reasons, the court
found the note not to be bona ﬁde and that the sub
was solvent when it liquidated and Republic could
not deduct losses.
• Payments on accounts. As the Alterman case showed,
failure to even true up intercompany balances can be
a negative fact. On the other hand, token payments
may be held against the taxpayer, too. Hospital Corp.
of America caused small payments to be made on
accounts to “put some ﬂesh on the bones” of the
subsidiary, according to the IRS, but the IRS still lost
for other reasons. 81 TC 520 (1983) non acq.
• The price of ﬂexibility. Many groups view the use of
intercompany accounts running in all directions as
good, in large part due to the ﬂexibility they provide.
8

However, that very ﬂexibility looks like uncertainty
when it comes to writing off a receivable and
claiming a deduction. The tax court found that open
account balances were equity- and not debt-based
on these factors: lack of ﬁxed maturity date, lack
of source of payment, lack of evidence of effort
to enforce, subordination, no intent to pay, thin
capitalization, sole shareholder was sole account
creditor, never paid anything but interest, inability
to borrow from unrelated lender and advances not
used to acquire capital assets. Flint Industries, Inc.,
TC Memo 2001-276.
Conclusion
For state tax purposes, for bankruptcy purposes
and even for liquidations within consolidation, properly
documenting and servicing intercompany accounts is a
real concern.
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