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Another thought along these lines involves a multi-member LLC where you and another non-spouse partner are the members.
Later in another chapter you'll learn that one of the limitations of an S corporation is that distributions must be made in the
same percentage as ownership. So, if you are 50-50 with another S Corp shareholder, distributions must also be 50-50.

For now, let’s backup for a moment. If this multi-member LLC was not taxed as an S corporation, the Operating Agreement could
dictate a different schedule of distributions (we call this special allocation under Section 704). For example, you and another
insurance agent team up. But you want an Eat What You Kill revenue model. In this case, you could be 50-50 partners from an
ownership perspective, but have the splitting (sharing) of net ordinary business income after expenses and deductions (the
profit), and eventual distributions fluctuate based on the production of each insurance agent. Elegant. Simple.

You S Corp elect this thing, and now it blows up. Regardless of the production or income splitting is detailed in your Operating
Agreement, or whatever, distributions must be 50-50 since that is the ownership percentage among the two shareholders. Said
in another way, the net business income is assigned to each shareholder purely based on ownership percentages and cannot be
changed easily.

You could always abandon the S corporation election idea, but you are a taxpaying citizen and want the best of both worlds. You
want to save on self-employment taxes as well as having a fluctuating income split. What can be done?

The first solution is to equalize with salaries. Let’s say the revenue split based on production for the current year should be 55-45
but you are 50-50 owners. Salaries could be adjusted so that the “55% earner” obtains more of the available cash. This is an
easy solution and works reasonably well when the net business income split closely resembles the ownership (or distribution)
split.

But if the divergence between net business income and ownership grows too much then equalizing through salaries becomes
problematic since the increase in salary for the “high earner” becomes too expensive; keep in mind, and we will reiterate this
again later, every $10,000 in salary costs about $1,500 in payroll taxes. Therefore, if an unnecessarily high salary is needed to
equalize net business income splits between S Corp owners you might be paying too much in payroll taxes.

Here is an example-

Net Business Income 200,000

Batman Robin
Production Allocation 80,000 120,000
Shareholder Salaries 38,000 38,000
Equalization Bonus 0 40,000
Shareholder Distributions 42,000 42,000
Derived Economic Benefit 80,000 120,000

Extra Payroll Tax due to Bonus 6,120
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In this example, there was $200,000 in profits before shareholder salaries and distributions. Robin needs to get paid $120,000 in
some fashion because of a production formula with Batman and the business (let’s say they are financial advisors). Salaries were
set at $76,000 combined. However, to provide an economic benefit of $120,000 to Robin between salary and distributions, a
$40,000 bonus needs to be paid. This creates $6,120 in unnecessary taxes that the business has to pay because of the
combination of S Corp rigidity and production-based profit split.

What's plan B then? Easy!

We create three entities. A holding company that is a multi-member LLC (MMLLC), with each member being an S corporation.
Each S corporation is owned 100% by each principal involved. Stay with us on this one. The following example shows three S
corporations as members of the MMLLC, but just ignore one side if you are a two-person show.

Income

MMLLC
Owned by § Corps

SN

S Corp 1 S Corp 3

“
The MMLLC is really a funnel. All

revenue goes in, all common expenses are paid out such as internet, copier lease, admin functions, etc., and an Operating
Agreement dictates how the distributions are to be handled. K-1s are issued to the members which happen to be S corporations.
And then those S corporations pay a reasonable salary to its respective sole shareholder and distribute the remainder.

Let’s break this down with an example. $250,000 is earned by the MMLLC after expenses. S Corp 1 receives $125,000 according
to the Operating Agreement (yet it remains a 1/3 owner). S Corp 1 pays out a reasonable salary of $55,000 and distributes
$70,000. S Corp 2 receives $60,000 and S Corp 3 receives the balance... and both S corporations pay out a reasonable salary
and distribute the remainder.

There are some excellent benefits with this arrangement beyond the income splitting and saving of self-employment taxes. Each
S corporation is independent, and has autonomy and privacy. In referencing the previous schematic, there are some intangible
yet valuable tax advantages-

e Fred could buy whatever business car he wanted. Sure, the MMLLC could establish an allowance that everyone is
allowed to spend, and any amount about that is augmented by the members but that gets messy real quick and
loses significant tax efficiency.

e Velma could work from home and reimburse herself for a home office while others choose not to. Also, consider that
Fred and Velma might have different sized home offices and associated expenses, and by leveraging the
reimbursement at the S Corps level, you remove office politics and equalization issues.

e Shaggy could rent an office since his place is... well... a doghouse of sorts and he needs some space to work.

Each S corporation can run expenses through as it sees fit without upsetting the other business partners. For example, you want
to attend conferences in Las Vegas. Another example would be adding a child or spouse to payroll. Each S Corp operates
independently and can do what it wants with its money (with some minor rules such as 401k plans). Home office? Buy a car?



We see this arrangement commonly in attorneys, medical groups (surgery groups, physicians, doctors, anesthesiologists, nurse
anesthetists, etc.), insurance agents and financial advisors. It is very common in entities where the net business income is not
shared equally, but rather on some formula or agreement.

401k plans in this situation are tough since it is a controlled group (technically what ERISA and the IRS call an Affiliated Service
Group). More information can be found in a later chapter on controlled groups, and how retirement planning within this scheme
works. This is a commonly overlooked problem with this arrangement; proceed with caution with your 401k plan administrator
(spoiler alert: you can have separate 401k plans if you have only owner employees).

Wait! Before you blast off and create the above arrangement, this has fallen out of favor. There is another version of this where
the MMLLC is owned by the individuals rather than the S corporations. Why? Let’s find out!
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This KB article is an excerpt from our 420+ page book (some picture pages, but no scatch and sniff) which is available in
paperback from Amazon, as an eBook for Kindle and as a PDF from ClickBank. We used to publish with iTunes and Nook, but
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Wanna Talk About Your Small Business?

Please use the form below to tell us a little about yourself, and what you have going on with your small business or 1099
contractor gig. WCG CPAs & Advisors are small business CPAs, tax professionals and consultants, and we look forward to
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