
UNREASONABLE LOW COMPENSATION:  THE STORY OF THE THREE LITTLE PIGS 

 

Once upon a time, there were three little pigs.  One was a doctor, one was a lawyer, and one was 

an accountant.  They each used a subchapter S corporation for their professional practices, and 

each of them reported no salary, rather, they reported all of their income as dividends from the S 

corporation.  The reason they did this is that under the strict reading of the Internal Revenue 

Code, this income is not subject to the self employment tax, whereas, salary is subject to FICA, 

unemployment tax and medicare tax.  But alas, the big bad wolf (the Internal Revenue Service) 

came and blew their tax returns away.  And the Tax Court agreed.  

 

These cases all involved personal service corporations.  All of them involved S corporations with 

sole shareholder/practioners.  All of the them reported zero compensation for the 

shareholder/practioners who exerted their full time effort toward the practice.  All of them were 

found to be businesses in which capital was not a material income-producing factor.  In other 

words, the wolf had a field day! 

 

"Reasonable compensation", as that term is used in law, has a lower limit as well as an upper 

limit.  The minimal amount of reasonable compensation differs in each case and should be 

reviewed with your tax consultant.  But it is not zero if you work full time in the business. 

 

Taxable income, after deduction of reasonable compensation to shareholder/employees, is 

reported as dividend income by the shareholders of an S corporation.  Such dividend income is 

not subject to employment taxes.  The key is to set the compensation at the lowest level that can 

be supported as reasonable under the facts of your case. 

 

The moral of the story is:  Well-advised hogs pay modest taxes, but pigs get slaughtered! 

 

 

      By:  Domenick R. Lioce, Esquire 

              Nason, Yeager, Gerson, White & Lioce, P.A. 
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