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Strategy can cut payroll taxes for small-business owners
What do Newt Gingrich and John Ed-

wards have in common?
Not much, except where it comes 

to taxes. Both Gingrich and Edwards have 
used—some would say abused—a tax-sav-
ing strategy that helps small-business own-
ers reduce Medicare (and sometimes Social 
Security) taxes.

The strategy, used conservatively and 
where the facts are appropriate, is a plan-
ning idea small-business owners may wish 
to consider.

Let’s begin with the basics. The federal 
government imposes two types of taxes 
on compensation: income taxes and pay-
roll taxes.

Payroll taxes are the mysterious but 
hefty charges that appear on your pay state-
ment each month. There are two compo-
nents, Social Security taxes and Medicare 
taxes. Between the employer and employee 
portion, these taxes are generally imposed 
at a total rate of 15.3 percent. (Rates are 
changing. Social Security taxes are re-
duced this year, but Medicare taxes are 
set to increase next year for high earners.)

Self-employed individuals pay a self-
employment tax at this same rate.

For high rollers like Gingrich and Ed-
wards, the 2.9 percent Medicare tax takes 
the bigger bite, because Social Security 
taxes apply only to the first $110,000 or 
so of compensation.

Last year Gingrich earned $2.6 million 
from Gingrich Productions, described by 
him as a “multimedia production com-
pany” that hosts documentaries and sells 
autographed books and DVDs. All of this 
income was taxed on his personal return 
because Gingrich Products is an S corpora-
tion. If the income were all compensation, 
at the 2.9 percent rate, he would have a 
hefty Medicare tax bill of about $75,000.

But the Medicare tax doesn’t apply to 
dividends. So to avoid paying the tax on 
his full salary, Gingrich paid himself wag-
es of only $252,500, distributing the rest 
of the company’s earnings as S corpora-

tion dividends. His Medicare tax bill: a 
mere $7,000.

For Edwards, in his trial lawyer days, 
the strategy was the same but savings were 
bigger by an order of magnitude.

Like the presidential candidates, many 
small-business owners have reduced their 
tax bills by using the S corporation form 
and separating compensation from other 
business earnings.

Is this strategy valid?
The answer is yes, if the salary paid is 

reasonable.
This is because self-employment taxes 

apply only to compensation. A small-busi-
ness owner who does not perform services 
for his business does not have to pay self-
employment taxes on any of his earnings 
from the business. It’s only fair that the 
same treatment should apply to the prof-
its that a small-business owner who does 
work for the business earns after he is paid 
a reasonable salary.

But what is reasonable? Lots of litiga-
tion—and, in the case of the presidential 
candidates, talk radio chatter—has been 
devoted to this question.

Ultimately, reasonableness is a question 
of the fair market value of the services 
provided.

In a capital-intensive business, it’s easier 
to justify a smaller salary than in a personal 
services business. Commentators differ on 
the extent to which earnings from a person-
al services business can properly be subject 
to self-employment tax. (With respect to 
Gingrich, despite all the fuss in the media, 
I personally don’t feel that I know enough 

about the facts to make a judgment.)
For small-business owners, the poten-

tial applicability of this strategy should be 
considered when the business is first being 
organized. This is because the strategy is 
available for active members of S corpora-
tions but not for active members of LLCs. 
Potential tax savings from this strategy are 
among the many factors that go into the 
decision about the best entity to use for a 
new business.

In addition to risks about the reasonable-
ness of compensation, another factor to 
consider is law change in the future.

Next year, as the health care overhaul 
goes into effect, a Medicare contribution 
tax will apply to passive net investment 
income of high earners for the first time. 
For small-business owners who don’t ma-
terially participate in their businesses, the 
Medicare tax will apply to all earnings, so 
this strategy won’t work. It will continue to 
work for people who are actively involved 
in their businesses, as Edwards and Gin-
grich appear to have been.

The other risk is legislative change. Ma-
ny legislative proposals have been made 
over the years to change the law in this 
area, including February’s Narrowing Ex-
ceptions for Withholding Taxes (NEWT) 
Act, a feat of bill naming.

For now, though, as long as you’re rea-
sonably compensated for your personal 
services, you don’t have to pay self-em-
ployment tax on dividends you earn from 
an S corporation. The potential tax savings 
can be material and are worth considering 
in choosing a form for a new business.

Josh Gewolb is a tax attorney at Harter 
Secrest & Emery LLP.
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Potential tax savings are among 
the factors that go into deciding 
about a new business’ entity.
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