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Employing Family Members

One of the advantages of operating your own business is
hiring family members. However, employment tax require-
ments for family employees may vary from those that apply
to other employees. The following information may assist
you with pointing out some differences to consider.

Child Employed by Parents

Sole proprietorship. If the business is a parent’s sole pro-

prietorship (or a partnership in which each partner is a par-

ent of the child):

* Payments for the services of a child are subject to income
tax withholding regardless of age.

¢ Payments for the services of a child under age 18 are not
subject to Social Security and Medicare taxes (FICA).

* Payments for the services of a child under age 21 are not
subject to Federal Unemployment Tax Act (FUTA) tax.

¢ A child employed by a parent for domestic work is exempt
from both FICA and FUTA until age 21.

¢ A child employed by a parent shifts income from the par-
ent’s higher tax bracket to the child’s lower tax bracket.

* A child employed by a parent could provide opportuni-
ties for the parent to utilize the education tax credits that
may be lost due to AGI phaseouts.

For the above rules to apply, the child must be a bona-fide
employee of the parent-owned business. This means the
child must actually render legitimate services as an em-
ployee of the business, the child must actually be paid for
those services, and the payment must be reasonable in re-
lation to the services rendered.

Example: Dan owns an IT business and employs his 16-year-
old daughter, Cassie, to help. She creates software and provides
other employee services. In 2024, she earned $21,600 during her
free time helping her dad in his business. If Dan is in a combined
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30% federal and state income tax bracket, the $21,600 in wag-
es paid to Cassie reduces his 2024 total tax liability, including
SE tax, by over $8,000. Cassie’s wages are not subject to FICA
or FUTA. And, if she contributes $7,000 to a traditional IRA, she
will have zero taxable income in 2024.

Cassie’s 2024 Wages........cccccocovvvcornrionnnenn. $21,600
2024 IRA contribution.............................co...... (7,000)
2024 standard deduction ......................... (14,600)
Cassie’s 2024 taxable income.............................. $0

Corporation, partnership, or estate. If the business is a

corporation, a partnership (unless each partner is a parent

of the child), or an estate (even if it is the estate of the de-

ceased parent of the child):

* Payments for services of a child are subject to income tax
withholding, FICA, and FUTA taxes regardless of age.

Parent Employed by Child

Sole proprietorship. If the business is a child’s sole

proprietorship:

* Payments for services of a parent are subject to income
tax withholding and FICA taxes.

* Payments for services of a parent are not subject to FUTA
tax regardless of the type of services provided.

Corporation, partnership, or estate. If the business is a

corporation (even if controlled by the child), a partnership

(even if the child is a partner), or an estate:

¢ The payments for the services of a parent are subject to
income tax withholding, FICA, and FUTA taxes.

Not a trade or business. If the parent is performing ser-

vices for the child, but not for the child’s trade or business:

* Payments for services of a parent are not subject to FICA
taxes, unless the services are for domestic services and
each of the following apply:

- You employ your parent, continued
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- You have a child or stepchild living in the home,

- You are a surviving spouse, divorced, or living with a
spouse, who because of a mental or physical condition,
cannot care for the child or stepchild for at least four
continuous weeks in a calendar quarter, and

— The child or stepchild is either under age 18 or requires
the personal care of an adult for at least four contin-
uous weeks in a calendar quarter due to a mental or
physical condition.

* Payments for services of a parent are not subject to FUTA
tax regardless of the type of services provided.

Spouse Working with Other Spouse in Business
One spouse working with the other spouse in a business
could be doing so in several different ways, each with dif-
ferent tax treatments. Consider the following issues when
operating a business as a married couple.

How spouses earn Social Security benefits. A spouse is
considered an employee if there is an employer/employ-
ee relationship. That is, the first spouse substantially con-
trols the business in terms of management decisions and
the second spouse is under the direction and control of the
first spouse.

If such a relationship exists, then the second spouse is an
employee subject to income tax and FICA withholding.
However, if the second spouse has an equal say in the af-
fairs of the business, provides substantially equal services
to the business, and contributes capital to the business,
then a partnership relationship exists and the business’s
income should be reported on a partnership tax return.

Both spouses carrying on the trade or business. An un-
incorporated business jointly owned by a married couple is
generally classified as a partnership for federal tax purposes.
However, a qualified joint venture, whose only members are
a married couple filing a joint return, can elect not to be treat-
ed as a partnership.

A qualified joint venture is a joint venture involving the

conduct of a trade or business, if:

* The only members of the joint venture are a married cou-
ple who file a joint tax return,

* Both spouses materially participate in the trade or
business,
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* Both spouses elect to have the provision apply, and

e The business is co-owned by both spouses and is not held
in the name of a state law entity such as a partnership or
limited liability company (LLC).

All items of income, gain, loss, deduction and credit are di-
vided between the spouses in accordance with their respec-
tive interests in the venture. Each spouse takes into account
his or her respective share of these items as a sole propri-
etor on Schedule C (Form 1040). For purposes of deter-
mining net earnings from self-employment, each spouse’s
share of income or loss from a qualified joint venture is tak-
en into account in accordance with their respective inter-
ests in the venture.

This generally does not increase the total tax on the return,
but it does give each spouse credit for Social Security earn-
ings on which retirement benefits are based. However, this
may not be true if either spouse exceeds the Social Security
tax limitation.

One spouse employed by another. If your spouse is your
employee, not your business partner, you must pay FICA
taxes for him or her. The wages for the services of an indi-
vidual who works for his or her spouse in a trade or busi-
ness are subject to income tax withholding and FICA tax-
es, but not to FUTA tax. Benefits to employing a spouse
include:

e Covering an employee spouse under an employee health
insurance plan that allows the sole proprietor to deduct
health costs against self-employment taxable income.

* Travel expenses may be deductible for family-member
employees when mixing business with vacation travel.
The cost of travel for a non-employee family member is
not deductible, even when the sole purpose of the trip is
for business.

Contact Us

There are many events that occur during the year that can affect
your tax situation. Preparation of your tax return involves sum-
marizing transactions and events that occurred during the prior
year. In most situations, treatment is firmly established at the
time the transaction occurs. However, negative tax effects can
be avoided by proper planning. Please contact us in advance
if you have questions about the tax effects of a transaction or
event, including the following:

 Pension or IRA distributions. * Retirement.

e Significant change in income or ¢ Notice from IRS or other

deductions. revenue department.
* Job change. e Divorce or separation.
* Marriage. o Self-employment.

e Attainment of age 59% or 73. e Charitable contributions
 Sale or purchase of a business. of property in excess of
e Sale or purchase of a residence $5,000.

or other real estate.





