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Hire Your Kids to Work in Your LLC or Sole Proprietorship and Put
a Huge Chunk of Their Pay Back in Your Pocket

Editor’s Note: TCJA tax reform increased the standard
deductions which enhances this strategy. Click here for how.

Estimated tax tip savings. Pay your child $8,000, for example, to work in your LLC or sole proprietorship and you
could save $3,042. Your exact savings will vary depending on your tax bracket and several other factors.

Children are expensive.

The IRS has a solution to this problem: Put your children to work in your business and make them earn their
money. The IRS gives you payroll tax deductions for hiring family members, making this an extremely attractive
government subsidy.

You're in the best position to benefit from this rule if you operate your business as an LLC or a sole proprietorship.
If you operate as an S corporation or a C corporation, you can also create tax savings by hiring your child—just not
nearly as much.

Since this clever tax-cutting strategy does not apply to everyone—even all husband-and-wife owners—you need to

know some basic rules before you dive in.

Tax Breaks for Family Members

If you operate a qualifying LLC or a sole proprietorship, you get a break on payroll taxes when you employ certain
family members.

Normally when you hire an employee, you must pay payroll taxes on their wages, which include

»  FICA (Social Security and Medicare taxes) and

¢ unemployment taxes.
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Your employees also pay a share of FICA taxes but not unemployment taxes.

When you hire family members, the IRS gives you a break on these payroll taxes, depending on your relation to the
employee:

Kids. When you hire your child

» under the age of 21, you don’t pay unemployment taxes.?

s under the age of 18, you don’t pay any payroll taxes (Social Security, Medicare, or unemployment
taxes).? Your kids do not have to pay FICA or Medicare taxes on their wages either.

Spouses and parents. For wages paid to a spouse or a parent, you don’t pay unemployment taxes. However, the
wages are subject to FICA and Medicare taxes.®

Example

You operate a single-member LLC, and you hire your 12-year-old daughter to work in your office during the
summer and occasionally during the school year, paying her a total of $8,000 for her work.

You deduct the $8,000 of compensation as a business expense, and you pay nothing in payroll taxes. If you are in
the 28 percent tax bracket, this gives you $3,212 of extra cash at the end of the year.*

Your daughter takes the standard deduction ($6,300) and then pays tax on the remaining income in the 10 percent
bracket, for a total tax of $170.°

Thus, the total tax savings between you and your daughter is $3,042 ($3,212 - $170). (You can use some of your

tax savings to pay your daughter’s tax for her, as a gift.)

Permanent LLC Benefit

There were times when it was doubtful that LLC owners could qualify for the employing-family-members tax break.
The law flip-flopped a couple of times since 2008. See IRS Now Says No Payroll Taxes on Family Employment in a
Single-Member LLC.

Bu* ~ince June 2014, the rule is solid and set in stone: If you own a single-member LLC taxed as a disregarded
entity, you can take advantage of the family tax breaks just as if you were a sole proprietor.®
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Husband-and-Wife-Owned LLC

If you operate a husband-and-wife-owned LLC and both spouses have membership in the LLC, you likely have a
partnership.” You can still take advantage of the tax break for hiring family members. The only limitation is that the
family relationship has to apply to all partners.®

Example. You and your wife are the only members of your LLC. You hire your child. Since your child is a child of all

partners—you and your spouse—you get the family tax break.

Corporation Owners Get a Smaller Benefit

If you own a corporation, you don’t get the family tax break for payroll taxes. This significantly reduces the tax

benefit of hiring your children. Compared with the sole proprietorship or LLC, your tax savings disappear because
of

s New payroll taxes that you have to pay for your child employee

= No reduction in employment taxes on your own income (unlike with a sole proprietorship)

Example. You operate an S corporation and you hire your child, paying her $8,000. Your net savings are only $426
(compared with $3,042 in the example above):

Income tax savings to you ($8,000 x 28 percent) $2,240
Social Security and Medicare on the Corporation and your daughter|-1,224
Unemployment taxes -420
Extra income taxes for your daughter -170
Net tax savings $ 426

As you can see, corporate ownership is not as beneficial when it comes to hiring your children. Nevertheless, you
still save money compared with a gift of $8,000 to your child, which gives you zero tax benefit.

No Kiddie Tax Troubles

If you're worried about the kiddie tax, don’t be. The kiddie tax doesn’t apply to earned income. In other words, if
yo child works in your business to earn his or her dollars, there is no kiddie tax on the income.
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To see when the kiddie tax does kick in and what you can do about it, see Secrets to Beating the Kiddie Tax.

Takeaways

Hiring your kids has a number of advantages outside of tax. You can help your child develop a good work ethic, you
can teach him or her the value of money, and you get to see your kids during your workday.

But this strategy also creates great tax savings, particularly if you operate your business as a

s Sole proprietorship
s Single-owner LLC

" Husband-and-wife-owned LLC

By operating in one of the above forms of business, you are exempt from payroll taxes on the wages you pay your
children, and you get a business deduction for their compensation, which reduces your income taxes and self-
employment taxes.

The total tax savings make it extremely attractive to hire and pay your under-age-18 children. Your children win.
You win. And the government pays you for this with tax benefits.

Share this entire article with a friend

IRC Section 3306(c)(5).

IRC Section 3121(b)(3)(A).

IRC Section 3306(c)(5).

SE tax savings = .153 x .9235 x $8,000 x .28 = $1,130. This savings reduces your income tax deduction for SE taxes by $565. Thus, income tax savings are
$8,000 - $565) x .28 = $2,082. Total tax savings are $2,082 + $1,130 = $3,212.

$8,000 - $6,300 = $1,700. $1,700 x .10 = $170.

Reg. Sections 31.3121(b)(3)-1(d) (with regard to FICA); 31.3306(c)(5)-1(d) (with regard to FUTA).

In community property states, you could have a disregarded entity treated as a sole proprietorship. Rev. Proc. 2002-61.

Reg. Sections 31.3121(b)(3)-1(c) (FICA); 31.3306(c)(5)-1(c) (FUTA).
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