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Add Another Exception To Disregarded Entity Treatment

The Treasury Department greatly simplified tax planning and compliance with the check-the-box
regulations. One aspect of those regulations is that certain single-owner entities (either by

default or via the check-the-box election) are entirely disregarded for all federal tax purposes.

Or that is how it started. As time has progressed, so have the number of exceptions to
disregarded status that have been promulgated. Making the job of tax professionals more
difficult, there is no centralized list of the exceptions to disregarded entity treatment. Instead,
they are scattered in various regulations, creating traps for unwary taxpayers and planners.
Planners would be well-served by maintaining their own cheat sheet of exceptions to these rules

to make sure that a particular transaction is not covered by an exception.

A new exception now has been added to the list. Under final regulations issued under Section
881, the IRS can treat a disregarded entity in a financing structure as a person separate from its
owner (that is, as a non-disregarded entity), in determining whether a financing arrangement
exists that should be recharacterized under the multiple-party financing rules of Code §7701(l)
and Treas. Regs. §1.881-3. These rules allow the IRS to disregard the participation of one or
more intermediate entities in a financing arrangement and recharacterize the financing
arrangement as a transaction directly between other parties. It will often be applied where
intermediate entities are employed by taxpayers to obtain treaty or other tax benefits that would
not be available if a financing transaction was directly conducted between the ultimate lender

and borrower.

T.D. 9562, 12/08/2011; Reg. § 1.881-3
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