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IN CHILD SUPPORT DETERMINATIONS, SHOULD S CORP RETAINED EARNINGS BE COUNTED AS PART OF THE MINORITY OWNER’S INCOME?
In the Alabama Court of Appeals case of Wright V. Wright, WL 724153 (March 20, 2009) the key issue in their divorce was whether the court could consider the company’s retained earnings as a source of child support when the husband only owned a 25% interest in a Subchapter S corporation.   The issue was not new to the court. In cases where the parent/spouse was a sole or majority owner of an S Corporation the answer is generally yes. The majority rule is: “The overwhelming majority of states…have held that when the parent is a minority shareholder in a closely held or subchapter S corporation, and therefore does not control the decision on the distribution of earnings, then the retained earnings of the corporation cannot be attributed to him/her as income.” 

In this case, the husband wanted the court to focus exactly on that, the fact he had a minority status.  He wanted the court to ignore the fact his brother was an owner along with another unnamed individual.  Furthermore, he wanted the court to ignore the $340,000 he was receiving on a K-1 from the S Corp and focus instead on AGI of $84,000.  And finally he admitted that the S Corp set aside about $50,000 in retained earnings attributable to his minority status during each of the years of the marriage, however in the year of the divorce, the S Corporation set aside nearly $350,000 in retained earnings. 

The Alabama Court of Appeals upheld the trial court’s finding that the husband’s income exceeded the applicable guidelines and confirmed its award of $3,000 per month in child support.

The Appeals court also considered the application of minority and marketability discounts to the husband’s share of the company.  They also took a much broader view and considered whether the husband/owner could give an opinion not only as to the value of the business which is generally acceptable, but also to rebut the opposing expert’s opinion. Rebuttal is typically the exclusive province of dueling experts only. However, the court of appeals took a wider approach, citing the “liberalizing” purpose of the rules. 

