Payroll Taxable Wages Of An Owner And
Employee Of An S Corporation
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Be careful about payroll tax avoidance
situations — IRS Is looking for them.

LAY PEOPLE AND TAX PROFESSIONALS
ahike penerally perceive 8 corporations and pan-
nershaps o be sirmlar tax owv=throoeh™ entities,
That 15, the 5 corporation of partnership 15 not
the taxpayer; rather, @x wems generated al the
|,'j||_fH:.' fevel are (owed I|:||||||31| to the mamers via
a Schedobe K= and arne attended o III:||'§.-' at the
cwvners” level for tax purposes

Drespate the tact thal & corporations and prerl-
nerships and therr respective owners o gener-
ally treated alike for federal tax purposes, many
g il chistincnons do exist between the tax
treatment of 8 corporatons amd partnerships.
For a more detabed study of the tax differences
betwieen partmership entities and S corporatons,
see Adtient and Cenker, Potrerdogs LLCs, and & cor
porations) Selectedd Tax foex, 72 CPA Journal H-47
i et b 2000 and Ahteri. Ceenderafwms o eler-
Mg ”'I||:|r|'.r'.'.-'_| fiv .I".'|"-'| 1 r.li‘:|':-|.I|'I.'|'|'|'||'J ar DAL Seafus, 27
Tax Advizer 547-5535 (1996). The topic of discus-
stomn i this article Tocuses on ﬂli]'g. o ol Lhese
e ions the warymyg ]:-:a'g.'rull tax freabmdaenl
alfowded o operating income Aowing through w

pariners ina partnership and shareholders of an
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= eorporation:. he extent o which this payroll tax
dilferential 1= bemng ublized o the formatting of
busaness ennly selections for prodfessional practices

i achlitionally examined.

CURRENT LAW OVERVIEW -+ Cinlinary in-
come ems from a partne rship concucting an ac-
trver Business that are owed-through o o genieral
partner constitute sellemplovment meonwes subjecd
tey pavroll tax, This 15 the case whether those in-
comme ey take the Torm of guaranieed payments
o cotstitiie the partner’s shore of nel operating m-
comu toted on line 1 ol the parner’s Schecule K-1.

The payrill tax ireaiment of nel operaing in-
come o e owerSemploves ol an § corporation s
signibcantly dhilerent, Not long afier the advent of
Aoeorporatiodg, the Imernal Revenme Serace ssoed
i pro=taxpaver ruling with regaed o payroll tasa-
ton assues, This rubing, Revenue Ruling 59-221
RO CLB 325, was mostark contrast e the TRS'
lesvg=haedi] prssinieon on pavroll taxation for partners
s pactnership, In Bevenue Buling 59-221 there
was a dhistinetion made between W-2 wages paid 1o
woowner/emploves ol an S corporation as an em-
phoyee ol the corporation and any residual net op-
erating ineome lowed through o the S corporation
sharcholder on the Schedule K- 1 by virtoe of his or
heer stock osvnership, With regard o the latter dis-
trilsiabile net sperating meome, the TRS robed thai
i was not suliject o payroll fax.

Ly prcsactbeer, this position of the TRS has templed
5 corporations o underpay therr shareholder fem-
plovees lor services the employees actally perdorm
bor the corperration while making up the difference
i the form of more distributalle net operanng in-
come, Uiher than lor payroll tax porposes, o share-
holderdemploves of an & ::rr'l.urri]liun wondlel mon
care i wealth Qosang through 1w him o her [nom
the 5 corpaoration wis denominated as wages or s
@ share of pel operating neomas:,

For example, e say that Joe is the sole diare-

holder and president of ABC Co, an 8 corpor-

Winter 2012

o, Joe renders services 1o the corporation reason-
abily worth F20L000 1 0H, The corporation’s nel
cperaiing income aler all opersating expenses other
than Jor's compensation cxpeise] is £1 million dol-
Lurs, 117 ABC !h.l:ii|“|u-|' S e in W2 WL bar
his servaees, the SEO0000.00 of resighual net epseran-
g incone would Bow through and be toed o joe
as ovchoary income, IF ABL diuld not pay Joe any
Wod wages, a Tull 81 million of net operating in-
comtie wokilel bas e |-[||r||lu;l__!|I| |U_JI:II' on the K-1.
Aldthough Joes meome taabtion would be the same
either way, the payroll asation would vary geely
clepending on which approach was tiken,

I the second approsch could be smplemented
without challenge by the government, Iah e
S corporation cmployer and the emploves swould
resaps an e fite windfdl Dy avonding the currend
F2A percent social seeurity Leg up to the Social Se-
ety wage base (5 106,400,000 20000, The elimi-
nastien of any wage cap on the 2.9 percent Medican
portion of FICA has prosvided even more incentive
tor 8 corporations to attempt o under-compensaie
thear shireholder/ cmplonvees,

Mo what extent can 8 corprorations aml (heir
sharcholder/empboyees engage e this form of
tax avonciinee? [n Revenoe Ruling 74244, 1974
CLB. 2087, sharholders performing seevices o their
A corporaton were paid oo W-2 salary bat il
sigmtficant amounts of net operating meome an
atounts they etherwise would have reocived as pea-
somibibe compensation lor services perlormed, On
these Gy, the sovernment had Hite mrouble de-
termwming ihat the disteibutions 1o the shareholdders
showlel bee recharactenzed as W-2 wages subject 0
sop il secunly payroll taoation as |'||‘r|m.wr| 1o [nog=
payroll taxable ner operating ineome,

This e has been tigated many times by the
(13 4:% Lreneralhy, and particulady in egregons el
situations like that in Revenue Ruling 74-44, the
govermmient hay been suecesshul inorecharae e rang
ilistrbtacns ol raed Tt e orme L0 under-come

prensated employvers as pavmll asable W-2 waaes,



The kiy o the authority in this area is whether the
amemt the 5 corporation pays the sharcholders
employer as W-2 wages is reasonable relative i ser-
vices rendered by that sharcholderfempleyee to the
corporation, 1 the facts indicate that the sharchokd-
erfemplover i cleady being under-compensated
with his or her W-2 wages, the courts generally wall
agree with the IRS that some or all ol the distribrn-
absle net operating income shoukd be recharacter-
beedl s payroll taxable W-2 wages, Radike o United
Stater, 712 F Supp. 143 (ED Wis, 1988, 855 F2d
LEO6 (Feh Cir 1990 LI Dlnidy, Lid, o Unedd Skeades,
G092 E Supp. 1055 (D, Minn, 1988); Dune & Llark,
PA. & Comm,r, 833 F Supp. 365 (1) Idaho 19943
Watenm & @it States, 100 AFTR 2o 2000 120G LA
010, Nee alva, TRS Fact Sheet 2008527 | Aungust,
2008), Spradling, Ane § Confe Distrabutions Pigges Stk
et to Withholding? 71 ). Tax'n 104 (19849); Clements
& Strver, Hoe Low Cin Ohener-Fnployer Confencriion
fe Set to Save v Eployment Taxes? 2 ], 5 Corpe Taxd'n
547 (Fall, 1940 Lawney & Gomiter, Reasonable Com

pensition: Divedenads ve Wager — A Reverse in Postons, 7
T Partnership Tax'n 364 (19891,

Note that the IRS pont of reference i thas
sitmtion i= exactly the opposite ol s analysis of
veasonable compensation paid w sharcholderd em-
ployees of a regular G corporation, L COTPOTTHAS
frequently atiempt 10 overstate tax-deductible com-
pensation paid to shareholderfemployees so as o
minimmize dividends w those same sharcholders and
avoid double taxation of wealth being transterved
from the O eorporation to the shareholders, In the
C corporation snetion, e TRS will froquently ar-
gue that nominal tax-deductible compensation paid
Lo sharehiolder/emplovess is wo high inan attenmgm
w recharacterize it as a double-taxeed dividend chs-
tribution,

As illustrated earien [or NComMe Gx purpses,
the amount o tax-deducalle 1.:{!'Fl'l1ﬂ't'l-"r=ltiﬂl'l ]JE'I'-I'il
to an 8 corporation sharcholderfemployes 1 ofien
irrehevant sinee any residual net operating income

will be income txed only onee (and be available
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for distribution) at the shareholier level anyway, In
thie & eorporation situation, the IRS 1s arguing that
there 35 an unreasonably low level of Social Becu-
raty taxable compensation paid 1o the sharcholder/
emiplovees and that residual net operating e
are commensurately o high, The IRS wall then
comtend that the level of compensation shoukd be
recharacterized up with residual nel operating in-
come recharacterized down.

The net result is that unlike general pariners in
a partnership whe have a vinually impossible sk
in avoiding social secarity taxation, a shareholder/
emphwyee of a profitable 8 corporation may well
avoied secial securty tax at both the emplover and
employee level as long as an arguably reasonable
armonmt of W-2 wages is paid, Any residual net op-
crating income alter wage expense is available pay-
roll tax-frec.

CURRENT LAW: TIERED ENTITIES - A
very common form of professional practices doing
hisiness s 1o have the actual practice conducted oul
of a pannership entity that is owned by muliiple
S corporations. Lach licensed professonal s the
sole owner of his or her S corporation that in tum
is the partner or member in the underdying general
partnershap o linted hability company;

The parnership entity, throegh which the ac-
mal practice is conducied, aypeally pays the operat-
ing costs of the practice. The partnership entity wall
additionally contract with cach 8 corporation for
the provision of professional seraces through each
professonal sharcholder. The net operating profi
of the partnership s Schedule k-1 il to cach 5 vor-
poration owner on & pro-rata basis. Each 5 cor-
poration will then typically pay some W-2 wagne
compensation 10 its professional sharcholder?em-
plovees but in an amount that & olien less than that
S corporations” share of the net operating income
heing Schedule K-1d o it by the partnership. In
addition te the court-sanctioned approaches for al-

tacking abwsive fact situstions discussed above, the
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goverimment has atempied 1o completely disregand
the inerposed 8 corporations using the tered entity
format,

Memo 2002
202, iwalved] o public accoumting firm practicing

Crngarait o Comarssaoner, T,
through o West Vingimia general partnership. The
practice parinership was previously owned by two
o) |'r|r|:r1rilii:|||:-=. each ol which sas 'I.\'l'u_i”':.-' o]
by the two GPAs rendenng services 1o the prac-
tiee (the exact tered arrangement just deseribiee ),
When Mictor Grigoraci became a one-third equity
cwner o the practice, he Tikewise did so through
a wholly-owned thind 5 corporation (GSC), Grigo-
ract had his § corporation pay him W-2 wages of
SN that were bavih mcome and pavroll taxed,
The remaining net operating profit {374,799 from
has share ol the practice was Schedule K-1d @ him
anel subyjected to income tax only,

Rather than argue relative undercompensation
for the value of Grigoraa’s services (the general
theme of the case authonty cited above), the gov-
ernment attorneys argued that GSC was formed for
Lx-avoidance purposes and shoukd be disregarnded
for tax purposes. The 'Tax Court held, however,
that the evidence mdicated that Grgorac Tormed
G50 o hnt s potential personal liability and not
primarily Lo avoid payrel] taxation.

Without =0 opining, the elear implication of the
Coourt was that iff GSC's exastenoe hael no effect on
Crrigoract’s personal Lability, e, the practice was
conducted through a hmited liability company as
upposed o a general partnership, the government'’s
argument could well be meritorions,

RECENT PROPOSED LEGISLATION « H.R.
#2134, the Amencan Jobs, Closing Tax Loopholes
anid ["n"u.frllirlg Chitsourcing Act ol 20110, was
passed by the House in May, 2000, The House-
prassedd bill retroactively reinstted and extended for
o year a numbeer of expiring tax breaks for busi-
nesses and individwals, Tts revenue rmisers included

a crackdown on utng § corporations s a way to

Winter 2012

miunimize Medicare and Social Secarity tases tha

wonld have bargehy shat ddovn the payrll tax aveid-

ance shesenbed above. In June, the Senaie Demo-
cratic eadership Gailed to aitract the 80 voles neces-
sary o invoke cloture on the Howses exienders hill,

What would have happened i i had passed?
Under the rejected legislation, in the case of

certan professional service businesses, g sharehold-

er of a “discualificd™ S corporation who prosides
sibstantial services must ke it account for seli-
employment payroll tax purposes, his or her pm
rrta share of 5 corporation income or loss, A share-
holder's pro mata share of 8 corporition meeme or
loss attributable wo the professional service business
abao inclades the pro rata share of each member of
that sharcholder's family for payroll mx purposes.

Thus applics il the Runily member does not provide

substantial services with respect 1o the professional

service business andd inchades an individual’s spowse,
parents, children and grandehildren, Further, as
unwler current baw, any wages of the sharcholder

Irom the disqualifiesd S corporation are subject 10

payToll taxation (thie actual W),

A dlisgpualified 5 corporation is defimed as:

* An S corporation that is a partmer in a partner-
ship that s engaged inoa professional service
business iF substantially all of the § corpora-
ton's activities are pedormed in connection
with the partnership business (the Gered siua-
tiom ebeserileed alsose s anad

= Any other 8 corporation that is engaged in a
professional service business i the principal as-
seel ol the: business is the reputaton and skill of
three or fewer criployees, A professonal ser-
viee husiness for this purpose means a trade
or business, substantially all of the activities of
which mvolve providing services in the elds of
health, Liw, loblwing, engineering, anclitectare,
aceounting, actuarial scienee, performing arts,
consulting, athletcs, imvestment advice or man-

agement, or hrr_ﬂcrmgr SEPVIOeS,
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CONCLUSION « With future legislation similar  tieulady egregous payroll tas avoidance fact situa-
o the recently rejected amendments o HR. 42153 tons (such as thowe in Revenue Ruling 74-34) and
prssibily on the horizon, the toadviser and profes- understand that the TRS agents are on beightened
sional business person should be on alert for par-  alert as o this ssue,

T purchiase the online version of this article, go to www.ali-aba.org and click on “online,”




