
 
 
 
 
 
 
 
 

Reasonable compensation for closely-held businesses 
 
Introduction 

This practice guide was developed by the AICPA Tax Section to inform practitioners about factors to consider when helping clients 
understand issues regarding a reasonable salary for key employees/shareholders. Reasonableness of employee/shareholder compensation 
is often one of the first issues scrutinized by the IRS during an examination. Note: Though potential tax reform may impact reasonable 
compensation rules for some entities in the future, the content in this guide is applicable for tax years 2017 and prior (and perhaps beyond). 
Consult future rules as necessary. 

 
Is it too high? Is it too low? 

Compensation expense and the type of any related payment needs to be considered before a tax position can be taken. Further, 
compensation may not exceed what is reasonable under all the circumstances. Compensation expense is generally considered 
ordinary/reasonable if the amount paid is within a reasonable range for similar services, enterprises, and circumstances. Therefore, it is 
important that compensation be reviewed using a multitude of facts and circumstances such as sales, growth, performance, and value.  

 
Areas of concern 

The following are areas of concern: 

1. Closely-held companies that are established as C corporations need to be aware of possible unreasonable/excessive 
compensation issues for their shareholder-employees. 

2. S corporations need to be aware of possible underpayments of compensation to their shareholder-employees as a means to 
avoid payroll and unemployment taxes. 

3. Not-for-profit organizations need to be aware of issues related to Sec. 4598.  

4. For all entities, payments/expenses may be disguised salary or distributions and should be considered in determining 
reasonable compensation; consider club dues, expense reimbursements, payments for personal expenses, rent, etc. Also, 
consider compensation issues as they relate to the net investment income tax.  

 
 
 
 
 
 

Compensation issues for higher and lower than “reasonable” compensation 
 
 
 
 
 
 
 
 
 

Potentially higher than reasonable Potentially lower than reasonable 

Higher amounts could be deemed unreasonable and 
potentially not tax deductible. 

Lower amounts could be deemed unreasonable and potentially 
understate payroll and unemployment tax calculations. 

Higher amounts could be a catch up from prior-year 
underpayments. 

Lower amounts could be due to economic conditions/lack of cash 
flow (e.g., a bad year).  

Higher amounts could reflect employee(s) acting in multiple 
roles/capacities. 

Lower amounts could reflect employee(s) winding down/retiring. 

Higher amounts could be disguised dividends; these could be 
adjusted during an audit.   

Lower amounts could be disguised distributions; these could be 
adjusted during an audit. 

Higher amounts are much more difficult to compare with 
privately-owned/non-public companies. 

Lower amounts are much more difficult to compare with privately-
owned/non-public companies. 

Higher amounts might be due to end of career and retirement 
planning (e.g., maximizing SEP/Keogh contributions). 

Consider the impact of Social Security and disability eligibility if a 
consistently low salary is paid. 

Does it meet “ordinary and necessary business expense” 
requirements? 

Does it make “sense” given the fact and circumstances, cash flow, 
employee qualifications, and the person’s role in the company? 

Consider the accuracy-related penalty if salary expense is 
significantly reduced during an audit.  

Consider payroll taxes, penalties, and interest if salary expense is 
increased during an audit.  
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Items to consider when assisting clients in supporting/documenting reasonable compensation calculations  

• Consider the percentage of time the employee devotes to the business (keep logs). 

• Always be consistent with the treatment/approach. 

• Make sure the amount is reasonable. Is the amount unreasonable to a knowledgeable third party?  

• Make sure the compensation is purely for services rendered. 

• Does the compensation incorporate a base amount plus a bonus for extraordinary services performed? 

• Consider searching for salary benchmark studies in related fields; adjust as necessary for location, experience, and other 
relevant issues. 

• Review and document historical trends for the applicable employee and his or her position (as compared to outside 
benchmark studies).  

• Consider implementing a consistently applied structured program and having a written plan for determining compensation 
(including bonuses).  

• Document the declaration of salary, bonuses, raises, and benefits in the company’s minutes. 

• Consider hiring a valuation analyst when dealing with challenging facts or a new position. A valuation analyst can analyze the 
reasonableness of a shareholder’s/employee’s compensation. Benefits of engaging a valuation analyst include: 

o Arm’s length (use of third party) carries more weight under an examination. 

o The analyst is experienced in a specific area of compensation for a variety of purposes (e.g., an owner’s transition, 
litigation, corporate governance, or tax issues). 

o The analyst will provide a formal report of his or her determination.  

• Calculate the overall difference in outcome between the desired salary and the related payroll taxes versus if the 
compensation is considered part salary and dividend or part salary and distribution.  

• Consider any non-cash compensation benefits provided. Consider if the sum of payments for salary and items such as 
insurance and retirement plans is too high or low for the services rendered to the company.  

• Document if the compensation in earlier years was too low because of cash flow, considering the services performed and 
payment(s) in subsequent year(s). Were there any catch-up payments?  

• Consider the character and condition of the company. 

• Is there an inherent conflict of interest (e.g., relationship between the employee-shareholder and the corporation or a family-
member employee)?   

• The compensation must meet tax deduction requirements. It must be: (1) ordinary and necessary, (2) reasonable in amount, 
(3) based on services actually rendered, and (4) actually paid or incurred by the business. Consider due diligence issues 
required of preparers to avoid preparer penalties.  

• Consider the impact on other tax positions (the research credit, the requirement to capitalize salary, Social Security, etc.). 

• Consider if the company is using salary as a mechanism to repay loans to the shareholder. 
 
Other reference material 

• Reasonable compensation job aid for IRS valuation professionals, IRS.gov 

• Reasonable compensation job aid appendices, IRS.gov 

• S corporation compensation and medical insurance issues, IRS.gov.  

• Identifying constructive dividends to shareholders, The Tax Adviser, May 2017 

• Reasonable compensation for S corporation shareholder-employees, The Tax Adviser, Nov. 2013 

• Numerous court cases deal with reasonable compensation.  
 

                                                                                                               Reasonable compensation for closely-held businesses | 2 

© 2017 Association of International Certified Professional Accountants. All rights reserved. AICPA and American Institute of CPAs are trademarks of the American 
Institute of Certified Public Accountants and are registered in the United States, European Union and other countries. The design mark is a trademark of the Association 
of International Certified Professional Accountants. 
 

https://www.irs.gov/pub/irs-utl/Reasonable%20Compensation%20Job%20Aid%20for%20IRS%20Valuation%20Professionals.pdf
https://www.irs.gov/pub/irs-utl/Appendix%20to%20Reasonable%20Compensation%20Job%20Aid%20for%20IRS%20Valuation%20Professionals.pdf
https://www.irs.gov/businesses/small-businesses-self-employed/s-corporation-compensation-and-medical-insurance-issues
https://www.thetaxadviser.com/issues/2017/may/identifying-constructive-dividends-shareholders.html
https://www.thetaxadviser.com/issues/2013/nov/taxtrends-nov2013.html
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