Partners May Not Be Employees
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If your partnership has been treating you and other partners as employees of a
disregarded entity owned by the partnership in order for the partners to participate
in employee benefit plans and receive other employee benefits, you’d better read
this. Temporary tax regulations(1) recently issued by the IRS take aim at this practice
and were written to put a stop to it.
Background: A disregarded entity is treated as a corporation(2) for the purposes of
employment taxes. Therefore, the disregarded entity, rather than the owner, is
considered to be the employer of the entity's employees for the purposes of
employment taxes. However, the owner is not treated as an employee and instead
pays self-employment tax on the net earnings from self-employment resulting from
the disregarded entity's activities.
The current regulations do not include an example where the disregarded entity is
owned by a partnership, and because of that some taxpayers have interpreted the
regulations in a way unintended by the IRS. Under this incorrect interpretation of the
regulations, some partnerships have permitted partners to participate in certain taxfavored employee benefit plans, which is contrary to the IRS’s intention.
The IRS and the Treasury have noted that regulations did not create a distinction
between a disregarded entity owned by an individual (a sole proprietorship) and a
disregarded entity owned by a partnership in the application of the self-employment
tax rule. In addition, the IRS does not believe that the regulations alter the longstanding holding(3) that:
(1) A bona fide member of a partnership is not an employee of the partnership,
and
(2) A partner who devotes time and energy to conducting the partnership's trade
or business, or who provides services to the partnership as an independent
contractor, is considered self-employed and is not an employee.
To resolve this issue, the IRS has issued temporary regulations modifying the
original regulations to clarify the rule that an entity disregarded for self-employment
tax purposes applies to partners in the same way that it applies to a sole proprietor
owner. Accordingly, the partners are subject to the same self-employment tax rules
as partners in a partnership that does not own a disregarded entity.
The IRS is allowing any plan sponsored by an entity that is disregarded as an entity
separate from its owner to apply the revisions on Aug. 1, 2016, or the first day of
the latest-starting plan year following May 4, 2016, whichever is later.
If this issue affects you, your partnership, and a disregarded entity owned by the
partnership and you have questions, please give this office a call.
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