
 

 

2016 EDUCATIONAL SERIES - I 
EMPLOYING A BUSINESS OWNER’S CHILDREN 

 
 
To Our Clients and Friends: 
 
One unique aspect of owning your business is the ability to hire your children.  Whether doing so makes sense for you and 
your business is more than a business decision.  For your children, the answer depends a great deal on your intentions for 
passing the business to future generations, the child’s interest and aptitude, and your feelings about how much a parent 
should “help” a child and how much they should “make it on their own.”  However, some real benefits are available when 
you employee your children. 
 

• Reducing Income Taxes.  Usually, children (especially minors) are subject to lower tax rates than their parents.  
In this case, shifting taxable income away from the parents and to their children is an effective way to lower the 
family’s tax burden.  Although the “Kiddie Tax,” potentially taxes the unearned income of children under age 24 
at their parent’s marginal rate, wages are earned income, so they are not subject to the Kiddie Tax.  Also, 
dependents usually are limited to a standard deduction of $1,000 (for 2013).  However, the standard deduction for 
a dependent with earned income equals his or her earned income plus $350 (up to $6,100 for 2013).  Thus, up to 
$6,100 of earned income can be completely sheltered from tax.  And, the next $8,925 of wages will be taxed at 
only 10%. 

• Funding an IRA for Your Children.  Paying a child wages means an IRA can be funded for that child (the 
funds can actually come from you as a gift).  Thus, paying your child wages of $5,500 this year will allow the 
maximum amount to be contributed to your child’s traditional or Roth IRA.  However, as a Roth IRA potentially 
allows all earnings to be tax-free, it may be the best option if your child has a low current tax rate, a long horizon 
for saving, and will likely be in a higher tax bracket when distributions are made.  It may also be a good way to 
fund some college costs as distributions are tax free up to the amount of contributions that have been made to it.  
In any case, the ability to compound income either tax-deferred or tax-free for many years is a powerful way to 
build wealth. 

• Reducing Payroll and SE Taxes.  If your business is operated as a sole proprietorship (or partnership where you 
and your spouse are the only partners), employing your children under age 21 can reduce payroll taxes.  This is 
because wages paid to a child under age 21 are exempt from the FUTA tax.  They are also exempt from FICA tax 
if the child is under age 18.  Furthermore, the wages reduce your self-employment (SE) income and, thus, reduce 
SE tax.  (This exemption doesn’t apply if your business is operated as a C or S corporation, or as a partnership 
with partners other than your spouse.)    

 


