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IS COMPENSATION REASONABLE? 

There have been a number of court cases over the years to address the question of whether compensation is reasonable or just a disguised dividend payment when payments are made to an employee who is also the sole shareholder of the corporation.  Most notable is the Elliott’s Inc. v. Commissioner 9th Circuit decision (1983) that looked at five factors to determine whether  or not compensation was reasonable.  

The first factor is the role of the employee/shareholder in the company.  Relevant considerations include the position held by the employee, the hours worked, and the duties performed.  In Elliott’s case, he worked 80 hours per week and performed the jobs of the general manager, sales manager and credit manager.

The second factor is external comparison.  In this case the tax court made a comparison to other John Deere dealers and salaries paid for those positions.  In this case, Elliott was viewed as performing the work of three people therefore the combined salaries of those three positions was deemed appropriate.

The third factor is the character and condition of the Company.  The focus of this may be on the company’s size as measured by sales, net income, or capital value.  Also relevant are the complexities of the business and general economic conditions.  These were considered in Elliott.

The fourth factor to consider is conflict of interest.  The primary issue within this category is whether some relationship exists between the company and its employee which might permit the company to disguise nondeductible corporate distributions of income as salary expenditures.   The sole shareholder/employee maybe such a relationship and certainly warrants scrutiny.  However, the mere existence of such a relationship, when coupled with the absence of dividend payments, does not necessarily lead to the conclusion that the amount of compensation is unreasonable.  There must be further exploitation in order for this factor to come into play.  Many businesses re-invest profits back into the business to allow it to grow in the future.  And many sole shareholder/employees provide services comparable to other positions held in other companies.

The final factor looks at compensation through the eyes of a hypothetical independent investor or shareholder.  If after compensation payments, the remaining earnings produce a reasonable return on the shareholder’s equity, the independent hypothetical investor would probably approve of the compensation level.

The above reasonable compensation considerations point out the fact that business owners need a financial expert in order to evaluate what is reasonable for income tax, business valuation, and other analysis.

