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SUBJECT  

DISTRIBUTIONS TO S CORPORATION 
SHAREHOLDER RECHARACTERIZED AS 
WAGES SUBJECT TO PAYROLL TAXES 
Unreasonably low salaries paid by S corporations to shareholder-employees invite 
IRS audits, FICA tax assessments, interest, and penalties. A recent decision by 
the Court of Appeals for the Eighth Circuit adds to the overwhelming authority 
favoring the IRS recharacterization of S corporation distributions as wages. 

BACKGROUND 
While wages paid to shareholder-employees of S corporations are subject to FICA 
taxes, distributions by S corporations are not. Thus, shareholder-employees have 
a significant tax savings opportunity by withdrawing funds from the S corporation 
in the form of distributions rather than wages. 

The Service and courts have been hostile to abusive arrangements where 
shareholder-employees of an S corporation drew no salary (or unreasonably low 
salary) from the corporation, but arranged for the corporation to pay them 
distributions equal to the amount they would otherwise have received as 
reasonable compensation for services performed. The Service and the courts 
have recharacterized such distributions as wages, resulting in FICA tax 
assessments, interest, and penalties.  

In a case where the actual payment of wages to the sole shareholder-employee 
of an S corporation was set at an unreasonably low level, the Service successfully 
recharacterized an additional portion of the S corporation distributions as wages 
subject to FICA taxes. The “deemed wages” were upheld by the district court 
and recently affirmed by the Eighth Circuit in David E. Watson, P.C. v. United 
States, 668 F.3d 1008 (8th Cir. 2012). 
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In Watson, the individual owned 100% of the stock of an S corporation that was a partner in an accounting firm. The 
individual shareholder received $24,000 in salary while the S corporation received $203,651 in profit distributions from the 
partnership for 2002. For 2003, the individual shareholder received $24,000 in salary while the S corporation received 
$175,470 in profit distributions from the partnership. The Service increased the wages to $91,044 for each year and the 
court upheld the Service’s assertions based on expert testimony determining reasonable compensation for a certified 
public accountant with credentials, experience, and responsibility similar to that of the individual shareholder. 

TAX PLANNING 

The Eighth Circuit decision and other authorities favorable to the Service provide a clear warning against an abusive 
practice of decreasing wages paid by an S corporation to shareholder-employees with a corresponding increase in their 
distributions for the purpose of reducing FICA taxes. S corporations that have adopted or are contemplating this strategy 
should consider the reasonableness of the amount paid as wages. In non-abusive situations, where reasonable 
compensation has been paid to shareholder-employees, the Service may have difficulty successfully recharacterizing the 
distributions made to shareholder-employees as wages subject to FICA taxes. 

Internal Revenue Manual section 4233.27 lists several factors for the IRS agents to consider in reasonable compensation 
cases, including: (1) nature of employee’s duties; (2) employee’s background and experience; (3) employee’s knowledge of 
business; (4) size of business; (5) employee’s contribution to the profit making; (6) time devoted by employee to the 
business; (7) economic conditions in general and locally; and (8) employee’s amount of responsibility. Many of these 
factors have been taken into account in the decisions rendered by various courts that upheld the amount of the deemed 
wages asserted by the Service.  S corporations should likewise consider these items when assessing the reasonableness of 
wages paid to shareholder-employees. 
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