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When tax practitioners think about
“unreasonable compensation,” they
normally are envisioning unreason-
ably high compensation being reclas-
sified as dividends so as to be subject
to the double tax to which C corpo-
rations and their shareholders are
generally subject. In the S corporation
context, however, that concept is ba-
sically turned upside-down, where
the question is whether the IRS can
successfully argue that the S corpo-
ration has paid unreasonably low
compensation to its shareholder-em-
ployees so as to reclassify amounts
distributed as dividends to the share-
holder-employees of S corporations
as wages subject to Social Security
taxes, including the increased 3.8%
hospital insurance portion of FICA
taxes imposed on the wages of certain
higher income taxpayers. This article

will begin by looking at unreasonably
high compensation in the C corpo-
ration context, including relevant
statutes, regulations, administrative
guidance and case law, which en-
compasses application of the com-
pensatory intent test, the use of the
multi-factor test to determine the rea-
sonableness of compensation and the
more recent application of the inde-
pendent investor test by the courts to
determine the reasonableness of
compensation in the C corporation
setting. The article will also focus on
administrative rulings and case law
in the S corporation context when the
compensation paid to shareholder-
employees has been found to be un-
reasonably low, resulting in the
recharacterization of all or a portion
of the dividend distributions made by
the S corporation as wages subject to
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Social Security taxes. Finally, the article
will briefly look at the one instance in
which the IRS might assert a tradi-
tional unreasonably high compensa-
tion argument in the S corporation
context when the S corporation has
converted from C corporation status
to S corporation status and is subject
to the built-in-gain tax. 

UNREASONABLY HIGH
COMPENSATION AND 
C CORPORATIONS
The relevant authority in determining
the deductibility of compensation is
Section 162(a)(1), which allows a de-
duction for ordinary and necessary
expenses paid or incurred during a tax
year in carrying on a trade or business,
including a “reasonable allowance” for
salaries or other compensation for
personal services actually rendered. 

Reg. 1.162-7(a) provides that the
test of deductibility in the case of
compensation payments is whether
such payments are reasonable and are,
in fact, payments purely for services.
Consequently, there is a two-prong
test for the deductibility of compen-
sation payments: (1) whether the
amount of the payment is reasonable
in relation to the services performed,
and (2) whether the payment was, in
fact, intended to be compensation for
services rendered.1 Although a major-
ity of the cases focus on the reason-
ableness of the compensation paid,
and do not focus separately on the
intent of the payment, several cases
have discussed the intent requirement. 

Compensatory Intent
In determining whether the payment
was intended to be compensation for
services rendered, the courts have re-
lied heavily on the initial characteri-
zation of the payment by the corpo-
ration and have focused on such
objective criteria as whether the board
of directors authorized the payment
of the compensation in question,
whether employment taxes were
withheld from the payment, whether
a Form W-2 was issued with regard
to the payment in question, and
whether the payment was deducted

on the accounting records or tax
records of the corporation as salary. 

The leading case in this area is Paula
Construction Co., 58 TC 1055 (1972), aff’d
474 F.2d 1345, 31 AFTR2d 73-926 (CA-
5, 1973). In Paula Construction, the
shareholder-employees believed that
the corporation’s Subchapter S status
was in effect (it had been inadver-
tently and retroactively terminated for
the years in issue), and as such, did
not reflect the corporation’s distribu-
tions as compensation in the corpo-
rate records or its tax returns as it be-
lieved such distributions would be
nontaxable distributions from the 
S corporation to its shareholders. In
holding that the corporation was not
entitled to a compensation deduction
for the amounts paid, the Tax Court
stated that “it is now settled law that
only if payment is made with the in-
tent to compensate is it deductible as
compensation. ... Whether such intent
has been demonstrated is a factual
question to be decided on the basis
of the particular facts and circum-
stances of the case.” See also Electric &
Neon, Inc., 56 TC 1324 (1971), aff’d 496
F.2d 876, 34 AFTR2d 74-5590 (CA-5,
1974) and International Capital Holding
Corp. TCM 2002-109, in which the Tax
Court found that payments made to
a management company were in-
tended to compensate the recipient for
services rendered. Because the IRS
conceded the reasonableness of the
amount paid, the payments were
found to be deductible. However, see
Neonatology Associates P.A. 299 F.3d 221,
90 AFTR2d 2002-5442 (CA-3, 2002),
aff’g TCM 2001-270, in which the
Third Circuit affirmed the Tax Court
in three cases on VEBA deductions by
medical corporations, holding that the
corporations could not deduct pay-
ments made to the VEBAs because the
VEBAs were not designed to provide
benefits to employees, but were in-
stead intended to benefit the sponsor-
ing owners of the VEBAs. The court
treated the payments as constructive
dividends. These cases make it clear
that it is absolutely necessary to prop-
erly document payments made by a
corporation to its shareholder-em-
ployees as compensation (rather than

as dividend distributions) in order for
the payments to be deductible.2

Reasonableness of Compensation
and the Multi-Factor Test
The leading case in the unreasonable
compensation area is Mayson Manu-
facturing Co., 178 F.2d 115, 38 AFTR
1028 (CA-6, 1949), which sets forth
the following nine factors to be used
in evaluating the reasonableness of
the amount of an employee’s com-
pensation. These factors have gener-
ally been used in one form or another
in almost all subsequent cases ana-
lyzing the reasonableness of compen-
sation. 
1. The employee’s qualifications. 
2. The nature, extent, and scope of

the employee’s work. 
3. The size and complexities of the

business. 
4. A comparison of the salaries paid

with the gross income and the net
income of the business. 

5. The prevailing general economic
conditions. 

6. A comparison of salaries with dis-
tributions to stockholders. 

7. The prevailing rates of compensa-
tion for comparable positions and
comparable businesses. 

8. The salary policy of the taxpayer
for all employees. 

9. The compensation paid to the par-
ticular employee in prior years
when the business is a closely-held
corporation. 
Another significant case using the

multi-factor test is Elliotts Inc., 716 F.2d
1241, 52 AFTR2d 83-5976 (CA-9,
1983), rev’g TCM 1980-282. Elliotts in-
volved a corporation that sold and
serviced equipment manufactured by
John Deere Company and other man-
ufacturers. The taxpayer’s sole share-
holder, Edward Elliotts, was found to
have total managerial responsibility
for the taxpayer’s business and was
the ultimate decision and policy
maker and, in addition, performed the
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functions usually delegated to sales
and credit managers. He worked ap-
proximately 80 hours each week. 

The taxpayer had compensated El-
liotts by paying a base salary plus a
year-end bonus, which, since incor-
poration, had been fixed at 50% of net
profits (before deduction for taxes and
management bonuses). On audit of
the 1975 and 1976 tax years, the IRS
determined that a portion of the com-
pensation paid to Elliotts was unrea-
sonable in amount. 

After reviewing the testimony and
statistical evidence presented by the
parties, the Tax Court concluded that
the payments to Elliotts, in addition
to providing compensation for per-
sonal services, were intended in part
to distribute profits and were, there-
fore, nondeductible dividends. 

The taxpayer appealed the Tax
Court’s determination to the Ninth
Circuit. The Ninth Circuit’s opinion is
important for three main reasons.
First, the Ninth Circuit recognized that
in analyzing the two-prong test for
deductibility under Section 162(a)(1),
a taxpayer’s proof that the amount
paid is reasonable will often result in
similar proof that the purpose for
which the payments are made is com-
pensatory. 

The second reason Elliotts is impor-
tant is that the court rejected any re-
quirement that a profitable corpora-
tion should use part of its earnings to
pay dividends. First, the court stated
that no statute requires profitable cor-
porations to pay dividends. Second,
any such requirement is based on the
faulty premise that shareholders of a
profitable corporation will demand
dividends. Third, it may well be in the
best interest of the corporation to re-
tain and invest its earnings. 

Although the first two issues out-
lined above are important, Elliotts is
probably more important for catego-

rizing the nine Mayson factors dis-
cussed above into the following five
categories: 
1. The employee’s role in the com-

pany, including, as relevant to such
consideration, the position held,
hours worked and duties per-
formed by the employee, in addi-
tion to the general importance of
the employee to the success of the
company. 

2. An external comparison of the
employee’s salary with those paid
by similar companies for similar
services. Thus, if a shareholder is
performing the work of three em-
ployees, for example, the relevant
comparison would be the com-
bined salaries of those three em-
ployees in a similar corporation. 

3. The character and condition of the
company as indicated by its sales,
net income, and capital value, to-
gether with the complexities of the
business, as well as general eco-
nomic conditions. 

4. Whether some relationship exists
between the corporation and its
shareholder-employee that might
permit the company to disguise
nondeductible corporate distribu-
tions of income as salary expendi-
tures deductible under Section
162(a)(1). This category employs
the independent investor standard,
which provides that if the com-
pany’s return on equity remains at
a level that would satisfy an inde-
pendent investor, there is a strong
indication that management is
providing compensable services
and that profits are not being si-
phoned out of the company as
disguised salary. 

5. A reasonable, long-standing, con-
sistently applied compensation
plan is evidence that the compen-
sation paid for the years in ques-
tion is reasonable. 

Following Mayson and Elliotts, nu-
merous cases have applied the multi-
factor test in determining the reason-
ableness of compensation.3

Regs. 1.162-7(b)(1) and -8 provide
that it is likely that a compensation
payment is in fact a dividend distri-
bution of excessive comepensation
payments correspond or bear a close
relationship to the recipient’s stock
holdings in the company. The “auto-
matic dividend” rule set forth in Charles
McCandless Tile Service, 422 F.2d 1336, 25
AFTR2d 70-870 (Ct. Cl., 1970), was re-
jected by the Ninth Circuit in Elliotts
as well as by the IRS in Rev. Rul. 79-
8, 1979-1 CB 92. Although there is no
automatic dividend rule, the dividend
history of the corporation and
whether the compensation (bonuses)
is paid in proportion to the stock
ownership of the shareholder-em-
ployees are important factors in the
multi-factor test. The fact that com-
pensation payments are not made in
proportion to the shareholder-em-
ployee’s stock ownership does not,
however, preclude a finding that the
compensation payment actually con-
stituted a dividend.4

Reasonableness of Compensation
and the Independent Investor Test
In Elliotts, the five factors used by the
court in determining the reasonable-
ness of compensation paid by the
corporation to its shareholder-em-
ployees employed an independent in-
vestor standard. That standard pro-
vides that if the corporation’s return
on equity remains at a level that
would satisfy an independent in-
vestor, there is a strong indication that
management is providing compensa-
ble services and that profits are not
being siphoned out of the company
as disguised salary. This is referred to
as the “independent investor test.” 

In Dexsil Corp. , 147 F.3d 96, 81
AFTR2d 98-2312 (CA-2, 1998), vacating
and remanding TCM 1995-135, the Sec-
ond Circuit vacated and remanded a
Tax Court decision finding unreason-
able employee compensation in the
context of a closely held corporation.
In reaching its decision, the court
quoted its opinion in Rapco Inc., 85 F.3d
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950, 77 AFTR2d 96-2405 (CA-2, 1996),
in stating that “in this circuit the in-
dependent investor test is not a sepa-
rate autonomous factor; rather, it pro-
vides a lens through which the entire
analysis should be viewed.” The court
thus articulated the notion that the in-
dependent investor tests is more than
a mere factor in determining the rea-
sonableness of compensation and
provides the very basis for assessing
reasonableness. 

Other circuits have adopted the in-
dependent investor test as set forth by
the Second Circuit in Dexsil. In Exacto
Spring Corp., 196 F.3d 833, 84 AFTR2d
99-6977 (CA-7, 1999), the Seventh Cir-
cuit held that the salary paid to a
shareholder-employee was reason-
able based on the fact that an inde-
pendent investor would achieve a
high rate of return even with the
shareholder’s salary. In following the
Second Circuit’s reasoning in Dexsil,
Chief Judge Posner stated that
“[b]ecause judges tend to downplay
the element of judicial creativity in
adapting law to fresh insights and
changed circumstances, the cases we
have just cited [Dexsil and Rapco] prefer
to say ... that the ‘independent in-
vestor’ test is the ‘lens’ through which
they view the seven ... factors of the
orthodox test. But that is a formality.

The new test dissolves the old and returns the
inquiry to basics.” 

Recent Cases Addressing
Reasonableness of Compensation
The following sections discuss cases
that take up the question of the rea-
sonableness of compensation. 

Menard. In Menard, Inc., 560 F.3d 620,
103 AFTR2d 2009-1280 (CA-7, 2009),
the Seventh Circuit reversed the hold-
ing of the Tax Court and found that
the compensation paid by a corpo-
ration to its chief executive officer
constituted reasonable compensation
rather than a non-deductible divi-
dend distribution to him. 

Menard, Inc. is a Wisconsin firm
that under the name “Menard’s” sells
hardware, building supplies, and re-
lated products through retail stores
scattered throughout the Midwest. In
1998, it was the third largest home im-
provement chain in the United States,
with only Home Depot and Lowe’s
being larger. It was founded by John

Menard in 1962, who through 1998
was the company’s chief executive of-
ficer, working 12 to 16 hours a day six
or seven days a week and taking only
seven days of vacation per year. Un-
der his management, Menard’s rev-
enues grew from $788,000,000 in 1991
to $3,400,000,000 in 1998 and the
company’s taxable income grew from
$59,000,000 to $315,000,000 during the
same period. The company’s rate of
return on shareholders’ equity in 1998
was, according to the IRS’s expert,
18.8%, which was higher than the rate
of return on shareholders’ equity for
either Home Depot or Lowe’s. 

Mr. Menard owned all of the vot-
ing shares in the company and 56%
of the nonvoting shares, with the rest
of the shares being owned by mem-
bers of his family. In 1998, his salary
was $157,500, and he received a profit-
sharing bonus of $3,017,100 as well as
a “5% bonus” that resulted in Mr.
Menard receiving an additional
$17,467,800. 
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The 5% bonus program (5% of the
company’s net income before income
taxes) was adopted in 1973 by the
company’s board of directors at the
suggestion of the company’s account-
ing firm. There was no suggestion that
any shareholder was disappointed that
the company obtained a rate of return
of only 18.8% or that the company’s
success in that year or any other year
had been due to windfall factors. In
addition to finding that Mr. Menard’s
compensation was excessive (primarily
based on the compensation paid to the

chief executive officers of Home Depot
and Lowe’s), the Tax Court found that
such amounts were actually intended as
a dividend. The Tax Court reached this
conclusion because Mr. Menard’s en-
titlement to his 5% bonus was condi-
tioned on his agreeing to reimburse the
corporation if the deduction of the
bonus from the corporation’s taxable
income was disallowed by the IRS and
because 5% of the corporate earnings
year-in and year-out looked more like
a dividend than a salary to the Tax
Court. As will be discussed in more de-
tail below, the Seventh Circuit found
that the Tax Court’s holding was based
on “flimsy grounds.” 

In reviewing the Tax Court deci-
sion, the Seventh Circuit pointed out
that a corporation is not required to
pay dividends. The main focus of the
Tax Court decision was whether Mr.
Menard’s compensation exceeded
that of comparable CEOs in 1998.
Specifically, the CEO of Home Depot
was paid only $2,800,000 in 1998, and
the CEO of Lowe’s was paid a salary
of $6,100,000 in 1998 (both of which
were considerably less than the total
compensation paid to Mr. Menard in
1998 of more than $20,000,000). 

The Seventh Circuit found that
salary is just the beginning of a 
meaningful comparison, because it is

only one element of a compensation
package. Specifically, the Seventh Cir-
cuit pointed out that a risky compen-
sation structure implies that the exec-
utive’s salary is likely to vary
substantially from year to year, and
that Mr. Menard’s compensation
could have been considerably less
than $20,000,000 if the corporation did
not have a good year, a possibility the
Tax Court completely ignored. Addi-
tionally, the Seventh Circuit found that
the Tax Court did not consider the
CEOs’ severance packages, retirement

plans, or other perks when it com-
pared Menard with the CEOs of
Home Depot and Lowe’s. The Seventh
Circuit found strange the Tax Court’s
remark that because Mr. Menard
owned the company he had all the in-
centive he needed to work hard with-
out the need for a generous salary. It
pointed out that under the Tax Court’s
reasoning, reasonable compensation
for Mr. Menard might have been zero.
In short, the Seventh Circuit found
that for compensation purposes, the
shareholder-employee should be
treated like all other employees and
that if an incentive bonus is appropri-
ate for a non-shareholder employee,
there is no reason why a shareholder-
employee should not be allowed to
participate in the same manner. Based
on these considerations and the fact
that an independent investor would
be satisfied with an 18.8% rate of re-
turn, the Seventh Circuit concluded
that Mr. Menard’s compensation was
not excessive in 1998, and that the Tax
Court committed clear error in finding
that Mr. Menard’s compensation was
unreasonable. 

Multi-Pak Corp. In Multi-Pak Corp.,
TCM 2010-139, the Tax Court held
that the compensation paid by the
taxpayer’s wholly owned corporation
for one of the years in issue (2002)

was reasonable, but recharacterized a
portion of the compensation paid to
the taxpayer in the other year in issue
(2003) as a non-deductible dividend
distribution because the amount of
compensation paid to the taxpayer in
that year was unreasonable. 

The taxpayer, Multi-Pak Corp., was
a C corporation wholly owned by
Randall Unthank, who was the pres-
ident, CEO, and COO for the years in
issue. Mr. Unthank performed all of
Multi-Pak’s managerial duties and
made all personnel decisions, and was

in charge of Multi-Pak’s price negoti-
ations, product design, machine de-
sign and functionality, and adminis-
tration. Mr. Unthank also personally
oversaw the expansion of Multi-Pak’s
office and warehouse to accommo-
date Multi-Pak’s growing operations. 

In 2002, Multi-Pak paid total com-
pensation of $2,020,000 to Mr. Un-
thank, consisting of a salary of
$150,000 and a $1,870,000 bonus. In
the other year at issue, 2003, Multi-
Pak paid a total compensation of
$2,058,000 to Mr. Unthank, consisting
of a salary of $353,000 and a
$1,705,000 bonus. The IRS determined
in a notice of deficiency that Multi-
Pak could deduct only $665,000 and
$660,000 of officer compensation for
2002 and 2003, respectively, as rea-
sonable compensation for Mr. Un-
thank’s services during those years.
Additionally, the IRS imposed Section
6662(a) accuracy-related penalties on
Multi-Pak for the years in issue. 

In reaching its decision, the court
in Multi-Pak discussed and analyzed
the five categories previously set forth
in Elliotts:
1. The employee’s role in the company, in-
cluding as relevant to such consideration
the position held, hours worked, and du-
ties performed by the employee, in addition
to the general importance of the employee
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to the success of the company. In Multi-
Pak, the Tax Court found that this
factor favored the taxpayer based
on Mr. Unthank’s importance to
Multi-Pak. 

2. An external comparison of the employee’s
salary with those paid by similar compa-
nies for similar services. After an exten-
sive analysis of the expert testi-
mony presented by the taxpayer
and the IRS, the Tax Court in
Multi-Pak found that the analysis
performed and the opinions ex-
pressed by both parties’ experts
were not persuasive or reliable, and
as such, found that the comparison
to the compensation paid by un-
related firms was a neutral factor
which did not favor either party. 

3. The character and condition of the com-
pany as indicated by its sales, net income,
and capital value, together with the com-
plexities of the business, as well as general
economic conditions. The Tax Court
found that although Multi-Pak’s
net income in 2002 and 2003 was
low when compared to revenues,
other factors such as equity, rev-
enue, and gross profit pointed to-
wards a successful operation, and
as such, found that this factor fa-
vored the taxpayer. 

4. Whether some relationship exists between
the corporation and its shareholder-em-
ployee which might permit the company
to disguise nondeductible corporate dis-
tributions of income as salary expendi-
tures deductible under Section 162(a)(1).
This category employs the inde-
pendent investor standard, which
provides that if the company’s re-
turn on equity remains at a level
that would satisfy an independent
investor, there is a strong indication
that management is providing
compensable services and that
profits are not being siphoned out
of the company as disguised salary.
As will be discussed in more detail
below, the Tax Court found that
this factor favored the taxpayer in
2002 but favored the IRS in 2003. 

5. A reasonable, long-standing, consistently
applied compensation plan is evidence
that the compensation paid for the years
in question is reasonable. The Tax
Court found that in 2002 and 2003,

Mr. Unthank paid himself a
monthly bonus of $100,000 to
$250,000 in 19 of the 24 months, in
four other instances, Mr. Unthank
paid himself a bonus of $50,000 or
less, and in one other instance paid
himself a bonus of $375,000. Addi-
tionally, Mr. Unthank’s sons each
were paid monthly bonuses that
ranged from zero to $90,000. Based
on all these facts, the Tax Court
concluded that the taxpayer’s pay-
ment of Mr. Unthank’s bonuses
was made under a consistent busi-
ness policy, and as such, this factor
favored the taxpayer. 
In determining the rate of return

that would be received by the hypo-
thetical independent investor, the Tax
Court in Multi-Pak divided the tax-
payer’s net profit (after payment of
compensation and a provision for in-
come taxes) by the year-end share-

holder’s equity as reflected in its fi-
nancial statements. This yielded a
return on equity of 2.9% for 2002 and
negative 15.8% for 2003. The court
concluded that, although an inde-
pendent investor may prefer to see a
higher rate of return than the 2.9% in
2002, an independent investor would
note that Mr. Unthank was the sole
reason for the company’s significant
rise in sales in 2002 and would be sat-
isfied with the 2.9% rate of return.
However, the court agreed with the
IRS that a negative 15.8% return on
equity in 2003 called into question the
level of Mr. Unthank’s compensation
for that year. The court went on to
state that when compensation results
in a negative return on shareholder’s
equity, it cannot conclude, in the ab-
sence of a mitigating circumstance,
that an independent investor would

be pleased. Consequently, the court
felt that reducing Mr. Unthank’s salary
to $1,284,104 in 2003, which would
result in a return on equity of 10% in
2003, would be sufficient to satisfy an
independent investor. The court there-
fore held that taxpayer was entitled to
deduct the full $2,020,000 paid by it
to Mr. Unthank in 2002 and was en-
titled to deduct $1,284,104 out of the
original compensation of $2,058,000
paid to Mr. Unthank in 2003. 

Although the Tax Court did eval-
uate each of the five factors set forth
in the Elliotts case, it seemed to rely
primarily on the independent investor
test in reaching its conclusions as to
the reasonableness of the compensa-
tion paid to Mr. Unthank in 2002 and
2003. Additionally, the court found
that the taxpayer reasonably relied on
professional advice so as to negate a
Section 6662(a) accuracy-related

penalty because it met each of the fol-
lowing tests: 
1. The advisor was a competent pro-

fessional who had sufficient ex-
pertise to justify reliance. 

2. The taxpayer provided necessary
and accurate information to the
advisor. 

3. The taxpayer actually relied in
good faith on the advisor’s judg-
ment. 
Thus, the Tax Court declined to

sustain the IRS’s determination as to
the accuracy-related penalty. 

Mulcahy—Independent investor test ap-
plied to professional service corporation.
In Mulcahy, Pauritsch, Salvador & Co., Ltd.,
680 F.3d 867, 109 AFTR2d 2012-2140
(CA-7, 2012), the Seventh Circuit, af-
firming the Tax Court, held that more
than $850,000 paid in each of the
three years in issue to entities owned
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by each of the founding shareholders
of an accounting firm operated as a
C corporation should be recharacter-
ized as nondeductible dividend dis-
tributions. Mulcahy represents the first
case in which a court has applied the
so-called “independent investor test”
in determining reasonable compen-
sation in the professional service cor-
poration setting. 

Under the facts of the case, an ac-
counting firm operated as a C corpo-
ration, had 40 employees located in
multiple branches, and, according to
the court, had both physical capital
and intangible capital (in the form of
client lists and brand equity). 

Although the corporation had rev-
enues between $5 million and $7 mil-
lion annually, the corporation itself had
little or no income because its gross
revenues were offset by deductions for
business expenses, primarily compen-
sation paid directly or indirectly to its
owner-employees, which included
three of the firm’s accountants whose
names form the name of the firm and
owned more than 80% of the firm’s
stock (the “Founding Shareholders”).
The firm reported taxable income of
only $11,279 in 2001, a loss of $53,271
in 2002, and zero taxable income in
2003. In addition to the salaries re-
ceived by the Founding Shareholders
that totaled $323,076 in 2001, the cor-
poration additionally paid more than
$850,000 in “consulting fees” for each
of the three years in issue to three en-
tities owned by the Founding Share-
holders, which in turn distributed the
money to the Founding Shareholders. 

The IRS did not question the salary
deductions, but disallowed the con-
sulting fees paid to the three entities
owned by the Founding Shareholders

as nondeductible dividends, resulting
in a deficiency in corporate income
tax of more than $300,000 for each of
the three years in issue. 

The Seventh Circuit found that the
accounting firm would flunk the in-
dependent-investor test if it were to
treat the consulting fees as salary ex-
penses, because they reduced the
firm’s income such that the return to
a hypothetical equity investor of the
corporation would be zero or below
zero. The court determined that al-
though the independent investor test
may not be applicable to the “typical
small professional services firm,” the
accounting firm in issue was not a
very small firm because of its physical
capital, numerous employees, and in-
tangible capital. Consequently, as
stated above, the Seventh Circuit said
that the Tax Court was correct to re-
ject the firm’s argument that the con-
sulting fees were salary expenses be-
cause treating such expenses as salary
reduced the firm’s income, and thus
the return to the hypothetical equity
investor, to zero or below zero. Ac-
cording to the court, there was no ev-
idence that the “consulting fees” were
compensation for the Founding
Shareholders’ accounting and con-
sulting services, but rather they were
nondeductible dividend distributions. 

The court specifically rejected the
firm’s argument that since the con-
sulting fees were allocated among the
Founding Shareholders in proportion
to the number of hours that each
worked, rather than by their stock
ownership, the fees could not have
been dividends. The court pointed out
that whatever the method of alloca-
tion of the firm’s income (in accor-
dance with stock ownership or oth-
erwise), if the fees were paid out of
corporate income (if every compen-
sated hour included a capital return),
the firm owed corporate income tax
on the net income hiding in those fees.
The court specifically stated that “a
corporation cannot avoid tax by us-
ing a cockeyed method of distributing
profits to its owners.”5

The court went on to state that “re-
markably, the firm’s lawyers (an ac-
counting firm’s lawyers) appear not to

understand the difference between
compensation for services and com-
pensation for capital ….” The court
also noted its puzzlement that the firm
chose to organize as a conventional
business corporation in the first place,
and scathingly concluded by stating
“That an accounting firm should so
screw up its taxes is the most remark-
able feature of the case.” 

As demonstrated by Mulcahy, it is
very difficult, if not impossible, for
most professional corporations to
meet the independent investor test
when the corporation distributes all
or substantially all of its income in the
form of compensation to its share-
holder-employees (in which case the
return for the independent investor
would be 0%). Mulcahy represents yet
another tool in the IRS’s arsenal for
attacking compensation paid to the
shareholder-employees of a profes-
sional services corporation. In addi-
tion, the IRS has the ability to attack
compensation paid to the sharehold-
ers of a professional services corpo-
ration based on the compensatory in-
tent prong of Reg. 1.162-7(a), as
demonstrated by Richlands Medical As-
sociation, TCM 1990-660 and Pediatric
Surgical Associates, P.C., TCM 2001-81.
Based on the rate changes made by
the American Taxpayer Relief Act of
2012, the highest marginal combined
tax rate applicable to C corporation
earnings distributed as dividends will
be 48%. Additionally, if such earnings
are distributed (or deemed distributed)
as dividends to the C corporation’s
shareholders, such dividends will po-
tentially be subject to the new 3.8%
net investment income tax imposed
on higher earning taxpayers. By taking
into account the additional 3.8% net
investment income tax, the maximum
marginal rate on a C corporation’s
earnings distributed as dividends to
its shareholders is 50.47%.6

Thousand Oaks. In Thousand Oaks Res-
idential Care Home I, Inc., TCM 2013-10,
the Tax Court, applying the five-factor
test set forth in Elliotts, as well as the
independent investor test, disallowed
a large portion of the compensation
paid to the shareholders of a C cor-
poration. 
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5 See also, Kennedy, 671 f.2d 167, 49 afTR2d 82-628
(Ca-6, 1982), rev’g and remanding 72 TC 793 (1979)
(The fact that compensation payments are not made
in proportion to the shareholder-employee’s stock
ownership does not preclude a finding that the com-
pensation payment actually constituted a dividend.). 

6 See looney and levitt, “operation of the professional
Corporation 2010: Reasonable Compensation issues,
for professional and other Service Businesses,” new
york university 69th institute on federal Taxation,
may 2011. See also the recently issued decision in Mid-
west Eyes Center, S.C., TCm 2015-53, in which the Tax
Court disallowed $1 million of a $2 million bonus paid
to the physician-sole shareholder of a professional
corporation. 
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In Thousand Oaks, the taxpayers (Mr.
and Mrs. Fletcher) owned and operated
an assisted living facility for a number
of years prior to selling it to a third
party. Following the sale, the taxpayers
continued to be employed at the facility
by the new owner. For the years in is-
sue, (2003-2005), the corporation paid
Mr. Fletcher W-2 wages of $200,000,
$200,000, and $30,000, respectively. Ad-
ditionally, the corporation contributed
$191,433 and $259,506 to a pension
plan for the benefit of Mr. Fletcher in

2003 and 2004, respectively, for a total
compensation package of $880,939. The
corporation paid Mrs. Fletcher W-2
wages of $200,000, $200,000 and
$30,000, for 2003, 2004 and 2005, re-
spectively. Additionally, the corporation
contributed $191,433 and $198,915 to
a pension plan for the benefit of Mrs.
Fletcher in 2003 and 2004, respectively,
for a total compensation package of
$820,348. The board of director minutes
for the years in issue stated that the
compensation to the taxpayers was ap-
proved for payment of back salaries
that were not paid in prior years due
to insufficient cash flow. 

The IRS contended that the com-
pensation packages paid to the tax-
payers were not reasonable for the
2003, 2004, and 2005 tax years and
disallowed the deductions for all of
the compensation. The taxpayers, on
the other hand, argued that the com-
pensation paid in those years was
reasonable and included “catch-up”
payments for prior years in which
they were undercompensated. 

In its decision, the Tax Court did
find that compensation for prior years’
services is deductible in the current
year as long as the employee was ac-
tually undercompensated in prior
years and the current payments are in-
tended for past services. Additionally,
the court stated that when the com-

pensation was actually for prior years
of service, it does not need to be rea-
sonable in the year it is actually paid. 

The court then went through an
analysis of the five broad factors set
forth in Elliotts. It also specifically
stated that in the Ninth Circuit, where
an appeal in the taxpayers’ case would
lie, the independent investor test must
also be taken into account. After an-
alyzing the five factors, the court then
focused on the independent investor
test. Citing a number of cases, the

court found that a return on invest-
ment of between 10% and 20% tends
to indicate that compensation was
reasonable. In particular, it stated that
because the corporation in issue was
a small highly leveraged business pur-
chased with a large amount of debt,
a hypothetical investor might be sat-
isfied with a 10% return on his invest-
ment. Consequently, the court, using
a 10% rate of return, backed into the
reasonable compensation to which
the taxpayers were entitled, disallowed
a total of $282,615 of compensation
paid to them. 7

K&K Veterinary Supply. In K&K Veteri-
nary Supply, Inc., TCM 2013-84, the Tax
Court, siding with the IRS’s expert,
recharacterized a portion of the
salaries paid to the sole shareholder
of a C corporation and to other mem-
bers of his family, as well as rental
payments made by the corporation
to another entity wholly owned by
the shareholder, as non-deductible
dividends. The C corporation was a
wholesale distributor of animal health
products for large animals (swine,
sheep, goats, and horses); lawn and
garden products; farm hardware; pet
supplies; and products for farm stores
and related dealers. The corporation
was wholly owned by Jay Lipsmeyer,
who served as president, co-chief ex-
ecutive officer and co-chief operating

officer of the corporation. His wife,
Melissa Lipsmeyer, served as vice
president, secretary, and assistant chief
financial officer of the corporation,
while his brother, David Lipsmeyer,
served as the corporation’s senior vice
president of sales and co-chief exec-
utive and co-chief operating officer.
Jay Lipsmeyer’s daughter, Jennifer
Stewart, served as the corporation’s
chief financial officer. 

In a departure from the opinions
above, which applied the “indepen-

dent investor” test, the Tax Court, in
determining reasonable compensa-
tion, applied the multi-factor test to
determine reasonable compensation
for the officers of the corporation. Cit-
ing Charles Schneider & Co., Inc., 500 F2d
148 (CA-8, 1974), aff’g TCM 1973-130,
the court stated that various factors
should be considered in determining
the reasonableness of compensation,
such as: (1) the employee’s qualifica-
tions, (2) the nature, extent and scope
of the employee’s work, (3) the size
and complexity of the business, (4)
prevailing general economic condi-
tions, (5) the employee’s compensation
as a percentage of gross and net in-
come, (6) the employee-shareholder’s
compensation compared with distri-
butions to shareholders, (7) the em-
ployee-shareholder’s compensation
compared with that paid to non-
shareholder employees, (8) prevailing
rates of compensation for comparable
positions in comparable concerns, and
(9) comparison of compensation paid
to a particular shareholder-employee
in previous years when the corpora-
tion has a limited number of officers.
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corporations to meet the independent investor test when
the corporation distributes all or substantially all of its
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Inc. & Subs., TCm 2013-97(discussed below) in which
the Tax Court found a return of 10%-20% reasonable,
but still found a portion of the compensation to be
unreasonable based on the application of the multi-
factor test. 
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Because there is a lack of arms-length
bargaining, the court additionally
stated that special scrutiny must be
given to situations in which a corpo-
ration is controlled by the employees
to whom the compensation is paid. 

In reaching its decision, the Tax
Court evaluated all of these factors,
and looked primarily to the testimony
given by the expert witnesses. After
considering the reports of the tax-
payer’s expert and the IRS’s expert,
the court found the IRS’s expert’s re-
port persuasive and accepted his con-
clusions as to reasonable compensa-
tion for each of the officers for the
years in issue, 2006 and 2007, which
resulted in the balance of the com-
pensation being treated as non-de-
ductible dividend distributions to the
sole shareholder. 

The court then considered the de-
ductibility of the rental payment made
by the corporation to the related en-
tity owned by the sole shareholder of
the corporation. The court stated that
in determining whether the payments
in issue were rental payments de-
ductible under Section 162(a)(3), the
“basic question is … whether they
were in fact rent rather than some-
thing else paid under the guise of
rent.”8 Again, the taxpayer and the IRS
had their experts testify as to whether
the rental payments were reasonable.
Once again, the court accepted the
position taken by the IRS’s expert as
to reasonable rent, and treated the
balance of the rental payments as
non-deductible dividends to the sole
shareholder of the corporation. 

Aries Communications. In Aries Com-
munications, Inc. & Subs., TCM 2013-97,
the Tax Court held that the compen-
sation paid to a communications cor-
poration’s sole shareholder was un-
reasonable and upheld an
accuracy-related penalty. The tax year
at issue was the fiscal year ending
8/31/04. 

The case involved compensation
paid to N. Arthur Astor, the president,
CEO, CFO, and sole shareholder of
Aries Communications, in his capacity

as general manager of a number of
radio stations owned by Aries and its
subsidiaries, Orange Broadcasting
Corp. and North County Broadcasting
(collectively, Aries). Astor had worked
in radio broadcasting in various ca-
pacities for 60 years. As the key em-
ployee and hands-on owner-opera-
tor, Astor made decisions regarding
personnel, programming, sales, and
acquiring and maintaining FCC li-
censes, and he negotiated directly with
lenders and outside advisors. 

Astor’s personal services also in-
cluded negotiating purchases and
sales of individual radio stations, re-
sulting in prices far exceeding the
buyers’ original offers (e.g., increased
to $18 million from $12 million). Astor
personally guaranteed a $20 million
loan for Aries, which precipitated the
sales of two radio stations as part of
a forbearance agreement with the
lender. There were a number of inter-
party loans between Astor and Aries. 

Between the years 1992 and 2002,
Aries was losing increasing amounts
of money. It sold a radio station in
each of the years 2003 and 2004 and
was profitable in those years; how-
ever, Aries began losing money again
in the succeeding years. 

For the year at issue, fiscal year
2004, the IRS disallowed $6,086,752 of
Aries’ claimed Section 162 deduction
for compensation paid to Astor, and
determined a deficiency of $2,676,002
and a Section 6662(a) accuracy-re-
lated penalty of $535,200. Aries peti-
tioned the Tax Court and argued in
part that the amount paid to Astor in
fiscal year 2004 included catch-up
amounts for the three prior years;
thus, the court evaluated the reason-
ableness of Astor’s compensation for
FY 2001 through FY 2004. 

The court determined that there
was no doubt that Astor was the most
valuable employee of Aries, and that
at least a portion of the compensation
paid to him was for services actually
rendered. To determine whether the
compensation was reasonable, the
court applied the five factors enunci-
ated by the court in Elliotts. The court
also applied an additional factor:
Whether an independent investor

would be willing to compensate the
employee as the taxpayer compen-
sated the employee, based on all the
facts and circumstances. 

With respect to the first factor (the
employee’s role in the company), the
court determined that Astor was a
hands-on, owner-operator actively
involved in managing many aspects
of Aries’ day-to-day operations. His
business acumen and experience re-
sulted in successful investments for
Aries, including acquisition of FCC li-
censes and the successful sales of two
radio stations. The first factor thus
weighed in favor of Aries. 

For the second factor (comparison
with similar companies’ salaries), the
parties provided experts with diver-
gent opinions regarding reasonable
compensation. Aries provided two
experts and the IRS provided one ex-
pert, each of whom used linear re-
gression as a tool to compare indus-
try income and compensation. The
experts agreed that external compar-
isons were difficult because Aries was
one of the few companies in the in-
dustry in which the owner was also
the operator, and that Astor was un-
derpaid during the four years evalu-
ated by the court. The experts also
agreed that Astor was underpaid in
previous years, and the court aver-
aged their conclusions. However, the
experts disagreed regarding the rea-
sonableness of the $6,697,700 bonus
paid to Astor during the year at issue.
The court, using its judgment and
based on the evidence in the record,
determined that an appropriate
bonus would be $2 million. This fac-
tor weighed against Aries. 

For the third factor (character and
condition of the company), the court
found that Aries was a large asset-
laden complex business holding mul-
tiple subsidiaries, each with its own
radio station. The court noted that
Aries lost money in all years except
the years it sold radio stations, that it
was deeply in debt, and that it had to
borrow money from Astor even dur-
ing the year it paid him the bonus at
issue. The court concluded that this
bleak financial situation suggested
that Aries was thinly capitalized,
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which cast a shadow on the sub-
stance of the transaction. This factor
also weighed against Aries. 

The fourth factor (potential con-
flicts of interest) concerns whether a
relationship exists between the em-
ployee and the company that may
permit the disguise of nondeductible
corporate distributions as salary ex-
penditures. Noting a lack of specific
evidence in the record regarding
whether Aries had ever paid divi-
dends to Astor, the court determined
that such a relationship did exist. Also,
the various related-party loans and
Astor’s personal guarantee of the $20
million debt made it difficult to dis-
cern the true capital structure and eq-
uity status of the corporate entities.
Further, although Astor negotiated the
highest price for the sale of the radio
station, just as an independent in-
vestor would, he had significant in-
terest in receiving the reward as de-
ductible salary instead of a non-
deductible dividend. This factor again
weighed against Aries. 

The court found the fifth factor (in-
ternal consistency) to be neutral. The
court said that the amount of Astor’s
bonus was “suspect” because it was
not paid under a structured formal
plan and was determined at the end
of the year when Aries’ profits and
potential income tax liabilities could
be predicted. However, no employees
within the corporation had compa-
rable duties, and the compensation
included amounts for prior years of
hard work for which he was under-
compensated. 

Finally, with respect to the addi-
tional factor (the independent in-
vestor), the court considered what a
reasonable return on investment for
a hypothetical independent share-

holder would be. Citing case law, the
court determined that a return on in-
vestment of 10%-20% tends to indi-
cate compensation is reasonable. Aries
was a highly leveraged business, but
possessed assets, such as the FCC li-
censes, that were likely to appreciate.
Further, it was unclear from the record
what Astor’s initial investment was
and the interparty loans made it dif-
ficult to determine the return on in-
vestment. Nevertheless, the court’s re-
view of Aries’ net income after paying
compensation revealed that retained
earnings would have been almost
enough to satisfy an independent in-
vestor at 20%. This factor weighed in
favor of Aries. 

Based on all the facts and circum-
stances, the court concluded that As-
tor’s compensation was unreasonable
for the year at issue, and not de-
ductible to Aries in its entirety. The
court computed an amount that was
deductible, based on the average un-
derpaid salaries for previous years
plus the actual fixed salary, and a $2

million bonus that was determined
reasonable for the year at issue. Re-
garding the Section 6662(a) accuracy-
related penalty, the court noted that
Aries did not provide any evidence of
reasonable cause; accordingly, the
penalty was upheld. 

If this case had been decided ex-
clusively under the independent in-
vestor test, which many courts, in-
cluding the courts in Menard, Multi-Pak,
Mulcahy, and Thousand Oaks, have
more recently favored, it would ap-
pear that a different result would have
been reached and all of the compen-
sation would have been treated as
reasonable compensation. Addition-
ally, in applying the independent in-
vestor test, courts are finding that a

rate of return between 10% to 20% is
a reasonable return for the independ-
ent hypothetical investor. Finally, ap-
plying the independent investor test
to personal service corporations as
the court did in Mulcahy, gives the IRS
another weapon (in addition to com-
pensatory intent) to attack the reason-
ableness of compensation paid by
personal service corporations to their
shareholder-employees. 

UNREASONABLY LOW
COMPENSATION AND 
S CORPORATIONS
Because the Federal Insurance Con-
tributions Act (FICA) and Federal Un-
employment Tax Act (FUTA) taxes
may be substantial, many share-
holder-employees of S corporations
have employed a strategy of decreas-
ing the amount of wages they receive
from the S corporation and corre-
spondingly increasing the amount of
S corporation distributions made to
them. One of the major advantages of

operating as an S corporation rather
than as a partnership (or LLC taxed
as a partnership) is the ability to limit
Social Security taxes or at least to have
some clarity as to when and how So-
cial Security taxes apply (as opposed
to LLCs where the application of the
self-employment tax to the members
of an LLC is unclear at best.) 

Social Security Taxes on Wages
As part of FICA, a tax is imposed on
employees and employers up to a
prescribed maximum amount of em-
ployee wages. This tax is comprised
of two parts, the Old-Age, Survivor,
and Disability Insurance (OASDI)
portion and the Medicare Hospital In-
surance (HI) portion. The HI tax rate
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is 1.45% on both the employer and
the employee, and the OASDI tax rate
is 6.2% on both the employer and the
employee. The maximum wages sub-
ject to the OASDI tax rate for 2015 is
$118,500. 

The Revenue Reconciliation Act of
19939 repealed the dollar limit on
wages and self-employment income
subject to the HI portion of the FICA
tax as well as the self-employment tax.
Thus, employers and employees will
equally be subject to the 1.45% HI tax
on allwages, and self-employed indi-
viduals will be subject to the 2.9% HI
tax on all self-employment income. 

Health Care and Education
Reconciliation Act of 2010
The Health Care and Education Rec-
onciliation Act of 2010,10 imposes a
new tax on unearned income on in-
dividuals, partners of partnerships,
members of LLCs taxed as partner-
ships, and S corporation shareholders.
Specifically, Section 1411(a)(1) imposes
a 3.8% tax on the lesser of (1) “net in-
vestment income” or (2) the excess of
modified adjusted gross income over
$250,000 in the case of taxpayers filing
a joint return and over $200,000 for
other taxpayers. Under Section
1411(c)(A)(i), “net investment income”
includes gross income from interest,
dividends, annuities, royalties, and
rents other than such income which
is derived in the ordinary course of a
trade or business. Consequently, items
of interest, dividends, annuities, roy-
alties, and rents of an individual or
which pass through a partnership,
LLC, or S corporation to its partners,
members, or shareholders, will retain
their character as net investment in-
come and will be subject to the new
3.8% tax on net investment income. 

Additionally, the term “net invest-
ment income” includes: (1) any other
gross income derived from a trade or

business if such trade or business is
a passive activity within the meaning
of Section 469, with respect to the
taxpayer; and (2) any net gain (to the
extent taken into account in comput-
ing taxable income) attributable to
the disposition of property other
than property held in a trade or
business that is not a passive activity
under Section 469 with respect to the
taxpayer. 

The Health Care and Education
Reconciliation Act of 2010 also in-
creased the Medicare portion of the
FICA tax by .9% (to 3.8%) on wages in
excess of $250,000 in the case of tax-
payers filing a joint return and more
than $200,000 for other taxpayers, as
well as the Medicare portion of the
self-employment tax by .9% (to 3.8%)
on earnings from self-employment in
excess of $250,000 in the case of tax-
payers filing a joint return and more
than $200,000 for other taxpayers. 

These new tax provisions are ef-
fective for tax years beginning after
1/31/12. 

Social Security Taxes and 
S Corporations
In order for shareholder-employees 
of S corporations to realize employment
tax savings by withdrawing funds in
the form of distributions rather than
compensation, such distributions must
not be recharacterized as “wages” for
FICA purposes or as net earnings from
self-employment (NESE) for purposes
of the self-employment tax. For FICA
and FUTA purposes, Sections 3121(a)
and 3306(b), respectively, define the term
“wages” to mean all remuneration for
employment, including the cash value
of all remuneration (including benefits)
paid in any medium other than cash,
with certain exceptions. 

It might appear at first glance that
a shareholder’s distributive share of
income from an S corporation con-

stitutes NESE since a general partner’s
distributive share of the income of
any trade or business carried on by a
partnership of which he or she is a
member generally constitutes NESE
subject to the self-employment tax.
However, in Rev. Rul. 59-221,11 the IRS
found that an S corporation’s income
does not constitute NESE for pur-
poses of the self-employment tax. Ad-
ditionally, Section 1402(a)(2) specifi-
cally excludes from the definition of
NESE dividends on shares of stock is-
sued by a corporation. 

Consequently, neither a share-
holder’s distributive share of income
passed through from the S corpora-
tion under Section 1366 nor any 
S corporation distributions actually
received by the shareholder from the
S corporation constitute NESE subject
to the self-employment tax. In Rev.
Rul. 66-327,12 the IRS found that the
taxable income of an S corporation
included in its shareholders’ gross in-
come is not income derived from a
trade or business for purposes of
computing the shareholders’ net op-
erating losses under Section 172(c).
Similarly in Ltr. Rul. 8716060, the IRS
concluded that the income derived by
a shareholder-employee from an S
corporation did not constitute NESE
for self-employment tax purposes and
that such taxpayer was not eligible to
adopt a qualified pension plan based
on the income derived from his S cor-
poration since such income did not
constitute earned income. 

Because wages paid to shareholder-
employees of S corporations are subject
to Social Security taxes while S corpo-
ration distributions are not, share-
holder-employees have an opportunity
for significant tax savings by withdraw-
ing funds from the S corporation in the
form of distributions rather than wages.
Prior to advising an S corporation with
shareholder-employees to undertake
such a tax planning strategy, however,
the tax practitioner should analyze the
economic and tax consequences that
such a strategy will have on the S cor-
poration and its shareholders.13

Although the amount of funds
available for distribution to an S cor-
poration’s shareholder-employees will
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increase as the wages paid to them de-
crease, all distributions made by the S
corporation to its shareholders must
be made in proportion to the number
of shares held by such shareholders
under Section 1361(b)(1)(D). Thus, if
an S corporation that has both share-
holders who are employees and
shareholders who are not employees,
adopts a tax strategy to reduce Social
Security taxes by minimizing wages
and maximizing distributions, the in-
crease in the amount of distributions
received by the shareholders who are
employees will be less than the
amount by which their wages were
reduced (since distributions must also
be made to the shareholders who are
not employees). Additionally, a pro-
gram that minimizes the amount of
wages paid to shareholder-employees
will increase: (1) purchase price for-
mulas based on earnings; and (2)
bonus formulas based on earnings.
Decreasing the amount of wages paid
to shareholder-employees of S corpo-
rations also will reduce the contribu-
tion base for contributions to the cor-
poration’s qualified plans. 

Reclassification Risks
The following cases and rulings deal
with risk of reclassification when
salaries paid S corporation share-
holder/employees are unreasonably
low. 

Rev. Rul. 74-44. In Rev. Rul. 74-44,
1974-1 CB 287, two shareholders of
an S corporation withdrew no salary
from the corporation and arranged
for the corporation to pay them div-
idends equal to the amount they
would have otherwise received as
reasonable compensation for services
performed. This arrangement was
made for the express purpose of
avoiding payment of federal employ-
ment taxes. Based on the expansive
definition of wages under FICA and
FUTA (which includes all remunera-
tion for employment), the IRS found
that the dividends paid to the share-
holders constituted wages for FICA
and FUTA purposes. Rev. Rul. 74-44,
however, did not address the issue of
what constitutes reasonable compen-
sation in the S corporation context

because the ruling expressly stated
that the dividends were received by
the shareholder-employees in lieu of
the reasonable compensation that
would have otherwise been paid to
them. Despite this shortcoming, Rev.
Rul. 74-44 clearly indicates that the
payment of no compensation will be
unreasonable when shareholder-em-
ployees provide substantial services
to the corporation.14

Radtke, SpicerAccounting,and Esser. In
Joseph Radtke, S.C., 895 F.2d 1196, 65
AFTR2d 90-1155 (CA-7, 1990), the
Seventh Circuit recharacterized distri-
butions made to the sole shareholder
(an attorney) of an S corporation (a
law firm) as wages subject to FICA
and FUTA taxes, when the share-
holder made all of his withdrawals
from the S corporation in the form of
S corporation distributions and re-
ceived no salary from the S corporation
during the tax year. The court relied
on a broad definition of wages for
FICA and FUTA purposes as all re-
muneration for employment, and
concluded that the dividend pay-
ments were remuneration for services
performed by the shareholder for the
S corporation. Likewise, in Spicer Ac-
counting, Inc., 918 F.2d 90, 66 AFTR2d
90-5806 (CA-9, 1990), the Ninth Cir-
cuit recharacterized dividend distri-
butions made to a shareholder (an ac-
countant) of an S corporation (an
accounting firm) as wages subject to
FICA and FUTA taxes when the
shareholder received no salary during
the tax year. Additionally, in Fred R.
Esser, P.C., 750 F. Supp. 421 (DC Ariz.,
1990), a district court recharacterized
amounts received by the sole share-
holder, officer, and director of a legal
services S corporation, as wages sub-
ject to FICA and FUTA taxes, rather
than as distributions. As in Radtke and
Spicer Accounting, the shareholder re-
ceived no salary from the S corpora-
tion during the tax year. 

Cave. In Donald G. Cave, A Professional
Law Corp., 476 Fed. Appx. 424, 109
AFTR2d 2012-1504 (CA-5, 2012), aff’g
TCM 2011-48, the Fifth Circuit held
that all of the non-shareholder attor-
neys, as well as a law clerk, of a law
firm were common law employees

rather than independent contractors.
It also recharacterized the distribu-
tions made to the sole shareholder of
the law firm, who was determined to
be a statutory employee, as wages
subject to Social Security taxes. 

Watson. In David E. Watson P.C., 668
F.3d 1008, 109 AFTR2d 2012-1059
(CA-8, 2012), aff’g 757 F. Supp. 2d 877,
107 AFTR2d 2011-311 (DC Iowa,
2010), the Eighth Circuit affirmed the
decision of a district court recharac-
terizing a significant portion of divi-
dend distributions made by an S cor-
poration to its sole shareholder as
wages subject to Social Security taxes.
During the years in issue, 2002 and
2003, David Watson (Watson), pro-
vided accounting services to a part-
nership (LWBJ) and its clients as an
employee of David E. Watson P.C., an
S corporation. The S corporation was
a 25% partner in LWBJ. The IRS made
assessments against Watson after it
determined that portions of the divi-
dend distributions from the S cor-
poration to Watson should be rechar-
acterized as wages subject to employ-
ment taxes. Specifically, the IRS con-
tended that $130,730 out of a total of
$203,651 of dividend payments to
Watson for 2002 and $175,470 out of
a total of $203,651 of dividend pay-
ments to Watson for 2003 should be
recharacterized as wages subject to
employment taxes. In both years, Wat-
son received a salary of $24,000 in ad-
dition to the dividend distributions. 

In his summary judgment motion,
Watson argued that the S corpora-
tion’s intent was controlling in deter-
mining the characterization of the
payments from the S corporation to
Watson. Because the S corporation
clearly intended to pay Watson com-
pensation of only $24,000 per year,
Watson contended that any amounts
distributed in excess of the $24,000
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14 See also Rev. Rul. 71-86, 1971-1 CB 285 (president and
sole shareholder of closely-held corporation found to
be an “employee” of the corporation for employment
tax purposes); Rev. Rul. 73-361, 1973-2 CB 331 (officer-
shareholder of an S corporation who performed sub-
stantial services as an officer of the S corporation is
an “employee” of the corporation for purposes of
fiCa, fuTa and income tax withholding); and ltr. Rul.
7949022 (shareholder-employees of S corporation
who perform substantial services for S corporation
treated as “employees” for employment tax purposes). 
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were properly classified as dividends.
In support of his position, Watson
cited Electric & Neon, Inc., 56 TC 1324
(1971); Paula Construction Co., 58 TC 1055
(1972), and Pediatric Surgical Associates,
P.C., TCM 2001-81. 

Citing Rev. Rul. 74-44, Radtke, Spicer
Accounting and Veterinary Surgical Con-
sultants, P.C., 117 TC 14 (2001), aff’d sub
nom Yeagle Drywall Co. Inc., 54 Fed. Appx.
100, 90 AFTR2d 2001-7744 (CA-2,
2002), the district court found that the
intent of the S corporation was not
controlling in determining the char-
acter of the payments, but rather that
the analysis turns on whether the
payments at issue were made as re-
muneration for services performed.
Consequently, the court denied Wat-

son’s summary judgment motion be-
cause it found that there was a gen-
uine issue of material fact as to
whether the dividends paid to Watson
by the S corporation were remuner-
ation for services performed subject
to employment taxes. 

After denying the taxpayer’s mo-
tion, the district court held a bench
trial on the merits. At trial, the gov-
ernment’s expert opined that the mar-
ket value of Watson’s accounting
services was approximately $91,044
per year for 2002 and 2003. The gov-
ernment’s expert was a general engi-
neer with the IRS and had worked on
approximately 20 to 30 cases involv-
ing reasonable compensation issues.
In forming his opinion as to Watson’s
salary, the government’s expert relied
on several compensation surveys and
studies particularly relating to ac-
countants. The district court ulti-
mately adopted the government ex-
pert witness’s opinion and determined
that the reasonable amount of Wat-
son’s remuneration for services per-
formed totaled $91,044 for each of
2002 and 2003. 

In addition to determining the is-
sues of what constituted reasonable
compensation to the S corporation’s
sole shareholder and whether intent
was the determinative factor in de-
termining whether payments from
an S corporation to its sole share-
holder should be characterized as
wages or as dividend distributions,
the Eighth Circuit addressed the tax-
payer’s argument that the district
court erred in allowing the govern-
ment’s expert to testify on the issue
of reasonable compensation, because
he was not competent to testify on
that issue. Specifically, the taxpayer
asserted that the government’s expert
witness was not qualified, changed
his opinion, relied on insufficient un-

derlying facts, and used flawed meth-
ods in rendering his opinion. After
reviewing all of these factors in detail,
the appellate court determined that
the district court did not abuse its
discretion in admitting the testimony
of the government’s expert witness,
and found the taxpayer’s arguments
meritless. 

In reaching its decision, the Eighth
Circuit cited Rev. Rul. 74-44, Radtke,
Spicer Accounting, and Veterinary Surgical
Consultants, concluding that the district
court properly determined that the
characterization of funds disbursed
by an S corporation to its sharehold-
ers turns on an analysis of whether
the payments at issue were made as
remuneration for services performed.
The court went on to state that the
district court found that the S corpo-
ration understated wage payments to
its sole shareholder by $67,044 in each
year based on a variety of factors.
These factors included the following: 
1. Watson was an exceedingly qual-

ified accountant with an advanced
degree and nearly 20 years in ac-
counting and taxation. 

2. Watson worked 35-45 hours per
week as one of the primary earners
in a reputable firm, which had
earnings much greater than com-
parable firms. 

3. The partnership had gross earnings
of more than $2 million in 2002
and nearly $3 million in 2003. 

4. Compared to other similarly situ-
ated accountants, $24,000 is an un-
reasonably low salary. 

5. Given the financial position of the
partnership, Watson’s experience,
and his contributions to the part-
nership, a $24,000 salary was ex-
ceedingly low when compared to
the roughly $200,000 the partner-
ship distributed to Watson’s S cor-
poration in 2002 and 2003. 

6. The fair market value of Watson’s
services was $91,034. 
The Eighth Circuit next addressed

the taxpayer’s argument that, instead
of focusing on reasonableness, the
district court should have focused on
the S corporation’s intent. While ac-
knowledging that Section 162(a)(1)
provides that the deductibility of
compensation is a two-prong test in
that the compensation must both be
reasonable in amount and in fact
payments purely for services, the
court, citing Elliotts, stated that courts
usually need to examine only the first
prong since the reasonableness prong
generally subsumes the inquiry into
compensatory intent in most cases.
The court did state however, that, in
certain rare cases, whether there is ev-
idence that an otherwise reasonable
compensation payment contains a
disguised dividend, the inquiry may
expand into compensatory intent
apart from reasonableness. 

The taxpayer cited Pediatric Surgical
Associates in support of his position
that taxpayer intent controls in FICA
tax characterization cases. The Eighth
Circuit found that even if intent does
control, after evaluating all the evi-
dence, the district court specifically
found that the shareholder’s assertion
that the S corporation intended to
pay him a salary of only $24,000 a
year was less than credible. Addition-
ally, the Eighth Circuit went on to re-
ject the taxpayer’s argument that Pe-
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Rev. Rul. 74-44 clearly indicates that
the payment of no compensation will
be unreasonable when shareholder-
employees provide substantial
services to the corporation. 
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diatric Surgical Associates limited the
amount that could be characterized
as wages to the amount of revenue
each shareholder-employee person-
ally generated, less expenses since, like
Pediatric Surgical Associates, nonshare-
holder-employees also contributed to
the S corporation’s earnings. The
Eighth Circuit brushed this argument
aside by saying that although it
thought evidence of shareholder-em-
ployee billings and collections may
be probative on the issue of compen-
sation, in light of all the evidence pre-
sented to the district court in the case,
it saw no error and affirmed the de-
cision of the district court. 

Herbert. In Herbert, TC Summary
Opinion 2012-124, the Tax Court
recharacterized a portion of the
amounts the taxpayer claimed were
used to pay business expenses as
wages subject to Social Security taxes,
finding the taxpayer’s salary was un-
reasonably low. However, the Tax
Court expressly rejected the IRS’s con-
tention that the taxpayer’s salary be
increased by $52,600, primarily based
on the salary paid by the S corpora-
tion to the shareholder in a prior year
in which the business was not owned
by the taxpayer. 

In reaching this decision, the Tax
Court believed and accepted the tax-
payer’s testimony that the taxpayer in
fact paid significant expenses of the
corporation with cash funds received
from the corporation. Additionally,
the court found that despite limited
evidence before them, they believed
that it was improper and excessive to
charge the taxpayer with receipt of
$52,600 in additional wages from the
corporation in 2007. On the other
hand, the court stated that the tax-
payer’s reported wages of $2,400 was
unreasonably low. 

Consequently, citing Mayson Man-
ufacturing Co., 178 F.2d 115, 38 AFTR
1028 (CA-6, 1949). the Tax Court av-
eraged the taxpayer’s wages for 2002
through 2006, and used the average
amount as the total for the taxpayer’s
2007 wages subject to employment
taxes ($30,445). 

McAlary. In Sean McAlary Ltd., Inc., TC
Summary Opinion 2013-62, the Tax

Court recharacterized the distribu-
tions made by an S corporation to its
sole shareholder as wages subject to
Social Security taxes when the share-
holder received no salary from the 
S corporation. The court also found
that the annual compensation for-
mula contained in the board of direc-
tors minutes setting a salary of
$24,000 was unreasonably low. 

Mr. McAlary was the president,
secretary, treasurer, sole director, and
sole shareholder of his S corporation.
He managed all aspects of the S cor-
poration’s operations, including re-
cruiting and supervising sales agents,
conducting real estate sales, procuring
advertising, purchasing supplies, and
maintaining basic books and records.
Mr. McAlary often worked 12-hour
days with few days off. For the year
in issue, Mr. McAlary supervised eight
sales agents, four of whom generated
sales commissions for the S corpora-
tion that year; however, most of the 
S corporation’s gross receipts were at-
tributable to sales commissions gen-
erated by Mr. McAlary himself. 

For the year in issue, the S corpo-
ration did not issue a form W-2 to Mr.
McAlary, nor did it claim a deduction
for the amount paid to him as wages
or compensation for services. During
that year, Mr. McAlary transferred a
total of $240,000 from the S corpora-
tion’s account to his personal account. 

In determining what portion of the
$240,000 of distributions should be
recharacterized as wages, the IRS’s ex-
pert witness found that $100,755 rep-
resented reasonable compensation for
services rendered by Mr. McAlary for
the year in issue. On the other hand,
Mr. McAlary argued that even though
he did not pay himself a salary, the
$24,000 salary set forth in the com-
pensation arrangement in the corpo-
ration’s minutes should be the only
amount characterized as wages sub-
ject to Social Security taxes. 

The Tax Court, citing the multi-fac-
tor test used in determining reason-
able compensation for shareholder
employees of C corporations, found
that reasonable compensation for 
Mr. McAlary’s services during the
year in issue was $83,200, and as such,

recharacterized $83,200 of the
$240,000 distributed by the S corpo-
ration to Mr. McAlary as wages sub-
ject to Social Security taxes. 

Glass Blocks. In Glass Blocks Unlimited,
TCM 2013-180, the Tax Court rechar-
acterized the total distributions of
$30,844 in 2007 and $31,644 in 2008,
which were made by an S corpora-
tion to its president, sole shareholder,
and only full-time employee as wages
subject to Social Security taxes. 

Citing Veterinary Surgical Consultants
P.C., the court said that an officer who
performs more than minor services
for a corporation and receives remu-
neration in any form for those serv-
ices is considered an employee, and
his or her wages are subject to the em-
ployer’s payment of federal employ-
ment taxes. The court went on to find
that the taxpayer was the S corpora-
tion’s only officer, and sole full-time
worker in 2007 and 2008, performing
substantially all the work necessary
to operate the business. 

Citing the multi-factor test used in
Elliotts, the court rejected the taxpayer’s
arguments that the distributions con-
stituted repayment of shareholder
loans and that the characterization of
all distributions from the S corpora-
tion to him as wages constituted un-
reasonably high compensation to
him. Consequently, the Tax Court
found that the total amount of distri-
butions made by the S corporation to
its sole shareholder constituted wages
subject to Social Security taxes for the
years in issue. 

Abusive vs. non-abusive situations. 
The Herbert, Watson and McAlary
cases involve situations in which only
a portion of amounts not treated as
wages are recharacterized as wages
subject to Social Security taxes, and
each involves different methods in de-
termining what constitutes “reasonable
compensation” to the shareholder-
employees of an S corporation. 
Watson, Herbert, and McAlary are the

first reported decisions in which the
court was presented with a situation
that was not clearly abusive, such as
those presented in Radtke and Spicer 
Accounting (i.e., in which all of the earn-
ings of the S corporations were paid
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to the sole shareholder as dividend dis-
tributions and no salary was paid to
the shareholder by the S corporation).
Consequently, Watson, Herbert, and
McAlary represent important victories
for the IRS’s ability to recharacterize
dividend distributions as wages when
at least some (but less than a reason-
able) salary has been paid to the share-
holder-employees of the S corporation.
On the other hand, these cases can be
viewed as favorable to taxpayers as
they allowed personal service S cor-
porations to distribute a good portion
of their income without being subject
to Social Security taxes. However,
somewhat troubling is Watson’s rejec-
tion of the Pediatric Surgical Associates, P.C.
case (in which the IRS sought to
recharacterize wages of a C corpora-
tion as dividend distributions rather
than vice versa). The court did not
seem to take into account the fact that
dividend distributions can indeed be
generated by the services of nonshare-
holder-employees of an S corporation
or from other ancillary services not
provided by the shareholder-employ-
ees of the S corporation. 
Radtke, Spicer Accounting, and Esser in-

dicate that in abusive situations, such
as when S corporation shareholders
make all withdrawals from the S cor-
poration in the form of S corporation
distributions and receive no salary
from the S corporation during the tax
year, the courts will recharacterize
such distributions as wages subject to
Social Security taxes. These earlier
cases have been followed by more re-
cent cases.15

In non-abusive situations, how-
ever, the IRS may have difficulty in
successfully asserting that distribu-
tions made by S corporations to
shareholder-employees should be
recharacterized as wages subject to
Social Security taxes. In order for the
IRS to do this, it would have to over-
come: (1) the lack of express authority
for its position (unlike the express au-

thority granted to the IRS under Sec-
tion 1366(e) to recharacterize dividend
distributions as wages in the family
context); (2) the burden of overcom-
ing the initial characterization of the
payment as a distribution; and (3) the
uncertainty surrounding the use of
Section 162(a)(1) by the IRS in the em-
ployment context to bring salaries up
to a reasonable level. 

Obviously, the key is determining
what is an abusive situation versus
what is a non-abusive situation re-
garding reasonable compensation in
the S corporation context. In IRS Fact
Sheet 2008-25 (August, 2012), the IRS
provides that although there is no
“bright line” test for determining what
constitutes “reasonable compensa-
tion” to S corporation shareholder-
employees, a multi-factor type analy-
sis similar to the factors set forth in
Mayson Manufacturing Co. should be
used. In Herbert, the court expressly
stated that it was applying a multi-
factor test to determine reasonable
compensation, but actually used an
average salary approach in determin-
ing the reasonable compensation of
the shareholder-employee. The court
in Watson relied on expert witness tes-
timony as to the reasonableness of
compensation, and in McAlary and
Glass Blocks, the court said that the
multi-factor test was being used to
determine the reasonableness of com-
pensation without going into an in-
depth analysis of those factors in such
cases. In any event, it would seem in-
appropriate to apply the independent
investor test to determine the reason-
ableness of compensation in the S
corporation context, as that would re-
sult in all of the amounts being re-
ceived by the shareholder-employees
of an S corporation being character-
ized as wages other than the amounts
determined to be a reasonable rate of
return payable to the hypothetical in-
dependent investor. 

Consequently, in non-abusive sit-
uations, a tax strategy of decreasing
wages and correspondingly increasing
distributions to shareholder-employ-
ees could result in substantial em-
ployment tax savings. As a result of
this tax planning technique, the IRS,
the Joint Committee on Taxation, the
Department of Treasury, and Congress
have issued reports and notices, and
have introduced legislation over the
last 10-15 years in an attempt to im-
pose the self-employment tax on the
earnings of certain S corporations to
one degree or another. 

Recent Attempts to 
Subject S Corporations to 
Self-Employment Tax
On 10/19/06, the Senate Finance
Committee released a report entitled
“Additional Options to Improve Tax
Compliance,” that was prepared by 
the members of the Joint Committee
on Taxation. The report addressed,
among other things, a proposal that
would generally treat service partner-
ships, LLCs, and S corporations the
same for self-employment tax pur-
poses, so that partners’, members’, or
shareholders’ distributive shares of in-
come from a service entity would be
subject to the self-employment tax. In
reaction to this controversial and po-
litically charged report, the Partner-
ships and LLCs Committee and the S
Corporations Committee of the Amer-
ican Bar Association Tax Section pub-
lished comments, which included,
among other things, a statement that
the rules currently in effect for S cor-
porations in determining reasonable
compensation subject to Social Secu-
rity taxes were correct and should not
be changed. 

On 1/15/10, the U.S. Government
Accountability Office (GAO) released
a report entitled “Tax Gap: Actions
Needed to Address Noncompliance
With S Corporation Tax Rules.”16 Al-
though the purported purpose of the
GAO study was to look at compliance
challenges for S corporations and
their shareholders, the study appears,
at least in part, to take the position
that the self-employment tax should
be imposed on some or all of the in-

15 See Veterinary Surgical Consultants, P.C., 117 TC 14
(2001), aff’d sub nom Yeagle Drywall Co. Inc., 54 fed.
appx. 100, 90 afTR2d 2001-7744 (Ca-2, 2002), Van
Camp & Brennion, 251 f.3d 862, 87 afTR2d 2001-
2408 (Ca-9, 2001), Old Raleigh Realty Corp., TC Sum-
mary opinion 2002-61, David E. Watson P.C., 668 f.3d

1008, 109 afTR2d 2012-1059 (Ca-8, 2012), aff’g 757 f.
Supp. 2d 877, 107 afTR2d 2011-311 (dC iowa, 2010),
Herbert, TC Summary opinion 2012-124, Sean McAlary
Ltd., Inc., TC Summary opinion 2013-62, and Glass
Blocks Unlimited, TCm 2013-180. 

16 Gao 10-195, 12/15/09. 
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come of S corporations (and in par-
ticular, S corporations that are service
corporations).17

Section 413 of the American Jobs
and Closing Tax Loopholes Act of
201018 would have added new Section
1402(m) to subject certain S corpora-
tion shareholders to the self-employ-
ment tax imposed under Section 1402
on their distributive share of the in-
come of an S corporation. The S cor-
porations targeted by Section 1402(m)
were basically S corporations having
three or fewer shareholders engaged
in professional service businesses. Al-
though this provision was not ulti-
mately enacted into law, this concept
of subjecting an S corporation’s dis-
tributive share of income to the self-
employment tax has been reincar-
nated a number of times with slight
variations. For example, a provision
similar to Section 1402(m) was intro-
duced by Representative Pete Stark on
12/31/12 in a bill entitled “The Nar-
rowing Exceptions for Withholding
Taxes” (NEWT Act), in reaction to the
release of Newt Gingrich’s tax re-
turns.19 A similar provision was found
in the original version of the Stop Stu-
dent Loan Interest Rate Hike of 2012.20
Representative Rangel reintroduced
the NEWT Act on 1/22/13, and a
copy of a list of “tax breaks” that the
Democrats were targeting as part of
the Joint Conference Committee on
the Budget highlighted the so-called
“S corp loophole,” which the Budget
Committee stated “is a loophole …
that allows certain wealthy profes-
sionals to avoid paying payroll taxes
on their earnings.”21 Similarly, in a re-
port dated 7/31/14, the Citizens for
Tax Justice approved adoption of the
provision in President Obama’s most
recent budget plan, which generally
imposes the self-employment tax on
all businesses providing professional
services, whether structured as S cor-
porations, partnerships, or LLCs. 

Most recently, a disturbing pro-
posal came from an unlikely source:
the former Chairman of the House
Ways and Means Committee, Repre-
sentative Dave Camp. In Representa-
tive Camp’s discussion draft released
on 2/26/14 (referred to as the “Tax Re-

form Act of 2014,” or more commonly
as the “Camp Proposal”), the self-em-
ployment tax is imposed on S corpo-
ration shareholders who materially
participate in their businesses within
the meaning of Section 469. The Camp
Proposal generally subjects 70% of the
combined compensation and distrib-
utive share of an S corporation’s (or
partnership’s) income as net earnings
from self-employment subject to
FICA or SECA, as applicable. 

The authors believe that Represen-
tative Camp’s proposal would have a
crippling effect on many small busi-
nesses that use pass-through entities
(which overwhelmingly outnumber
C corporations), and gives no credit
whatsoever to the large capital invest-
ment many of these pass-through en-
tities, such as those in the manufac-
turing sector, have made in their
businesses. Representative Camp’s
proposal on this issue is completely
arbitrary and totally inequitable to
pass-through entities, especially S cor-
porations, which have been formed
with increasing frequency in recent
years by taxpayers to conduct their
businesses in reliance on the rules
currently in effect regarding applica-
tion of FICA and SECA to S corpora-
tions and their shareholders. 

Application of Social Security Taxes
and Net Investment Income Tax to S
Corporations
A number of commentators have re-
cently made potentially negative com-
ments regarding non-wage distribu-
tions from ‘’personal service’’ S cor-
porations being one of the few paths
to receive income untouched by the
FICA tax, self-employment tax, or new
net investment income (NII) tax.22 First
of all, it is important to recognize that
non-wage distributions from a non-
personal service corporation, such as
a manufacturing company, are also

not subject to these taxes (including
the NII tax if the shareholder materi-
ally participates in the business). It is
also important to recognize that with
respect to personal service S corpora-
tions, the IRS and the courts can and
have recharacterized nonwage distri-
butions as “wages’’ subject to the FICA
tax when unreasonably low compen-
sation is being paid to the S corpora-
tion shareholders, so that personal
service S corporations may not
‘’avoid’’ the FICA tax on amounts dis-
tributed as dividends if they are in
substance wages (see Radtke, Spicer Ac-
counting, and Watson). 

Additionally, both the IRS and the
courts expressly recognize that a so-
called personal service corporation
may indeed produce earnings that are
properly characterized as dividend
distributions rather than wages (see
the recent Mulcahy case, as well as the
Pediatric Surgical Associates, P.C. and Rich-
lands Medical Association cases). Quite
simply, the FICA and self-employment
taxes were meant to apply only to
wages of an individual for personal
services he or she actually renders, and
not to active operating income (profits)
of a business paid out as dividend dis-
tributions to shareholders. On the
other hand, the NII tax was meant to
subject certain higher income taxpay-
ers to the 3.8% tax on passive type in-
vestment income, not to the profits of
a business in which they materially
participate. Consequently, any sugges-
tion that the use of S corporations to
‘’avoid’’ these three taxes is abusive
simply misses the mark because en-
trepreneurial profits of a business not
attributable to wages paid for personal
services actually rendered by a share-
holder were never intended to be sub-
ject to any of these three taxes. 

Several comments were also
made that the NII tax would prob-
ably not cause taxpayers to change

17 for a critique of the Gao Report, see looney and
levitt, “practitioners Respond to Gao Report on S Cor-
porations,” 126 Tax notes 992 (2/22/10). 

18 h.R. 4213. 
19 See “Shades of John edwards in Gingrich Return,”

2012 TnT 15-2 (1/24/12), and “Stark introduces Bill to
Remove Self-employment ‘Tax dodge’,” 2012 TnT 21-
37 (1/31/12). 

20 S. 2343 which was originally proposed by Senate ma-
jority leader harry Reid on 4/24/2012. 

21 See “democrats list Targets for elimination in Budget
Talks,” 2013 TnT 217-1 (11/8/13). 

22 See Trivedi, Coder, and arora, ‘’practitioners Busy With
net investment income Tax Regs,’’ Tax notes, 12/10/12,
p. 1149, doc 2012-25152, 2012 TnT 234-1. 
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their business structures to S corpo-
rations. The fact is, according to re-
cently published IRS statistics, the
number of entities filing S corpora-
tion returns already exceeds the
number of entities filing returns as
partnerships, and the IRS projects
that the gap in the number of entities
filing as S corporations versus part-
nerships will continue to grow in the
future.23 Consequently, S corpora-
tions are already one of the most
popular types of structures for small
businesses, and the new tax on NII
should reinforce that. 

Finally, although it may be possible
for an LLC member or limited partner
to materially participate so that his or
her distributive share of income would
not be subject to the NII tax, that
would likely result in that member’s or
partner’s distributive share of the in-
come of the LLC or partnership being
subject to the self-employment tax,24
including the increased 3.8% Medicare
tax imposed on the self-employment
income of higher income taxpayers.
The correct answer here does not have
so much to do with defining what a
limited partner is for self-employment
or NII tax purposes, but rather to ap-
ply the test used in the S corporation
area, a reasonable compensation test,
to LLCs and partnerships. 

UNREASONABLY HIGH
COMPENSATION AND S
CORPORATIONS
One area in which an S corporation
could potentially face a challenge by
the IRS for unreasonably high com-
pensation relates to the “taxable in-
come” limitation under the built-in

gain tax imposed by Section 1374. Be-
cause the base of the built-in gain tax
is limited to a corporation’s taxable
income, one method of avoiding the
built-in gain tax would be to zero out
the corporation’s taxable income25 for
the entire ten-year built-in gain pe-
riod. Such a strategy seems inadvis-
able in that it could very well subject
the S corporation to the same unrea-
sonable compensation arguments to
which it would have been subject had
it remained a C corporation. An S cor-
poration would be susceptible to an
unreasonable compensation argu-
ment in this context since the result
of recharacterizing amounts paid as
compensation to the shareholder-em-
ployees as distributions would be to
increase the corporation’s taxable in-
come above zero, and thus, subject it
to the built-in gain tax.26

CONCLUSION
Shareholders of C corporations will
continue to face compensation reclas-
sification risks based on traditional
unreasonably high compensation ar-
guments by the IRS in order for the
IRS to recharacterize a portion of the
wages paid to the shareholder-em-
ployees of the C corporation as divi-
dends subject to double taxation. Al-
though the courts have traditionally
applied a multi-factor test in deter-
mining the reasonableness of com-
pensation, they have more recently
relied on application of the independ-
ent investor test to determine the rea-
sonableness of compensation in the
C corporation setting. Additionally, al-
though it has been widely accepted in
the past by practitioners and taxpay-

ers that the IRS cannot successfully
assert unreasonable compensation ar-
guments against personal service cor-
porations to recharacterize a portion
of the compensation paid to the cor-
poration’s shareholder-employees as
dividend distributions, in light of the
application of the independent in-
vestor test by the Tax Court and the
Seventh Circuit in Mulcahy as well as
the Tax Court’s prior use of the com-
pensatory intent test in Pediatric Surgical
Associates, P.C., tax practitioners must
recognize that the IRS can make a
successful argument to recharacterize
wages paid to the shareholder-em-
ployees of personal service corpora-
tions as dividends subject to double
taxation. 

On the other hand, S corporation
shareholder-employees will continue
to face compensation reclassification
risks based on the IRS asserting that
the compensation being paid to the
shareholder-employees is unreason-
ably low so that all or a portion of
the amounts distributed to the share-
holder-employees as dividend distri-
butions should be recharacterized as
wages subject to Social Security taxes.
While taxpayers generally have lost in
situations that are clearly abusive
such as when the shareholder-em-
ployee withdraws all of the funds
from the S corporation as dividend
distributions and takes no salary,
more recent cases demonstrate that as
long as a reasonable amount of com-
pensation (usually based on the
multi-factor test) is paid to S corpo-
ration shareholder-employees, the re-
maining amounts may be distributed
as dividends that are not subject to
Social Security taxes. l

23 See, document 6292, office of Research, analysis and
Statistics, fiscal year Return projections for the united
States: 2013-2021, Rev. 6/14. 

24 See, e.g., Renkemeyer, Campbell & Weaver, LLP, 136
TC 137 (2011), Howell, TCm 2012-303, Riether, 919 f.
Supp. 2d 1140, 112 afTR2d 2013-6074 (dC n.m., 2012),
and CCa 201436049, in which the courts and the iRS
have basically treated llC members that provide sig-
nificant services on behalf of the llCs as general part-
ners rather than limited partners under Section
1402(a)(13) so that such members were not allowed

to exclude their distributive share of llC income from
self-employment tax. 

25 Section 1374(d)(2)(a)(ii). 
26 an alternative (and better) method of avoiding the

built-in gain on the accounts receivable of a cash
basis taxpayer is to accrue bonuses (in an amount
equal to its receivables) to its shareholder-employ-
ees in its last tax year as a C corporation and pay
such bonuses to its shareholder-employees in the
first two and one-half months of its first tax year as
an S corporation. ltr. Rul. 200925005 confirms that

this strategy should work to eliminate the built-in

gain tax attributable to the accounts receivable of

a cash basis taxpayer. another method of avoiding

forced double taxation on its receivables, is for the

cash basis service corporation converting to S cor-

poration status to accelerate its receivable income

and recognize such income prior to conversion to

S corporation status. See generally, looney & levitt,

“Reasonable Compensation issues for Closely-held

and Service Companies,” 61st n.y.u. ann. inst. fed.

Tax’n 16 (2003). 
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