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Tax Strategy: Hire Your Children 

If you have your own business, a great way to boost your family's wealth is to hire 
your children to work for you. 

Hiring your children reduces your taxes, which in turn allows you to keep more 
and to build more or your wealth.   

It is also a great way to save for your children’s college education or get a jump 
start on saving for their retirement.   

While hiring your children is a great wealth and tax planning strategy, there are 
rules you need to follow.   

This guide will show you why you should consider hiring your children in your 
business, and show you step-by-step how to do so. 

 

Explanation 

Wages paid to your children (between the ages 7 and 17) are a valid business 
deduction, as long as they do bona fide work, and they are compensated fairly. 

Because your children are most likely in a lower tax bracket than you are, by 
hiring them and paying them wages, you are effectively shifting income from your 
higher tax bracket to their lower tax bracket. 

 

Benefits 

Tax Savings 

If your children are under age 18, you don't have to pay Social Security or 
Medicare taxes on them. If they are under age 21, you do not have to pay 
unemployment taxes on them.  This is a huge tax savings since you would 
have to pay these taxes on any other employee you hired. 

Earned income below the standard deduction is not subject to tax.  This means 
your child can earn up to $5,350 in 2007 before he or she will owe any income 
tax.   

Most children are in the lowest tax bracket, which is 10% under current tax laws.  
Most parents who own their own business are going to be in a higher tax bracket, 
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ranging from 15% up to 35%.  By paying your child a wage, you are effectively 
shifting income from your higher tax bracket to their lower tax bracket.  This is a 
great way to reduce your family’s total tax liability. 

Paying your kids a wage may reduce your AGI, which may allow you to claim 
deductions and credits that you might not otherwise qualify for.   

For example, the phase-out for the Child Tax Credit starts at $110,000 for 
married taxpayers.  If you can reduce your adjusted gross income to below 
$110,000 by paying your child a wage, this could allow you to take a credit that 
you would otherwise not be eligible for. 

 

Save for Retirement 

Once your kids have earned income, they can start saving for retirement.  In 
2007, your children can contribute up to $4,000 or their earned income, 
whichever is less, to a traditional IRA or a Roth IRA.     

A traditional IRA will allow them to shelter any income earned above the 
standard deduction from taxes, but a Roth IRA may offer greater tax benefits 
since the earnings are tax free (as long as your child follows the withdrawal 
rules). 

 

Save for College 

In addition to saving for retirement, you could also use part of your child’s 
earnings to save for college.  There are a number of accounts used for saving for 
college, including a 529 account, a Coverdell Education Savings Accounts, or a 
UTMA account.   

Hiring your children and funding a college savings account is a great way to get a 
jump start on their college savings. 

 

Other Benefits 

Hiring your children and giving them legitimate tasks to do in your business 
teaches them valuable business skills and work ethics.   

It also gives them work experience which can be added to their resume.  This 
could give them an advantage over other applicants when they look for their next 
job. 
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More Tax Benefits 

If your child is in college, but you make too much to qualify for education credits, 
pay your children and let them take the education credits.   

They can't be claimed as a dependent and claim the education deductions, but the 
overall family tax savings are generally greater if they are allowed to claim 
themselves and take any education credits, than the parents claiming the child on 
their tax return. 

Earned income is not subject to the ‘Kiddie Tax’, so you don’t have to worry about 
having to report your child’s income on your tax return, or paying your higher tax 
rate on their income. 

 

Limitations 

The money that you pay your child is theirs to use as they wish; otherwise it’s not 
valid compensation.  That means you can't force your child to use the money to 
save for college or retirement.  

Your child's income could have a negative impact on financial aid.  If your child 
would otherwise qualify for financial aid, you should take them off the payroll in 
the year before you apply.  For most families this will not be an issue, as most 
business owners earn too much to qualify for need-based financial aid. 

 

How to qualify 

Your business must be unincorporated in order to hire your children and get all 
of the benefits discussed in this report.  That means the business must be setup as 
a sole proprietor, partnership or unincorporated LLC with the parents as the only 
owners/shareholders of the business.  

Work performed by children must be in connection with the business.  In other 
words, you can’t pay them a wage for doing chores around the house, it must be 
tasks performed in the business.  It’s a good idea to draw up an employment 
agreement documenting the tasks your child will perform, and the amount 
he/she will be paid for those tasks. 

Your child must actually perform the services.  You should keep track of the 
hours and work the child does, just like you would a non-family employee.  Use a 
time card or a punch clock to track your child’s work. 
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You must actually pay your child, and the money belongs to them.  You can't 
make them pay it back to you, and you can’t force them to save for college or 
retirement. 

You must pay them a reasonable wage.  This should be the amount that you 
would pay someone else to do the same tasks, or less.  You can't pay your child 
more than what you would pay a non-family member to do the same tasks. 

You should write a check to your children; this documents their pay.  They can 
endorse it back to you to get cash if they don’t have a checking account. 

Just like with any employee, you will need to provide your children with a W-2 at 
the end of the year.  In addition, you should complete a W-4 for your child when 
you hire them, and you should file quarterly payroll reports even though no tax 
will be due. 

 

Example   

In 2006, you could pay your child up to $5,150 (the standard deduction amount, 
this amount increased to $5,350 in 2007) before either one of you would incur 
any taxes.  

Let’s assume you are in the 28% tax bracket and you pay your 15-year old son 
$5,000 over the course of the year to perform office related tasks. 

You get a business deduction for the wages paid to your son, saving you $1,400 
(28% of $5,000).  

In addition, this reduces the amount of profit that is subject to self employment 
taxes (15.3% of $5,000 = an additional tax savings of $765).  

Your total tax savings in this example is $2,165. 

Since your son's earnings are less than the standard deduction amount, he does 
not owe income taxes on his earnings.  

In addition, because your son is under age 18, you do not have to pay Social 
Security, Medicare or unemployment taxes on him like you would with a regular 
employee. 

So, not only do you save $2,165 in this example, but your son does not owe any 
taxes on the income.  This is an incredible tax planning strategy for small 
business owners with children under the age of 18. 
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Forms  
 

Form W-4:  

Use this form to gather name, address and social security number from all 
employees, including your own children.  Form W-4 does not need to be 
submitted to the IRS; however you should keep a copy for all employees in your 
payroll files. 

 

 

 

A blank W-4 can be found at http://www.irs.gov/pub/irs-pdf/fw4.pdf. 
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Employment Agreement 
 
It is a good idea to draw up an employment agreement showing the tasks your 
child will perform, and the amount you will pay him/her.  Below is page 1 of a 
sample agreement between Tommy and his parents. 

 

More sample employment agreements can be found online by doing an internet 
search for “employment agreement”.
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Time Sheet 
 
You should keep track of your child’s time and the tasks performed.  Here is a 
sample time sheet: 
 

 
 
 
More samples and templates can be found at http://office.microsoft.com/en-
us/templates/CT101172771033.aspx. 
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Form W-2:  

You must file a Form W-2 for your child even though you don’t pay payroll tax on 
them, and even if they won’t owe any tax for the year.   

 

 

 

A blank Form W-2 can be found at http://www.irs.gov/pub/irs-pdf/fw2.pdf.   

Or, you can complete and file W-2s at http://www.filetaxes.com for a minimal 
fee. 
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Payroll Tax Reports 
 
You should complete the appropriate federal and state payroll tax reports, 
even if you don’t expect to owe any taxes.  Below is a sample Form 941 for 
Tommy’s Parents’ Business. 
 

 
Contact your state for the appropriate state payroll tax forms to complete.
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Form 1040-EZ 

Your child should file a tax return (Form 1040 or 1040-EZ) reporting this 
income, even if no tax is due.  Although your child isn’t necessarily required to 
file a tax return, it’s a good idea to file, to show that you did treat him/her as an 
employee. 
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