
Reprinted with permission of the Rochester Business Journal.

VOLUME 27, NUMBER 25 WWW.RBJDAILY.COM   SEPTEMBER 16, 2011

Unfair sales tax enforcement victimizes partners in LLCs

Joe Santo must have thought he had 
gotten a great deal when the investors 
in a burger joint in Middletown gave 

him a quarter of the business because he 
agreed to run it.

After all, they had invested more than $4 
million to build the restaurant, and Santo 
contributed nothing but his experience as 
a restaurant manager.

Because of that experience, he under-
stood the importance of the restaurant’s 
keeping current on its sales tax payments. 
He constantly reminded his partners to pay 
the taxes and asked repeatedly for evidence 
that they were doing so.

After a year and a half of working for 
the restaurant, which was a failure from 
the start, Santo had a heart attack and quit, 
citing the extreme stress of the job. A few 
months later, the business filed for bank-
ruptcy, owing nearly $200,000 in unpaid 
sales taxes to New York State.

Had the business been organized as a 
corporation, the other investors—who 
made the decision not to pay sales tax to 
the government and hid that decision from 
Santo—would have been on the hook for 
the taxes. Normally, owners of a corpora-
tion aren’t liable for its debts. However, 
there is a special rule for sales taxes: Own-
ers who choose, in effect, to steal from the 
government by collecting sales tax from 
customers without paying it over to the 
state are personally responsible for paying 
the government.

Passive investors, or employees without 
authority over financial matters, aren’t li-
able. Doing business in corporate form 
protects you unless you personally make 
the decision to cheat the state.

Santo, however, didn’t get off this eas-
ily. The restaurant where he worked was 
an LLC, and there’s a glitch in the New 
York sales tax law for LLCs. Read liter-
ally, the law provides that every owner of 
an interest in an LLC (or limited partner-
ship) is personally liable for 100 percent 
of its sales taxes regardless of whether he 

or she even knew that the taxes weren’t 
being paid.

Because of the glitch, Santo was on the 
hook for the entire sales tax bill. 

This provision of the statute is a mis-
take—a drafting error made when New 
York law was amended to provide for 
LLCs back in the 1990s. Historically, the 
Department of Taxation and Finance sim-
ply ignored it.

However, for the last several years, the 
department has been enforcing this rule 
very aggressively. Acting as his own law-
yer, Santo challenged the rule, but in a 2009 
case, the Tax Appeals Tribunal shot him 
down, citing the plain text of the statute.

Many bills to fix the error have been in-
troduced in the Legislature over the years, 
and three are now pending. Though the 
department thought the rule was bogus in 
the past, it is now reported to oppose leg-
islation to correct it.

In April, however, the department issued 
a surprise announcement backing down 
from this position—a bit. While it still be-
lieves that passive investors are liable for 
an LLC’s entire sales tax bill, as a matter 
of grace, it will now go after LLC investors 
only for a portion of the bill corresponding 
to their ownership interest.

Under this rule, Mr. Santo, who owned 
25 percent of the burger joint, would 
be liable for $50,000 of the restaurant’s 
$200,000 sales tax bill.

To qualify for these benefits, a taxpayer 
must show that he was not responsible for 
sales tax matters and must rat out those 
who were. In addition, in the case of an 

LLC, an investor must own less than 50 
percent of the company.

However, there remains no rational basis 
for treating members of LLCs differently 
from members of a corporation in deter-
mining sales tax liability.

Even under the new rule, investors’ li-
abilities can be huge. For example, a 15 
percent passive investor in a business that 
never paid sales tax could be liable for tax 
equal to a full percentage point of the busi-
ness’s gross sales.

How should small business investors 
protect themselves from personal sales 
tax liability because of their investments?

One approach is to avoid using the LLC 
form for new investments. LLCs are terrific 
investment vehicles because they provide 
a single layer of taxation while generally 
affording the protections of limited liabil-
ity. However, businesses that incur heavy 
sales tax liabilities, such as restaurants, 
may want to consider alternative forms of 
organization to protect investors from po-
tential tax liability. S corporations, in par-
ticular, provide most of the tax benefits of 
LLCs (with some trade-offs), but investors 
in S corporations are not subject to absolute 
liability for the corporations’ sales taxes.

If you’re already invested in an LLC, 
consider taking an active role in monitor-
ing sales tax compliance. Insist on seeing 
the monthly returns and financials to make 
sure that the company is current with its 
sales tax. To take advantage of the relief 
under the new guidance, consider obtain-
ing a written statement from the LLC that 
you are a purely passive investor and not 
responsible for sales tax matters.

As Santo’s case shows, New York 
State’s position that LLC members are 
each liable for all unpaid sales tax simply 
does not make sense. To keep New York a 
competitive place to do business, at some 
point the Legislature will surely change 
this rule. Until then, investor beware.

Josh Gewolb is a tax attorney at Harter 
Secrest & Emery LLP.
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