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Econ 101: 
Taxing Pass-Through Businesses

March 7, 2025



Meet your instructors…

• David S. Mitchell
• Senior Fellow, Tax & Regulatory Policy, Washington Center 

for Equitable Growth
• dmitchell@equitablegrowth.org

• Max Risch
• Assistant Professor, Carnegie Mellon University
• mwrisch@andrew.cmu.edu 
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mailto:mwrisch@andrew.cmu.edu


Today: Pass-Through Firms
March 28: Multinational Corporations

Overall Objective: You will leave with the knowledge and confidence you 
need to make sense of business taxation and advise your bosses in this 
year’s high-stakes debate.

Previous Briefings:
• September 27, 2024: Understanding Tax Policy (recap; slides)
• October 18, 2024: The Promise of Equitable and Pro-Growth Tax Reform (recap; 

slides)

Econ 101: Taxing Businesses
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https://equitablegrowth.org/equitable-growths-econ-101-offered-congressional-staffers-a-rundown-of-the-contours-of-u-s-tax-policy/
https://equitablegrowth.org/wp-content/uploads/2024/10/Econ-101-Understanding-Tax-Policy-Session-1-FINAL.pdf
https://equitablegrowth.org/equitable-growth-virtual-event-details-how-tax-policies-affect-u-s-economic-growth-and-could-combat-income-and-wealth-inequality/
https://equitablegrowth.org/wp-content/uploads/2024/10/Econ-101-Hill-Briefing-The-Promise-of-Equitable-Pro-Growth-Tax-Reform.pdf


Outline for today

• Basics
• Distribution & Economics
• Special Provisions

• Section 199A
• Payroll Taxes
• Carried Interest

• Complexity & Enforcement
• Q&A
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Basics
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What is a pass-through business?
• Every U.S. company other than a C corporation

• C corp examples: Apple, AT&T, Chevron, Eli Lilly, Microsoft, Visa, Walmart
• Pass-through examples: Blackstone, Fidelity, KKR, Trump Org, Uline, X

• Businesses’ profits (and losses) are “passed through” to the 
owners, who pay taxes on the business via their personal income 
tax (progressive marginal rates from 10% to 37%)
• Mostly self-reported
• Can also deduct expenses

•  C corporations, in contrast, pay a corporate income tax at the 
entity level (21%), and then C-corporation shareholders generally 
pay a second tax if and when they receive a dividend (or sell their 
stock for a “capital gain”)
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What are the different types of pass-throughs?

• Sole proprietorships
• Single person or married couple

• S corporations
• Fewer than 100 shareholders, all domestic persons; one class of shares
• Tax attributes allocated uniformly based on capital contributions

• Partnerships
• Includes general partnerships, limited partnerships, limited liability 

partnerships, and limited liability companies
• Can be owned by C corps, S corps, trusts, foreigners, and other 

partnerships; many possible types of shares
• Tax attributes allocated flexibly based on partnership agreement
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Top tax rates over time

8Source: Tax Policy Center
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Distribution & Economics
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• Pass-through income highly concentrated at the top of the income distribution 

Partnerships and personal income tax compliance
Top 1%

Source: John Guyton and others, “Tax Evasion at the Top of the Income Distribution: Theory and Evidence” Working Paper 
28542 (National Bureau of Economic Research, 2023), available at https://www.nber.org/papers/w28542. 

https://www.nber.org/papers/w28542
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Partnership income by industry

Source: Michael Cooper and others, “Business in the United States: Who Owns It and How Much Tax Do They Pay?,” Tax 
Policy and the Economy 30 (1) (2016), available at https://www.journals.uchicago.edu/doi/full/10.1086/685594.

https://www.journals.uchicago.edu/doi/full/10.1086/685594
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Economic effects – business form

• Emerging research finds that dominance of pass-throughs has 
negative efficiency effects, keeping businesses artificially small 
and capital constrained

• The U.S. had more than 7,000 public firms in 1996, and in 2020 it 
had less than 4,000
• Less SEC regulation, less financial reporting, more concentrated ownership 

• No access to public capital markets
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https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3714939
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3011840
https://www.sciencedirect.com/science/article/abs/pii/S0165188921002062


Pass-through employment and profits

• About 25% of pass-through net income is portfolio income: 
dividends, interest, rents, royalties
• Closer to 40% for business owners in the top 1% of the distribution
• Higher if include capital gains

• Almost all partnership income (particularly that owned by the top 
1%) goes to finance, insurance and real estate

• Yet, finance and real estate account for about 6% of partnership 
employment
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https://www.irs.gov/statistics/soi-tax-stats-partnership-statistics-by-sector-or-industry


Economic effects – workers
• Do business owners pass tax costs/benefits on to workers?
• Short answer: Not so much
• Best estimates suggest that ~80-90% of tax costs/benefits go 

directly to (top bracket) owners 
• Ok, but what about the 10-20% of tax costs/benefits passed on to 

workers? 
• All recent research suggests only the highest 30% of earners receive the 

costs/benefits of business tax changes. 
• No costs or benefits to the vast majority of workers

• Note:  Changes in the top tax rates don’t affect vast majority of 
small business owners, but still tax the vast majority of the 
income
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https://doi.org/10.1093/qje/qjad040
https://patrick-kennedy.github.io/files/TCJA_KDLM_2024.pdf
https://www.federalreserve.gov/econres/feds/corporate-taxes-and-the-earnings-distribution-effects-of-the-domestic-production-activities-deduction.htm
https://www.sciencedirect.com/science/article/pii/S0047272721002139


Special Provisions

20

• Section 199A
• Payroll Taxes
• Carried Interest



Section 199A

• No positive economic effects
• No increase in business investment, jobs, wages, or output

• More evidence that trickle down doesn’t work
• Instead, only behavior change we see is wasteful tax planning, exploiting 

complexity

• Rewards wealthy owners of already very profitable, large 
companies

• Not needed for parity with C corporations
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https://www.nber.org/papers/w28680
https://home.treasury.gov/system/files/131/WP-126.pdf
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Source: Justin Elliott and Robert Faturechi, “Secret IRS Files Reveal How Much the Ultrawealthy Gained by Shaping Trump’s 
‘Big, Beautiful Tax Cut’” ProPublica (2021), available at https://www.propublica.org/article/secret-irs-files-reveal-how-
much-the-ultrawealthy-gained-by-shaping-trumps-big-beautiful-tax-cut. 

https://www.propublica.org/article/secret-irs-files-reveal-how-much-the-ultrawealthy-gained-by-shaping-trumps-big-beautiful-tax-cut
https://www.propublica.org/article/secret-irs-files-reveal-how-much-the-ultrawealthy-gained-by-shaping-trumps-big-beautiful-tax-cut
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Allow 199A to expire

• Extending would cost $684 billion/10
• According to Treasury, even just phasing out the deduction for those 

making above $400,000 would save $673 billion/10 years, as compared to 
a full extension

• Other ways to target tax breaks to actual mom-and-pop small 
businesses
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https://www.cbo.gov/publication/60271
https://home.treasury.gov/system/files/131/The-Cost-and-Distribution-of-Extending-Expiring-Provisions-of-TCJA-01102025.pdf
https://smallbusinessmajority.org/policy-agenda/tax-reform


Special Provisions
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• Section 199A
• Payroll Taxes
• Carried Interest



Payroll taxes
• Principle:

• Self-employment/payroll taxes on labor income to pay for Medicare (2.9%) 
and Social Security (12.4% up to $168,600)
• Additional Medicare tax (0.9%) on labor income of high-income workers 

(>$200,00/$250,000)
• Net investment income tax (3.8%) on capital income of high-income 

investors to pay for Medicare (>$200,000/$250,000)
• Loopholes:

• Some S corp owners mischaracterize labor income as capital income to 
avoid SE tax (“reasonable compensation” standard hard to enforce)

• Some active managers of partnerships claim “limited partner” status to 
avoid SE tax

• Some S corp owners and partners claim “material participation” in business 
to avoid NII tax

• Fix: Ensure all pass-through income is covered by either NII or SE 
($420b/10)
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https://www.cbo.gov/budget-options/60945


Special Provisions
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• Section 199A
• Payroll Taxes
• Carried Interest
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Complexity & Enforcement
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• 3rd party information reporting is fundamental to modern tax 
administration - falls off at top of income distribution, largely due to 
pass-through business income 

Partnerships and personal income tax compliance

Source: John Guyton and others, “Tax Evasion at the Top of the Income Distribution: Theory and Evidence” Working Paper 
28542 (National Bureau of Economic Research, 2023), available at https://www.nber.org/papers/w28542. 

https://www.nber.org/papers/w28542


• Pass-through income highly concentrated at the top of the 
income distribution 

Partnerships and personal income tax compliance

Source: John Guyton and others, “Tax Evasion at the Top of the Income Distribution: Theory and Evidence” Working Paper 
28542 (National Bureau of Economic Research, 2023), available at https://www.nber.org/papers/w28542. 

https://www.nber.org/papers/w28542
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Tax gap largely attributable to pass-throughs



• Partnership complexity also increases across the distribution 
(measured as partnerships that are owned by chains of partnerships)

Partnerships and personal income tax compliance

Source: John Guyton and others, “Tax Evasion at the Top of the Income Distribution: Theory and Evidence” Working Paper 
28542 (National Bureau of Economic Research, 2023), available at https://www.nber.org/papers/w28542. 

https://www.nber.org/papers/w28542
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Illustrative example of a complex ownership 
structure for a large partnership 
in the United States

Source: U.S. Government Accountability Office, “Tax Enforcement: IRS Audit Processes Can Be Strengthened to Address 
a Growing Number of Large, Complex Partnerships” (2023), available at https://www.gao.gov/assets/gao-23-106020.pdf.
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Majority of U.S. assets 
held in tax havens are 
owned through 
pass-throughs
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Policy Implications: Enhance enforcement
• Fully fund the IRS

• Preserve the new Pass-Through Compliance Unit and Large Partnership 
Compliance Program

• Better reporting
• Specify special allocations
• Provide org charts
• Identify beneficial owners
• Note: Can do this progressively

• Other
• Means-tested penalties / statutes of limitations
• Complexity fee
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• Understanding incentives to hold money through these structures, 
including the tax, legal, and efficiency costs/benefits are critical to 
conceptualizing and measuring income inequality in the U.S.

• Regulation and tax (enforcement) policy aimed at pass-throughs will 
disproportionately affect the top of the distribution 
• Implications for revenue, tax fairness, equity and efficiency trade-off 

• Tax enforcement: Audit rates are likely important, but type of audits, 
resources, and technology available to revenue services to understand 
complex partnership structures, asset holding and income flows are likely 
just as important 

Some takeaways
A large share of income at top of the distribution is flowing through 
pass-throughs (particularly complex partnerships):



Questions?
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• David S. Mitchell
• Senior Fellow, Tax & Regulatory Policy, Washington Center 

for Equitable Growth
• dmitchell@equitablegrowth.org

• Max Risch
• Assistant Professor, Carnegie Mellon University
• mwrisch@andrew.cmu.edu 

mailto:dmitchell@equitablegrowth.org
mailto:mwrisch@andrew.cmu.edu


Equitable Growth Resources
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• Factsheet: What the research says about taxing pass-through 
businesses

• Issue Brief: 2017 tax cut for pass-through business owners 
exacerbated inequality and failed to deliver economic benefits

• Report: Tax avoidance among large, complex partnerships in the 
United States

https://equitablegrowth.org/factsheet-what-the-research-says-about-taxing-pass-through-businesses/
https://equitablegrowth.org/factsheet-what-the-research-says-about-taxing-pass-through-businesses/
https://equitablegrowth.org/2017-tax-cut-for-pass-through-business-owners-exacerbated-inequality-and-failed-to-deliver-economic-benefits/
https://equitablegrowth.org/2017-tax-cut-for-pass-through-business-owners-exacerbated-inequality-and-failed-to-deliver-economic-benefits/
https://equitablegrowth.org/research-paper/tax-avoidance-among-large-complex-partnerships-in-the-united-states/
https://equitablegrowth.org/research-paper/tax-avoidance-among-large-complex-partnerships-in-the-united-states/
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