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Abstract

The U.S. tax system raises insufficient revenue to meet national needs. The erosion of taxes on 
business income, including as a result of both the increasing use of pass-through entities and the 
growth in size and complexity of such entities, has been a significant driver of these revenue losses. 
Furthermore, applying pass-through taxation to an increasing number of complex arrangements 
has created substantial challenges for tax administration, compliance, and enforcement. This 
paper examines an approach that many policymakers have offered to address these issues: 
requiring large or complex pass-through entities to pay federal income tax at the entity level, 
as corporations do. This paper outlines the challenges that the current system presents and 
the reasons such an approach has been attractive. It then develops and evaluates a concrete 
proposal to treat certain pass-through entities as corporations, examining how such a proposal 
could be constructed and implemented and its revenue and distributional impact. Revenue and 
distribution estimates have been provided by the Urban-Brookings Tax Policy Center.
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1. Introduction

The U.S. tax system raises insufficient revenue to meet 
national needs.1 This shortfall contributes to large (and 
growing) national deficits, increasing national debt, 
and underinvestment in programs that would address 
critical national challenges. In this context, the ero-
sion of taxes on business income over recent decades 
deserves attention. This paper examines an approach 
to addressing this issue that has been discussed con-
ceptually for many years: taxing more pass-through 
entities as corporations. The paper outlines the chal-
lenges presented by the current system and the rea-
sons such an approach has been attractive. It then 
examines a specific proposal in detail, analyzing how 
an administrable transition could be structured, which 
challenges will be difficult to avoid, and which alterna-
tives and variations are worth considering.

Broadly speaking, businesses are currently taxed 
either as corporations under subchapter  C (C  cor-
porations) or as some type of pass-through entity. 
C corporations face an entity-level federal income tax 
at a rate of 21 percent, with an additional layer of tax 
imposed on their owners when income is distributed. 
Pass-through entities, such as partnerships, S  cor-
porations, and sole proprietorships, generally do not 
pay federal income tax at the entity level; rather, their 
income, or loss, passes through to their owners, who 
then report such income or loss on their own tax re-
turns and pay the associated taxes. (See box 1.)

Under current tax law, a business has substantial 
flexibility to choose whether to organize as a C corpo-
ration or as a pass-through. The choice made is often 
based significantly on tax consequences. The entity 
type that achieves the lowest overall federal tax lia-
bility will vary based on policy (including differences 
between the corporate and individual rates) and the 
characteristics of the business and its owners. In many 
cases, however, businesses can achieve substantial 
tax savings on both business and labor income by 
choosing pass-through treatment.

If policymakers were designing a tax system from 
scratch, fiscal, economic, and tax administration con-
siderations would generally favor more uniformity in 
tax treatment of business entities with similar char-
acteristics, especially in the case of large and com-
plex entities. However, current law provides significant 
optionality under which rules originally written with 
simple business arrangements in mind2 are increas-
ingly applied to very large and complex organiza-
tions that have features that, historically, have been 

associated with corporate treatment, such as limited 
liability for all owners.3 As a result, pass-through tax 
rules designed to achieve logical results have become 
increasingly difficult to understand, apply, administer, 
and enforce. Negative consequences include fore-
gone revenue; tax disparities, and therefore economic 
distortions, across various margins such as choice of 
legal entity and source and timing of financing and 
distributions; wasteful tax planning; and significant tax 
administration challenges that will only worsen with 
recent cuts to Internal Revenue Service (IRS) staffing 
and resources.

To address these issues, many analysts and law-
makers have suggested reforming how business enti-
ties are taxed. In particular, many have proposed re-
quiring a subset of large or complex pass-through 
entities to pay federal income tax at the entity level, 
like C corporations do. Such a proposal could be im-
plemented by requiring certain pass-through entities 
to be treated as C  corporations or by levying a new 
pass-through entity tax on certain entities without 
changing their existing tax classifications.

However, the charge to tax large or complex pass-
throughs such as corporations is not simple in prac-
tice, and existing proposals have generally been light 
on details. Accordingly, this analysis develops and 
evaluates a concrete proposal (the base proposal) 
that would require partnerships and S  corporations 
with gross receipts above $25  million to be treated 
as C  corporations. In doing so, the analysis address-
es design and implementation questions such as how 
best to define and measure whether an entity is large, 
whether and how groups of entities should be aggre-
gated for this purpose, how the entity-level tax should 
be calculated and imposed, how transition rules would 
work, and how taxpayer responses are likely to affect 
the analysis.

Examining the base proposal brings into focus 
many of the key design choices and challenges in-
volved in making such an idea workable, including their 
revenue, distribution, economic, and tax administra-
tion effects and trade-offs. The analysis also accounts 
for the fact that policymakers are not designing a tax 
system from scratch and must therefore navigate a 
complex transition from the status quo to any re-
formed system.

The Urban-Brookings Tax Policy Center (TPC) pro-
vides revenue and distribution estimates, which are 
the first set of detailed estimates for a proposal to tax 
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large pass-throughs as C  corporations that account 
for the significant changes in tax law made by both 
the Tax Cuts and Jobs Act (TCJA) in 2017 and the One 
Big Beautiful Bill Act in 2025. TPC estimates that the 
base proposal would raise nearly $140 billion over 10 
years and would raise more than $25  billion annually 
by 2035. And, if paired with an increase in the cor-
porate rate (to 30 percent), the base proposal would 
raise nearly $470 billion over 10 years and more than 

$63  billion annually by 2035, in each case over and 
above what the corporate rate increase would raise 
on its own. The policies are complementary in that the 
base proposal would help bolster a corporate tax rate 
increase by guarding against the use of pass-through 
entities to avoid it.

The estimates also suggest that the base proposal 
reduces tax disparities because it raises revenue only 
to the extent that firms are indeed paying lower taxes 

box 1

Overview of current US business entity tax classifications

C corporations
•	 How they are taxed. C corporations currently pay tax on their income at a federal rate of 21 percent, and their 

shareholders pay additional shareholder-level income tax on such income when they receive distributions 
(i.e., dividends) or sell their stock.

•	 Types of legal entities that can be taxed as C corporations. State-law corporations (e.g., incorporated enti-
ties) are generally taxed as C corporations by default, but they can elect to be treated as S corporations 
instead if certain conditions are met (see below for more detail). Other types of state-law entities not treated 
as C corporations by default (such as LLCs, limited partnerships, and limited liability partnerships) may also 
elect to be taxed as C corporations under the check-the-box regulations.

S corporations (a type of pass-through entity)
•	 How they are taxed. S corporations generally do not pay federal income tax on their own income. Rather, 

the S corporation’s income, losses, deductions, and credits are allocated to its shareholders, in proportion 
to stock ownership and the shareholder report; the owners pay tax on such items on their own tax returns.

•	 Types of legal entities that can be taxed as S corporations. Domestic corporations that have 100 or fewer 
shareholders, have only one class of stock, and meet other eligibility criteria may elect to be treated as S cor-
porations instead of as C corporations. Other types of state-law entities (such as LLCs, limited partnerships, 
and limited liability partnerships) may also elect to be taxed as S corporations if they otherwise satisfy the 
S corporation qualifications.

Partnerships (a type of pass-through entity)
•	 How they are taxed. Partnerships generally do not pay federal income tax on their own income. Rather, the 

partnership’s income, losses, deductions, and credits are allocated to its partners, who report and pay tax on 
such items on their own tax returns. Items are shared, economically and for tax purposes, according to the 
agreement of the partners (subject to complex allocation rules), but partnership tax rules generally provide 
substantial flexibility in allowing tax consequences to follow the partners’ economic arrangement.

•	 Types of legal entities that can be taxed as partnerships. Generally, state-law entities other than state-
law corporations (e.g., general partnerships, limited partnerships, LLCs, and limited liability partnerships) are 
treated as partnerships by default. Entities formed as corporations under state law are generally prevented 
from electing to be taxed as partnerships.

Sole proprietorships and disregarded entities
•	 How they are taxed.  A sole proprietorship or disregarded entity (DRE) reflects business or other activity car-

ried on directly by an owner, without a separate regarded entity for federal income tax purposes. Accordingly, 
there is no entity-level tax, and all income, losses, deductions, credits, or other items are reflected directly on 
the owner’s income tax return.

•	 Types of legal entities that can be taxed as sole proprietorships. Many sole proprietorships operate under 
state law without the formation of any legal entity at all—the sole business owner simply operates the busi-
ness directly. Other state-law unincorporated entities that would normally default to partnership treatment for 
federal income tax purposes (e.g., general partnerships, limited partnerships, LLCs, and limited liability part-
nerships) are disregarded (i.e., effectively taxed as sole proprietorships) for federal income tax purposes when 
they have only a single economic owner. These entities (e.g., a single-member LLC) are effectively ignored, and 
do not exist as separate (pass-through or corporate) entities, from a federal income tax perspective.
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as pass-through entities than they would as C corpo-
rations. The base proposal is highly progressive: Once 
fully phased in, 94 percent of the tax increase would fall 
on the top 10 percent of the income distribution, with 
the vast majority of that (66 percent) concentrated in 
the top 1  percent. Moreover, the base proposal would 
affect only the largest 0.7 percent of pass-through enti-
ties while reaching nearly half (49 percent) of all pass-
through net income. And because the base proposal 
would determine tax treatment based on an explicit size 
threshold, it would generally exclude small businesses.

While it presents significant transition and imple-
mentation challenges, taxing large pass-throughs as 
C corporations could also provide benefits for tax ad-
ministration by moving entities out of administratively 
challenging pass-through tax regimes. But transition-
ing many complex businesses onto a new regime will 
require a tremendous amount of work, and great care 
should be paid to minimize unnecessary administrative 
burden. Accordingly, making such a proposal workable 
will require policymakers to give significant attention 
to many detailed and complicated elements of policy 
design, many of which are discussed below and in Ap-
pendix 2 (the Technical Appendix). Of particular note, 
strong aggregation rules will be needed, both to mea-
sure entity size accurately and to prevent the use of 
multiple commonly owned entities to avoid the rules 
in form but not substance. But sound fixes to existing 
aggregation rules are possible, and many of these fixes 
would have benefits outside of this proposal.

The paper also examines some alternatives to 
the base proposal, including setting different gross 

receipts thresholds, using thresholds other than gross 
receipts for determining which pass-throughs are 
subject to corporate tax, and adopting an alternative 
pass-through entity tax approach. The analysis con-
cludes that, if policymakers are interested in impos-
ing entity-level taxes on pass-through entities based 
on size, applying C corporation tax treatment to firms 
above a particular gross receipts threshold is likely the 
most feasible approach.

More broadly, the paper concludes that taxing cer-
tain large or complex pass-through entities as C cor-
porations is worth keeping on the menu of options for 
business tax reform, particularly given that the political 
constraints on the next opportunity for reform are cur-
rently unknowable. The proposal examined here func-
tions best and yields the most revenue when paired 
with increases in the corporate tax rate and other 
complementary fixes to the business tax base.

The paper thus focuses on building a blueprint 
for careful policy design and moving the discussion 
forward on an approach that has been attractive to 
policymakers for decades but needs considerable 
additional policy design work. The paper does not 
unreservedly endorse taxing large or complex pass-
through entities as corporations, in part because fully 
evaluating such a proposal against other options for 
raising revenue depends on policy and political con-
siderations that are beyond the scope of this analy-
sis. However, the clear need for additional revenue and 
potential obstacles to other pass-through tax reforms 
means the proposal warrants further consideration 
and development.
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2. The challenge

The significant increase in the use of pass-through en-
tities over traditional corporations, and the increasing 
scale of many pass-through entities, has eroded fed-
eral tax revenue on both business and labor income. 
For business owners, choosing pass-through tax treat-
ment often—though not always—means a lower to-
tal federal tax liability than choosing to be taxed as a 
C corporation.4 And, while pass-through tax rules aim 
to achieve logical and reasonable results on the whole, 
their continued application to an increasing set of 
large and complex arrangements results in administra-
tive and compliance problems, including a lack of tax 
enforcement, that contributes materially to the loss of 
tax revenue.

(a) The rise of pass-through 
entities
Over the past several decades, business and eco-
nomic activities have moved increasingly into pass-
through entities and away from C corporations. Figure 
1a shows that, as between the three primary business 
entity tax classifications that are treated as separate 
entities from a federal income tax perspective (i.e., 
C corporation, partnership, S corporation—leaving out 
sole proprietorships and disregarded entities, or DREs), 
the number of pass-through entities has far exceeded 
the number of C corporations since the late 1980s. By 
1996 the number of S  corporations alone exceeded 
the number of C corporations. And by 2002 the num-
ber of partnerships alone had overtaken the number 
of C corporations. The number of pass-through enti-
ties has continued to grow faster than the number of 
C corporations in subsequent decades.

These shifts have been matched by a shift in the 
distribution of business income. As shown in figure 1b, 
the pass-through form now captures about 60  per-
cent of total net income—a much higher share than in 
1980, when pass-throughs captured only about a fifth 
of total net income. The increased use of partnerships 
and S corporations has driven most of that growth.

The growth of the pass-through sector seems to 
have been accelerated in part by a series of federal 
and state policy changes starting in the 1970s. Federal 
changes to corporate and individual tax rates over this 
period increased the attractiveness of pass-through 
entities relative to C corporations.5 And states increas-
ingly created new types of unincorporated business 

entities (such as limited liability companies, or LLCs) 
that offer various legal benefits and that largely default 
to pass-through treatment for federal income tax pur-
poses.6 It appears that state policy and federal income 
tax policy were largely uncoordinated, and federal in-
come tax rules generally sought to adapt and keep up 
with new legal entities.

The check-the-box regulations, issued in 1996, also 
contributed to the overall shift toward pass-through 
entities by giving business owners greater certainty 
and flexibility when choosing their entity’s federal in-
come tax classification.7 The check-the-box regula-
tions allow eligible entities to choose whether they are 
taxed as corporations or as pass-throughs for federal 
purposes.8 The rules in place prior to check-the-box 
had generally sought a more substance-based ap-
proach, treating entities as C corporations when they 
had certain corporate characteristics under a multi-
factor test (even if those entities were not organized 
as corporations under state law).9 This was, in part, an 
effort to ensure that federal income tax classification 
followed state legal entity classification. However, with 
some effort and complication, taxpayers were gener-
ally able to effectively elect corporate or pass-through 
treatment under these rules by complying with (or in-
tentionally flunking) this multi-factor test. But by for-
malizing these taxpayer elections, the check-the-box 
rules thus made achieving the desired tax treatment 
much simpler and more certain.

(b) Revenue losses from the 
growth in pass-through entities
Corporate income is generally taxed twice,10 while 
pass-through income is taxed only once at the owner 
level. For individuals, this means federal income tax 
is imposed on their pass-through business income 
once, at marginal individual tax rates up to 37  per-
cent. Certain pass-through owners are also eligible 
for section  199A’s qualified business income deduc-
tion, which lowers the top rate on their share of such 
income from 37 percent to 29.6 percent. As a result, 
the top rate for an individual’s pass-through business 
income before section  199A (37  percent) is already 
lower than the overall effective tax rate that would 
apply to such income in a C  corporation structure 
(39.8  percent), and the top rate that applies to the 
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individual’s pass-through business income eligible for 
section 199A (29.6 percent) only widens this gap.

Aside from these general rate differentials, specif-
ic types of pass-through entities provide other unique 
tax advantages. (See the box 1 for a general overview 
of the differences between types of pass-through en-
tities and how they are taxed.) For example, S corpo-
ration owners exploit a well-known loophole to avoid 
both the net investment income tax (NIIT) and em-
ployment taxes on what is effectively labor income.11 
Partnerships provide a broader range of tax benefits 
since they generally provide significant flexibility to 
structure transactions in a way that minimizes tax lia-
bility. For example, partnerships allow owners to move 
assets in and out of the business without triggering 
tax much more easily than other entities (both C cor-
porations and other pass-throughs). They also allow 
partners significant flexibility in deciding how income, 
deductions, liabilities, and other tax items are shared, 
including through special allocations. These flexibilities 
often result in lower tax liabilities and can encourage 
aggressive structuring that is driven purely by minimi-
zation of the partners’ overall tax liabilities.12

The type of entity that will deliver the lowest over-
all federal tax liability for a business and its owners 
depends on both policy (including the difference be-
tween the corporate and individual rates, and whether 

those rates change over time) and the specific char-
acteristics of the entity and its owners. For example, 
after the TCJA lowered the corporate tax rate from 
35  percent to 21  percent, the choice between cor-
porate and pass-through treatment became a much 
closer call for many businesses, although, as shown in 
figure 1b, the share of business income flowing to pass-
through entities was broadly similar in 2022 to what it 
was in the several years preceding the 2017 enactment 
of the TCJA.13

Use of the pass-through form also now extends to 
many large and complex organizations that have fea-
tures traditionally associated with corporate treat-
ment, such as centralized management, limited liability 
for all (rather than only some) equity owners, and pub-
lic trading. Many large operating businesses now go 
public through a special structure (the Umbrella Part-
nership-C Corporation, or Up-C) designed to maintain 
pass-through treatment for the underlying operating 
business, at least for a significant period.14

Pass-through tax rules have struggled to keep up 
with these changes. Some rules are outdated and dif-
ficult to apply to real world structures, and others have 
become incredibly complex through piecemeal up-
dates intended to address specific structures or strat-
egies.15 In particular, partnership tax rules have evolved 
into a network of varied and sometimes inconsistent 

Figure 1

Total tax returns and share of total net income, by entity type, 1980–2022
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options that are difficult to administer and full of com-
plexity and ambiguity, in certain cases facilitating ag-
gressive tax planning.16

The result is that many businesses have been 
able to achieve significant tax savings by opting to 
use the pass-through form, which has taken a sig-
nificant toll on federal tax revenues. Using 2011 data, 
Cooper et al. found, “The average federal income tax 
rate on U.S. pass-through business income is 19 per-
cent, much lower than the average rate on traditional 
corporations. If pass-through activity had remained at 
1980’s low level, strong but straightforward assump-
tions imply that the 2011 average U.S. tax rate on to-
tal U.S. business income would have been 28 percent 
rather than 24  percent, and tax revenue would have 
been approximately $100  billion higher.”17 The TCJA’s 
deep cut of the corporate tax rate from 35 percent to 
21 percent—much larger than its cut to the top individ-
ual rate—reversed some of the tax advantages of the 
pass-through form. However, the TCJA’s enactment of 
the section  199A deduction for certain pass-through 
income, as well as its tax preferences for certain cate-
gories of investment, has meant that pass-through in-
come generally continues to be taxed at a significantly 
lower rate than C corporation income.18

The degree of flexibility found in partnerships—one 
of the hallmarks of partnerships19—also contributes to 
revenue loss. Tax rules that provide pass-through enti-
ties flexibility to achieve favorable tax treatment can 
facilitate and encourage legitimate business and eco-
nomic activity, but they also cost the federal govern-
ment significant tax revenue. As many have pointed 
out, much of this flexibility is found in the allocation 
rules, which are complex and sometimes vague, and 
that govern how partnerships allocate income and 
other tax items among owners.20 One recent study es-
timated that the federal government lost $251 billion in 
revenue between 2011 and 2020 due to the flexibility 
found in current partnership allocation rules (relative 
to counterfactual scenarios where stricter rules were 
in place).21

(c) Tax administration 
challenges
Applying pass-through taxation to an increasing num-
ber of very complex arrangements has created sub-
stantial challenges for tax administration, compliance, 
and enforcement. The partnership tax rules gener-
ally seek to (1)  give business owners wide latitude to 
write their economic deal, (2)  impose one level of tax 
at the time income is earned, and (3) cause tax con-
sequences to follow the owners’ agreed economic ar-
rangement. These are reasonable and logical goals in 
the abstract, and subchapter K (the provisions of the 
Internal Revenue Code that govern the tax treatment 

of partnerships) can often achieve these results. How-
ever, the subchapter  K rules can also invite abuse, 
particularly in very complex arrangements22 and es-
pecially because IRS enforcement and information-
gathering capabilities have diminished.

Despite the increased prevalence of partnerships, 
it has become difficult to obtain some of the most 
basic information about them, including the number 
and identity of partnership owners. Research using IRS 
data has found that about 26 percent of partnership 
income could not be readily traced to known types of 
entities or individuals.23

Part of the reason for these difficulties in collect-
ing information about partnerships is that the laws 
governing partnership tax administration are weak in 
many ways. Although the network of interconnected 
entities has expanded, particularly in the investment 
fund world,24 there is still little third-party reporting 
that allows the IRS to verify partnership income (and 
other tax attributes) independently. The reporting re-
quired with respect to partnership assets and owner-
ship structures is limited and, in many cases, uninfor-
mative. Partnership tax reporting is also outdated and 
inconsistent, requiring significant information to be 
reported on nonuniform schedules, which increases 
the difficulty of deciphering partnership arrangements 
and tax positions from tax returns alone and thus in-
creases the IRS’s workload.25

Furthermore, interconnected partnerships can 
lead to very large and exceedingly complex structures. 
Complex networks can involve partnerships owned by 
chains of other entities (including other partnerships) 
and can even include circular ownership, where entity 
#1 owns an interest in entity #2, which in turn owns an 
interest in entity #1, inadvertently or intentionally cre-
ating an ownership loop. This occurs more commonly 
as separately managed and unrelated partnerships 
invest in, and transact with, each other in a complex 
market; many partnership networks do not consist of 
a single overall organization, business, or firm. Still, be-
tween 2002 and 2019 there was a staggering increase 
in the number of partnerships qualifying as large (i.e., 
$100 million or more in assets and 100 or more total 
partners) and complex (i.e., 20 or more tiers of owner-
ship)—from 36 to more than 6,000 (figure 2).

The complexity and lack of clarity in many part-
nership structures makes it difficult for the IRS to au-
dit them,26 even though those same features tend to 
make partnerships major contributors to the “tax gap” 
(i.e., taxes owed legally but not paid). The IRS currently 
estimates that pass-through entities (including part-
nerships, S corporations, and some trusts and estates) 
contribute about $40  billion annually to the tax gap, 
though there is significant uncertainty in this estimate 
due to information gaps.27 Nevertheless, only 0.1 per-
cent of partnerships and S corporations were audited 
by the IRS in 2020—lower than the 0.7 percent audit 
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rate for C corporations. Similarly, as of 2019 the IRS au-
dit rate for large partnerships (defined as partnerships 
with more than $100 million in assets and more than 
100 partners) had dropped to below 0.5 percent, far 
lower than the 5 percent audit rate for corporations of 
the same size ($100 million or more in assets).28

In sum, absent challenges in administration, there 
are compelling arguments for pass-through taxation. 
It allows tax liability to be based directly on individu-
al owner capacity, it minimizes differential treatment 
based on formal distinctions (such as the use of equi-
ty or debt capitalization), and it theoretically reduces 
cross-border tax planning by causing tax to be based 
(at least in the U.S.) on owner characteristics that are 
difficult to change. However, the theory has become 
inconsistent with the practice; attempting to align 
taxation with owner-level characteristics becomes 
incredibly difficult to administer with respect to op-
erations of significant size and complexity,29 and the 
ability to mix and match pass-through and corporate 
treatment within specific organizations means that 
some of the benefits of a pure pass-through system 
go unrealized.30

(d) The wide range of approaches
to pass-through tax reform
The rise in the number of pass-through entities, and 
the resulting revenue and tax administration chal-
lenges, have made tax policy experts increasingly 
concerned about the degree to which businesses can 
choose their own tax treatment, exploit the flexibility 
and complexity of existing rules, expend significant re-
sources on complex tax planning, and engage in ag-
gressive or unlawful tax minimization strategies. There 
is a wide spectrum of policy proposals that seek to 
address these issues by reforming how pass-through 
and other business entities are taxed, including the 
following:

Specific fixes to the pass-through (or broader 
business) tax base
Some proposals focus on fixing specific pass-through 
tax rules that pose the greatest need for clean-up 
and modernization or the greatest risk of abuse. The 
Tax Law Center and The Hamilton Project previously 

Figure 2
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published a report on many such options.31 Reforms 
that close specific loopholes and gaps in the applica-
tion of self-employment tax to labor income earned 
through pass-through entities, and proposals that 
would repeal or reform section  199A, also fit in this 
category, among many others.32

Reducing electivity
Some proposals would reduce the extent to which 
business entities can self-select among different tax 
classifications but would stop short of imposing a uni-
versal, or near-universal, system of business entity 
taxation.33

Fundamental business tax reform
Various proposals suggest larger reforms that would 
move toward a uniform taxation of all business entities. 

Certain of these proposals, sometimes referred to as 
integration proposals, would subject most or all busi-
nesses to either mandatory entity-level taxation or 
mandatory pass-through taxation.34

Proposals to tax only the largest or most-complex 
pass-through entities at the entity level
These proposals fit somewhere between the more-
specific and the more-fundamental proposals sum-
marized above. They would essentially turn off pass-
through treatment for the largest or most-complex 
pass-through entities, either by requiring them to be 
taxed as C  corporations or by creating some other 
mechanism to impose tax at the entity level. Sec-
tion 3 examines the attractions and challenges of this 
approach.
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3. Attractions and challenges of taxing large 
or complex pass-through entities as 
corporations

There is a long history of tax reform proposals and 
budget plans from across ideological lines that pro-
pose to tax a subset of pass-throughs at the entity 
level (see Appendix 1). Taxing large, complex, or corpo-
rate-like pass-through entities at the entity level is at-
tractive because, in principle, it could have significant 
benefits.

(a) Revenue
In proposals that provide revenue estimates, the ap-
proach is typically estimated to raise anywhere from 
$100 billion to hundreds of billions over a decade (or 
up to tens of billions of dollars per year, amounting 
to up to about 0.1 percent of annual GDP). These es-
timates depend on corporate and individual tax rates 
and other features of then-existing tax law and policy. 
They are also sensitive to policy design choices.

(b) Distribution
Partnership and S  corporation income is even more 
heavily concentrated at the top of the income dis-
tribution than income from corporate dividends. As 
of 2022, some 70 percent of partnership net income 
(less partnership net loss) and some 64  percent of 
S corporation net income (less S corporation net loss) 
flowed to filers with more than $1  million in adjusted 
gross income (AGI).35 Only about 42 percent of corpo-
rate dividends accrued to the same group (figure 3).36 

Partnership and S corporation income is also a greater 
share of total income for high-income filers than it is 
for lower-income filers. In 2022, partnership net in-
come (less partnership net loss) made up approxi-
mately 8 percent of total income for filers with more 
than $1 million of AGI, but less than 1 percent of total 
income for filers with less than $1 million of AGI.37 Simi-
larly, S corporation net income (less S corporation net 
loss) was approximately 16 percent of total income for 
filers with more than $1 million of AGI, but only 2 per-
cent for filers with less than $1  million of AGI.38 Thus, 
proposals that increase taxes on the income of large 
partnerships and S  corporations have the potential 

to increase taxes for high-income filers with minimal 
effect on the tax liability of low- and middle-income 
filers.

Proposals to tax certain pass-throughs at the en-
tity level can also be tailored, via the use of an explicit 
size threshold, to minimize tax increases on true small 
businesses.39 This can help assuage concerns that 
small businesses face liquidity problems when their 
taxes are increased, even when the owners of those 
businesses are in the top 10 percent—or even the top 
1 percent—of the income distribution.40 This, of course, 
raises the question of how best to define and measure 
the terms “large” and “small.” Some proposals may re-
quire some operating businesses that are small on a 
standalone basis to be considered as part of a larger 
group of related entities (to ensure that the tax cannot 
be avoided), with tax and administrative implications 
for those businesses. These nuances are explored be-
low and in the Technical Appendix.41

(c) Parity
Pass-through taxation has existed since the begin-
ning of the income tax,42 and it originally served as a 
relatively simple way to tax small groups of partners 
undertaking joint economic activity on an aggregate 
(rather than separate entity) basis.43 But many large 
and complex pass-through entities today have most, 
if not all, of the hallmarks traditionally associated with 
separate entity (i.e., corporate) taxation, including 
centralized management, limited liability for all own-
ers, and, in some cases, public trading of their equity 
interests.44 This has raised the question of why pass-
through income should be taxed differently (and in 
many cases more lightly) than the income of tradition-
al corporations.

These considerations motivate many business 
tax proposals that seek to draw a clearer distinction 
between C  corporations and pass-throughs based 
on their legal and substantive characteristics. Apply-
ing an entity-level tax to some large or complex pass-
throughs is a rough-justice way to achieve this without 
taking on—and potentially getting bogged down in—a 
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return to the entity classification rules that existed pri-
or to the check-the-box rules or a much larger project 
to rewrite business taxation so that it more perfectly 
aligns tax treatment with substantive characteristics 
in every case.45

Taxing large or complex pass-throughs as corpo-
rations also has the advantage of automatically main-
taining parity among such entities even as corporate 
and individual tax rates change. In recent tax debates, 
policymakers have sometimes argued for or against 
broader tax changes on the basis that they would re-
duce or increase disparities in the tax rates applicable 
to corporations relative to pass-through entities (or 
vice versa). If all large or complex pass-through enti-
ties were subject to the same tax treatment, many of 
these parity concerns would no longer constrain deci-
sions about corporate and individual tax rates.

Notably, current law already applies corporate tax 
treatment to a narrow set of partnerships under sec-
tion 7704, which treats most publicly traded partner-
ships as corporations. Current law excepts certain 
publicly traded partnerships from this treatment, al-
though proposals, including a bipartisan legislative 
proposal from Max Baucus and Chuck Grassley (who 
were, at the time, the Senate Finance Committee chair 

and ranking member) have proposed to curtail or re-
fine these exceptions.46 Even without those excep-
tions, however, the scope of section  7704 would be 
limited.47 Nonetheless, the provision is some prec-
edent for treating a subset of pass-throughs as too 
much like corporations for partnership treatment.

(d) Reducing inefficient tax-
induced economic distortions
Research has suggested that the incentive to use 
pass-through entities over C  corporations due to 
their tax benefits may reduce access to public capital, 
thereby reducing investment and employment.48 To 
the extent that these tax benefits are arbitrarily more 
accessible to some industries or businesses than oth-
ers, they could also induce wasteful economic distor-
tions in investment and ownership patterns across 
types of economic activity. As Martin A. Sullivan has 
put it,

If some competitors in an industry are exempt 
from corporate tax and others are not, the tax 
treatment results in inefficient excess invest-
ment for the fortunate and inadequate levels 

Figure 3
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of investment for everyone else. There is also 
inefficiency across industries. If the apple in-
dustry is filled with tax-favored investors and 
the potato industry is not, there are too many 
apples and too few potatoes.49

Thus, removing or shrinking the set of entities for 
whom the tax benefits of pass-through treatment are 
available could, all else equal, improve the allocation 
of economic resources. This has explicitly motivated 
several past proposals. For example, citing Goolsbee 
(2004), Mackie-Mason & Gordon (1997), and Gordon 
& MacKie-Mason (1994), the Obama administration’s 
2012 Framework for Business Tax Reform notes, 

(iii) Distorting the form of businesses. The 
ability of large pass-through entities to take 
advantage of preferential tax treatment has 
placed businesses organizing as C-corpo-
rations at a disadvantage. By allowing large 
pass-through entities preferential treatment, 
the tax code distorts choices of organizational 
form, which can lead to losses in economic 
efficiency; business managers should make 
choices about organizational form based on 
criteria other than tax treatment.50

Furthermore, requiring uniform C  corporation 
treatment for large entities may be more attractive the 
more efficient the corporate tax is at raising revenue. 
There is a large literature about potential reforms that 
could make corporate taxation more efficient. Some 
recent research has additionally argued that cash flow 
taxes on businesses are a particularly efficient way to 
raise revenue and are best levied at the entity level.51 In 
general, a business cash-flow tax (one that allows busi-
nesses to expense, or deduct, the cost of investments 
up front) raises revenue from only above-normal re-
turns on investment, potentially minimizing investment 
disincentives.52 However, a cash-flow tax achieves a 
zero tax rate on the normal return to investment only 
if investments are expensed at the same tax rate as 
the subsequent income from the investments is taxed. 
Pass-through income—because it is taxed directly at 
the pass-through owner level—may be subject to tax 
at different rates in different years, which could result 
in either negative or positive taxes on the normal re-
turns to investment. Imposing corporate tax at a flat 
rate on all large businesses could go a significant way 
toward solving this problem.

(e) Tax administration 
advantages
As discussed above and elsewhere,53 large and com-
plex pass-through entities generate significant com-
pliance and administrative challenges. It can be 

difficult for the IRS to understand their financial and 
economic arrangements, as well as the tax positions 
they take, based on existing information reporting.54 
Proposals that reform the tax treatment of large or 
complex pass-through entities can therefore reduce 
these compliance and administrative costs. As the 
Bush administration’s 2005 President’s Advisory Panel 
on Federal Tax Reform (Advisory Panel) explained,

Requiring all large entities, including partner-
ships, to abide by the same business tax rules 
would provide fewer opportunities for tax 
shelters and less exploitation of loopholes. For 
example, a consistent treatment of income 
from large businesses would shrink opportu-
nities to use a partnership structure to avoid 
taxes. Many recent tax shelters were designed 
to exploit the complicated partnership rules.55

Furthermore, requiring the largest and most com-
plex partnerships to be taxed as C corporations, and 
thus carving them out of subchapter K, could address 
many of subchapter K’s existing problems. The largest 
and most complex partnerships, as well as “internal” 
partnerships (i.e., those owned by members of a single 
related party group), raise some of the most difficult 
and high-dollar subchapter  K issues. Taxing them as 
C corporations could help by confining existing part-
nership tax rules largely to smaller and simpler entities 
that better resemble the types of arrangements for 
which subchapter K was originally written.

Additionally, compared to proposals that would 
require a more comprehensive rewrite of business 
taxation, taxing large or complex pass-through entities 
at the entity level affects fewer businesses and may 
thus strike policymakers as more feasible. At the same 
time, the approach could complement or facilitate 
other meaningful reforms. For example, it could facili-
tate the simplification of partnership tax rules, since 
many of their complexities are less relevant to the 
types of smaller and simpler partnerships that would 
be left in subchapter K.56 Indeed, several commenta-
tors have suggested a new, unified regime for these 
smaller pass-through entities that would meld cer-
tain features of subchapters S and K.57 Similarly, others 
have proposed restricting pass-through treatment to 
smaller and simpler firms as part of a series of reforms 
that include both tax administration and enforcement 
changes to the pass-through tax base.58

These conceptual advantages must be weighed 
against the potential trade-offs and practical chal-
lenges of the proposal. As discussed further below, 
these include (1)  complexity in basic design and im-
plementation, including how to address avoidance; 
(2)  significant transition challenges; (3)  uncertainty 
from year to year; and (4) potential adverse impacts 
on domestic investment.59
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4. The proposal

If the tax system was being designed from scratch to-
day, revenue, equity, and tax administration consider-
ations would support a more uniform, and less elec-
tive, treatment of business entities that have similar 
characteristics. Imposing entity-level tax on large or 
complex pass-throughs is one way to move closer to 
this result, which has been attractive to many policy-
makers. There are themes across proposals, including 
a desire to measure similarity based on size in order 
to carve out some subset of small businesses.60 How-
ever, most prior proposals are out of date or have not 
been specific enough to allow policymakers to evalu-
ate them against other options. In particular, proposals 
of this nature require a closer look to evaluate whether 
transition and ongoing implementation challenges can 
be adequately addressed.61

To fill that gap, this paper examines a concrete 
proposal to tax all large pass-through entities as 
C  corporations. The proposal is similar in structure 
to many of the existing proposals summarized in Ap-
pendix 1, but it includes more-detailed discussion of, 
and recommendations regarding, many of the thorny 
implementation and transition issues policymakers 
would need to address. The intent is to enable policy-
makers to evaluate whether these implementation and 
transition challenges can be solved. Additionally, the 
paper provides and analyzes new revenue and distri-
butional estimates from TPC. The Technical Appendix 
dives even deeper into many of the policy design and 
implementation details.

In general, the base proposal would require all 
large partnerships and S  corporations—those with 
gross receipts exceeding $25 million—to be treated as 
C corporations for federal income tax purposes.62 The 
overarching approach focuses on building on exist-
ing tax rules that already impose C corporation treat-
ment on certain pass-through entities (e.g., publicly 
traded partnerships) as much as possible, and the size 
threshold tracks several of the proposals in Appendix 1.

(a) Key elements of the base 
proposal
Focusing on partnerships and 
S corporations
The base proposal would apply to partnerships and 
S corporations. It would not apply to certain specific 

types of entities or arrangements that are commonly 
thought of as pass-throughs, such as regulated invest-
ment companies (RICs), real estate investment trusts 
(REITs), and sole proprietorships. Additional consider-
ations regarding this approach are discussed in Sec-
tion 5, below. 

Defining “large” and measuring size
Identifying and capturing only large pass-through enti-
ties requires defining which entities are large, and doing 
so in a way that tax rules can measure. For this purpose, 
the base proposal would use a $25  million gross re-
ceipts threshold. TPC’s estimates index this $25 million 
threshold for inflation using the C-CPI (chained CPI).

Gross receipts would be averaged over a 
three-year period
A gross receipts test must not only set the dollar 
amount but also must establish the period over which 
such dollar amount is measured. Existing gross re-
ceipts tests measure average annual gross receipts 
over a period of three taxable years.63 This ensures 
that an anomalous single year outcome does not push 
a business into (or out of) the regime.

The base proposal should be coupled 
with reforms to existing aggregation rules
Any size-based approach to the threshold, including 
the base proposal’s gross receipts test, should incor-
porate aggregation rules. Aggregation rules address 
the circumstances in which separate entities with 
common ownership should be counted as a single en-
tity for testing purposes. For example, if partnership A 
and partnership B each has gross receipts of $13 mil-
lion, but both are owned and controlled by the exact 
same two partners, it is more appropriate to treat 
them as a combined organization with gross receipts 
of $26  million (and thus each would be treated as a 
separate corporation under the base proposal).64

Strong aggregation rules are needed to ensure 
that (1) entity size is measured accurately (including on 
an group-wide basis where appropriate); and (2)  en-
tities are not able to manipulate their size, and thus 
avoid C  corporation treatment, simply by separat-
ing into multiple smaller entities. Various aggregation 
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rules exist under current law, but technical reforms 
are needed to ensure they are effective in this con-
text. Such reforms include ensuring that commonly 
owned and controlled entities are aggregated regard-
less of the nature of their activities (i.e., whether they 
are engaged in business or investment activities) and 
ensuring that all entities (corporate or pass-through) 
can be aggregated due to sufficient overlapping eco-
nomic ownership or control. These technical reforms 
are discussed further in the Technical Appendix. Sev-
eral of these reforms should be pursued even outside 
the context of this proposal.

Aggregation rules mean some businesses with min-
imal receipts (if examined alone) will face administrative 
burdens associated with testing and proving their size.

A several-year transition timeline is likely 
appropriate
Implementing the base proposal will require a de-
layed effective date to give taxpayers and the IRS time 
to evaluate and implement the rules. Complying with 
the proposal is likely to be complex for many taxpay-
ers, since it will include evaluating whether entities are 
subject to the regime (including under aggregation 
rules), the impact of any required conversions, and 
whether it is preferable to restructure economic and 
entity arrangements before the rules go into effect. 
Similarly, the U.S. Department of the Treasury (Trea-
sury) and the IRS will need time to craft guidance nec-
essary for compliance and administration. Thus, while 
the estimates here assume an immediate effective 
date to better understand the long-run revenue path, 
it is likely appropriate to provide a relatively long tran-
sition period, potentially several years.

Required conversions should be handled in 
the same manner as under existing rules
Existing rules require certain entities to be treated as 
corporations, such as certain publicly traded partner-
ships, and allow other entities to be treated as cor-
porations, such as pass-through entities that elect to 
be treated as corporations under the check-the-box 
rules. These rules set out the mechanics by which 
such conversions occur. Under those mechanics, the 
relevant entity is treated as first contributing all of its 
assets to a new corporation in exchange for stock and 
then distributing that stock to its partners or owners in 
liquidation. Conversions required under the base pro-
posal should also follow these mechanics.

Limited transition relief is likely 
appropriate for conversions that trigger 
immediate tax
For most entities, the deemed conversion steps above 
will be nonrecognition transactions (i.e., will not trig-
ger tax). But some conversions could trigger immedi-
ate tax liabilities. Transition rules could provide relief 
by deferring the tax liability in some manner. One ap-
proach is to provide that all conversions required un-
der the proposal are nonrecognition transactions re-
gardless of other rules; those rules might then require 
additional basis or other adjustments. Another is to al-
low the resulting tax to be paid in installments, which 
is less complex and aligns with how tax rules and pro-
posals have addressed similar scenarios.65

Guidance from Treasury will likely be 
needed to address the complex issue of 
how to impose corporate treatment on 
existing partnership equity arrangements
Under current law, partnership interests are char-
acterized and taxed very differently from corporate 
stock. Accordingly, how partnership interests are 
treated once the entity is a corporation (i.e., translat-
ing partnership interests into corporate stock for tax 
purposes) will be a complex analysis in many cases.

The federal tax system must already deal with this 
issue to some degree (e.g., because LLCs with part-
nership economics can, and in certain cases do, elect 
to be treated as corporations). But today’s rules are 
largely elective and thus do not address the breadth 
of such issues that could arise under the base pro-
posal. Given the variety in partnership economic ar-
rangements, detailed prescriptive rules that translate 
partnership economics into corporate stock would 
be highly complex. More realistically, rules will need to 
provide general guidance that clarifies expected areas 
of confusion, such as general rules or guidelines for 
when differences in economic rights will create sepa-
rate classes of stock. This detail is perhaps best ad-
dressed via regulation. The length of the transition pe-
riod before effectiveness is also relevant here: A longer 
transition period could allow taxpayers to evaluate 
the issue and modify their arrangements accordingly 
ahead of the effective date, and thus lessen the need 
for guidance.

Entities that later fall above or below the 
size threshold
The rules will need to address entities that become, or 
cease to be, large once the system is in effect. These 
entities may fall into, or out of, the rules on an ongoing 



basis. For entities that later cross the size threshold 
for being large and thus fall into the rules, the consid-
erations should be largely the same as for initial con-
version, discussed below. For entities that are large but 
later drop below the size threshold, the base proposal 
would prohibit an elective conversion back to pass-
through treatment under the check-the-box rules.66

(b) Revenue and distributional 
impact of the base proposal
(i) Revenue
With a current law baseline, the base proposal to treat 
all partnerships and S corporations with gross receipts 
above $25 million as C corporations would raise rough-
ly $140 billion over the 10-year window from 2027 and 
2036. This estimate assumes an effective date of Jan-
uary 1, 2027.

As figure 4 shows, the proposal loses revenue in 
the first year after enactment but then begins rais-
ing revenue in 2028. Revenues then ramp up over the 
course of the decade, ultimately reaching more than 
$25 billion per year starting in 2035.

The revenue is backloaded because the estimates 
assume that pass-through entities captured by the 

regime will seek to avoid increased tax liability in early 
years, such as by retaining earnings (rather than dis-
tributing them) to minimize the second layer of the 
corporate tax. Essentially, due to the current 21  per-
cent corporate rate, retained corporate earnings are 
subject to less tax than pass-through business income 
allocated to individual owners. But this is the case only 
to the extent such earnings remain inside the corpora-
tion or shareholders retain their stock. Thus, as such, 
retained corporate earnings are assumed to be dis-
tributed or otherwise taxed at the shareholder level 
over time, while revenues from the proposal build over 
the 10-year window.

(ii) Distribution
The base proposal would impact nearly half (49  per-
cent) of total pass-through entity net income but fewer 
than 1 percent of total partnerships and S corporations. 
Approximately 83,000 partnerships and S  corpora-
tions would be converted into C  corporations under 
the proposal, which represents just under 0.7 percent 
of all such entities (0.9 percent of S corporations and 
0.4  percent of partnerships). About two-thirds of the 
entities that would be affected are S corporations and 
the remaining one-third are partnerships. Section  5 
below discusses alternatives that would focus more 

Figure 4

Revenue raised by base proposal, 2027–36
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Source: Tax Policy Center 2026.

Note: Figure shows revenue estimates for the base proposal, i.e., requiring partnerships and S corporations with 
gross receipts exceeding $25 million to be treated as C corporations for federal income tax purposes. Revenue and 
distribution estimates have been provided by the Urban-Brookings Tax Policy Center.
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specifically on partnerships. Additionally, since TPC’s 
estimates index the $25 million threshold for inflation, 
growth in the number or share of entities captured by 
the proposal over time is due to real growth.

Nearly all (94 percent) of the total tax increase aris-
ing under the base proposal, once fully phased in, would 
be borne by those in the top 10 percent of the income 
distribution (table  1). Furthermore, the majority of the 
tax increase—66 percent—would be borne by the top 
1 percent. This is unsurprising given the concentration 
of pass-through income among high-income taxpayers.

These distributional estimates use standard TPC 
incidence assumptions for pass-through business 
income and allocate the change in tax to affected 
owners.67

(c) Revenue and distributional 
impact of variations to the base 
proposal
Additional estimates illustrate how revenues raised 
under the base proposal, and the distribution of those 
revenues, are sensitive to the following variations.

(i) Setting size thresholds at different 
dollar amounts and/or using an asset test
Table 2 shows how revenue and the share of pass-
through entities and pass-through income affected 
by the proposal varies under alternative gross receipts 
thresholds or if an asset threshold is used instead.

table 1

Distributional analysis of base proposal in 2035

Expanded cash income level Share of total federal tax change

Bottom 90 percent 6.1 percent

Top 10 percent 93.8 percent

90-95 percent 4.2 percent

95-99 percent 23.3 percent

Top 1 percent 66.3 percent

Source: Tax Policy Center 2026.

Note: Numbers for bottom 90 percent and top 10 percent may not sum to 100 percent due to rounding. Revenue 
and distribution estimates have been provided by the Urban-Brookings Tax Policy Center. The
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table 2

Impact of alternative thresholds for C corporation tax treatment

Revenue (billions of dollars) Shares covered by proposal

2027–36 2036 Pass-through entities (2036) Pass-through net income (2036)

Gross receipt-based thresholds

$10 million $169.9B $34.2B 1.34 percent 63 percent

$25 million (base 
proposal) $137.8B $27.5B 0.66 percent 49 percent

$50 million $124.8B $24.7B 0.30 percent 43 percent

$250 million $58.3B $11.5B 0.04 percent 20 percent

Asset-based thresholds 

$50 million $115.8B $22.1B 0.80 percent N/A

$100 million $98.0B $11.8B 0.40 percent N/A

Source: Tax Policy Center 2026.

Note: Revenue and distribution estimates have been provided by the Urban-Brookings Tax Policy Center.
The
Tax Law 
Center NYU
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Unsurprisingly, higher dollar thresholds (e.g., 
$50  million or $250  million rather than $25  million) 
capture fewer entities and thus raise less revenue, 
while lower dollar thresholds (e.g., $10 million) capture 
more entities and raise more revenue. All else equal, 
however, a gross receipts threshold captures fewer 
entities than an asset threshold but raises more rev-
enue. The pros and cons of an asset threshold are dis-
cussed further in Section 5, below. 

Additionally, the estimates show that lower gross 
receipts thresholds capture a greater number of 
S  corporations relative to partnerships. At the high-
est gross receipts threshold estimated ($250 million), 
about 60  percent of the 5,300 total entities cap-
tured are S  corporations (i.e., 3,200). This proportion 
increases at each lower threshold—at the lowest re-
ceipts threshold estimated ($10  million), a bit more 
than 70 percent of the 168,800 total pass-through en-
tities captured are S corporations (i.e., 118,900).

(ii) Revenue estimates at different
corporate and individual tax rates
Figure 5 shows that the revenue potential of the base 
proposal increases significantly as the corporate tax 

rate increases. The base proposal would raise $138 bil-
lion over 10 years and $27.5 billion in 2036 at the cur-
rent corporate rate (21  percent). However, if the cor-
porate rate were increased by 1 percentage point (to 
22 percent), the base proposal would raise $176 billion 
over 10 years and $32 billion in 2036. And if the cor-
porate rate were increased to 30  percent, the base 
proposal would raise about $470 billion over 10 years 
and $67  billion in 2036. (See figure 5.) This would be 
in addition to the $151 billion over 10 years ($18 billion 
in 2036) raised by increasing the corporate rate to 
22 percent on its own, or the $1.2 trillion over 10 years 
($144 billion in 2036) raised by increasing the corpo-
rate rate to 30 percent on its own. (See figure 6.)

The additional revenue reflects both the me-
chanical effect of applying the higher corporate rate 
to more income and the impact of the proposal on 
reducing incentives for businesses to organize or re-
structure as pass-throughs in response to a corporate 
rate increase.

Reducing inefficient tax-motivated shifting be-
tween entity types is one of the primary rationales for 
the proposal. Ordinarily, increasing the corporate rate 
increases the extent of such shifting, which in turn re-
duces the revenue from the corporate rate increase. 

FIgurE 5

The base proposal raises additional revenue when paired with increases 
to the corporate tax rate, 2027–36
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The base proposal reduces the ability to engage in 
such shifting, which helps to address the issue.68

While the base proposal would bolster the rev-
enue associated with an increased corporate rate, it 
would conversely reduce the revenue associated with 
an increase in the top marginal individual rate. Thus, 
an increase in the top marginal individual rate from 
37  percent to the pre-TCJA top rate of 39.6  percent 
would raise $341  billion against current law (over the 
10-year window specified above), but it would raise 
only $251 billion over that same 10-year window when 
coupled with the base proposal. In other words, the 
base proposal would reduce the revenue associated 
with an increase in the top marginal individual rate by 
$90 billion over 10 years. This is because coupling the 
proposals would narrow the gap between effective tax 
rates on corporate income and pass-through income, 
and a higher individual rate would induce some exist-
ing entities to convert to corporate classification in-
dependent of the proposal. This illustrates the overlap 
between the base proposal and a simple increase in 
top marginal rates. That is, for certain pass-through 
entities, raising individual rates may be a cleaner and 
simpler way to accomplish the base proposal’s goals; 
however, recent policy has gone in the opposite direc-
tion with provisions such as section 199A.

(d) Reasons to expect larger or 
smaller revenue impacts
Some aspects of the base proposal either were not 
modeled for simplicity or could not be modeled based 
on available information. Likewise, the potential impact 
of certain behavioral and other responses to the base 
proposal are particularly uncertain or could not be 
fully modeled. Below, we discuss these unmodeled (or 
partially modeled) features and responses. The Tech-
nical Appendix explores the implications of many of 
these choices in further detail.

(i) Unmodeled features of the base 
proposal
Effective date
As described above, the estimates assume an effec-
tive date of January 1, 2027. This ensures that the 10th 
year of the revenue estimate is useful for understand-
ing the base proposal’s long-run revenue effects. How-
ever, legislation would almost certainly need to pro-
vide a later effective date to allow adequate time for 
implementation and taxpayer compliance. This would 

Figure 6

Combining the base proposal with corporate rate increases would raise 
significant revenue, 2027–36
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push the revenue stream out, lowering the amount of 
revenue that appears in the budget window, though 
without impacting the long-run revenue gains.

Three-year averaging
The base proposal would measure annual gross re-
ceipts based on a three-year average. This approach 
is not explicitly modeled; however, the revenue esti-
mates account for this in part by adjusting the share of 
entities and income captured. These adjustments are 
imprecise, and the exact impact of this element of the 
base proposal is therefore uncertain, but is likely to 
have only modest effects on revenue and distribution.

Elective conversions back to pass-through 
treatment disallowed
Under the base proposal, entities that exceed the 
gross receipts threshold and trigger corporate tax 
treatment would generally remain subject to the cor-
porate tax going forward even if gross receipts fell 
below the threshold. The base proposal would pro-
hibit such entities from later electing pass-through 
treatment under the check-the-box rules, but most 
entities would be unlikely to seek a conversion to 
pass-through treatment anyway. Though this specific 
feature of the base proposal is not explicitly modeled 
given available data, the estimates effectively reflect 
this approach because they do not assume that enti-
ties falling below the threshold would convert back to 
pass-through treatment in any case. Accordingly, al-
ternative approaches that allow elective conversions 
back to pass-through treatment are unlikely to have a 
significant effect on revenues.

Transition relief
The rules could provide transition relief by eliminating 
or deferring any immediate tax liability triggered on a 
required conversion. Such relief would push revenue 
later into, or out of, the 10-year budget window. How-
ever, while transition relief is not explicitly modeled, 
the estimates provided here do not assume significant 
revenue from tax triggered upon conversion. Thus, this 
type of relief should not generally have a significant 
effect on these estimates (or, equivalently, this type of 
relief is already implicitly captured).

Aggregation rules
Any size-based proposal should incorporate aggre-
gation rules, in part to prevent efforts to avoid the 
size threshold in form but not substance, such as by 
splitting a single organization into many entities with 
the same ownership.69 Rules implementing the base 
proposal should rely primarily on existing aggregation 
rules for this, but those existing rules have gaps and in-
consistencies in need of reform. For example, they are 

often interpreted to allow companies owned and con-
trolled by a private equity fund to avoid aggregation.

The estimates provided here assume that the 
base proposal would include aggregation rules similar 
to existing rules. If, as part of the base proposal, aggre-
gation rules were strengthened, they could raise sig-
nificant revenue on their own and would also increase 
the revenue raised by the base proposal. Additionally, 
the tightening of aggregation rules in the context of 
the base proposal is likely to affect the type and num-
ber of entities captured. For example, the number of 
partnerships captured relative to S corporations may 
increase from the estimates provided above.

(ii) Behavioral responses
The revenue estimates incorporate behavioral re-
sponses by making certain assumptions about how 
reported incomes change in response to changes in 
effective tax rates under the proposal. These follow 
TPC’s standard modeling assumptions and are intend-
ed to capture various broad dimensions of potential 
responses, including shifts in business activity across 
entity types and changes in incentives to report com-
pensation, pay dividends, and claim business losses.

The estimates reflect general responses among 
affected entities and owners, including shifts in busi-
ness activity across organizational form. For example, 
under the base proposal there is a reduced incentive 
for new firms or activities to choose the pass-through 
form, and existing pass-throughs may reorganize 
business activity to remain below the gross receipts 
threshold as they expand. In addition, the estimates 
reflect behavioral responses to changes in tax rates 
across different forms of income. For example, under 
current law, pass-through owners generally have an in-
centive to minimize compensation and report more as 
business profits whereas corporations generally have 
an incentive to increase compensation (or other de-
ductible payments) in order to reduce tax at the en-
tity level. The estimates assume a general elasticity of 
0.4, meaning that, for a 1 percentage point change in 
the difference between effective marginal tax rates, 
0.4 percent of income would shift from a higher-taxed 
to a lower-taxed form.

The estimates also assume increased incentives 
among C corporations and their owners to defer tax-
able dividends and realize capital gains. The estimates 
assume dividend payout rates and timing of capital 
gains realizations similar to existing large C  corpora-
tions.70 However, many pass-through entities today 
make cash distributions only to the extent needed to 
allow their owners to pay taxes on pass-through in-
come (i.e., “tax distributions”); accordingly, once tax is 
imposed at the entity level, the incentive (and need) to 
distribute cash may be much lower for many of these 
entities. If affected entities respond by distributing 
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less cash as dividends, or by increasing deductible 
payments, the revenue that the base proposal raises 
would be lower.

Additionally, the estimates assume a higher utili-
zation of tax losses among pass-through entities rela-
tive to C corporations. This reflects the ability of pass-
through owners to use losses from one pass-through 
entity to offset other sources of income in certain 
cases. It also reflects the greater flexibility found in 
partnership tax rules for allocating losses among own-
ers. Entities that become C  corporations under the 
proposal are, on average, assumed to utilize about half 
of their losses in a given year.

The magnitude of these and other possible behav-
ioral responses is a source of uncertainty in the rev-
enue estimates. The assumptions described here are 
based on historical data and empirical research with 
respect to prior policy changes and settings. However, 
because there is no exact antecedent for the specific 
proposals considered here, and because the modeling 
must necessarily simplify the policy detail, the actual 
impact of behavioral responses may differ from what 
is assumed here.

Specific behavioral responses and similar effects 
that may or may not be fully reflected by the broad 
modeling assumptions described above include the 
following:

Non-modeled changes in organizational form 
(potential to reduce revenue)
As noted above, the modeling assumptions incorpo-
rate some behavioral responses to the proposal with 
respect to choice of entity. However, there is addition-
al choice-of-entity planning that is not explicitly mod-
eled. For example, instead of accepting C corporation 
treatment, certain entities may seek to qualify as RICs 
or REITs and thus maintain a form of pass-through 
treatment, including by restructuring their assets or 
investments. Whether taxpayers can and do pursue 
these routes, and the resulting revenue effects, will 
depend on each entity’s particular circumstances as 
well as how the proposal is constructed.

Restructuring of existing equity arrangements to 
avoid corporate treatment (potential to reduce 
revenue)
As noted above, the estimates make assumptions to 
incorporate responses based on the retention and 
payout of corporate earnings, both as dividends and 
as compensation. However, other specific respons-
es aimed at avoiding corporate treatment in the first 
place are not explicitly modeled. For example, some 
businesses may begin structuring what would oth-
erwise be equity interests as loans, licenses, or other 
contractual arrangements not treated as equity for tax 

purposes if doing so could help them avoid being con-
verted into a C corporation under the proposal.71

Avoiding being large (potential to reduce revenue)
Relatedly, many entities will have a strong incentive to 
avoid crossing the size threshold that results in corpo-
rate tax. To limit the effect of this incentive, the base 
proposal would aggregate commonly owned and con-
trolled entities for purposes of measuring size. Tax-
payers are likely to respond by seeking to avoid ag-
gregation wherever possible, such as by undertaking 
changes in ownership that have real economic conse-
quences (e.g., a sale of a significant stake to an unre-
lated third-party). In other cases, however, taxpayers 
may attempt more aggressive strategies for avoiding 
aggregation, including (1)  obscuring or recharacteriz-
ing ownership on paper to avoid aggregation in form 
but not substance, (2)  manipulating certain business 
activity (e.g., when revenues arise or when assets are 
acquired or sold) so that it falls inside or outside a par-
ticular tax year, or (3)  seeking to manipulate size by 
measuring receipts or asset values in particular ways.

Foreclosing unmodeled avoidance techniques that 
make use of pass-through tax rules (potential to 
increase revenue)
The estimates above generally take pass-through in-
come as given. However, the base proposal may effec-
tively shut down some existing tax planning or avoid-
ance techniques that rely on partnership tax rules, 
such as related party basis shifting transactions. If 
that occurs, taxable income could increase as a re-
sult of the proposal in ways that are not captured by 
the estimates. Sizing these potential revenue impacts 
is extremely challenging (e.g., due to the information 
challenges noted above and in a prior report published 
by the Tax Law Center and The Hamilton Project), but 
they could be significant.72

Facilitating improved tax enforcement (potential 
to increase revenue)
As discussed below, the proposal could make it easier 
for the IRS to enforce tax laws against certain large or 
complex pass-through entities. Any revenue raised 
through this channel is not included in the estimates.

(e) Tax administration benefits 
and challenges of the base 
proposal
Tax administration, particularly with respect to part-
nerships, is in dire straits. IRS budget cuts from 2010 
until the passage of the Inflation Reduction Act in 2022 
have significantly limited the IRS’s ability to understand 
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and examine large and complex partnership struc-
tures. While efforts were made to improve IRS capaci-
ty and abilities with respect to partnerships during the 
Biden administration, those efforts have been rolled 
back, and capacity has been eroded even further un-
der the second Trump administration. Notably, the IRS 
has lost a quarter of its staff. This puts a premium on 
revenue-raising reforms that an under-resourced IRS 
can administer.

A key administrative benefit of the base proposal 
is that it would push a significant number of large, and 
likely complex, partnerships out of subchapter K and 
into subchapter C. Given the IRS’s difficulty in admin-
istering subchapter K (as compared to subchapter C), 
this shift would likely relieve some pressure on the 
IRS’s administrative resources.

At the same time, the shift of entities from pass-
through to corporate treatment means that the base 
proposal would likely require additional resources and 
expertise in the IRS’s corporate divisions. When com-
plex entities that have previously operated as partner-
ships are converted into corporations, new issues and 
planning opportunities will undoubtedly arise, cre-
ating a need for new guidance as well as robust en-
forcement. This guidance and enforcement will need 
to come from Treasury and IRS personnel with experi-
ence in both partnership and corporate rules. Further-
more, the shift of a significant number of S  corpora-
tions into subchapter  C may have the countervailing 
effect of adding more complexity to the system: While 
S  corporations are generally required to have simple 
ownership and capital structures, no such restrictions 
would be imposed on such entities once treated as 
C  corporations. However, IRS corporate staffing has 
generally been deeper than its pass-through staff-
ing, and so meeting these increased demands may be 
significantly easier to achieve than bolstering the IRS’s 
pass-through capabilities.

The base proposal will impose new administrative 
and compliance burdens on taxpayers. If the policy is 
constructed and implemented thoughtfully, however, it 
is possible that the biggest administrative and compli-
ance burden for taxpayers could be limited to evalu-
ating whether they meet the size thresholds, including 
under complex aggregation rules. As discussed above, 
even businesses that remain below the relevant size 
threshold may experience some administrative bur-
den related to this analysis. While applying such tests 
can be difficult, the tests will be conceptually and me-
chanically similar to other complex size-based tests 
that are familiar to many entities from other existing 
tax rules, such as the corporate alternative minimum 
tax (CAMT) or section 163(j). If anything, this concep-
tual similarity supports pursuing some of the aggrega-
tion reforms discussed here more broadly—the more 
unified existing aggregation, attribution, and related 

party rules are, the less taxpayers will be forced to ap-
ply many disparate, complex regimes.

Other potential burdens on taxpayers relate to 
effectuating a tax-efficient conversion of complex 
pass-through arrangements into complex corporate 
arrangements. However, the administrative burdens 
imposed on taxpayers under the base proposal will 
depend heavily on its design and implementation. 
Many of the policy design details discussed here and 
in the Technical Appendix are discussed with a view 
toward reducing these burdens and constructing a 
proposal that can be implemented in a workable fash-
ion. These include delayed effective dates (allowing 
taxpayers to reevaluate and restructure their own ar-
rangements), transition relief (designed to minimize 
the difficulty and negative tax impact of conversion), 
and guidance with respect to treating pass-through 
equity arrangements as corporate stock.

On a go-forward basis, once entities have tran-
sitioned to the regime and the rules are in place, the 
compliance burden of preparing a complex corporate 
tax return (or joining one as part of a consolidated 
group) may not be significantly higher than the bur-
den of preparing complex partnership returns. In some 
cases, the burdens imposed by corporate tax returns 
may even be lower. This is particularly true for indi-
vidual partners, for whom partnership tax returns typi-
cally create significant additional reporting and filing 
complexity.

To be sure, constructing and implementing the 
base proposal in a workable manner will require sig-
nificant up-front work from Congress, Treasury, and 
the IRS. But the more that careful consideration can 
be given to the development of policy details at the 
outset, such as by working through those discussed in 
the Technical Appendix, the smoother implementation 
can be.

For a sense of the scale of the implementation 
challenge, the base proposal could, if well-construct-
ed, be less burdensome from an administrative and 
compliance perspective than the recently enacted 
CAMT, at least on a per taxpayer basis. While the base 
proposal would apply to a subset of large entities 
(like CAMT), it would rely (unlike CAMT) on longstand-
ing concepts, rules, and mechanics already in the tax 
code. Thus, rather than constructing a whole new tax 
that is based on highly complex nontax (i.e., book) con-
cepts and integrating these nontax concepts across all 
substantive areas of business and entity taxation, the 
base proposal simply shifts entities from one existing 
tax classification to another. Additionally, much of the 
uncertainty and administrative burden of CAMT was 
the result of legislators leaving many key design ques-
tions to future administrative guidance, but they have 
the option to resolve more of these questions upfront 
in future legislation.
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5. Questions and concerns

Is a gross receipts test the best way to 
measure size?
A gross receipts test may fail to capture some enti-
ties that either are large by other standard measures 
or that engage in other economically significant ac-
tivities. Examples include entities likely to have sig-
nificant assets but inconsistent income streams, such 
as investment entities in the financial and real estate 
sectors or holding companies. If policymakers wish to 
capture large pass-through entities regardless of the 
nature of their activities or the timing and nature of 
their revenues, they may need to explore alternative 
ways of measuring size, such as a threshold based on 
asset values rather than receipts.

An asset test would measure an entity’s size 
based on the value of its aggregate gross assets.73 Just 
as the base proposal’s gross receipts test would use 
a three-year average, an asset test should also use a 
multiyear average for the measurement period.74 Asset 
value is an intuitive measure of size, and such a test 
would capture entities that have significant economic 
activities but minimal receipts. Moreover, tests based 
on assets are reasonably widely used throughout the 
tax system.

This paper focuses on a gross receipts test rath-
er than an asset test for two reasons. First, the gross 
receipts test is easier to administer. An asset test re-
quires periodic valuations, which can be subject to 
error and manipulation (particularly in the case of il-
liquid or nonmarketable assets) and difficult to verify. 
This could put pressure on IRS enforcement capacity. 
Second, because gross receipts are more closely cor-
related with income, a gross receipts test raises more 
revenue while capturing fewer entities. For example, 
as shown in table 2, a gross receipts threshold of 
$50 million raises modestly more revenue than an as-
set threshold of $50 million while impacting far fewer 
pass-through entities.

Is size the best way to determine whether 
pass-through entities should be subject to 
corporate tax?
More broadly, size alone may not be the best met-
ric for assessing the similarity of entities or imposing 
more uniform tax treatment. Other metrics not based 

on size, such as the nature of an entity’s equity owner-
ship arrangements, could be used to determine which 
entities are subject to corporate tax.

An ownership test is a way to focus the proposal 
on pass-through entities that have sufficiently com-
plex ownership structures—in other words, those for 
whom pass-through taxation presents the most acute 
administrative and enforcement difficulties—and thus 
could be viewed as better tailored than a size thresh-
old to many of the issues that pass-through entities 
create.75 For example, even if very large (by receipts or 
assets), the significant number of S corporations cap-
tured by the base proposal will have simple ownership 
structures and thus may not present the administra-
tive challenges of pass-through taxation discussed in 
Section  2. A relatively simple ownership-based test 
could also avoid the difficulties of determining where 
to set the size-based threshold and assessing whether 
particular entities meet it, including under complex 
aggregation rules that require testing overlapping di-
rect and indirect ownership.

The most straightforward way to implement an 
ownership-based approach would be to rely on exist-
ing rules by incorporating some or all of the existing 
requirements for S corporation treatment. For exam-
ple, such an approach could provide that any pass-
through entity with (1)  100 or more equity owners,76 
(2) at least one equity owner that is not an individual, 
and (3)  economic ownership that is not proportion-
ate based on capital (i.e., that would not satisfy the 
functional equivalent of the S corporation one-class-
of-stock requirement) would be subject to corporate 
treatment.77

While this type of ownership test is not estimated 
here, the main difference from the base proposal is 
that it would capture more partnerships and fewer (or 
perhaps zero) S  corporations. That is, S  corporations 
would generally satisfy the above test while many 
partnerships would not. This could be seen as an ad-
vantage: If a key reason for imposing corporate treat-
ment on large pass-through entities is the increasing 
administrative impossibility of applying partnership 
tax rules to highly complex arrangements, then it will 
generally make sense to exclude S corporations even 
if large. On the other hand, if a primary goal is to apply 
similar tax treatment to similar business entities and 
reduce tax-motivated choice of organizational form, 
then it could be a disadvantage.
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Additionally, because the ownership test above 
would generally capture any partnership with the 
slightest complexity in economic or ownership struc-
ture, it may be viewed as overbroad. For example, it 
would capture many partnership arrangements that 
are relatively simple, and it would not limit uniform 
corporate treatment to the largest entities. To ad-
dress some of these issues, the ownership test could 
be drafted to better capture partnerships that are tru-
ly complex (e.g., those that use special allocations or 
have a particularly complicated distribution or alloca-
tion waterfall). However, this would make the test more 
difficult to draft and implement and would encourage 
planning aimed at achieving the economics of a dis-
qualified (i.e., complex) capital structure by using loans 
or other contractual arrangements. Rules that impose 
a particular tax treatment based on business owners 
structuring their economic ownership in a particu-
lar manner are often viewed as overly restrictive and 
potentially arbitrary. Finally, adjusting to capture only 
truly complex economic arrangements, without an ad-
ditional size-based threshold, may capture too many 
businesses that are small based on measures more di-
rectly related to their operations.

Estimates for an ownership-based threshold are 
not feasible using available public data. The revenue 
impact of applying such a test, rather than the base 
proposal’s gross receipts threshold, would depend on 
how the ownership restrictions are formulated—for ex-
ample, whether they capture enough additional part-
nerships to make up for the lost revenue from effec-
tively excluding S corporations.

How does the base proposal compare to 
alternative proposals to levy a separate 
entity-level tax on large pass-throughs?
Policymakers may wish to consider alternatives that 
do not rely on the base proposal’s C corporation ap-
proach. One such alternative would be to instead im-
pose a new pass-through entity level tax on large pass-
through entities. Certain existing proposals (including 
a 2016 Center for American Progress report) allude to 
this approach.78 Additionally, some may view this as a 
simpler approach than requiring all large pass-through 
entities to fully convert into C corporations for federal 
tax purposes.79

As discussed above, the base proposal has the 
advantage of relying largely on existing entity classi-
fications and familiar tax mechanics—moving existing 
entities from one existing tax regime to another. This 
alternative proposal would instead need to create an 
essentially new federal pass-through entity tax base 
and mechanics. Accordingly, close consideration of 
both approaches indicates that the base proposal’s 
C  corporation mechanics ultimately provide a more 

workable starting place for policymakers wishing to im-
pose entity-level tax on large pass-throughs. However, 
the choice between the two is not entirely clear cut.

Under the alternative proposal, all covered pass-
through entities would pay a new entity-level tax 
but would otherwise continue to be treated as pass-
through entities for federal income tax purposes. The 
threshold used to define which entities are captured 
could generally be set in the same manner as under 
the base proposal (including any of the variations dis-
cussed above). That is, both approaches would apply 
only to large or complex pass-through entities.

Implementing the alternative proposal is likely to 
be more difficult than it sounds. At minimum, it will 
require crafting new and complex rules to address, 
among other things (1) how to determine and calculate 
the tax base, (2) the applicable tax rate (likely a single 
flat rate applied to the base), (3) how the entity-level 
tax is allocated and shared among partners or owners, 
and (4) how the tax should be calculated and paid in 
tiered entity structures.

None of these issues appears entirely insurmount-
able, but a particularly complicated aspect of the al-
ternative proposal is how to determine the right tax 
base. Neither partnerships nor S corporations gener-
ally compute a single entity-level net income or loss 
number under current law, so the base would need 
to be a new number rather than an existing one. The 
best approach would be to construct the base from 
tax amounts that pass-through entities already calcu-
late and report to their owners (e.g., a sum of all entity-
level items of income, gain, loss, and deduction), but 
even this raises several complex questions. These (and 
many other) complexities are discussed in greater de-
tail in the Technical Appendix.

How would the base proposal interact 
with other business tax reforms (aside 
from increasing the corporate rate)?
Estimates are provided above for pairing the base pro-
posal with certain tax rate increases. However, the pro-
posal could also be paired with, or compared to, many 
other sound options aimed at broadening the business 
tax base, including (1) closing gaps in the application of 
the 3.8 percent Medicare tax on active pass-through 
income (e.g., by expanding Self-Employed Contribu-
tions Act taxes and/or the net investment income tax 
[NIIT] under section  1411),80 (2)  reforming or repealing 
the exemption for gains on qualified small business 
stock under section  1202,81 (3)  curtailing tax benefits 
for exchange-traded funds (ETFs),82 (4)  eliminating 
corporate or partnership basis shifting,83 and (5)  im-
proving tax administration and enforcement.

Such reforms are expected to raise significant 
revenue on their own, and their impact would be 
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concentrated among high-income filers. They should 
therefore be considered on their own merits, as dis-
cussed in prior analyses of the need for pass-through 
tax reform.84 Some specific base-broadening reforms, 
such as ending partnership related party basis shift-
ing, limiting nonrecognition treatment for ETF redemp-
tions, and closing gaps in the Medicare tax base would 
have revenue impacts broadly similar to the base pro-
posal (i.e., primarily affecting large and complex enti-
ties and generating significant revenue) while being 
generally simpler to administer than the base propos-
al. But many such reforms could also be highly com-
plementary to the base proposal for several reasons:

First, a key impact of the base proposal would be 
to move certain entities from subchapter  K to sub-
chapter  C. Subchapter  K would thus apply to fewer 
(and likely, simpler and smaller) entities than it does 
today. This could facilitate reforms aimed at simplify-
ing and rationalizing subchapter K’s rules since those 
rules would now be focused on a set of smaller and 
generally simpler entities. However, any such reforms 
would need to be careful not to remove important de-
tailed rules from subchapter K, even if those rules are 
complex, since many small partnerships still use com-
plex economic arrangements.

Second, some of the reforms above would affect 
a wider population of pass-through entities than the 
base proposal, such as proposals to close gaps in the 
Medicare tax base by tightening Self-Employed Con-
tributions Act and NIIT rules. Similarly, certain reforms 
above would impact only particular types of entities—
for example, limiting nonrecognition treatment for ETF 
redemptions, which would directly apply to RICs rather 
than to partnerships or S corporations. That is, these 
proposals would address specific problems in existing 
tax rules and would apply to all entities of a particular 
type, regardless of size, thus potentially complement-
ing the base proposal’s focus on broader revenue loss-
es attributable to large and complex pass-throughs.

Third, under the base proposal many large busi-
nesses would be shifted into subchapter  C and thus 
generally would be subject to corporate tax, making 
reforms that fix the corporate tax base (e.g., restrict-
ing corporate basis shifting) even more consequential 
from a revenue perspective.85 New subchapter C rules 
may also be needed to address taxpayer responses 
to the base proposal itself. Similarly, to the extent the 
base proposal pushes more large and complex invest-
ment entities into RIC or REIT status, it may also in-
crease the need for fixes and reforms to those rules.86 
Some or all of these complementary reforms should 
be pursued alongside the base proposal; doing so 
would likely increase and protect the revenue that the 
base proposal is estimated to raise.87

Fourth, the base proposal would serve as a much 
broader backstop against the use of pass-through 
treatment to escape increases in the corporate tax 

rate than the more targeted proposals, especially giv-
en current uncertainty about the breadth and scope 
of tax avoidance strategies that rely on existing pass-
through tax rules.

What types of firms would be expected to 
pay more under the base proposal?
According to IRS data, partnership receipts are con-
centrated in the following industries: (1)  finance and 
insurance, (2) wholesale and retail trade, and (3) man-
ufacturing. Additionally, two industries often closely 
associated with partnerships—real estate and profes-
sional services—have the next largest amount of total 
partnership receipts after these top three.88 Similar 
data show that the majority (more than 60  percent) 
of large S  corporation receipts are concentrated in 
the following industries: (1) wholesale and retail trade, 
(2) construction, and (3) manufacturing.89 The different 
industry concentrations of S  corporations and part-
nerships in these data matches expectations, since 
S  corporations tend to be operating businesses and 
are less prevalent than partnerships in the finance and 
professional services industries. The foregoing statis-
tics provide a general picture of the types of indus-
tries likely to be captured by the base proposal.

In addition, the following general summary high-
lights some particular types of pass-through entities 
that may be converted into corporations under the 
base proposal. This area warrants further study and 
analysis.

Large professional services firms (e.g., law and 
accounting firms)
These firms are typically organized as partnerships. 
The largest will have gross receipts well above the base 
proposal’s $25 million threshold and are thus likely to 
be captured. These firms represent a core traditional 
use of the partnership form but also reflect the sig-
nificant growth in pass-through business income. 
Many are global operations with hundreds of partners, 
though their ownership may not otherwise be particu-
larly complex.

For noncomplex but large businesses such as 
these, a potentially simpler way of reducing their tax 
advantage relative to corporations would be to simply 
raise the top individual income tax rates. As discussed 
above, at the current corporate rate, the base proposal 
reduces the revenue from an increase in the top indi-
vidual rate from 37  percent to 39.6  percent. However, 
this route would also require attention to the ways in 
which owners of some large but relatively simple pass-
through businesses may not face the top individual tax 
rates—not because of the use of complex subchapter K 
rules, but because of provisions such as section 199A. 
Although there are income-based limitations on the 
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benefits of section  199A for owners of most service 
businesses, including law and accounting firms, owners 
of engineering and architecture firms, some of which 
are very large, are not subject to these limitations.90

Investment management firms, such as private 
equity and similar managers
Also typically organized as partnerships, these busi-
nesses should generally make up a portion of the 
partnership receipts that appear in the “finance and 
insurance” industry, per the above data. Like large pro-
fessional service firms, many of the largest investment 
management firms are likely to have receipts above 
the $25 million threshold. These firms are similar to the 
professional services firms described above in that 
they primarily earn fees and are generally not capi-
tal-intensive businesses. Firms in this industry have 
become increasingly large and complex over time, 
including as a result of pursuing public offerings, mi-
nority investments, and other liquidity events. Notably, 
however, some of the largest firms in this group have 
already opted for either full or partial corporate treat-
ment, particularly after the changes to the corporate 
and individual rate structures under TCJA.91

Investment fund partnerships (e.g., private equity 
funds themselves)92

These entities may be captured under the base pro-
posal, but that is not certain. Private fund vehicles 
are typically partnerships. The largest funds can be 
highly complex, with hundreds of partners (includ-
ing many foreign and tax-exempt partners) spread 
across multiple partnerships and with equity owner-
ship shared by partners according to complicated 
rules. The growth of these partnerships and their in-
vestors is likely a significant contributor to the compli-
cated network of interconnected partnership entities 
that makes tax administration difficult.93 Because the 
base proposal is not limited to operating businesses, 
and thus does not carve out pure investment partner-
ships, these funds could be treated as corporations if 
they cross the relevant threshold. However, under the 
base proposal, they would generally be captured only 
if they have sufficient gross receipts (from investment 
realizations, dividends, etc.). The timing or nature of re-
ceipts may be easier to manipulate here than in other 
industries, such as by changing the timing or nature of 
investment realizations. In addition, the fund partner-
ships themselves are likely to be captured by the base 
proposal only if: (1) the aggregation rules are reformed 
as described above and in the Technical Appendix, 
and (2) the fund partnerships are unable to avoid such 
treatment by using other available tax classifications, 
such as validly electing RIC status.

Operating pass-through businesses, including 
fund portfolio companies
As noted above, pass-through receipts are heavily 
represented in certain operating business industries, 
such as wholesale trade and manufacturing. Operating 
pass-through businesses in these industries are likely 
to include many entities that are (1) large but relatively 
closely held businesses and (2) pass-through portfolio 
companies owned by the investment funds described 
above. Many pass-through portfolio companies in the 
latter group may not have sufficient gross receipts to 
be captured on a standalone basis, and thus may not 
be reflected in the TPC estimates, but they are much 
more likely to be captured if the aggregation rules are 
modified as described above and in the Technical Ap-
pendix. Furthermore, these businesses would appear 
to be a key example of the types of entities the base 
proposal is aimed at capturing, as they often: (1)  are 
partnerships; (2)  have highly complex direct and in-
direct ownership (e.g., they are not closely held but 
are owned directly or indirectly by a large and var-
ied group of investors, including other entities); and 
(3) have complex economic sharing (e.g., to reflect dif-
ferential sharing among an array of investment funds, 
direct co-investors, management, and other owners).

Real estate businesses
Many operating businesses in the real estate industry, 
such as real estate developers, are organized as part-
nerships. They can have very significant receipts and 
very complex ownership structures, even if they are 
family businesses or otherwise closely held. See, for 
example, the partnership structure in the recent Otay 
Project case.94 Firms such as this are likely to be cap-
tured by the base proposal.

Energy-related businesses and projects
Similar to real estate, businesses and projects in the 
energy industry (e.g., clean energy projects, oil and gas 
ventures, etc.) often organize as partnerships. Histori-
cally, some of these entities have organized as “mas-
ter limited partnerships,” or publicly traded partner-
ships that are able to avoid corporate treatment under 
an exception for businesses with sufficient “qualifying 
income” from natural resource activities. Additionally, 
certain energy projects are undertaken and financed 
through “tax equity” partnerships that rely on subchap-
ter K rules to divide the value of tax credits or other tax 
incentives, which may warrant further consideration.
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Are there economic downsides to 
preventing large or complex firms from 
selecting pass-through and, in particular, 
partnership tax treatment?
Much of the complexity of partnerships arises from 
the fact that they provide significant flexibility to own-
ers in constructing their business and economic ar-
rangements. This can be highly beneficial to the part-
ners. Rather than forcing owners to fit their desired 
economic sharing of ownership of the business onto 
a rigid “share class” model, partnerships prioritize giv-
ing business owners a clean slate on which to write the 
economic ownership of their business. Similarly, part-
nerships provide more flexibility than corporations to 
accomplish certain common business transactions 
tax efficiently, such as transferring assets into or out of 
the business and granting equity to service providers.

As discussed above, these sources of flexibil-
ity generate significant tax planning and revenue loss. 
However, they also facilitate legitimate business trans-
actions and other real economic activity. As a result, 
eliminating partnership treatment for certain busi-
nesses may impair some valuable economic activity 
and thus partially offset the administrative and reve-
nue benefits. Limited data make it particularly difficult 
to quantify these economic impacts.95

How does the base proposal address the 
cliff-effect that occurs once an entity 
reaches the size threshold?
Under the base proposal, once an entity crosses the 
size threshold, it becomes a C  corporation and po-
tentially faces a large additional tax liability. Features 
of the base proposal would ameliorate or mitigate the 
incentive to avoid crossing that threshold, whether 
through lawful or unlawful means. These features in-
clude measuring receipts over a rolling average of 
three years, incorporating and strengthening aggrega-
tion rules, and prohibiting large entities from electing 
out of C corporation treatment once they move in.

An additional option could be to phase in the re-
sulting tax increase over some range, such as entity 
size. Changes in tax law frequently use similar phase-
ins, or phase-outs, as applicable. A phase-in would 
further blunt incentives to avoid the cliff at the mar-
gin but would also be very complex. For example, it 
would mean calculating the difference between tax 

liability under corporate treatment and tax liability un-
der pass-through treatment, requiring two sets of tax 
calculations under very different regimes. This would 
significantly increase the administrative burdens of 
the base proposal for both filers and the IRS and could 
decrease the revenues raised (though the impact on 
revenue and distribution would depend on the phase-
in thresholds and rates).

Should other pass-through entities be 
subject to the proposal?
As described above, the base proposal would not 
apply to certain specific types of entities or ar-
rangements that are commonly thought of as pass-
throughs, such as RICs, REITs, and sole proprietorships. 
As a result, treatment of large or complex entities 
would not be fully uniform even under the base pro-
posal. Whether these entities should be captured is an 
issue that any policymakers pursuing a proposal to tax 
large pass-through entities should consider carefully.

The base proposal carves out RICs and REITs be-
cause they are specific tax classifications that reflect 
a prior policy decision to retain a rigid form of pass-
through treatment for certain investment entities with 
particular types of assets and income. RICs and RE-
ITs are subject to detailed income and asset testing 
to ensure their tax treatment. And the base proposal 
would not apply to sole proprietorships (including 
DREs, such as single-member LLCs) because they are 
not separate entities for U.S. federal income tax pur-
poses. That is, if a DRE’s sole owner is already a corpo-
ration, there should be no need to impose corporate 
treatment, and if a DRE’s sole owner is a partnership or 
S corporation, then the sole owner would be tested for 
corporate treatment under the base proposal.

Carving out these, or any other, specific types of 
entities or businesses results in line drawing and could 
create distortions. For example, capturing large pass-
through businesses with two or three owners (part-
nerships) but not those with a single owner (DREs) 
could cause certain businesses to be aggressive in re-
characterizing equity arrangements as loans or other 
contracts to maintain DRE treatment. However, the 
base proposal’s significant size threshold for corpo-
rate treatment, as well as the detailed requirements 
for satisfying RIC or REIT status under current law, are 
likely to minimize the impact of any such distortions. 
Nevertheless, this is an area that warrants further 
study and analysis.
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6. Conclusion

By analyzing a concrete proposal to tax large or com-
plex pass-throughs as C  corporations in detail, this 
project sheds new light on both the attractions and 
challenges of such an approach. The proposal has the 
potential to raise substantial revenue (especially in 
combination with an increase in the corporate rate), 
reduce tax differentials across different types of enti-
ties, and simplify and improve tax administration and 
enforcement (at least in the long run). At the same 
time, the implementation and transition challenges 
associated with the proposal are real and substantial. 
Even with careful design, the proposal carries risk and 
a significant up-front burden for Congress, Treasury, 
the IRS, and taxpayers.

Ultimately, proposals to tax large or complex 
pass-throughs at the entity level belong on the menu 

of options for business tax reform. However, this pa-
per does not unreservedly endorse such proposals. 
The merits and feasibility of pursuing such a proposal 
depends in significant part on (1) what other revenue-
raising options are politically viable; (2)  whether the 
proposal would be adopted alongside (or instead of) 
various other pass-through, corporate, and individu-
al reforms and rate changes; and (3)  many details of 
policy construction and implementation. But, given the 
clear need for additional revenue, the increasing ad-
ministrative difficulties of pass-through taxation, and 
potential obstacles to other important tax reforms, the 
proposal warrants further consideration and develop-
ment at minimum, and may be worth pursuing.
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Appendix 1: Summary of prior proposals

The attractions discussed in Section  3 of the paper 
have generated a long history of tax reform and bud-
get proposals from across ideological lines that would 
tax only some pass-throughs—particularly large or 
complex pass-throughs—at the entity level as corpo-
rations, including from The Hamilton Project. These in-
clude the following, in chronological order:

Professor Curtis J. Berger’s96 1991 proposal to 
tax more large pass-throughs as corporations as part 
of broader business tax reforms.97 Berger’s 1991 pro-
posal includes a proposal to tax large businesses (i.e., 
businesses with between $10  million and $50  mil-
lion in gross receipts in 1991 dollars, or approximately 
$23.7 million to $118 million in 2025 dollars) as corpo-
rations.98 Berger’s proposal is notable for the depth at 
which it explores various threshold and definitional is-
sues key to making the proposal workable.

Professor Lawrence Lokken’s 1999 proposal, as 
part of broader reforms, to tax all non-service firms 
(i.e., entities “with two or more owners whose capital 
is a material factor in the production of its income”) 
under subchapter C unless they satisfy modified cri-
teria for pass-through taxation under subchapter  S 
(including subchapter S’s limitation on the number of 
owners).99 This approach essentially imposes corpo-
rate taxation on certain pass-through entities based 
on their size or complexity, using number of owners 
and nature of activities as the relevant measures of 
size or complexity.

The Bush administration’s 2005 President’s 
Advisory Panel on Federal Tax Reform.100 The 2005 
Advisory Panel sought “to provide a more uniform and 
consistent treatment of business activity[,]” including 
by taxing large pass-through businesses (i.e., pass-
throughs with “more than $10  million in receipts” in 
2005 dollars, or approximately $17 million in 2025 dol-
lars) “at the entity level like corporations.”101 However, 
this proposal would also have moved toward a single 
layer of tax for both corporations and pass-throughs 
subject to this entity-level tax. That is, the Advisory 
Panel proposed to provide a 100  percent exclusion 
for domestic dividends and a 75 percent exclusion of 
capital gains on sale of corporate stock.102

The Obama administration’s 2010 President’s 
Economic Recovery and Advisory Board.103 Seeking 
“tax neutrality with respect to organizational form[,]” 
the 2010 Advisory Board report discussed the option 
of taxing certain pass-through businesses as corpo-
rations.104 The report noted various criteria that might 

warrant corporate treatment. Some of these criteria 
related to the size of a business (including being over 
some “income or asset threshold”); others related to 
complexity (including the number of shareholders); 
and others related to “corporate” characteristics inde-
pendent of size and complexity (including whether a 
business is publicly traded).105

In 2011 former Senate Finance Committee Chair 
Max Baucus106 and in 2012 former Treasury Secre-
tary Tim Geithner107 encouraged lawmakers to con-
sider whether some large pass-throughs should be 
taxed as corporations. While they did not flesh out 
these proposals, their statements stemmed from con-
cerns with distortions caused by choice of business 
form under the tax code.

The Center for American Progress’s 2016 report, 
Ending the Pass-Through Tax Loophole for Big Busi-
nesses.108 The 2016 report discusses an option to tax 
large pass-throughs as C corporations in order to “en-
sure[] stable revenues to fund important public ser-
vices but also maintain[] fairness in the tax system as a 
whole.”109 To do so, the report generally discusses the 
option of imposing “size thresholds based on level of 
profits, gross receipts, or assets” to “target less than 
2 percent of pass-through firms[.]”110 It also discusses 
an alternative, complexity-based option that would 
tax partnerships that have more than 100 partners as 
C corporations.111

Professor Jeremy Bearer-Friend’s 2018 white 
paper112 proposing to tax LLCs and LLPs as corpora-
tions and repeal subchapter  S.113 This approach can 
be understood as focusing corporate taxation on legal 
entities that have corporate characteristics (e.g., lim-
ited liability for all owners), irrespective of measures of 
size or complexity.114

Former Council of Economic Advisers Chair 
Jason Furman’s115 2020 Hamilton Project propos-
al.116 Furman proposed to make five changes to busi-
ness taxation, including requiring all large businesses 
(those with approximately $25 million in gross receipts 
in 2020 dollars) to be taxed as C  corporations, and 
raising the corporate rate to 28 percent.117 Furman es-
timated that taxing large pass-throughs as C corpora-
tions would raise $300 billion.118

Professors Edward Fox, Zachary Liscow, and 
Michael Love’s 2026 paper that suggests a reform 
that would tax “stacked firms” (i.e., partnerships with 
a partner that is itself a partnership) or otherwise 
“especially complex firms” as C  corporations.119 The 
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paper also discusses the option of instead taxing 
pass-throughs above some “size or scale” as C corpo-
rations, and notes concerns about creating a “distor-
tive” size-based “tax cliff,” or of doing so “without also 
addressing the interconnectedness problem” among 
firms currently taxed as pass-throughs.120

Proposals to tax certain large or complex pass-
throughs at the entity level under subchapter C have 
also been discussed in reports from the Congressional 
Research Service in 2012121 and 2014122 and the Con-
gressional Budget Office in 2012.123
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Technical appendix

This appendix provides additional technical discussion 
of many key details important to the design and im-
plementation of the proposals discussed in the policy 
paper. It first focuses on the proposal to treat certain 
pass-through entities as corporations (the base pro-
posal), and then discusses additional details regarding 
the proposal to impose a new federal entity-level ex-
cise tax on certain pass-throughs (i.e., the alternative 
proposal).

The gap between discussing these proposals at a 
high level and developing them into workable policy is 
large. Given the breadth and scope of both proposals, 
neither the paper nor this technical appendix can ad-
dress all the technical design and implementation is-
sues that each proposal will raise. Still, this appendix 
seeks to provide a starting point for those wishing to 
go several levels deeper into the details that would be 
needed for crafting workable policy. It aims to do so 
by highlighting many key details that will need to be 
resolved, explaining their stakes, proposing solutions 
(or options for possible solutions) where feasible, and 
noting areas where further analysis is needed.

I. Base proposal: Treating certain 
pass-through entities as 
C corporations
The first, and primary, proposal discussed in the paper 
would treat all large pass-through entities as C  cor-
porations, with an entity’s largeness defined by ref-
erence to its gross receipts. Specifically, the paper’s 
base proposal would apply corporate treatment to 
pass-through entities with gross receipts exceeding 
$25 million. As discussed in this appendix and in the 
paper, however, alternative thresholds could be used 
and should continue to be considered. Such alterna-
tives include a gross receipts threshold that uses a 
different dollar amount (e.g., $50  million), a different 
size-based threshold altogether (e.g., asset values), or 
a non-size-based threshold (e.g., based on features of 
the entity’s equity ownership or even the nature of its 
activities).

Because corporate treatment under subchap-
ter C is an intuitive and existing mechanic for impos-
ing entity-level tax under our current system, it is the 
approach most other existing proposals of this nature 
have suggested. It draws on existing (and, in some 

cases, long-standing) rules for both entity conver-
sions and entity taxation, and so represents less of a 
departure from the current system than some other 
approaches.

A. Broadly follows existing US tax law
One reason for the base proposal’s appeal is that it le-
verages existing U.S. tax classifications. That is, U.S. tax 
rules already include a type of entity that pays federal 
income tax on its own income (the “association” tax-
able as a corporation under subchapter  C, or C  cor-
poration). What’s more, C corporations are one of the 
most well understood and oldest types of entities in 
the U.S. tax system. As a result, it makes intuitive sense 
that proposals to impose entity-level tax on certain 
pass-throughs would do so by imposing C corporation 
treatment.

Additionally, current U.S. tax law already adopts 
this approach in certain cases, imposing corporate 
taxation under subchapter  C on certain entities that 
would otherwise default to pass-through treatment. In 
particular, section 7704(a) already requires most part-
nerships with publicly traded equity interests (publicly 
traded partnerships, or PTPs) to be taxed as C corpo-
rations. This reflects a reasonable policy judgment that 
access to capital through the public equity markets is 
a hallmark, and historic feature, of corporate treatment 
that should be reflected in the tax law. It also protects 
the integrity of the subchapter C tax base by ensur-
ing that large publicly traded entities, which have his-
torically been taxed as C corporations, cannot simply 
convert to pass-through treatment.

The base proposal would essentially follow the 
same approach, adopting PTP-style mandatory cor-
porate taxation for covered pass-through entities. The 
rules and approaches for determining which pass-
through entities would be subject to the regime (re-
ferred to here as “Covered Entities”) are discussed 
further at Section I.E. of this appendix.

B. Basic rule: Treatment as a corporation
As a matter of legislative design and drafting, the base 
proposal’s essential mechanic would be relatively sim-
ple. For purposes of Title 26 (i.e., the U.S. tax code, or 
the Code), any entity that qualifies as a Covered Entity 
would be treated as a corporation. The legislative text 
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could mirror the language and treatment that already 
applies to PTPs under section 7704(a).124

C. Interaction with existing PTP rules
Under this approach, the existing rule under sec-
tion 7704(a) that treats any PTP as a corporation would 
be retained. That is, the base proposal would not dis-
turb or override the treatment of PTPs under current 
law, regardless of whether they qualify as Covered 
Entities.125

However, the existing rule under section  7704(c) 
that provides an exception from corporate treatment 
for PTPs with certain types of income could be de-
leted (along with the corresponding rules under sec-
tions 7704(d) and (e)). These rules currently allow PTPs 
whose income consists primarily of “qualifying in-
come” to continue to be taxed as partnerships. Quali-
fying income for this purpose is generally passive-type 
income and other income that Congress understood 
to be earned largely through partnerships at the time 
the PTP rules were enacted. It includes interest, divi-
dends, real property rents, gains from the sale of real 
property or other capital assets (such as stocks), and 
income from certain natural resource activities (e.g., 
exploration and production of oil and gas and other 
energy sources).126

Deleting the qualifying income exception is not 
strictly necessary to implement the base proposal. 
However, it would align with some of the fundamental 
policy rationales behind the base proposal (e.g., a de-
sire to tax large or corporate-like entities as corpora-
tions) and thus is a reform worth considering along-
side the base proposal.127 Similar to an increase in the 
corporate tax rate, it would also increase the revenue 
that the base proposal would raise. Depending on how 
the base proposal is ultimately constructed, PTPs that 
would otherwise have satisfied the qualifying income 
exception by virtue of having sufficient passive in-
come could potentially still elect to be treated as reg-
ulated investment companies (RICs) and thus maintain 
a form of pass-through treatment under existing sub-
chapter M rules.

If the base proposal is paired with an elimination 
of the qualifying income exception, any entity that is 
either (1) a PTP (determined as under existing law but 
regardless of the type of income it earns) or (2) a Cov-
ered Entity (as defined below) would be treated as a 
corporation for U.S. federal income tax purposes. Even 
if the qualifying income exception is retained, a PTP 
that satisfies the qualifying income exception would 
remain a partnership for U.S. federal income tax pur-
poses only where it is not also a Covered Entity.128

D. Treatment “as a corporation” and 
interaction with other tax classifications
The basic rule above would provide that any Covered 
Entity is “treated as a corporation” (as under sec-
tion  7704(a)) and, accordingly, it would also need to 
make clear that Covered Entities could not elect sub-
chapter S treatment under section 1362(a). That is, the 
possibility that a Covered Entity might still achieve 
pass-through treatment “as a corporation” would need 
to be eliminated (unless explicitly contemplated).129 
This could be accomplished by simply including Cov-
ered Entities in the list of ineligible corporations under 
section 1361(b)(2).

Covered Entities would also need to be treated as 
“per se corporations” under Treas. Reg. § 301.7701-2(b). 
That is, they would need to be prohibited from filing a 
check-the-box (CTB) election to be treated as a pass-
through entity. Once the basic section 7704-style rule 
described above is enacted, however, existing Treas. 
Reg. § 301.7701-2(b)(7) should accomplish this result.

See Section I.E.4. of this appendix, below, for a fur-
ther discussion of the scope of Covered Entity status.

E. Defining and measuring Covered 
Entity status
Implementing any proposal to impose entity-level tax 
on large or complex pass-through entities will require 
specifying which pass-through entities are captured. 
That is, it will need to use some threshold that speci-
fies which entities qualify as large and/or complex.130 A 
wide array of metrics could be used for this purpose. 
The paper’s base proposal would apply a size-based 
threshold for purposes of determining Covered Entity 
treatment. However, as discussed in the paper, several 
other metrics (such as an ownership-based test) could 
also be used and should be considered. Some exist-
ing proposals would also incorporate other features, 
such as limiting the entity tax to entities engaged in 
certain types of activities or imposing entity tax based 
on whether owners have limited liability.131 These ap-
proaches are also worth considering further, but this 
discussion will focus on the details of a Covered Entity 
threshold based on size, ownership, or a combination 
of the two.

1. Covered Entity status based on size
(a) Choosing the metric and setting the threshold. 
The first approach for defining Covered Entities would 
be a size-based test aimed at ensuring that the regime 
captures only sufficiently large pass-through entities. 
This requires (1)  determining the appropriate metric 
for measuring an entity’s size and (2) setting the ap-
propriate threshold for largeness under that metric.132 
Reasonable size-based metrics include net income (of 
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which there are many types, e.g., taxable income or 
book income), gross receipts, value of assets, or other 
measures of the size and scope of an entity’s opera-
tions (such as employee headcount).133 A combination 
of several of these factors could also be used. This 
section will focus on two metrics already widely used 
throughout the Code and that are likely to be the most 
appropriate measures of size in this context: gross re-
ceipts and asset values.

(b) Gross receipts test. Under a gross receipts 
test, any entity not already treated as a corporation 
that has average annual gross receipts equal to or 
greater than a specified dollar amount (such amount 
referred to here as the GR threshold) would be treat-
ed as a Covered Entity. As discussed in the paper, the 
base proposal would use a GR threshold of $25 million, 
though estimates are also provided for alternative GR 
thresholds.

In addition to setting the GR threshold, a gross re-
ceipts test must establish the period over which the 
GR threshold is measured (called the “gross receipts 
measurement period,” or GR measurement period). 
A GR measurement period of one year would mean 
that the determination of whether an entity is above 
the GR threshold would be tested annually and would 
be based on the entity’s gross receipts for that year. 
However, a one-year GR measurement period is likely 
to result in greater volatility in Covered Entity status; 
entities will more frequently become (or cease to be) 
Covered Entities.134 This would add complexity and 
administrative burden for both taxpayers and the In-
ternal Revenue Service (IRS) and put pressure on tran-
sition rules that address what happens when entities 
become (or cease to be) Covered Entities.

The better approach is for the gross receipts test 
to follow other existing tax rules by calculating aver-
age annual gross receipts over a multiyear GR mea-
surement period. For example, section  448(c), which 
identifies corporations or partnerships that are small 
enough to use the cash method of accounting, mea-
sures average annual gross receipts over a period of 
three taxable years.135 Mirroring this approach here 
would mean that an entity would satisfy the gross re-
ceipts test, and thus be a Covered Entity, if its average 
annual gross receipts over a GR measurement period 
of three taxable years exceeded the GR threshold.

Using a gross receipts test that effectively mir-
rors section  448(c)’s three-year average approach 
has the advantages of measuring size based on a well-
understood and familiar mechanic and mirroring rules 
already used throughout the Code to distinguish be-
tween large and small businesses.136 It would also help 
make the regime more administrable, minimizing entry 
and exit from Covered Entity status. A longer GR mea-
surement period will do a better job of minimizing vol-
atility by capturing only those entities that can most 
comfortably be deemed large.

However, the specific choices of where to set both 
the GR threshold and the GR measurement period will 
depend on policymakers’ revenue goals and on how 
many existing pass-through entities the regime is in-
tended to capture. A lower GR threshold (and thus a 
larger number of Covered Entities) will, all else equal, 
result in more revenue. But by subjecting a greater 
number of entities to the same tax treatment, a lower 
threshold comes closer to more far-reaching full in-
tegration proposals, which may be at odds with the 
rationale behind using a size-based approach in the 
first place. See Section 4(b) of the paper for a discus-
sion of the number of partnerships and S corporations 
captured, and the revenue raised, under different GR 
thresholds.

Finally, any gross receipts test will need rules that 
appropriately aggregate commonly owned and con-
trolled entities for purposes of calculating gross re-
ceipts; see section  448(c)(2). Existing aggregation 
rules, as well as necessary reforms, are discussed in 
further detail in Section I.E.1.(f) of this appendix, below.

(c) Asset test. As an alternative to gross receipts, 
largeness could instead be measured based on asset 
values. An asset test would measure the overall value 
of the relevant entity’s assets to determine whether 
the entity is sufficiently large. This has the advantage 
of applying an intuitive measure of entity size. It could 
also avoid distortions caused by applying a gross re-
ceipts test to entities that seem large but do not have 
regular receipts, such as investment vehicles that have 
significant assets but have no business operations, 
and that have inconsistent, or somewhat manipulable, 
streams of income. If it is desirable for the proposal to 
capture such entities, it may need to incorporate an 
asset test for largeness.

An asset test is inherently more difficult to apply 
than a gross receipts test, since the former depends 
on periodic valuations. Valuations can be onerous to 
obtain, subject to error or manipulation (particularly 
in the case of illiquid or nonmarketable assets), and 
subjective or difficult to verify with certainty.137 Ac-
cordingly, an asset test is likely more vague than a test 
that measures items reported directly on tax returns 
or that go into the calculation of taxable income (such 
as receipts, revenues, or gross or net income). Even 
so, asset tests are common, and many existing tax 
rules and definitions apply tests based on asset val-
ue.138 Accordingly, like the gross receipts test, an asset 
test could mirror generally well understood and widely 
used metrics already in the Code.

Under an asset test, a Covered Entity would be any 
entity (a) not already treated as a corporation, and (b) 
the average aggregate gross assets of which (by fair 
market value) over a specified period (such period, the 
asset measurement period) exceeds a specified dol-
lar amount (such dollar amount, the asset threshold). 
Where to set the two variables—asset threshold and 
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asset measurement period—raises many of the same 
basic issues discussed above with respect to the 
gross receipts test. A lower asset threshold will cap-
ture a greater number of entities, and a shorter asset 
measurement period may result in more frequent en-
try to, or exit from, the regime.

For this purpose, any such asset test should be 
crafted to function similarly to other existing asset 
tests, such as the REIT 75 percent asset test,139 the RIC 
diversification tests,140 or the passive foreign invest-
ment company asset test.141 While these tests are con-
structed for different purposes, they generally include 
some measure of an entity’s “total” assets and thus 
provide a framework for this approach. For example, 
when an entity is testing its ability to qualify as a REIT, 
it must evaluate whether at least 75 percent of its “to-
tal assets” (by value) are qualifying REIT assets.142 The 
RIC diversification tests and the passive foreign invest-
ment company asset test generally operate similarly.

To the extent an asset test is used for determin-
ing Covered Entity treatment, it would make sense for 
the test to mirror the measurement of an entity’s total 
assets under the rules described above. Thus, as un-
der those tests, an entity’s total assets for purposes of 
Covered Entity status would include intangibles (e.g., 
goodwill) and the fair market value of assets would be 
measured on a gross basis (i.e., not net of liabilities). 
While the above tests are aimed at measuring a per-
centage of qualifying (or non-qualifying) assets rather 
than an entity’s overall size, it makes sense to mirror 
their total assets approach for purposes of measuring 
size based on assets. An alternative approach (e.g., one 
that measures net asset values rather than gross asset 
values or that includes only certain types of assets) 
may facilitate manipulation and be a poor measure of 
overall size. For example, it seems appropriate to re-
gard an entity with significant gross assets and signifi-
cant liabilities (and thus only a small amount of net as-
sets) as large; it has simply made use of its significant 
borrowing capacity.143

Notably, some existing asset tests in the Code 
measure an entity’s assets based on their adjusted 
tax basis rather than fair market value.144 An asset test 
for Covered Entity status should avoid this approach. 
Tax basis often diverges significantly from value and is 
therefore generally a poor measure of an entity’s over-
all assets or size.

As in the case of the gross receipts test, aggrega-
tion rules would need to apply in measuring size based 
on assets (see discussion of aggregation reforms 
below).

(d) Applying both tests: receipts and assets. 
Policymakers may wish to capture the benefits of 
both the gross receipts and assets tests above. Un-
der such an approach, an entity not otherwise treated 
as a corporation could be treated as a Covered Entity 
where it meets (1) both the gross receipts test and the 

asset test (the combined approach), or (2) either the 
gross receipts test or the asset test (the alternative 
approach).

A combined approach, under which an entity must 
satisfy both tests, is likely to narrow the number of 
Covered Entities, perhaps significantly. Accordingly, it 
could be an option for policymakers seeking to con-
fine the proposal to only a very limited number of truly 
large pass-through entities. In general, under a com-
bined approach, many taxpayers would be able to 
evaluate their Covered Entity status by running only 
one test: If they fail the first test, they would not be 
captured.

In contrast, under an alternative approach, an en-
tity would be a Covered Entity if it satisfies either the 
gross receipts or the asset tests. This is likely the bet-
ter approach for policymakers seeking to incorporate 
both tests. As discussed above, entities that would 
be considered large as an intuitive matter might have 
significant gross receipts with minimal assets or vice 
versa. This means the alternative approach would be 
better suited to capturing a greater number of large 
entities with fewer horizontal inequities between simi-
larly sized entities in different industries. That said, 
such an approach is likely to result in increased ad-
ministrative and compliance complexity for taxpayers, 
many of whom would need to run both tests in full to 
evaluate whether or not they are captured.

(e) Safe harbors. Another consideration for any 
proposal that uses a size-based test for Covered En-
tity status is whether, and to what degree, the rules 
should provide (or direct regulatory guidance to pro-
vide) safe harbors to ease compliance. Some other 
size-based tests found throughout the Code offer a 
simplified method for entities to determine whether 
they should be treated as crossing or falling below the 
relevant threshold.

For example, the corporate alternative minimum 
tax (CAMT) imposes a 15 percent minimum book tax on 
corporations that exceed a size-based threshold (i.e., 
corporations whose average annual “adjusted financial 
statement income” (AFSI) over a three-year period ex-
ceeds $1 billion). AFSI is a complex calculation, and the 
statute specifically authorizes regulatory guidance to 
provide a simplified method for applying this thresh-
old.145 Pursuant to this authority, current guidance pro-
vides a safe harbor under a lower $800 million thresh-
old and allows several adjustments that simplify the 
calculation of AFSI.146 Thus, a corporation with less than 
$800  million of average annual “simplified” AFSI can 
escape CAMT without needing to undertake the more-
complex analysis of testing whether its average annual 
“non-simplified” AFSI exceeds $1 billion.

Other examples of the use of a simplified safe 
harbor method for making certain calculations exist 
throughout the Code and regulations. For instance, 
Treas. Reg. §  1.897-2(b)(2) allows a corporation to use 
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a simplified “balance sheet” method for testing its sta-
tus as a U.S. real property holding corporation under 
the Foreign Investment in Real Property Tax Act rules. 
This test is different from the CAMT safe harbor de-
scribed above, but the concept is fundamentally simi-
lar: If a corporation is sufficiently below the statutory 
threshold under a simplified metric, it can be safely 
deemed out of scope. In implementing either of the 
proposals discussed here, policymakers should con-
sider whether it is appropriate to provide (or specifi-
cally authorize in the relevant statute) a similar safe 
harbor or simplified method.

Depending on the method chosen for measuring 
Covered Entity status, such a safe harbor may not be 
necessary. For example, unlike AFSI (which is a compli-
cated new metric created by CAMT) or asset values, 
measuring gross receipts may not be difficult enough 
to warrant a simplified safe harbor method. If, on the 
other hand, an asset threshold is chosen, then a safe 
harbor similar to the balance sheet method for testing 
U.S. real property holding corporation status may be 
more appropriate.

If policymakers determine that a safe harbor is 
appropriate, it should be carefully tailored to lower 
administrative and compliance burdens without ex-
cluding too many entities from the regime. That is, the 
safe harbor or simplified threshold should not scope 
out entities that are likely to exceed the threshold un-
der full testing. For this reason, setting any such safe 
harbor through regulatory guidance, and thus allowing 
taxpayers to provide input through the notice-and-
comment process, is likely the best approach. How-
ever, taxpayer comments may be focused primarily on 
limiting the effects of the proposal and therefore may 
push such guidance to adopt safe harbors that are too 
generous or that exclude too many entities.

In any case, policymakers will need to consider 
carefully both the purpose and the necessity of any 
safe harbor. If the relevant threshold chosen for Cov-
ered Entity status is particularly difficult to apply, a 
simplified method that allows entities close to the line 
to choose between simply electing corporate classi-
fication or testing under the relevant threshold will be 
more appropriate.

(f) Measuring the size threshold: aggregation 
rules. Aggregation rules are a critical component of 
any size-based test. They are needed for both (1) ac-
curate measurement of separate entities that com-
prise a larger ownership group and (2) anti-abuse pur-
poses (i.e., preventing entities from restructuring to 
avoid the size thresholds without actually or substan-
tively changing their ownership or economic struc-
tures, such as by splitting one entity into several en-
tities with the same or highly overlapping ownership).

This proposal builds on existing aggregation rules 
in the Code, specifically section 52, which in turn builds 
on section 1563.147 However, these existing aggregation 

rules are highly complex and contain several gaps and 
inconsistencies, particularly with respect to their ap-
plication to pass-through entities. For example, the 
existing rules provide a relatively simple path to disag-
gregation for certain groups of commonly owned enti-
ties, such as portfolio companies owned by the same 
private equity fund. This path should be examined and 
potentially corrected. Additionally, certain other fea-
tures of existing aggregation rules warrant modifica-
tion in the context of these specific proposals.

Accordingly, this section provides a brief sum-
mary of the relevant existing aggregation rules and 
then outlines several proposed fixes. Some are general 
fixes, designed to address general problems with the 
existing rules; others are specific to these proposals, 
designed to ensure proper aggregation and workability 
of the aggregation rules in the context of a proposal to 
tax large pass-through entities. The general fixes are 
relevant, and worth pursuing, even outside the pro-
posals discussed here, whereas the proposal-specific 
fixes may be inappropriate to pursue more broadly. 
The modeling and revenue estimates provided in the 
paper assume that the base proposal would include 
aggregation rules similar to existing rules. Therefore, 
the estimates reflect neither the revenue impact of re-
forming aggregation rules for purposes of the proposal 
itself, or for reforming aggregation rules more broadly.

(i) Brief background: section 52 aggregation. Sec-
tion 52 aggregates certain commonly owned or con-
trolled entities by treating them as a “single employer” 
for certain tax purposes.

Section 52(a) provides rules for corporate groups, 
addressing when a group of entities, each of which is 
treated as a corporation for tax purposes, is aggregat-
ed and treated as a single employer. These rules es-
sentially apply the mechanics of section  1563, which 
defines a “controlled group of corporations.” In gen-
eral, the section  1563 mechanics aggregate corpora-
tions based on overlapping ownership of a sufficient 
amount of either voting power or value.

Section 52(b) and the regulations thereunder (Tre-
as. Reg. § 1.52-1(b)) then provide rules for determining 
when a group comprised of corporations and non-
corporate entities (such as partnerships), or a group 
solely comprised of noncorporate entities, will be ag-
gregated. These rules do so by applying the principles 
and mechanics of section 52(a) to noncorporate enti-
ties. In applying these principles to partnerships, the 
section  52 regulations aggregate partnerships based 
on overlapping ownership of a sufficient amount of ei-
ther the capital or profits of such partnerships.148 That 
is, when applied to partnerships, the “vote or value” 
test applicable to a corporation essentially becomes a 
“capital or profits” test.

(ii) General fix: aggregation through investment 
entities. The proposals discussed in this Technical 
Appendix and in the paper are generally intended to 
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apply equally to entities of the same size across indus-
tries and regardless of the nature of their ownership 
(e.g., whether they are owned by the original founders, 
an investment fund, or another operating business).149 
Additionally, in practice large pass-through entities 
(particularly partnerships) tend to be concentrated in 
a few industries, one of which is finance and invest-
ment.150 Thus, to achieve the intent of the proposals, it 
will be necessary to ensure that entities are aggregat-
ed for purposes of measuring their size regardless of 
whether they are engaged in an operating business or 
only in investment activities. If entities engaged solely 
in investment activities (i.e., entities that do not oper-
ate a trade or business) can “break” aggregation, then 
this will provide more favorable treatment for operat-
ing companies owned largely by investment entities, 
as well as to the investment entities themselves, rela-
tive to other large pass-through entities.

Current section  52 rules are deficient in this re-
gard. Section  52(b)(1) currently provides for aggrega-
tion of “trades or businesses (whether or not incorpo-
rated) which are under common control[.]” While this 
statutory language would not appear to require that 
every entity in a single employer group is engaged in 
a “trade or business,” the language of the regulations 
appears to be stricter, defining each type of single 
employer group as a group of “organizations conduct-
ing trades or businesses.”151 This apparent requirement 
that each organization be “conducting” a trade or 
business has led to a widespread position that invest-
ment partnerships (e.g., private equity funds) are not 
subject to aggregation under section  52, since they 
are not typically engaged in a trade or business for 
general tax purposes.152

Prior legislative proposals would have clarified the 
application of section 52(b) to investment funds that 
are not engaged in a traditional trade or business. 
Specifically, the Build Back Better Act proposed to 
amend section 52 so that the term “trade or business,” 
at least for section  52 purposes, would include the 
types of for-profit investment activities undertaken 
by investment funds. This would have caused private 
equity funds to be treated as engaged in a technical 
trade or business, at least for purposes of section 52, 
even if they were not in a trade or business for gen-
eral tax purposes.153 This fix ultimately did not survive: 
It was first narrowed to apply solely in the context of 
CAMT,154 and ultimately was removed.155

For purposes of implementing the base proposal 
(or similar proposals for taxing large pass-throughs at 
the entity level), the aggregation rules should be re-
vised to more clearly capture all commonly owned and 
controlled entities regardless of whether or not they 
are engaged in a traditional trade or business. This 
could be done by adopting the approach in the Build 
Back Better Act, or through a broader overhaul of the 
section 52 rules that relies less on “trade or business” 

terminology. For example, section 52(b)(1) could be re-
vised to more clearly specify the mechanics by which 
“principles similar to the principles which apply in the 
case of [section 52(a)]” apply to pass-through entities.

The estimates accompanying this proposal as-
sume that the base proposal would include aggrega-
tion rules similar to existing rules; therefore, they do 
not purport to score either the effect of a change of 
aggregation rules on the revenue raised by the pro-
posal, or a change to aggregation rules generally.156 Ul-
timately, the change to section 52(b) described above 
should be pursued across the board rather than solely 
for purposes of this policy proposal. That is, it should 
extend to other areas of existing law that rely on sec-
tion  52 aggregation to measure entity size, such as 
CAMT,157 section  163(j),158 section  448,159 and numer-
ous others. Conceptually, there is not a good reason 
that companies owned by investment funds should be 
treated differently (for aggregation purposes) under 
some rules but not others, as long as they satisfy the 
relevant common ownership thresholds.

(iii) General fix: common “control” test for partner-
ships. Making the above change to aggregate entities 
regardless of whether they have a trade or business 
or are engaged only in investment activities would 
take a significant step toward ensuring that compa-
nies owned by investment funds can be aggregated. 
However, that change alone is likely insufficient to en-
sure such a result. That is, even if investment funds are 
more clearly captured by section  52(b), the compa-
nies owned and controlled by those funds may still not 
be aggregated under many existing fund structures. 
Accordingly, policymakers wishing to fully implement 
the above change—either in connection with a specific 
proposal to tax large pass-through entities or more 
broadly—will need to consider additional fixes.

Many investment funds do not consist of a simple 
single partnership that owns its portfolio companies. 
Rather, the “fund” is often made up of multiple side-
by-side partnerships that invest in parallel. These 
partnerships generally have minimal overlapping own-
ership, and generally exist because different fund in-
vestors have different preferences and wish to invest 
through different structures. Typically, the only over-
lapping ownership across the multiple parallel part-
nerships that comprise the fund is that of the fund 
sponsor itself—in other words, the general partner’s 
(generally small) capital investment and its (typically 
20 percent) carried interest. These fund structures are 
highly prevalent in the market for reasons unrelated to 
the aggregation rules.

These structures will defeat aggregation in many 
cases, even if section 52(b) is expanded to include en-
tities without a traditional trade or business. As dis-
cussed above, section  1563’s “vote or value” test for 
evaluating the ownership of a corporation becomes a 
“capital or profits” test when applied to ownership of 
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a partnership. In effect, the section 52 regulations ag-
gregate partnerships connected by ownership of more 
than 50 percent of capital or profits. If an investment 
fund uses the typical multi-partnership structure de-
scribed above, it could easily be the case that (1)  no 
fund partnership owns more than 50 percent of an un-
derlying portfolio company, and (2)  none of the fund 
partnerships is connected by overlapping ownership 
of more than 50 percent of capital or profits. As dis-
cussed above, the overlapping ownership of capital or 
profits across the fund partnerships will almost always 
be limited to the general partner’s small (e.g., 1 percent) 
capital interest and its 20 percent profits interest—far 
below the 50 percent (or, in some cases, 80 percent) 
threshold required for aggregation under section 52.

As a result, to properly aggregate companies 
owned by investment fund partnerships, the sec-
tion 52 rules will also need to be updated to incorpo-
rate a common “control” test for partnerships. That is, 
the current rules aggregate partnerships based only 
on common economic ownership (capital or profits), 
and not based on common control without regard to 
economics. This differs from the approach taken under 
section  1563 with respect to corporations: Whether 
two corporations are aggregated depends on overlap-
ping ownership of either vote (i.e., control independent 
of economics) or value (i.e., economic ownership inde-
pendent of control) of the relevant corporation’s stock.

To be sure, partnership rules based solely on capi-
tal or profits are longstanding; virtually all other rules 
that evaluate ownership of a partnership do so based 
on whether a partner owns a certain amount of capital 
or of profits (or both).160 Similarly, “vote or value” tests 
for corporate ownership are widespread and long-
standing. This is likely due, in large part, to historic dif-
ferences between corporate and partnership owner-
ship and governance structures. But for a rule such as 
section 52 that purports to aggregate businesses “un-
der common control,”161 a partnership test that looks 
only to economic ownership, and not to broader mea-
sures of control, is likely to be insufficient.

At minimum, pursuing the change discussed in the 
preceding section (to expand the section  52(b) rules 
to apply to investment entities) without incorporating 
a common control test for partnerships may have little 
effect. Making the first change alone likely leaves out 
many existing investment funds that use a multi-fund 
structure. It also encourages any fund that does not 
already do so to adopt a parallel partnership structure 
(and to establish a sufficient number of fund partner-
ships to avoid aggregation). This could, in certain cas-
es, potentially be challenged under anti-abuse rules 
such as the economic substance doctrine or the part-
nership anti-abuse rule of Treas. Reg. §  1.701-2, but it 
would likely be difficult to do so.

Accordingly, policymakers seeking to imple-
ment the proposals discussed here (or changes to 

section 52 more broadly) will need to consider includ-
ing a common control test for partnerships that is not 
based solely on overlapping economic ownership. At 
minimum, for example, the rules could be expanded 
to aggregate partnerships where they have a common 
general partner (though without an indirect owner-
ship rule this would be insufficient, given the ease of 
establishing individualized general partner entities for 
each partnership). In any case, to capture the typi-
cal parallel investment fund structure, the rules would 
need to aggregate partnerships that (1) have minimal 
overlapping ownership of capital or profits but (2) are 
managed or controlled by the same (direct or indirect) 
persons or entities. This seems particularly appropri-
ate in fund structures where the purpose of the mul-
tiple funds is to invest in substantially the same assets 
and otherwise to be as economically similar as pos-
sible. If investment funds and their majority-owned 
portfolio companies should be aggregated, there is 
no good reason why splitting a single fund into mul-
tiple partnerships to achieve tax and other structuring 
goals should result in disaggregation.

A key difficulty is that, even assuming that some 
sort of common control test should be adopted for 
partnerships, it is not clear how such a test should be 
defined. For many partnerships (e.g., limited partner-
ships formed under state law), there is not a direct an-
alog to corporate voting power.162 While a limited part-
nership is generally controlled by a general partner, 
the general partner might be more properly analogized 
to a corporate board of directors than to a shareholder 
that holds voting power. This might suggest that the 
limited partners, who “appoint” the general partner 
by investing in the fund, are properly analogized to 
corporate shareholders, and therefore that the exist-
ing “capital or profits” test is appropriate. At the same 
time, case law evaluating voting power in the corporate 
context has held that voting power may extend further 
than the simple right to vote for, or appoint, directors—
in other words, certain shareholders may be treated as 
holding voting power where they retain authority over 
certain substantive matters normally left to the board 
of directors.163 It may therefore be appropriate to treat 
the general partner of a typical limited partnership as 
holding the equivalent of corporate voting power.

Additionally, it is worth considering whether this 
line of thinking relies too heavily on imperfect analo-
gies. That is, rather than seeking out the partnership 
version of a corporate shareholder or corporate voting 
power, perhaps the rules should recognize that differ-
ent legal entities exist and craft control tests that are 
based on the substantive features of those different 
legal entities.

Relying too heavily on analogies to corporate defi-
nitions may also fail to appreciate that what consti-
tutes corporate voting power may not be clear given 
existing divergences between state-law business 
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entity types and tax classifications. Many noncorpo-
rate legal entities that are not managed by a traditional 
board of directors (e.g., member-managed LLCs or 
limited partnerships) can and do elect to be treated as 
corporations under current law. In particular, it is com-
mon for foreign limited partnerships to elect corporate 
classification for U.S. tax purposes. To the extent that 
taxpayers must already apply existing law to deter-
mine who holds the voting power in such a corpora-
tion, such analyses may be informative in crafting a 
control test for entities organized as partnerships that 
do not elect corporate treatment.

As a result, further consideration and study of this 
issue is likely needed to develop the appropriate com-
mon control test for partnership (and other noncorpo-
rate) entities. Options could include the following:

Create new rules that define “control” for this pur-
pose. New rules could provide a specific definition of 
control, either for partnerships specifically or to be 
applied generally regardless of legal entity type. Cer-
tain existing tax rules already take this approach. For 
example, the term “control” is defined very broadly 
(and in a manner that can apply across legal entity 
types) for purposes of section  482—another set of 
rules that applies to commonly owned or controlled 
entities.164 Similarly, recent proposed regulations un-
der section 892 would provide a substantive definition 
of “effective control” that is based on “control of the 
operational, managerial, board-level, or investor-level 
decisions” of an entity and would not depend on eco-
nomic ownership.165 An approach that draws on gen-
eral concepts of “control,” such as these, has the ben-
efit of focusing on the substance of the arrangement. 
However, it would also require a potentially complex 
facts-and-circumstances analysis in each situation 
(and thus would provide less clarity). Further analysis 
is needed to assess its workability in the section  52 
context.

Enact a rule specifically aimed at parallel invest-
ment funds. An alternative and less-sweeping ap-
proach would be to enact a rule specifically focused 
on the investment fund scenario described above (i.e., 
multiple entities that invest in parallel and have some 
overlapping economic ownership, but not enough to 
trigger normal section  52 aggregation). Such a rule 
could provide that multiple partnerships are aggregat-
ed under section 52 where (1)  they own the same (or 
substantially similar) assets or otherwise engage in the 
same activities and (2)  the same persons own some 
threshold amount (e.g., 15  percent or 20  percent) of 
the capital or profits of each partnership. Essentially, 
for multiple partnerships that invest or act “in parallel,” 
the capital or profits threshold that triggers aggrega-
tion would be lowered significantly. While more target-
ed, this approach is likely to present its own difficul-
ties, such as how best to define investing “in parallel” 
given that the fund partnerships may not hold exactly 

the same assets or invest through exactly the same 
structures. Relatedly, existing aggregation rules focus 
solely on the amount and nature of entity ownership, 
not on the underlying investments or activities of the 
entities, and so this would be a particularly novel ag-
gregation approach. Accordingly, as above, its work-
ability in this context should be considered further.

(iv) General or proposal-specific fix: five-or-few-
er persons limitation for brother-sister groups. Under 
the definition of a “brother-sister” group in current 
Treas. Reg. § 1.52-1(d), two or more entities are aggre-
gated where a single group of five or fewer individu-
als, estates, or trusts own both (1) 80 percent of each 
entity (taking into account aggregate ownership) and 
(2) 50 percent of each entity (taking into account only 
ownership interests that are identical in each entity). 
That is, for an owner that is in the five-or-fewer owner-
ship group, all of such person’s ownership in both enti-
ties counts toward the 80 percent test while only their 
identical ownership in both entities counts toward the 
50 percent test.166

This test could be simplified by eliminating the 
second prong. The identical ownership prong is con-
fusing, and difficult to apply in situations where the two 
entities being tested for aggregation are not the same 
type of entity, a situation that section 52(b) expressly 
contemplates. For example, how should 10 percent of 
a corporation’s voting power and a 20 percent profits 
interest in a partnership be tested for identity?

By eliminating the 50  percent identical owner-
ship prong, two entities would generally be aggregated 
if the same five or fewer persons own, in the aggre-
gate, more than 80  percent of the relevant control-
ling interests in the two entities. This would provide a 
simpler, more-administrable test without significantly 
expanding the entities required to be aggregated. That 
is, the only entities captured would still be entities with 
a very high degree (80 percent) of ownership overlap 
within a relatively small ownership group.

Alternatively, and at minimum, what qualifies as 
identical ownership should be clarified for this pur-
pose. In this context, it should refer to an identical 
amount of ownership of the relevant interests. For ex-
ample, in the above case 10 percent of the profits in-
terest should be treated as identical to the 10 percent 
corporate voting power and should thus count toward 
the 50 percent identical ownership prong.

Additionally, policymakers should consider ad-
ditional reforms to the brother-sister aggregation 
tests. For example, the rules could be expanded to 
capture overlapping ownership among a larger own-
ership group. The current test considers overlapping 
ownership only by a group of five or fewer individuals, 
estates, or trusts. Expanding this test to include enti-
ties (such as corporations or partnerships) would ad-
dress, for example, a situation in which four individuals 
and one corporation together own 80 percent of two 



Toward a uniform business tax system: Examining proposals to tax large pass-through entities as corporations 37

underlying entities but the corporation does not own 
enough to trigger a parent-subsidiary group under 
Treas. Reg. §  1.52-1(c). Current rules would not appear 
to require aggregation in such a case, but they would 
require aggregation if the corporation were another in-
dividual. This result seems illogical.

The test could also be expanded by increasing 
the relevant group from “five or fewer” to some larg-
er group, such as 10 or fewer, or even a group of any 
size. Expanding the ownership group to any group of 
“the same persons” that own 80  percent or more of 
the underlying entities would more closely track other 
similar rules that test relatedness and aggregation for 
tax purposes. For example, section  707(b)(1)(B) pro-
vides that two partnerships are related if “the same 
persons” own more than 50 percent of the capital or 
profits interests of both partnerships. This would also 
more accurately achieve the goal of testing whether 
two entities have sufficiently overlapping ownership 
or control, such as two entities that are owned by the 
same persons (whether those persons number 5 or 
20) have overlapping ownership.

(v) Proposal-specific fix: 80  percent threshold 
for parent-subsidiary aggregation. Current section 52 
rules aggregate entities that are part of a parent-
subsidiary group based on a greater-than 50 percent 
ownership threshold. However, in the context of this 
proposal (particularly the base proposal, which im-
poses corporate treatment on Covered Entities), the 
50 percent threshold is likely too low. Accordingly, for 
purposes of implementing any of the proposals dis-
cussed here, it would be appropriate to increase the 
parent-subsidiary aggregation threshold to more than 
80 percent instead of more than 50 percent.

This increase would both reflect that a higher bar 
is appropriate in the context of treating multiple enti-
ties as a single organization when imposing entity-lev-
el tax, and would alleviate administrative burdens. The 
primary purpose of the change would be to minimize 
situations in which entities are required to be treated 
as C  corporations (due to aggregation) but are un-
able to join a consolidated return with the other cor-
porations in the aggregation group. That is, a group of 
corporations is permitted to file a single consolidated 
tax return where it meets the affiliation test under 
section  1504, which generally requires greater than 
80 percent ownership. Accordingly, if a pass-through 
entity were aggregated with, for example, its 51  per-
cent corporate owner under the proposal, it would be 
treated as a C corporation but would be unable to join 
in its owner’s consolidated corporate tax return. This 
misalignment between the affiliation test and the ag-
gregation test for Covered Entity status could result in 
greater administrative burdens and additional tax li-
abilities for entities covered by the regime.

(vi) Other mechanical reforms and fixes for fur-
ther consideration. Finally, some additional potential 

updates and fixes to the section 52 rules are worth fur-
ther consideration but are not addressed in detail here:

•	 Direct and indirect ownership. Overall, the sec-
tion 52 rules should take into account both direct 
and indirect ownership (i.e., ownership should 
flow up through chains of entities) and should do 
so in a clear and consistent manner. The current 
rules are confusing on this point and should be 
studied and reworked as appropriate to ensure 
this result. For example, attribution from corpo-
rations under Treas. Reg. § 1.414(c)-4(b)(4) is not 
taken into account in determining a parent-sub-
sidiary group under Treas. Reg. §  1.52-1(c); while 
this mirrors the mechanics of section 1563(a)(1), 
it should be reexamined in the context of sec-
tion 52(b) groups that include both corporations 
and noncorporate entities. Additionally, under 
section 1563(e)(2) and Treas. Reg. § 1.414(c)-4(b)
(2), attribution from a partnership to a partner is 
required only where the partner owns more than 
5 percent of the capital or profits of the partner-
ship; however, other longstanding tax rules that 
attribute ownership through partnerships (such 
as section 318(a)(2)(A) and section 267(c)(1)) do 
not include any such threshold.

•	 Incorporation of existing section  1563 rules. 
Certain other aspects of how section  52 rules 
incorporate section  1563 should be clarified. 
For example, the list of “excluded members” in 
sections  1563(b)(2)(B) through (E) does not ap-
ply for purposes of section  52 (i.e., those enti-
ties can be part of a section 52 group, but not a 
section 1563 group). Additionally, the partial year 
“component member” and “additional member” 
rules of section 1563 should be more clearly in-
corporated. Overall, however, these are relatively 
minor technical clarifications.

•	 Simplified test for evaluating ownership. Finally, 
further consideration should be given to wheth-
er it is either possible or desirable to modify the 
existing aggregation and constructive ownership 
rules to accommodate partnerships (or other 
entities) that are legitimately unable to produce 
or determine direct or indirect ownership data 
sufficient to rebut any presumptions of overlap-
ping ownership.

2. Covered Entity status based on ownership
Policymakers seeking to implement one of the pro-
posals discussed here might also consider adopting a 
Covered Entity definition that is based on the nature 
of the relevant entity’s ownership arrangements (i.e., 
an ownership test), either in conjunction with or as an 
alternative to the size-based test. There are various 
pros and cons to such an approach, but the primary 
policy rationale would be to focus the proposal on 
pass-through entities whose ownership is sufficiently 
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complex to make pass-through taxation difficult to 
administer. That is, if the reason for pursuing the pro-
posal is the increasing administrative impossibility of 
applying partnership tax rules to highly complicated 
arrangements, then it makes most sense to define 
Covered Entity in a way that more directly implicates 
the complexity of a pass-through entity’s ownership 
arrangements and, thus, the resulting administrative 
and enforcement problems.167

Complexity is a broad concept and can be mea-
sured in many ways, but one of the primary sources 
of complexity unique to partnerships comes from the 
flexible nature of their ownership arrangements. Part-
nerships can be owned by other entities of essentially 
any kind and number, which can create a tiered net-
work of ownership that is hard to trace to an actual 
taxpayer. And their ownership is often divided accord-
ing to a complex economic “waterfall” that may in-
volve special allocations of particular items of income 
or loss to particular partners, different economics for 
different partners, or various other complicated calcu-
lations. Thus, for this purpose, the appropriate type of 
ownership test is likely a test aimed at the complexity 
of a pass-through entity’s ownership arrangements.

To be sure, the size-based tests above may get 
much of the way there. That is, size may be a rela-
tively good proxy for an entity’s ownership complex-
ity in most cases. Very large partnerships (by either 
receipts or assets) are likely to have more complex 
ownership arrangements than true small businesses. 
This will not be true in all cases, though. Some large 
pass-through entities may also have relatively (or very) 
simple ownership arrangements. For example, certain 
S corporations can be very large (by receipts) but are 
nevertheless required to have simple capital struc-
tures. Treating these entities as C corporations under 
a pure size-based threshold may be inappropriate if 
they do not present the types of administrative dif-
ficulties that the proposal seeks to address. That is, it 
may not be particularly difficult, from an administra-
tive, compliance, or enforcement perspective, to ap-
ply pass-through tax rules to simple entities with pro 
rata ownership, even if they have significant assets or 
income.

The most straightforward option for an ownership 
test is one that leverages ownership requirements that 
already exist in the Code, namely the S  corporation 
ownership requirements. Under such a test, a Covered 
Entity would be any entity not already treated as a 
corporation (1) that has more than 100 partners, share-
holders, or other equity owners; (2)  that has at least 
one partner, shareholder, or other equity owner that 
is not an individual; and (3) in which economic owner-
ship is other than pro rata (i.e., that would not satisfy 
the functional equivalent of the one-class-of-stock 
requirement for S  corporation treatment).168 Such a 
test would incorporate, conceptually or directly, many 

of the conditions currently required for S corporation 
treatment: That is, under current law only entities with 
simple ownership structures are permitted to elect 
to be treated as S  corporations. It would thus effec-
tively impose Covered Entity treatment only on pass-
through entities whose ownership structure is quite 
simple.

The most difficult aspect of implementing this 
type of ownership test outside of the S  corporation 
context is incorporating an analog to the one-class-
of-stock requirement (i.e., the other-than-pro-rata 
condition above). Partnerships generally do not have 
classes of stock in the way corporations do, and their 
ownership is not required to be denominated in “units,” 
“shares,” or any other type of equity interest that can 
easily map onto a corporate share model. According-
ly, this type of test would need a workable definition 
for when a partnership effectively has more than one 
“class of stock.” This rule would need to be clear and 
easily understood so that taxpayers could evaluate 
with relative certainty whether or not their ownership 
meets the standard; a vague facts-and-circumstanc-
es approach is likely to be inappropriate and unwork-
able for this purpose.

There is some precedent for such a test. Rules 
seeking to adopt this approach could draw on other 
recent proposals that attempt to apply the S corpora-
tion one-class-of-stock requirement to partnerships 
in certain cases. Namely, Senator Wyden’s recent 
partnership reform proposals include a provision that 
would require certain partnerships with related-party 
partners to use a “consistent percentage method” for 
determining allocations.169 This would effectively re-
quire such partnerships to use pro rata allocations, at 
least as among the related-party partners, and thus 
would force them to approximate the S  corporation 
one-class-of-stock requirement. Allocations would 
satisfy the consistent percentage method (and thus 
be pro rata) where each relevant partner’s distribu-
tive share of applicable partnership items under sec-
tion 704(b) is determined in accordance with contrib-
uted capital. This could serve as a guideline or starting 
point for drafting an ownership test for Covered Entity 
treatment. That is, any partnership that would not sat-
isfy this consistent percentage method (as well as any 
other prongs of the ownership test) could be treated 
as a Covered Entity.

However, requiring all allocations to be in propor-
tion to contributed capital to avoid corporate treat-
ment imposes a strict standard. There are relatively 
common partnership ownership arrangements that 
many practitioners would regard as quite simple but 
that would not satisfy the consistent percentage 
method above. For example, it is highly common for 
certain partners (e.g., service providers) to be issued 
partnership interests that participate only in future 
partnership profits and not in existing capital. It is not 
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clear why a partnership in which some partners con-
tribute capital (and share in proportion to such capi-
tal) and other partners receive profits interests is more 
deserving of corporate treatment than a partnership 
in which all partners contribute capital and share in 
proportion to their capital contributions. Accordingly, 
while a strict pro rata requirement would generally 
follow the S corporation rules, it may be overly strict 
as a measure of the type of complexity that warrants 
corporate treatment. A slightly broader definition—
narrowly tailored to capture more complex arrange-
ments—could be warranted. However, the more com-
plex definition will be more difficult to draft and will 
still result in drawing a line somewhere on a spectrum 
of partnership complexity that may seem arbitrary.

3. Applying both tests: size and ownership
As noted above, a combination approach could be 
used. For example, a Covered Entity could be any 
pass-through entity that satisfies both (1)  the size-
based test (gross receipts, asset values, or a combi-
nation) and (2) the ownership test. This could increase 
complexity, since entities would need to run both 
tests. However, as above, many entities would likely be 
able to confirm they are not Covered Entities by run-
ning only one test.

As discussed above, different thresholds may re-
flect different policy goals. Accordingly, a combined 
approach may be appropriate to the extent that pol-
icymakers wish to implement at least some of these 
differing policy goals at once. For example, policymak-
ers seeking to implement a proposal specifically ad-
dressing partnerships may wish to adopt an owner-
ship-based test while also including a size threshold to 
exclude small entities for political reasons.

That is, adopting the ownership-based test de-
scribed above would generally exclude large but sim-
ple arrangements, such as existing S corporations that 
would not trip the ownership test but that are very 
large by assets or receipts. However, the ownership-
based test could capture small but complex partner-
ships, such as small business partnerships in which 
the partners have negotiated a relatively complicated 
(or even only slightly more complicated than pro rata) 
economics. Thus, incorporating a size threshold in ad-
dition to the ownership-based test could improve the 
political viability of the proposal by excluding these 
types of small partnerships.

4. Scope of Covered Entity status: which types of 
entities must be tested?
Under the base proposal, the Covered Entity thresh-
olds discussed above (based on gross receipts, assets, 
or ownership) would capture any entity not otherwise 
treated as a corporation that satisfies the relevant 
test. However, the rules will need to do slightly more 

than simply capture any entity not otherwise treated 
as a corporation. Our current tax system provides for 
a wide array of entity types, many of which receive 
specialized tax treatment, and many of which are, at 
least technically, corporations.170 Certain corporations, 
for example, may effectively achieve a version of pass-
through treatment, such as S corporations, RICs, REITs, 
and some foreign corporations. Accordingly, imple-
menting the base proposal will require the rules to be 
clear about which entities must be tested for Covered 
Entity status and which entities are excluded.

The base proposal discussed in the paper con-
templates that only the core regarded pass-through 
entities that exist under the Code today would be 
tested for Covered Entity status. This would cap-
ture entities treated as partnerships for tax purposes 
(whether organized as limited partnerships, LLCs, etc.) 
and S  corporations.171 If this is the approach that the 
rules ultimately take, they will need to incorporate 
some additional features. For example, rules will be 
needed to ensure that a Covered Entity cannot opt 
out of C corporation treatment by electing S corpora-
tion status or making an election under the CTB rules. 
However, these considerations are straightforward and 
are addressed in Section I.D. of this appendix.

More broadly, implementing the proposal will re-
quire further examination of whether there are spe-
cific types of entities that should not be captured—
that is, whether it is appropriate to capture, at most, 
partnerships and S  corporations, or whether certain 
other pass-through (or pseudo-pass-through) ar-
rangements should also be captured. The base pro-
posal discussed and modeled in the paper assumes 
that these other types of entities would be excluded 
from Covered Entity treatment, but whether this is the 
appropriate approach warrants further consideration 
and discussion.

(a) Sole proprietorships and disregarded enti-
ties. Activities conducted in these forms are afforded 
pass-through treatment in the sense that only a single 
level of tax is imposed, at the owner level. However, 
these arrangements are generally not treated as en-
tities at all from a U.S. federal income tax perspec-
tive; rather, U.S. tax law views these arrangements as 
businesses (or other activities) carried on directly by 
the sole owner. This is true whether such sole owner 
is an individual or a regarded entity like a corpora-
tion or partnership. Consistent with this treatment, 
the proposals examined here would not apply to sole 
proprietorships or to disregarded entities (DREs). Be-
cause these are not regarded as separate entities for 
U.S. federal income tax purposes, they would not be 
tested for Covered Entity status and thus would not be 
forced onto subchapter C. Rather, their first regarded 
entity owner would be tested.

The proposals examined here would thus fol-
low the treatment of DREs and sole proprietorships 
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as nonentities for U.S. federal income tax purposes. If 
a DRE’s sole owner is a corporation, then its income is 
already subject to corporate-level tax; separately test-
ing (and imposing corporate treatment on) the DRE it-
self would be unnecessary. If a DRE’s sole owner is a 
partnership or S corporation, then the sole owner (i.e., 
the partnership or S corporation) would be tested for 
Covered Entity status. And if a DRE’s sole owner is 
an individual, then neither the DRE nor the individual 
would be a Covered Entity since the proposals would 
not generally test individual taxpayers for Covered En-
tity status, and there would otherwise be no business 
entity to test. Thus, the proposal’s default framework 
is consistent with the general approach of imposing 
Covered Entity tax (CE tax) only on entities and not on 
individuals.

As the paper discusses, however, a key policy driv-
er of proposals to tax large pass-through entities as 
corporations is the desire to raise revenue by simply 
limiting single-layer tax treatment to businesses below 
a certain size threshold. Scoping DREs and sole pro-
prietorships out of Covered Entity treatment may be 
inconsistent with this rationale since it could create a 
new arbitrary dividing line that allows differential tax 
treatment of similarly sized businesses. That is, un-
der an approach that excludes DREs, a large business 
owned by a single individual could potentially achieve 
more favorable tax treatment than the same business 
owned by two individuals. This preference for DRE 
treatment (rather than partnership or S  corporation 
treatment) may incentivize business owners to rechar-
acterize arrangements that would otherwise be joint 
ventures as DREs by replacing equity interests with 
loans, licenses, or other contractual arrangements. For 
example, a business comprised of two partners—one 
providing capital and the other providing services—
may be able to achieve a significantly better tax result 
for the service provider if the capital provider’s inter-
est in the venture is structured as a loan. This would 
essentially be a version of similar tax planning that oc-
curs today as a result of the S corporation one-class-
of-stock rule.

A sufficiently high size threshold may address this 
concern in many, if not most, cases. Planning into DRE 
treatment is likely to be most relevant, and most fea-
sible, for businesses that have both (1) a small number 
of owners and (2) significant ownership by individuals. 
The larger the number of owners, the more difficult it 
will be to replace all but one of the potential equity 
owners with non-equity arrangements. And plan-
ning into DRE treatment seems less likely to provide 
a benefit for businesses owned in significant part by 
other regarded entities (e.g., corporations or partner-
ships), since those other entities would generally be 
tested for Covered Entity treatment anyway (or would 
already be subject to corporate tax).172 Yet business-
es with a small number of (mostly) individual owners 

are far less likely to be very large than are businesses 
with one or more significant entity owners. As a result, 
limiting Covered Entity treatment to sufficiently large 
entities may exclude many businesses for whom this 
type of DRE planning is feasible or relevant as a practi-
cal matter.

In any case, policymakers interested in pursuing 
one of these proposals should study and consider this 
issue further, particularly in light of their overall policy 
goals. A more robust approach may be to scope DREs 
and sole proprietorships into Covered Entity treat-
ment to avoid arbitrary line-drawing and thus mini-
mize planning aimed at avoiding Covered Entity status 
for certain large joint ventures.

(b) Entities taxed under subchapter M. The pro-
posals discussed here would also exclude from Cov-
ered Entity treatment entities afforded pass-through 
treatment under subchapter M. This is primarily rele-
vant to two types of entities—RICs and REITs.173 RICs are 
investment companies that (1) are required to register 
with the U.S. Securities and Exchange Commission (e.g., 
mutual funds), (2) earn primarily passive investment in-
come, and (3)  hold a diversified pool of assets under 
detailed asset diversification tests.174 REITs are broadly 
similar and have “been described as a mutual fund for 
real estate.”175 To qualify as a REIT, an entity must sat-
isfy a number of organizational requirements, as well as 
pass detailed income and asset tests designed to en-
sure that its assets consist primarily of passive invest-
ments in real estate.176 Both types of entities are ef-
fectively afforded pass-through, or conduit, treatment 
through a deduction for amounts distributed to their 
owners. Thus, while both types of entities are techni-
cally corporations, the income and gains they distrib-
ute are largely passed through to their investors with-
out being subject to tax at the entity level.

The proposals examined here would not capture 
RICs and REITs on the grounds that a modified and 
specific corporate tax regime already applies to them. 
These entities are granted specialized treatment under 
the Code only if they satisfy a set of complex require-
ments designed to ensure that they are specific types 
of investment vehicles. Thus, while they are afforded 
a type of pass-through treatment, they are also sub-
ject to strict eligibility rules that limit this treatment to 
specific activities and investments. This paper does 
not interpret these proposals as seeking to upend the 
rationale for providing such treatment and limiting it 
to these types of investment vehicles, and so it would 
not subject these entities to Covered Entity treatment.

However, policymakers constructing and imple-
menting one of these proposals may wish to examine 
this position further, in particular the following:

Excluding RICs and REITs from Covered Entity 
treatment may be inconsistent with a broad policy 
goal to impose uniform double-layer corporate taxa-
tion on all entities of a particular size regardless of the 
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nature of their income, assets, or activities. That is, if 
the proposal is ultimately constructed to capture rela-
tively simple pass-throughs (such as S  corporations 
and DREs) based solely on size, that would seem to 
reflect an underlying policy rationale consistent with 
capturing RICs and REITs of a particular size as well.

Excluding RICs and REITs from Covered Entity 
treatment may be inconsistent with capturing other 
investment vehicles organized as partnerships (e.g., 
other private investment funds, such as private eq-
uity and hedge funds). Excluding RICs and REITs while 
capturing these other investment vehicles arguably 
reflects an arbitrary distinction and could result in 
some large private equity and hedge funds restructur-
ing their assets and activities to qualify for RIC treat-
ment to avoid the regime. That said, to the extent that 
RICs and REITs are more-rigid vehicles that do not of-
fer many of the flexibilities of subchapter K, this result 
could be viewed as a feature rather than a bug.

Relatedly, if RICs and REITs are not captured, that 
may be viewed as reflecting a policy judgment that the 
proposal should primarily capture traditional operat-
ing business entities rather than investment entities. 
To the extent RICs or REITs are excluded out of a desire 
not to disadvantage the tax treatment of investing di-
rectly (versus investing through managed funds), that 
rationale would support excluding partnership invest-
ment vehicles from the rules as well.

If policymakers wish to pair the proposal with an 
elimination of the qualifying income exception to cor-
porate treatment for PTPs (as discussed above), ex-
cluding RICs and REITs from the rules could be viewed 
as inconsistent with this approach. Eliminating the 
qualifying income exception, at least for passive in-
come, suggests that investment entities should be 
treated as corporations if they otherwise satisfy the 
relevant requirements for corporate treatment. If PTPs 
with passive qualifying income must be treated as 
corporations, then it would make some sense to treat 
certain RICs and REITs as C corporations as well.

(c) Trusts. The proposals discussed here also 
would not capture trusts even though many types of 
trusts are essentially treated as pass-through or con-
duit arrangements for U.S. federal income tax pur-
poses. Despite their pass-through treatment, trusts 
are not generally “business entities” under the sec-
tion  7701 regulations. Accordingly, it makes some 
sense that a proposal aimed at rationalizing or reform-
ing the tax treatment of large business entities would 
not apply to trusts. However, certain business trusts 
are appropriately treated as partnerships (rather than 
trusts) for tax purposes under existing entity classifi-
cation rules.177 As business entities, these trusts should 
be captured by the proposals discussed here. Rules 
implementing one of these proposals should take care 
to incorporate these existing rules rather than creat-
ing, for example, a blanket exclusion for all trusts.

Certain trusts, however, may implicate issues 
similar to those discussed above with respect to both 
DREs and passive investment vehicles. Under Treas. 
Reg. §  301.7701-4(c), “investment trusts” are treated 
as grantor trusts and thus are pass-through entities 
for U.S. federal income tax purposes. Broadly speak-
ing, an investment trust is an arrangement through 
which the beneficiaries make and hold investments 
where the trustee does not have power under the trust 
agreement to “vary the investment” of the trust.178 In-
vestment trusts thus have features of both DREs (they 
are grantor trusts and thus essentially ignored for U.S. 
federal income tax purposes) and passive investment 
vehicles like RICs, REITs, and other investment part-
nerships. Whether large investment trusts should be 
captured by the proposals discussed here is not im-
mediately clear and will depend on the ultimate poli-
cy goals. If policymakers implement the paper’s base 
proposal, using a pure size-based threshold for Cov-
ered Entity treatment, then capturing large investment 
trusts would be consistent with capturing relatively 
simple investment partnerships that cross the size 
threshold. On the other hand, if the proposal excludes 
RICs and DREs, however large, then it might also make 
sense to exclude large investment trusts.

(d) Other considerations. The proposals dis-
cussed here would generally construct the definition 
of Covered Entity to reflect the scoping discussed 
above. Thus, as a default, they would capture large 
partnerships and S corporations and exclude RICs, RE-
ITs, and DREs. However, as indicated above, policymak-
ers could take a wide range of approaches. The scop-
ing of the Covered Entity definition should continue to 
be considered. As the discussion of particular entity 
types above reflects, implementing the proposal will 
require making many decisions about whether specif-
ic types of existing entities are excluded or captured, 
and these decisions should be based on the ultimate 
policy rationale driving policymakers to pursue the 
proposal.

Thus, for example, if the proposal is designed to 
address the complexity of pass-through entity owner-
ship arrangements (e.g., proposals that apply the own-
ership test discussed above), many S corporations are 
likely to be functionally excluded from Covered Entity 
treatment. Policymakers might instead choose to take 
a more direct route and simply exclude S corporations 
from Covered Entity treatment altogether and impose 
S corporation style ownership restrictions on partner-
ships. Although there is no size limit on electing S cor-
poration treatment under current law, existing S cor-
poration rules are less flexible and present far fewer 
administrative difficulties, and fewer opportunities for 
avoidance, than partnership rules.

As discussed above, alternative proposals might 
also make entirely different policy choices about the 
specific types of entities, businesses, or enterprises 
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that are excluded from Covered Entity treatment 
by using a different type of threshold altogether. For 
example, certain other proposals to tax large pass-
through entities as corporations would not carve out 
all entities taxed under subchapter  M.179 See discus-
sion above.

Policymakers may also wish to examine the broad-
er question of how and whether the proposal should 
treat pass-through entities that operate a “trade or 
business” for U.S. federal income tax purposes differ-
ently from those that are engaged in mere investment 
activities. That is, should the proposal impose corpo-
rate (or entity) taxation only on operating businesses, 
or should it pick up some (or all) passive investment 
entities well? On the one hand, as discussed above, a 
decision to exclude RICs, REITs, and investment trusts 
from Covered Entity treatment could be understood 
as reflecting a policy judgment that the proposal is not 
meant to capture investment entities. On the other 
hand, it may be viewed as reflecting only a policy judg-
ment that pass-through treatment should be limited 
to a specific subset of investment entities (i.e., entities 
subject to the restrictions of subchapter  M or Treas. 
Reg. §  301.7701-4(c), which provide their own guard-
rails, but not partnerships). In any case, pass-through 
entities that do not operate a trade or business could 
range from very large private equity funds, to small 
family offices, to pure holding companies formed only 
to hold and divide up ownership of a single company. 
Excluding such entities from Covered Entity treatment 
may significantly narrow the proposal’s reach (and 
thus its revenue) and should therefore be done only 
with careful consideration.

Finally, in addition to crafting any carveouts to 
achieve the specific policy sought, any policymaker 
considering a proposal to tax certain pass-through 
entities as corporations will likely wish to structure 
carveouts to counter any opportunity for avoidance or 
abuse that arises from excluding certain types of enti-
ties. For example, if excluding RICs or REITs causes an 
aggressive shift of existing investment funds into RIC 
or REIT status, stronger (and more specific) guardrails 
may be warranted. Policymakers should also consider 
including general and directed anti-abuse provisions if 
they want to provide for avenues to shut down avoid-
ance without expanding the scope of the Covered En-
tity definition.

5. Other effects and considerations with respect to 
Covered Entity treatment
Certain additional consequences of corporate treat-
ment for Covered Entities should be considered and 
may inform how the proposal is constructed and 
implemented.

For example, most tax consequences that follow 
from corporate treatment or apply to corporations 

would necessarily apply to pass-through entities con-
verted into C  corporations under the base proposal. 
These impacts should generally be unsurprising, since 
they would all generally apply in the same manner as if 
the pass-through entity had simply elected corporate 
treatment under the CTB rules. Accordingly, policy-
makers may reasonably conclude that these consid-
erations should have no impact on how the proposal is 
constructed and implemented. These consequences 
include (but are not limited to) the following:

As a corporation, a Covered Entity could be an 
“applicable corporation” for CAMT purposes.

As a corporation, a Covered Entity that is orga-
nized as a foreign entity could be treated as a con-
trolled foreign corporation or passive foreign invest-
ment company, with associated consequences for its 
owners. Similarly, any such Covered Entity would not, 
under current law, be permitted to join in the filing of a 
consolidated tax return with other members of its cor-
porate group.

A Covered Entity that is organized as a foreign 
entity and that earns income effectively connected 
with a U.S. trade or business (i.e., ECI) would generally 
be subject to full U.S. corporate tax on such ECI un-
der section 881 and could also be subject to additional 
branch profits tax on such income under section 884. 
As a pass-through entity, the entity generally would not 
have been subject to U.S. federal income tax (or branch 
profits tax) on this income before becoming a C corpo-
ration—rather, any ECI would have passed through and 
been subject to U.S. tax (if applicable) at the partner or 
owner level.

A Covered Entity that is organized as a foreign 
entity may be subject to U.S. withholding tax (up to 
30  percent) on certain U.S. source income, such as 
dividends and interest, unless eligible for reduction or 
exemption under domestic U.S. tax law or an income 
tax treaty. As a pass-through entity, it generally would 
not have been subject to U.S. withholding itself; rath-
er, any such withholding (or reduction thereto) would 
have been applied to its partners or owners on a look-
through basis.

As a corporation, a Covered Entity could potential-
ly be a personal holding company under section 542. 
However, this would likely be uncommon under a size-
based test for Covered Entity status (unless the size 
threshold is set particularly low), since larger entities 
are more likely to have varied ownership inconsistent 
with personal holding company status.
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F. Transition and other implementation 
rules and considerations
1. Initial transition: effective date and conversion 
mechanics
(a) Time period. The base proposal would apply a 
delayed effective date for required corporate treat-
ment. For example, the rules implementing the pro-
posal would be effective one to three years after 
enactment, though taxpayers could elect C corpora-
tion treatment sooner as desired. A delayed effective 
date is necessary to give taxpayers adequate time in 
which to (1) make an initial evaluation of Covered En-
tity status (including under complicated aggregation 
rules); (2) undertake the transition of their ownership 
arrangements from pass-through to corporate treat-
ment (if anticipating Covered Entity treatment or 
electing to be treated as a corporation); (3) undertake 
steps to effectuate a different conversion mechanism 
than the default approach under the rules, if desired; 
and/or (4) undertake valid restructuring to avoid Cov-
ered Entity treatment, such as the divestment of all 
or a portion of a business to an unrelated third-party 
buyer.

Because of complexities involved in these analy-
ses, as well as the fact that new guidance will be need-
ed to smooth this process for taxpayers, a transition 
period of at least two years is appropriate. A shorter 
transition period is likely to result in confusion and 
noncompliance. A longer transition period will gener-
ally make transition easier, but it may also make the 
proposal less attractive because it would lower the 
revenue raised over the budget window.

(b) Conversion mechanics and considerations. 
Although the translation of pass-through equity into 
corporate stock may be difficult for some entities 
(discussed below), the mechanics of the conversion it-
self should be relatively straightforward. It should rely 
largely on—and should not be meaningfully different 
from—existing rules under section  7704 and the CTB 
regulations. These default mechanics for conversion 
from pass-through to corporate treatment are well 
understood.

The default mechanism for initial conversion to 
C corporate treatment (as of the effective date) would 
be the same as under existing section  7704(f): the 
Covered Entity would be treated as transferring its as-
sets and liabilities to a newly formed corporation in 
exchange for stock (in a section 351 transaction) and 
subsequently distributing such stock to its owners in 
complete liquidation. Appropriately, this is the same 
mechanism that would apply if the Covered Entity had 
simply elected to be treated as a corporation under 
Treas. Reg. §  301.7701-3 effective as of the effective 
date of the proposal.

Income earned by the Covered Entity prior to the 
conversion date, as well as its starting corporate attri-
butes (including earnings and profits) would be deter-
mined in the same manner as if such conversion had 
occurred via existing mechanics (e.g., CTB election, 
merger, or state law conversion).

Some required conversions could trigger taxable 
gains, and thus immediate tax liability, for the Covered 
Entity or its owners. For example, some conversions 
may not qualify for nonrecognition treatment under 
section  351(a). This might occur for various reasons, 
such as the application of section 351(e), a contribution 
of liabilities in excess of basis under section  357(c), 
or transactions subsequent to the conversion that 
cause section 351(a) not to apply due to a lack of sec-
tion  368(c) control immediately after the conversion. 
That said, it is generally unlikely that section 351(e) will 
apply to trigger gains, since required conversions gen-
erally will not result in diversification. Nevertheless, it is 
likely appropriate to provide transition relief in at least 
some of these situations and a deferral or installment 
mechanism would be one relatively simple way to ac-
complish this.

Existing tax law has provided or proposed similar 
transition relief for changes in law that trigger imme-
diate tax liability due to a transaction deemed to oc-
cur, or imposed by, a change in tax laws. For example, 
section 965 eliminated the deferral of tax, and thus re-
sulted in immediate taxation, with respect to certain 
income of specified foreign corporations (including 
controlled foreign corporations) that had accrued over 
a period of up to 30 years but had gone previously 
untaxed by the U.S. In doing so, it allowed taxpayers 
to elect to pay the resulting tax in installments over 
eight years.180 SOI data now shows that most of the tax 
was paid through such installments.181 Similarly, recent 
proposals to modify how partnership liabilities are re-
quired to be allocated under section 752 would have 
allowed tax liabilities arising from any gain triggered to 
be paid over a six-year period.182

An alternative and potentially more generous ap-
proach would be to hardwire in the rules that all re-
quired conversions would be treated as fully nonrec-
ognition transactions regardless of whether they would 
qualify for such treatment under existing section 351. 
At least some of the rationales behind existing excep-
tions to nonrecognition treatment under section 351(a) 
may not apply, or may apply differently, in the context 
of a required conversion. However, there should be a 
clear reason to provide a different treatment than ap-
plies in the PTP context. That is, for partnerships con-
verted into corporations under the existing mechanics 
of section  7704(f), no such exceptions are provided, 
and so it is not clear they are appropriate here. Ad-
ditionally, even under this type of “full nonrecognition” 
approach to relief, there may be some provisions (such 
as section 91 branch loss recapture) that will cause tax 
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upon conversion, so may still require an installment or 
other approach to provide relief.

Any relief from immediate tax liabilities triggered 
upon conversion will also need to be carefully crafted 
to ensure that such relief is available only where the 
tax liability is the result of the required conversion it-
self, and not the result of separate transactions under-
taken by the relevant taxpayer. For example, it may not 
be appropriate to extend such relief to taxpayers that 
affirmatively or strategically undertake transactions 
that cause a required conversion to be taxable. That 
is, relief from the tax liability triggered by a conversion 
could cause taxpayers to seek out how they might use 
a required conversion to obtain a step-up in the basis 
of operating assets at a lower (or deferred) tax cost. 
If a taxpayer can cause its required conversion to be 
taxable, such as by hardwiring a subsequent transac-
tion that breaks section  368(c) control, the required 
conversion may become a tax arbitrage opportunity. 
That is, transition relief should be true relief rather than 
a route for strategically triggering gains at a lower-
than-normal tax cost.

2. Ongoing transitions: falling in and out of the 
regime
After initial conversion, entities will continue to move 
into (or out of) Covered Entity status based on their 
size. Although the threshold for Covered Entity sta-
tus would be assessed as an amount averaged over a 
multiyear period, it would still be tested annually—that 
is, each year an entity would calculate its average an-
nual gross receipts over the past three years to see 
whether it falls over or under the threshold. Any pass-
through entity that meets the threshold for the rele-
vant taxable year would be a Covered Entity for such 
taxable year (and would be converted into a corpora-
tion effective as of the beginning of that taxable year).

If, under this test, a Covered Entity then falls be-
low the size threshold in a later year, it should not be 
forced to convert back to pass-through treatment. 
Unless it undertakes some sort of affirmative conver-
sion transaction, the entity should remain a corpora-
tion. A regime that forces an entity’s tax classification 
to flip back and forth between corporate and pass-
through treatment each year based on whether the 
entity is above or below a particular size threshold for 
such year would be unnecessarily complex and overly 
punitive. It would also be inconsistent with retaining 
CTB elections at all, and specifically the ability to elect 
C  corporation treatment, for entities below the size 
threshold. It would not make sense to force an entity 
to convert back to pass-through treatment if it is then 
able to elect C corporation treatment anyway.

But implementing the proposal will nevertheless 
require determining whether a Covered Entity that falls 
below the size threshold should be eligible to make a 

CTB election to be treated as a partnership effective 
as of the first taxable year it ceases to be a Covered 
Entity (i.e., whether a conversion back to pass-through 
treatment is allowed). As under current law, such an 
election would generally cause a taxable liquidation of 
the corporation and thus may trigger a significant tax 
liability. Additionally, any entity making such an elec-
tion would need to continue testing for Covered Entity 
status in future years and might be converted back 
into a C corporation anyway. Thus, it is likely that, even 
under an elective approach, most Covered Entities 
would, absent unusual circumstances, simply cease 
testing for Covered Entity status in subsequent tax-
able years and effectively choose to remain corpora-
tions for U.S. federal income tax purposes.

The base proposal discussed in the paper thus 
contemplates that Covered Entities later falling below 
the relevant threshold would not be permitted to elect 
pass-through treatment under the CTB rules. Allowing 
such an election seems unlikely to provide a mean-
ingful benefit to taxpayers for the reasons discussed 
above and seems unlikely to minimize administrative 
complexity. A Covered Entity that later falls below the 
relevant size threshold and wishes to convert back to 
pass-through treatment would, as under existing law, 
have other options for pursuing such a conversion, 
such as an actual liquidation, a merger, or some other 
asset transfer into a pass-through entity.183 Neverthe-
less, policymakers implementing the proposal may 
wish to consider further how Covered Entities that lat-
er fall below the size threshold are (or are permitted to 
be) treated.184

3. Translating pass-through equity into corporate 
stock: the classes of stock issue
One particularly difficult aspect of the base proposal 
is the complexity of translating economic ownership 
arrangements from pass-through to corporate treat-
ment. The ownership arrangements of pass-through 
entities (particularly partnerships) are characterized 
and treated very differently from those of corpora-
tions for U.S. federal income tax purposes. As a result, 
forcing certain pass-through entities to be treated as 
corporations will require either (1)  taxpayers and the 
IRS to determine how existing ownership interests in 
pass-through entities are, or should be, treated under 
subchapter C; or (2) taxpayers to restructure and re-
write their pass-through economics so that they func-
tion as corporate stock. In many cases, this will be a 
complex process. As a result, implementing the base 
proposal will require policymakers to consider wheth-
er rules are needed to address this translation issue.185

Partnerships provide significantly more flexibility 
than corporations for dividing economic ownership. 
Unlike corporations, partnerships are not bound to a 
capital structure that is based on classes (or shares) 
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of stock. Rather, partnerships essentially have a blank 
slate to divide their ownership into interests with 
whatever economic (and other) terms the partners ne-
gotiate under the partnership agreement. Partnership 
interests can more readily, and more frequently, utilize 
specialized economics, such as special allocations, 
other mechanics to disaggregate certain partnership 
items or assets among partners, and ownership that is 
governed by a complex “waterfall” rather than by sep-
arate equity instruments with specific terms.186 Addi-
tionally, unlike corporate shareholders, a partner holds 
a single unitary partnership interest (with a single tax 
basis and value) regardless of how the partnership’s 
economics are described or divided up under the 
partnership agreement.187

These fundamental differences mean that it may 
be difficult in certain cases to translate complex part-
nership equity interests into corporate stock in a way 
that makes sense. For example, turning partnership in-
terests into corporate stock, without modifying their 
terms, may result in a situation in which each partner 
holds a completely individualized and separate class 
of stock—a corporate capital structure that taxpay-
ers would be unlikely to set up from scratch and that 
could facilitate odd results or tax planning.

For example, suppose a partnership specially al-
locates a particular type of income (or income from 
a particular asset) to a partner and this allocation is 
respected under section  704(b). Because corporate 
stock does not contemplate special allocations, this 
may be treated as its own class of stock once the enti-
ty converts. Similarly, some complex partnerships use 
“partner-by-partner” economics to facilitate bespoke 
economic deals for particular partners; it is possible 
that, if such a partnership were converted into a cor-
poration (without adjustment), each partner could be 
treated as holding a separate class of stock.

Relatedly, taxpayers accustomed to partnership-
style economic sharing may begin to explore ways in 
which these types of complicated (and atypical) cor-
porate stock arrangements could be used to replicate 
or extend the benefits previously available under sub-
chapter  K. For example, once an entity is converted 
into a corporation, it may utilize the resulting (or imple-
ment new) unique multi-class share structures to shift 
shareholder-level income disproportionately to tax-in-
different owners or otherwise separate tax results from 
economics. These issues, as well as those described in 
the preceding paragraph, need to be studied further in 
connection with any effort to implement any version of 
the base proposal; it is not clear at this stage how sig-
nificant these issues would be or how much the base 
proposal should care about fixing them. In particular, 
any such strategies should be available to existing cor-
porations today, and imposing entity-level corporate 
tax may significantly lessen the need to police wheth-
er the “wrong” owner is taxed on the second layer of 

income except in particularly aggressive situations. 
Furthermore, to the extent entities and shareholders 
respond to the proposal by retaining earnings and min-
imizing the second layer of shareholder-level tax, this 
should minimize the revenue impact of these types of 
strategies over the budget window.

Fortunately, our tax system must already contend 
with complex translation issues to some degree due 
to the CTB and PTP rules. That is, LLCs (which typi-
cally use flexible partnership-style economics and 
may be governed by any number of complicated eco-
nomic rules) can simply check the box to be treated as 
corporations, and many of them do. Some LLCs with 
relatively complex partnership-style economic water-
falls elect to be treated as corporations, with the re-
sult that their owners simply hold corporate stock with 
distribution rights governed by the waterfall. Similarly, 
as discussed above, section  7704(a) requires certain 
PTPs to be treated as corporations, which (at least 
theoretically) forces large and complex partnerships 
onto subchapter  C in a manner similar to the base 
proposal.

Furthermore, many (if not most) partnership 
agreements today use a distribution-driven or target-
ed allocation approach under which the partners’ eco-
nomic entitlements are governed by a distribution wa-
terfall rather than by complex “layer-cake” allocations. 
Most partnership allocations are not constructed to 
comply with the substantial economic effect safe har-
bor, and capital accounts may not be maintained in 
technical compliance with section  704(b) rules. This 
market shift to a distribution-driven model of partner-
ship economics is likely to simplify translation issues. 
It should generally be easier to map distribution en-
titlements onto the terms of corporate stock (whose 
economics are already typically drafted in terms of 
the right to receive distributions of corporate earn-
ings) than it would be to translate complex allocation 
rules written for partnership-specific tax rules.

However, these considerations may be insuffi-
cient to address all translation issues that arise under 
the base proposal. While many LLCs can and do elect 
corporate classification, they often draft and analyze 
their agreements accordingly. That is, if an LLC plans 
to elect corporate classification, its economics will 
often be drafted in a manner that is relatively easy to 
translate into corporate stock.188 Similarly, many PTPs 
either know they will be treated as corporations un-
der section 7704(a) (and thus draft their agreements 
accordingly) or will maintain pass-through treatment 
under the qualifying income exception (making the 
translation issue irrelevant). As a practical matter, it 
is extremely rare for an entity designed for partner-
ship tax treatment (and thus designed to avoid cor-
porate treatment, whether under section  7704(a) or 
otherwise), to fall into corporate treatment.189 That is, 
under current law, entities are generally permitted to 
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move between partnership and corporate treatment 
on an elective basis and instances of required cor-
porate treatment are rare (and planned around). As a 
result, taxpayers know ahead of time what an entity’s 
tax classification will be, and they draft and operate 
the entity accordingly, sidestepping any translation 
complexities.

But the base proposal would go much further than 
current law in requiring entities intended (and de-
signed) to be treated as partnerships to be treated as 
corporations. The base proposal is therefore likely to 
cause many more instances of complex translation is-
sues than arise under current law. As a result, imple-
menting the base proposal will require policymakers 
to consider (1) whether its rules should (or even could) 
be written to minimize or address translation issues, 
(2) whether taxpayers will simply need sufficient time 
to do the analysis and restructure their economic ar-
rangements (i.e., whether this should be built into the 
transition period and effective date discussed above), 
or (3)  whether there should be some combination of 
the two.

Given the breadth and variety of existing partner-
ship economic arrangements, it would be difficult to 
write detailed prescriptive rules that provide answers 
about how those arrangements should be translated 
into corporate stock under subchapter C. Furthermore, 
such an approach is probably unrealistic and perhaps 
not even desirable as a policy matter. That is, it is not 
clear that the goal of the regime should be to adopt 
an algorithm-type approach under which a partner-
ship governed by complex partnership-style econom-
ic rules can simply convert to a corporation with the 
tax rules telling you what its resulting corporate stock 
should be. Rather, rules or guidance implementing the 
base proposal should focus on the following:

Providing broadly applicable and general guidance 
that clarifies likely gray areas and thus minimizes op-
portunities for aggressive planning: For example, gen-
eral rules that clarify when differences in economic 
rights will create a separate class of stock. For ex-
ample, rules could seek to specify the amount of dif-
ferentiation between stock terms that will result in a 
separate class of stock for a converted entity.

Evaluating the most aggressive potential uses of 
complicated share class structures to shift the sec-
ond layer of income between owners (e.g., strategies 
designed to ensure that a tax-exempt shareholder re-
ceives all dividend income while other owners receive 
a step-up in basis in their shares at death) and pro-
viding rules or guidance designed to address these. 
Again, while taxpayers may pursue these strategies 
today, they may become more aggressive in doing so 
in response to the proposal.

Evaluating whether, and to what degree, transla-
tion issues should be addressed primarily by rules and 
guidance or by taxpayer structuring. For example, it 

may be appropriate (and consistent with the base pro-
posal’s reliance on existing tax classifications) to allow 
taxpayers to construct (or reconstruct) their econom-
ic arrangements as corporate stock in the manner that 
works best for them.

4. Avoidance, behavioral responses, and related 
issues
More broadly, any attempt to implement or estimate 
one of the proposals discussed here will need to con-
sider the role, prevalence, and validity of techniques 
to avoid Covered Entity treatment. Some taxpayer re-
sponses to the proposal may rely on planning or struc-
turing that complies with technical tax rules but is 
inconsistent with congressional intent. Such planning 
or structuring will implicate existing substance-over-
form and other anti-abuse doctrines. Consistent with 
this, the rules that implement the proposal should aim 
to prevent such techniques to the maximum extent 
possible. At the same time, U.S. tax law generally allows 
taxpayers to avoid or minimize the impact of tax rules 
via transactions or structures that have an actual sub-
stantive impact on economics or ownership and are 
consistent with congressional intent, such as a true re-
structuring into a type of entity or structure that is not 
what Congress intended to capture. This is often (but 
not always) permitted even where the primary or sole 
motivation for undertaking the substantive change is 
to avoid or minimize tax.190

There are certain ways to avoid the Covered En-
tity tax that are likely to be valid; one example is ef-
fecting a bona fide division of a business among non-
overlapping owners in a way that avoids aggregation 
(even under the revised aggregation rules) and thus 
brings each relevant entity below the size threshold.191 
Other valid approaches could include (1) undertaking 
certain other actions or transactions that the entity 
would have not otherwise undertaken to stay below 
any applicable coverage or safe harbor thresholds, 
(2) validly qualifying for RIC or REIT status (to the ex-
tent these entities are excluded from Covered Entity 
treatment), or (3)  undertaking bona fide actions that 
move the entity’s business operations outside of the 
United States (and do not run afoul of anti-inversion or 
similar rules).192

Different responses are likely to have differing im-
plications for the proposal’s underlying policy goals. 
For example, if a primary goal of the proposal is to re-
duce complexity in the tax system, bona fide restruc-
turing that makes entities smaller or less complex (or 
that subjects them to greater regulation) may be en-
tirely consistent with the proposal even when it results 
in less revenue. On the other hand, if the risk of avoid-
ance (and reduced revenue) from businesses moving 
their activities outside of the United States were high, 
that is likely to be undesirable to policymakers.
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The risk of businesses moving outside of the U.S. 
in response to the proposal should not be given un-
due weight, however. While some entities may achieve 
benefits by re-domiciling as foreign entities, moving an 
entire business operation outside of the reach of U.S. 
income taxation is a significant endeavor that will be 
prohibitively difficult for many U.S.-based business-
es.193 Furthermore, any effort to either re-domicile or 
move business operations outside of the U.S. will need 
to contend with existing anti-inversion rules, which are 
likely to make such strategies difficult. Nevertheless, 
the proposal will create incentives for some taxpay-
ers to push the boundaries on these and other relat-
ed strategies. For example, profit-shifting strategies 
undertaken by large multinational businesses under 
current law could be adopted by even more entities, 
placing significant additional pressure on existing tools 
such as transfer pricing rules.

Furthermore, it may be administratively difficult 
for the U.S. to assert taxing rights over foreign partner-
ships that become corporations under the propos-
al. That is, if a foreign partnership with no ECI or U.S. 
source income is treated as a Covered Entity, the U.S. 
would generally have limited ability to impose corpo-
rate tax on it. This is true even though U.S. tax could 
have been imposed on the entity’s U.S. owners while it 
was treated as a partnership. Thus, it is possible that 
Covered Entity treatment could reduce U.S. tax rev-
enues from certain foreign partnerships that have U.S. 
partners but foreign income and activities. However, it 
is unclear how big the effect of this would be. See the 
discussion of the U.S. taxation of foreign Covered Enti-
ties above.

II. Alternative proposal: 
imposing a new entity-level 
tax on applicable pass-through 
entities
Given the significant complexity of forcing many large 
and complex pass-through entities onto subchapter C, 
a potential alternative approach (discussed briefly in 
the paper) is to impose a new pass-through entity tax 
on such entities. Rather than changing overall tax clas-
sifications and navigating the resulting complexities of 
converting to subchapter C, this alternative would re-
tain pass-through treatment for Covered Entities and 
would simply charge them an additional entity-level 
tax. Instead of imposing entity level tax via the regu-
lar corporate tax, it would calculate and impose an 
entity-level tax on the pass-through entity itself with-
out otherwise changing its overall tax classification. In 
other words, it would be akin to an excise tax imposed 
on certain pass-through entities. This section provides 

an initial assessment of this alternative—in particular, 
whether it offers a simpler and more administrable 
way to raise revenue from Covered Entities.

At first blush, this alternative proposal may seem 
simpler than full conversion under the base propos-
al. But further examination shows that it is a much 
closer call: The alternative proposal raises many of 
its own complexities, some of which are on par with, 
if not more complex than, the difficulties of the base 
proposal. For one, as a general matter the entity tax 
approach relies much more on constructing novel tax 
rules that do not exist today. That is, rather than mak-
ing use of existing tax classifications and conversion 
mechanics, a new entity-level tax relies on construct-
ing an entirely new tax base, and many new tax me-
chanics, that are not part of the U.S. federal income 
tax system today. Thus, while the base proposal raises 
many complexities and difficulties, it is largely known 
it relies much more heavily on rules, mechanics, con-
cepts, and transactions that exist (or can exist) under 
today’s laws.

A. Covered Entity status and transition 
rules
First, the considerations regarding how to define Cov-
ered Entities—what threshold is used, which types of 
existing pass-through entities are excluded or cap-
tured—should largely be the same as those described 
above. For example, just as the base proposal’s C cor-
poration approach could apply to all partnerships and 
S corporations with average annual gross receipts ex-
ceeding a certain dollar amount, the alternative pro-
posal’s entity tax approach could apply to the same 
entities. That said, it is worth considering whether the 
differences between the two proposals would support 
using a different definition of Covered Entity status 
under the alternative proposal.

Second, the considerations described above with 
respect to transition rules are also broadly similar un-
der both proposals. However, the alternative propos-
al may warrant a simpler or shorter transition period 
than the full corporate approach of the base proposal. 
That is, as long as the relevant rules implementing and 
imposing the pass-through entity tax are well crafted, 
transitioning into the alternative regime should be 
much simpler for most entities than transitioning fully 
into corporate treatment.

B. Key components of constructing and 
implementing the entity tax
To flesh out the complexities of even a relatively ba-
sic pass-through entity tax regime, policymakers must 
address the key components of such a regime and 
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examine whether they can be constructed to raise rev-
enue from the largest and most complex pass-through 
entities while remaining administrable. A workable 
version of the alternative proposal must address five 
primary components: (1) the tax base, (2) the tax rate, 
(3) whether the entity level tax is deductible, (4) how 
the entity level tax is allocated to the partners/owners, 
and (5)  how the tax is applied in tiered entity struc-
tures. As discussed below, these components do not 
stand alone but rather interlock such that choices and 
trade-offs with respect to one will impact the others.

1. The tax base (CE taxable income)
As a baseline, the CE tax under the alternative propos-
al should be a relatively straightforward calculation: 
Each Covered Entity would be subject to a tax equal 
to the CE tax rate multiplied by CE taxable income (i.e., 
the CE tax base).

However, establishing the appropriate CE tax 
base is a deceptively difficult task. There is current-
ly not one pass-through entity-level income (or loss) 
amount. Rather, certain items realized at the partner-
ship or S  corporation level are required to be sepa-
rately stated to the partners/owners; thus, these items 
do not net out at the entity level and do not factor 
into the entity’s bottom-line net income or loss. This 
generally means that partnerships and S corporations 
report an assortment of separate (and non-netting) 
items of income, gain, loss, and deduction items to 
their partners/owners rather than a single net pass-
through income amount. Thus, the most basic ques-
tion to answer in constructing the CE tax base is how 
and whether these entity-level items should be com-
bined to reach a single pass-through entity income or 
loss amount.

(a) Combination approach. One option is to apply 
a simple combination approach. Under this approach, 
CE taxable income would be a net amount (not less 
than zero) calculated by subtracting (1) all separately 
stated and non-separately stated items of loss, and 
deduction reported to partners/owners from (2)  all 
separately stated and non-separately stated items of 
income and gain reported to partners/owners. In oth-
er words, CE taxable income would be calculated by 
simply combining all positive and negative entity-level 
items of income, gain, loss, and deduction, whether or 
not separately stated and regardless of character, to 
reach a single net number. This net amount (if posi-
tive) would be multiplied by the CE tax rate to deter-
mine the entity’s CE tax liability. This approach raises a 
number of additional issues:

Why not less than zero? Should CE taxable income 
be allowed to go negative (i.e., be allowed to create a 
CE taxable loss)? If so, the rules would likely need to 
incorporate net operating loss–type mechanics. This 
would add complexity but would also be fair and is 

arguably the correct approach conceptually. These 
net operating loss–type rules could likely be modeled 
on existing net operating loss rules, but further study 
would be needed to determine whether modifications 
are appropriate. An alternative, and simpler, approach 
is to view the alternative proposal as more of an ex-
cise tax simply aimed at imposing an additional tax in 
specific situations (and on a specific base), rather than 
measuring income over time.

How should tax credits factor in, if at all? Cred-
its reduce tax liability rather than taxable income. As a 
general matter, pass-through entities currently deter-
mine credits at the entity level and then allocate them 
to the partners/owners, with the partners/owners then 
applying the credits to reduce tax on their own tax re-
turns. Constructing the CE tax base thus requires de-
termining how these tax credits should factor in. For 
example, should they be applied at the pass-through 
entity level (to reduce CE tax), or should they contin-
ue to be applied only for regular income tax purposes 
(with the CE tax regime unaffected by regular income 
tax credits)? If an entity’s CE tax liability is not reduced 
by regular tax credits determined at the entity level, 
this could be viewed as inconsistent with allowing de-
ductions at the entity level to reduce CE taxable in-
come, which may raise concerns about fairness and 
consistency. At the same time, taking credits into ac-
count would add significant complexity. Additionally, 
specific tax credits are often calculated and applied 
differently (and to achieve different policy purposes), 
especially in pass-through entities, and so an ap-
proach that attempts to take into account credits may 
need to do so on a credit-by-credit basis rather than 
an across-the-board basis.

How should existing limits on deductibility apply 
in calculating CE taxable income, if at all? Various de-
duction limitations apply under current law (i.e., limits 
on a taxpayer’s ability to deduct certain amounts in 
calculating taxable income). In pass-through entities, 
these limits are often applied on a pass-through ba-
sis (i.e., at the partner/owner level). For example, un-
der section  212, miscellaneous itemized deductions 
are currently disallowed for individuals, and a part-
nership must therefore separately state its miscella-
neous itemized deductions. Each individual partner is 
then prohibited from deducting its distributive share 
of such deductions. The alternative proposal requires 
considering how such partner-level limitations should 
factor in to the calculation of CE taxable income, if at 
all. For example, should these amounts also be non-
deductible for purposes of determining CE taxable in-
come? Such a restriction would add significant com-
plexity: It would diverge from normal pass-through 
treatment by effectively importing partner-level de-
duction restrictions into an entity-level calculation. 
Such an approach would also be inconsistent with 
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the simplified methodology of disregarding the sepa-
rate statement of items when calculating CE taxable 
income. 

Note that the question of whether certain deduc-
tions should be allowed in computing CE taxable in-
come is similar to questions that arise in constructing 
alternative minimum tax regimes. That is, an alternative 
minimum tax generally disallows certain deductions 
that are allowable for purposes of calculating regu-
lar income tax liability. Since the alternative proposal 
essentially constructs a new tax (with a new base), 
constructing it requires engaging in a similar analysis 
about which deductions are allowable and which are 
not. The most straightforward approach is to rely on 
existing rules on deductibility, but even this approach 
raises questions, as discussed immediately above.

Any approach to incorporating existing deduc-
tions will also need to consider the degree to which 
pass-through entities might be incentivized to over-
state certain deductions likely to be nondeductible 
(for regular tax purposes) at the partner/owner level 
simply because they are allowed as deductions in 
computing CE taxable income.

Partner-specific adjustments. Under existing part-
nership tax rules, certain adjustments or attributes 
may apply only to specific partners. For example, a 
partner may have a specific adjustment that affects 
only its own share of the partnership’s tax basis in an 
asset (a section 743(b) adjustment), and thus affects 
only its own share of income, gain, loss, and deduc-
tion with respect to the asset. Similar to partner-level 
deduction limitations, the alternative proposal must 
consider if and how to incorporate these types of 
partner-specific adjustments in the calculation of CE 
taxable income. One approach is to take all such items 
into account. This would essentially treat the aggre-
gate amount of section 743(b) adjustments (or similar 
adjustments) as increasing or reducing the partner-
ship’s basis in the relevant asset for CE taxable income 
purposes—in other words, it would import partner-
level inside basis into the partnership for the benefit 
(or detriment) of all partners. This would effectively 
cause CE taxable income to reflect the aggregate in-
come recognized by the partners. An alternative ap-
proach is to ignore these amounts entirely, since they 
are partner-level items, treating CE taxable income as 
a pure partnership-level determination. It is not imme-
diately clear which approach is more complicated or 
more appropriate as a policy matter.

Whichever approach is taken, it would be appro-
priate to ensure that the allocation of partnership-lev-
el CE tax expense lines up. That is, if a section 743(b) 
adjustment is taken into account in determining CE 
taxable income, then it will be appropriate for the allo-
cation of the CE tax expense to a particular partner to 
reflect that partner’s section 743(b) adjustment. And if 
the adjustment is not taken into account in CE taxable 

income, it will be appropriate for the allocation of CE 
tax expense to ignore the partner-level section 743(b) 
adjustments.

Addressing this issue will also require evaluating 
the degree to which the rules implementing the alter-
native proposal can, or should, follow existing law. For 
example, under subchapter K, section 734(b), adjust-
ments to inside basis are not partner-specific while 
section  743(b) adjustments are. Does this mean that 
they should be treated differently for purposes of cal-
culating CE taxable income?

(b) Allocation complexities. Because the en-
tity’s pass-through status remains unchanged under 
the alternative proposal, the entity’s CE tax expense 
will need to be allocated to its partners/owners, just 
as any of its other expenses must be allocated. If the 
calculation of CE taxable income combines separately 
stated and non-separately stated items to determine 
a single net amount of CE taxable income, as above, 
this will raise questions about how to determine the 
correct allocation of the resulting CE tax liability. That 
is, the separately and non-separately stated items 
that go into the calculation of CE taxable income may 
be allocated differently to different partners.

As discussed below, the substantively appropriate 
approach is to allocate entity-level CE tax to the part-
ners/owners in proportion to their shares of the items 
that went into calculating CE taxable income (i.e., in 
proportion to their shares of CE taxable income). That 
is, as long as each of the items in the CE tax base is an 
item that is allocated by the pass-through entity to its 
owners for regular tax purposes, the logical approach 
will be to allocate the resulting CE tax expense in the 
same way. But how should that be accomplished when 
CE taxable income is calculated as a single amount 
resulting from the combination of separate amounts 
that may be allocated in different proportions? Either 
the entity-level CE tax expense must be allocated first 
across the separate items of income, gain, loss, and 
deduction that went into the calculation of CE taxable 
income, or an overall percentage share of the com-
bined CE taxable income amount must be determined 
for each partner.

Allocating CE tax liability first across the entity-
level items that went into calculating CE taxable in-
come facilitates an accurate allocation of CE tax ex-
pense to the partners/owners because it creates a 
portion of the CE tax expense that can follow each 
corresponding item of CE taxable income. For exam-
ple, if $10 of $40 total CE tax expense is allocated to 
the entity’s separately stated capital gain, then $10 of 
CE tax expense would be allocated in the same man-
ner as such capital gain. However, an allocation of the 
CE tax across entity-level items may be complicated 
and may end up eliminating much (if not all) of the 
simplification benefit of using a combined approach to 
calculate CE taxable income in the first place.
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A simpler approach may be to determine and pro-
vide a single combined percentage share of CE tax-
able income for each partner. That is, instead of allo-
cating the CE tax expense first across the items that 
went into CE taxable income (and then allocating each 
such portion of CE tax expense in a manner that fol-
lows each corresponding component of CE taxable in-
come), a flat percentage share of CE taxable income 
could be established for each partner. Each partner 
would then be allocated that percentage of the CE 
tax expense. A partner’s overall percentage share of 
CE taxable income could be determined by adding up 
the partner’s share of each component of CE taxable 
income (positive and negative) and dividing this net 
number by the entity’s total CE taxable income.

(c) Disaggregation approach. An alternative that 
takes into account separately stated and non-sepa-
rately stated items is a disaggregated approach. Un-
der this approach, a separately (positive or negative) 
CE tax amount would be calculated for (1)  each item 
of separately stated income, gain, loss, or deduction 
and (2) for non-separately stated (or, bottom-line) net 
income or loss. These separate CE tax amounts would 
then be netted at the entity level, and the resulting 
number (if positive) would be the entity’s total CE tax 
liability.

This should primarily be mechanical (i.e., this dis-
aggregated approach should reach the same entity-
level CE tax liability as the combined approach de-
scribed above). That is, arithmetically, it should not 
matter whether the items of income, gain, loss, and 
deduction are summed first and then multiplied by 
the CE tax rate or vice versa. Nevertheless, the po-
tential benefit of the disaggregated approach is that it 
more easily facilitates an allocation of separate CE tax 
amounts to the partners/owners that simply follows 
the allocation of each separately stated and non-sep-
arately stated item that went into the calculation of CE 
taxable income. That is, if a partner is allocated a dis-
proportionate amount of capital gain, then the partner 
is allocated a disproportionate amount of CE tax. See 
further discussion of allocation of the entity-level tax 
below.

Note that this approach raises many of the same 
basic questions regarding calculation of the CE tax 
base as are highlighted above, such as how to deal with 
tax credits, whether certain amounts should be allow-
able as deductions, how (and whether) to account for 
partner-level adjustments, and so on.

(d) Reaching the same result? At a high level, 
the above alternatives show that different approach-
es (combined or disaggregated) for calculating CE 
taxable income are essentially just two sides of the 
same coin. The difference between the two essen-
tially comes down to ordering: Is it easier to calculate 
CE tax on a combined basis and then divide it up for 
purposes of allocating it to the partners/owners, or is 

it easier to calculate CE tax on a disaggregated basis, 
allocate the disaggregated components of CE tax to 
the partners/owners, and then add those up to reach 
CE tax liability (and CE tax credits at the partner lev-
el)? Broadly speaking, and particularly in simple cases, 
the approaches should reach the same result and will 
carry many of the same complexities. Accordingly, the 
primary goal here should be to pick the methodology 
that is most intuitive and most administrable.

(e) Discarding worse alternatives. Finally, alter-
native approaches to the CE tax base could be con-
sidered, but are likely not worth pursuing.

For example, the above approaches (combined 
and disaggregated) are two different ways to calculate 
the CE tax on a base that includes all (or most) of an 
entity’s separately stated and non-separately stated 
items of income, gain, loss, and deduction (regard-
less of character). An alternative, and certainly simpler, 
method would be to simply treat the pass-through en-
tity’s non-separately stated (i.e., bottom-line) net in-
come (or loss) as the CE tax base. This approach would 
avoid many of the calculation, allocation, and appor-
tionment complexities described above (though it will 
not sidestep all issues, such as deductibility and part-
ner-level adjustments) since it would focus on only one 
type of entity income or loss. However, it would also 
result in arbitrary line-drawing and likely leave the CE 
tax base too small. It would capture only pass-through 
entities that actually have bottom-line net income or 
loss (i.e., in general, ordinary business income), leaving 
entities out of the tax base to the extent of their oth-
er income sources, such as capital gains, section 1231 
gains, and so on, which may be significant. An invest-
ment partnership whose income consists solely or pri-
marily of capital gain and dividend income would not 
be subject to the CE tax while a partnership that oper-
ates a business would be. This would also incentivize 
pass-through entities to push more income into sepa-
rately stated buckets to minimize CE tax.

A similar—and similarly arbitrary—middle ground 
would be to construct CE taxable income so that it 
captures only bottom-line net income (or loss) and 
certain specified other items (e.g., the largest of the 
other sources of entity income, gain, loss, or deduc-
tion, such as capital gains). However, this seems like 
the worst of both worlds. It would be arbitrary while 
also failing to avoid the complexities of an approach 
that constructs the base out of both separately stated 
and non-separately stated items.

2. The tax rate
This is the most straightforward element of the pro-
posal since it would just be a flat percentage rate 
imposed on CE taxable income. Once the base is 
constructed, the rate could be set at a level that is ex-
pected to raise the desired amount of revenue, such 
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as at a level that approximates the revenue that would 
be raised from the base proposal’s full C corporation 
mechanic.

More-complex approaches could be taken, such 
as a progressive or tiered rate structure, but it is not 
clear why that would be appropriate or necessary for 
this proposal.

3. Whether the tax is deductible at the entity level
Effectively, this is a question of whether the tax paid by 
the entity itself is an expense that reduces the amount 
of income that passes through to the owners. In other 
words, should only the after-tax amount of entity-level 
income pass through to the owners? Because the al-
ternative proposal maintains pass-through treatment 
but imposes a new expense (the CE tax itself) on the 
entity, the alternative proposal must address wheth-
er this new expense affects the income that passes 
through to the owners for regular tax purposes. For ex-
ample, suppose a partnership with $1,000 of income 
pays $10 in CE tax. Should it allocate $1,000 of income 
to its partners, or $990?

For completeness, a third alternative is that it 
would allocate no further income to its partners. That 
is, the full $1,000 was taxed at the entity level and so 
is not taxed again at the owner level. This would ef-
fectively flip the existing pass-through regime upside 
down: Instead of imposing a single layer of tax at the 
owner level, this would simply impose a single layer of 
tax at the entity level. Similar proposals have been of-
fered elsewhere,194 but are not the focus of this analy-
sis. Such a proposal would also require setting a suf-
ficiently high CE tax rate to ensure that the entity tax 
does not lose significant revenue compared to regular 
pass-through taxation.

Note that, regardless of whether the CE tax is de-
ductible in computing the entity’s income that passes 
through to its owners, it will need to be allocated to the 
owners under regular pass-through tax rules. Accord-
ingly, the deductibility (or nondeductibility) of the CE 
tax cannot be used as a lever to simplify the compli-
cated allocation questions discussed above or below. 
For example, if the tax is deductible, only the after-tax 
income passes through to the owners for regular tax 
purposes, and determining a partner’s distributive 
share of this after-tax amount would thus require de-
termining its share of the CE tax expense. If a partner 
were to be allocated too little or too much CE tax ex-
pense, then the partner’s distributive share of after-
tax income will be over- or understated. And if the tax 
is not deductible, the CE tax will still be an expense 
that reduces each partner’s tax basis in its partner-
ship interest and book capital account. Thus, if a part-
ner’s distributive share of CE tax does not line up with 
its distributive share of the pretax income, its outside 

basis and book capital account will be distorted and 
potentially over- or understated.

As discussed below, this analysis contemplates 
that a credit would be provided to an upper-tier Cov-
ered Entity to minimize the duplication of CE tax on 
the same amount of income. Accordingly, at least for 
CE tax purposes, a lower-tier Covered Entity’s CE tax 
expense should not be deducted for purposes of cal-
culating an upper-tier Covered Entity’s distributive 
share of CE taxable income from the lower-tier Cov-
ered Entity. If the upper-tier Covered Entity’s share of 
CE taxable income from the lower-tier entity were re-
duced by the lower-tier CE tax, then the upper-tier en-
tity’s CE tax credit would always be overstated. In oth-
er words, the upper-tier entity’s CE tax credit and its 
CE taxable income used to calculate its CE tax (against 
which the credit is applied) need to be calculated 
apples to apples. However, this does not necessarily 
answer the question of whether the CE tax should be 
deducted at the level of the lower-tier entity for pur-
poses of determining the upper-tier entity’s distribu-
tive share of regular taxable income (rather than CE 
taxable income).

Notably, existing S corporation rules may provide 
a useful framework here. In certain cases, an S corpo-
ration may be subject to entity-level tax under sec-
tion 1374 on built-in gains that existed at the time the 
entity was converted from a C corporation to an S cor-
poration. In such a case, both the S corporation itself 
and its shareholders are subject to tax on the recog-
nized gains—the S  corporation is subject to entity-
level tax under section 1374, and the gain also passes 
through to the shareholders under section  1366. Un-
der these rules, the gain that passes through to the 
shareholders is reduced by the entity-level tax; sec-
tion 1366(f)(2) provides that a loss equal to the amount 
of tax paid by the S  corporation itself also passes 
through to the shareholders, reducing each share-
holder’s share of the recognized gain that generated 
the entity-level tax. Thus, existing S corporation rules 
reflect an “after-tax” or “deductible” approach to the 
imposition of entity-level taxes on a pass-through en-
tity itself. Rules implementing the alternative proposal 
could adopt a similar approach, at least for regular in-
come tax purposes. This would add complexity, given 
that CE tax might be imposed on a broader range of 
income and gains than section 1374 tax, but would also 
seem to reflect a fair and logical result.

4. How the entity-level tax is allocated to the 
partners/owners
The most substantively appropriate approach is to en-
sure that the CE tax expense is allocated to the entity’s 
owners in proportion to their shares of the amounts 
that went into the calculation of CE taxable income 
(i.e., the CE tax base). That is, because the CE tax is 
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calculated on items of income, gain, loss, and deduc-
tion that pass through to the owners, it makes most 
sense to allocate the tax in a manner that aligns with 
the allocation of those items. To the extent that CE 
taxable income is composed of various items that are 
allocated to different partners in different proportions, 
this requires some allocation of CE tax expense across 
those items (or other disaggregation of CE taxable in-
come items) to ensure that the CE tax expense can be 
divided up and allocated in a manner that follows the 
separate components. Many of these complexities are 
discussed above.

(a) Simpler allocation approaches. Approaches 
that do not seek to align the allocation of CE tax ex-
pense with the allocation of items that comprise the 
CE tax base may be simpler but run the risk of creat-
ing mismatches that lead to arbitrage and tax planning 
opportunities. For example, suppose a partnership 
has two partners, only one of which is a Covered En-
tity. The upper-tier Covered Entity would benefit from 
increased allocations of lower-tier CE tax expense 
while the other partner would be indifferent to such 
allocations (and may even prefer a lower allocation of 
CE tax expense to maximize outside basis reduction). 
In such a case, a simplified allocation that allows CE 
tax expense to be disproportionately allocated to the 
upper-tier Covered Entity (as compared to its share 
of CE taxable income items) will overstate its CE tax 
credit and could provide other tax benefits. The part-
ners may seek to use flexibility in the allocation of CE 
taxable income (or items of CE taxable income) under 
normal subchapter K rules in a manner that facilitates 
a disproportionate allocation of CE tax expense to the 
upper-tier Covered Entity.

(b) Allocation complexities. However, an alloca-
tion rule that seeks to align CE tax expense with CE 
taxable income raises other complicated questions. 
As discussed above, one question is how to deal with 
partner-specific adjustments or allocations that ap-
ply under regular subchapter  K rules, such as sec-
tion  743(b) adjustments. The above discussion fo-
cused on whether, and how, a partner’s section 743(b) 
adjustment should be taken into account in computing 
a partnership’s aggregate CE taxable income. However, 
partner-specific adjustments will also affect how the 
partnership’s CE tax expense is, or should be, allocat-
ed to its partners. Put another way, this is another case 
in which it is likely appropriate to cause the CE tax ex-
pense (and CE taxable income) to follow regular tax-
able income calculations. If a partner’s section 743(b) 
adjustment reduces partnership-level CE taxable in-
come, it would make sense for the resulting reduction 
in CE tax to be allocated to that partner. But the closer 
the alternative proposal’s mechanics follow regular tax 
rules, such as subchapter K rules, the more complicat-
ed they get and the less likely they will be to address 
the complexity of existing subchapter  K rules. Many 

other complex subchapter K issues will factor into the 
calculation and allocation of CE tax, and will need to be 
considered further. Some examples follow:

Section  704(c) allocations. Section  704(c) raises 
similar issues as described above. For example, sec-
tion  704(c) provides requires certain items of tax-
able income or deduction to be allocated to specific 
partners. Accordingly, a reasonable baseline approach 
would be to ensure that the allocation of any CE tax 
imposed on items of CE taxable income that are allo-
cated to a specific partner under section 704(c) would 
follow those section 704(c) allocations. However, sec-
tion  704(c) allocations can become incredibly com-
plex to track and determine and so any interaction 
between the alternative proposal and section  704(c) 
rules would need further consideration.

Mixing bowl gain, disguised sales, and guaranteed 
payments. The rules will also need to consider the 
treatment of mixing bowl gain under section 704(c)(1)
(B) or section 737, disguised sales (to or from the part-
nership) under section  707(a), and guaranteed pay-
ments made by the partnership under section 707(c). 
Any approach for implementing the alternative pro-
posal that seeks to impose CE tax on partnership in-
come, and to allocate the CE tax expense in a man-
ner consistent with the allocation of that partnership 
income, will need to consider and account for these 
complicated scenarios. As a general matter, a reason-
able approach would be to treat these items as only 
factoring into the calculation and allocation of CE tax 
to the extent they generate partnership-level items of 
income, gain, loss, or deduction. Thus, for example, it 
is likely inappropriate to treat guaranteed payment in-
come of a partner as part of the partnership’s CE tax 
base, but the corresponding guaranteed payment ex-
pense deduction that occurs at the partnership level 
should reduce the partnership’s CE taxable income. 
Similarly, it is likely appropriate to provide that a dis-
guised sale or mixing bowl transaction affects only a 
partnership’s CE tax liability to the extent such trans-
action generates (or reduces) the partnership’s tax-
able income or gain. If it does, it makes sense for the 
resulting CE tax to follow how that resulting income or 
gain was allocated. However, these are highly compli-
cated questions.

Gross income allocations. In certain cases, a part-
nership may allocate gross (rather than net) income 
items to partners. Rules will need to consider how 
the allocation of CE tax expense, which is calculated 
on a net amount at the partnership level, is or should 
be affected by allocations of gross, rather than net, 
amounts that form part of the CE tax base. This may 
be similar to the guaranteed payment considerations 
described above.

Partnership liability allocations. Partnership tax 
rules contain complicated rules under section 752 that 
govern how partnership-level liabilities are allocated 
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to partners and the tax consequences of changes in 
a partner’s share of liabilities. Implementing the alter-
native proposal will require consideration of whether, 
and how, these rules should factor into the CE taxable 
income (or CE tax) calculation or allocation. One po-
tential approach is that they should not factor in, since 
CE tax is a partnership-level tax amount based on 
partnership-level income or loss, and liabilities should 
therefore factor in only to the extent that they actually 
affect the partnership’s income or loss. The allocation 
of liabilities to partners under section 752 affects cer-
tain partner-level calculations (e.g., a partner’s outside 
basis), but it generally will make sense for CE taxable 
income to follow the allocation of such income for reg-
ular tax purposes. Similarly, the treatment of things like 
partnership minimum gain and the allocation of nonre-
course deductions will need to be considered.

Essentially, implementing the alternative proposal 
will require detailed consideration of how creating and 
implementing a new pass-through entity tax base in-
teracts with existing pass-through tax rules. Perhaps 
this is largely a project for regulatory guidance, but 
leaving too many unknowns to future regulatory guid-
ance can create a risk that rules are implemented in a 
manner inconsistent with congressional intent.

5. How the tax is applied in tiered structures
Finally, the alternative proposal will need to address 
tiers of pass-through entities, which are highly com-
mon. In a structure where a partnership owns interests 
in another partnership and both are Covered Entities, 
should the CE tax be imposed on the same income at 
each level? Without any relief in such a tiered struc-
ture, CE tax might be imposed on the same CE taxable 
income multiple times. That is, some or all of an upper-
tier partnership’s CE taxable income will be its dis-
tributive share of CE taxable income from a lower-tier 

partnership, on which the lower-tier partnership al-
ready paid CE tax. This would result in two layers of CE 
tax imposed on the same income. In structures with 
many tiers, imposing a layer of CE tax at each level 
could result in CE tax that ends up exceeding the to-
tal amount of CE taxable income (i.e., an effective CE 
tax rate greater than 100 percent). It is not clear why 
such an approach would be an appropriate policy re-
sult unless a policy goal of the proposal is specifically 
to discourage tiered entity structures by taxing them 
more heavily. But tiered entity structures often ad-
dress business or commercial needs, and this discus-
sion assumes that discouraging tiers is not a specific 
aim of the proposal.195

Accordingly, in implementing the alternative pro-
posal, it seems appropriate to provide relief for CE tax-
able income in tiered pass-through structures. While 
the CE tax is a pass-through entity-level tax, it would 
make sense to impose only a single level of CE tax on 
pass-through entity income. In a tiered structure such 
as that described above, therefore, it would make 
sense to ensure that the upper-tier pass-through en-
tity does not pay CE tax again on any portion of its in-
come that was already subject to CE tax at a lower-tier 
Covered Entity.

One relatively straightforward way to accomplish 
this is through a crediting mechanism. Essentially, the 
upper-tier entity would be allocated both its distribu-
tive share of the lower-tier entity’s CE taxable income 
and CE tax expense (as discussed above), and its share 
of CE tax expense would then be applied as a credit 
against the upper-tier entity’s own CE tax. Under such 
an approach, the credit would presumably be non-
refundable. However, it would be reasonable to allow 
excess CE tax credits to be carried over to reduce an 
upper-tier entity’s CE tax in future years. Such a me-
chanic would need further refining in any actual rules.
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— apply to privately held businesses depending of the form 
of organization and available elections”—considerations very 
similar to those that have driven many of the proposals exam-
ined here).

103.	 The President’s Economic Recovery Advisory Board, supra 
note 46, at pp. 74-76; see also The President’s Framework for 
Business Tax Reform, supra note 39, at pp. 10.

104.	 The President’s Economic Recovery Advisory Board, supra 
note 46, at 75.

105.	 Id. In 2010, publicly traded partnerships (PTPs) were already 
taxed as corporations under section 7704. However, the 2010 
report discussed the option of removing some of the PTP ex-
emptions that exist under current law. Specifically, the report 
discussed two alternatives: (1) “end[ing] the current law ex-
emptions for entities with certain types of income (natural re-
source or portfolio-type income)”; or (2) removing the “excep-
tion for partnerships with passive-type income derived from 
providing investment adviser and related asset management 
services.” Id.

106.	 See Nicola M. White & Drew Pierson, Baucus Says Congress 
Should Look at Taxing Passthroughs as Corporations, Tax 
Notes, May 5, 2011 (“We’re going to maybe have to look at 
passthroughs—say they’ve got to be treated as corporations if 
they earn above a certain income.”); Baucus Examines Ways to 
Reduce Distortions in Business Caused by the Tax Code, Unit-
ed States Senate, Committee on Finance, Chairman’s News, 
August 1, 2012.

107.	 See Senate hearing testimony by Treasury Secretary Timothy 
Geithner, U.S. Senate Committee on Finance, The President’s 
Budget for Fiscal Year 2012, 112th Cong., February 16, 2011.

108.	 Thornton & Duke, supra note 78, at 4, 20-22.

109.	 Id. at 20.

110.	 Id. at 4. The report specifically discussed prior estimates re-
lated to a $10 million gross receipt threshold, a $25 million av-
erage annual gross receipt threshold, and a $50 million asset 
threshold. Id. at 21. If the goal is to capture below 2 percent of 
pass-through entities as of the time of the proposal, it would 
be possible to tailor the threshold to achieve that.

111.	 Specifically, the report suggested the possibility of adopting 
the Bipartisan Budget Act of 2015’s 100-partner threshold for 
large partnerships for auditing purposes as a threshold for 
which partnerships should face an entity-level tax. Id. at 20-21.

112.	 Professor Bearer-Friend is a tax law professor at George 
Washington Law School.

113.	 Bearer-Friend, supra note 41.

114.	 Id. (in explaining the rationale for repealing subchapter S, Bear-
er-Friend explains that this would mean that “entity-level tax” 
would apply “to all incorporated firms whose owners enjoy 
limited liability[.]”)

115.	 Professor Furman was the chair of the Council of Economic 
Advisers from 2013 to 2017. He currently is professor at Har-
vard, with a joint appointment at the Harvard Kennedy School 
and the Department of Economics, as well as a nonresident 
senior fellow at the Peterson Institute for International Eco-
nomics.

116.	 Jason Furman, supra note 61, at 299, 301-2.

117.	 Id. at 286, 302. The proposal builds on the $10 million gross re-
ceipts threshold from the 2005 Bush Advisory Panel proposal, 
which would be an approximately $13 million threshold in 2020 
dollars. However, Furman states that “[a] higher threshold, say 
$25 million, might be more reasonable.” Id. at 302.
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118.	 Id. at 306. Furman estimated, however, that a steady-state 
version of the proposal would raise only $200 billion over the 
budget window. Id.

119.	 Fox, Liscow & Love, supra note 4, at 35-36. This option is one 
of the paper’s four options to address “the rising complexity of 
partnerships”; the other three are increasing IRS staffing; insti-
tuting a complexity fee; and enhancing information reporting. 
See also Edward G. Fox, Zachary D. Liscow, and Michael Love, 
The Case for Corporate Tax: Two Trends Make Pass-Through 
Taxation Harder To Defend, Tax Policy Center TaxVox, February 
10, 2026.

120.	 Id. at 36.

121.	 Mark P. Keightley, Taxing Large Pass-Throughs as Corporations: 
How Many Firms Would Be Affected?, CRS Report R42451, 
Congressional Research Service, March 30, 2012.

122.	 Keightley, supra note 39, at 28-29.

123.	 CBO, supra note 47, at 24-29.

124.	 The easiest way to accomplish this is likely to incorporate the 
new rule directly into section 7704. This would require con-
forming changes to the section heading and text—a Covered 
Entity under the proposal should not be incorporated into the 
definition of PTP when it is not a PTP; rather, corporate treat-
ment should apply to a Covered Entity in the same way that it 
applies to a PTP.

125.	 That is, PTPs below the size threshold in this proposal would 
continue to be subject to corporate treatment, and PTPs 
would not need to do anything new to continue to be taxed as 
corporations.

126.	 See section 7704(d)(1).

127.	 Accordingly, some prior proposals have adopted an approach 
that would curtail or limit the qualifying income exception for 
certain PTPs in the investment management sector. See, e.g., 
S.1624, 110th Cong. (as referred to S. Comm. on Fin., June 14, 
2007); U.S. Senate Committee on Finance, Baucus-Grassley 
Bill Addresses Publicly Traded Partnerships (March 14, 2007); 
The President’s Economic Recovery Advisory Board, The Re-
port on Tax Reform Options: Simplification, Compliance, and 
Corporate Taxation, August 2010, at 75-76. But cf. CBO, supra 
note 47, at 25 (suggesting that subjecting “all publicly traded 
firms” to the corporate income tax “would affect few firms not 
already subject to the corporate tax.”); Berger, supra note 33,at 
161 (rejecting basing corporate treatment on whether a firm is 
publicly traded, including because “the standard would deter 
some firms from gaining liquidity where doing so would elimi-
nate the firm’s pass-through treatment”). Removing the quali-
fying income exception aligns with the policy goals of raising 
revenue from large and complex business entities, treating en-
tities with fundamentally corporate characteristics (and that 
would have historically been formed as corporations) as cor-
porations, and ensuring that similar entities are taxed similarly.

128.	 The difference between these two approaches, then, would 
only be for an entity that is publicly traded but not treated as 
a corporation under section 7704(a) due to qualifying income 
and that is not large enough (or complex enough) to be a Cov-
ered Entity. Such entities would be taxed as C corporations if 
the qualifying income exception is deleted but would not be 
taxed as C corporations if PTP taxation is expanded only when 
the otherwise-excepted entity is a Covered Entity.

129.	 Note that such a clarification is unnecessary in the PTP con-
text: For a PTP, the term “corporation” will almost always mean 
“C  corporation” as a practical matter, since PTPs will rarely 
(if ever) satisfy the ownership conditions for making a sub-
chapter S election and will rarely (if ever) be able to collect 
the consent of all public shareholders as required under sec-
tion 1362(a)(2). Additionally, such a clarification may be unnec-
essary under the alternative version of the proposal that im-
poses ownership requirements for Covered Entity treatment 

(discussed in Section I.E.2. of the Technical Appendix). Under 
such a proposal, entities that meet the criteria for S corpora-
tion election under section  1361(b)(1) would not be Covered 
Entities.

130.	 The estimates in the main paper focus on taxing large pass-
through entities. That is in part due to the difficulty of estimat-
ing the revenue for a proposal that is based on complexity of 
an entity’s ownership (e.g., number of owners). However, some 
existing discussion of this issue explores the possibility that 
such an ownership criterion (or something similar) is most ap-
propriate. See, e.g., Lokken, supra note 33, at 282. A proposal 
fully based on complexity of an entity’s direct ownership pro-
vides the advantages of being potentially easier to assess, and, 
in some cases, harder to avoid. Additionally, certain proposals 
take the position that policy of this nature should be focused 
on reaching either (1) complexity of ownership or (2) corpo-
rate characteristics, and that reforms should thus be tailored 
at decreasing complexity or aligning treatment between cor-
porations and pass-through entities that are corporation-like 
in some respect other than size (e.g., LLCs). On the other hand, 
proposals based solely on corporate characteristics would, 
without additional exclusions, generally include some small 
businesses.

131.	 See, e.g., Lokken, supra note  33 (proposing to restrict sub-
chapter K to service firms—i.e., firms for which capital is not a 
material income-producing factor).

132.	 Setting that threshold may turn on the distinction between 
large and small, but it may also be adjusted for revenue- or 
other policy-related reasons.

133.	 Taxable income is not a particularly good measure of size, 
since it can fluctuate significantly from entity to entity (or 
even industry to industry) due to various tax preferences in 
the Code. Book income may be a better measure of size as 
a general matter, but may be too difficult to incorporate and 
harmonize with existing tax rules and concepts for this pur-
pose. Other metrics such as employee headcount may also 
be good measures of business size as a general matter, or for 
certain purposes, but are likely inappropriate here, particularly 
if the goal is to capture certain large entities that may have no 
or few employees (or even no active business operations).

134.	 As discussed below, a one-way ratchet such that an entity 
cannot get back out of Covered Entity status once scoped in 
may be another approach to combating volatility.

135.	 Other recent size-based regimes, though not based on gross 
receipts, also use a multiyear averaging approach. For ex-
ample, CAMT imposes a 15 percent minimum tax on the book 
income of “applicable corporations,” defining applicable cor-
poration as a corporation with average annual book income 
of $1 billion over the prior three years. Section 59(k)(1)(B). An 
annual average computed over a three-year period is thus a 
well-established method for measuring size.

136.	 See, e.g., sections 163(j)(3), 263A(i), 447(c)(2), 460(e), 471(c); 
OBBBA, Pub. L. 119-21, Title VII, § 70302(f)(1)(B); cf. section 45F(c)
(4) (measuring over five years rather than three).

137.	 See, e.g., IRS, Dirty Dozen tax scams for 2026: IRS reminds tax-
payers to watch out for dangerous threats, IR-2026-30 (March 
5, 2026) (listing charitable schemes “involv[ing] inflated ap-
praisals” of “syndicated conservation easements or art” as 
one of the “annual Dirty Dozen list of tax scams[.]”); Tax Law 
Center, Valuation & family limited partnerships, The Tealbook.

138.	 Additionally, in some cases, businesses may have nontax rea-
sons to avoid understating asset value—or even to attempt to 
overvalue assets—such as for the purpose of reporting finan-
cial results or soliciting investors. This could potentially coun-
teract the tendency to undervalue assets for tax purposes in 
some cases.

139.	 Section 856(c)(4)(A). REITs also must satisfy additional asset 
tests under section  856(c)(4)(B), but what is most relevant 

https://taxpolicycenter.org/taxvox/case-corporate-tax-two-trends-make-pass-through-taxation-harder-defend
https://taxpolicycenter.org/taxvox/case-corporate-tax-two-trends-make-pass-through-taxation-harder-defend
https://www.finance.senate.gov/release/2007/03/14/baucus-grassley-bill-addresses-publicly-traded-partnerships
https://www.finance.senate.gov/release/2007/03/14/baucus-grassley-bill-addresses-publicly-traded-partnerships


Toward a uniform business tax system: Examining proposals to tax large pass-through entities as corporations 61

here is not the criteria to qualify for REIT status but rather the 
existing method for measuring “total assets.”

140.	 Section 851(b)(3), (c).

141.	 Section 1297(a)(2); see also section 1297(e).

142.	 Section 856(c)(4)(A); Treas. Reg. § 1.856-2(d)(3).

143.	 This is similar to some of the considerations above regarding 
the use of gross receipts versus net income. Note also that 
certain existing guidance incorporates a dual measure of both 
gross and net assets. For example, certain reorganizations 
under section 368 require a transfer of “substantially all” of a 
corporation’s assets. Long-standing IRS guidance has defined 
the term “substantially all” for this purpose as at least 90 per-
cent of the fair market value of the corporation’s net assets 
and 70 percent of the fair market value of the corporation’s 
gross assets. See Rev. Proc. 77-37, 1977-2 C.B. 568, and related 
guidance.

144.	 See, e.g., section 1202(d)(2).

145.	 Section 59(k)(3)(A).

146.	 See Notice 2025-27.

147.	 See section 52(a).

148.	 See Treas. Reg. § 1.52-1(c)(2)(iii).

149.	 However, note that, as discussed in the paper and below, the 
paper’s base proposal would exclude certain entities even if 
they were large enough to cross the size threshold, such as 
large RICs taxed under subchapter M or very large sole propri-
etorships.

150.	 See Section 5 (Questions and concerns), above.

151.	 See, e.g., Treas. Reg. §§ 1.52-1(c)(1), (d)(1) (emphasis added).

152.	 Peter Richman, All for One or None for All: Aggregating Enti-
ties for the Corporate Minimum Tax, Tax Law Center (August 
17, 2022) (highlighting that “[t]he PE [private equity] industry 
commonly takes the position that PE funds are not engaged 
in a trade or business and thus not subject to aggregation un-
der section  52(b)”). Regarding whether private equity funds 
operate a “trade or business” more generally, there has been 
some debate on this issue over the years. See, e.g., Steven M. 
Rosenthal & Andrew W. Needham, Taxing PE Funds and their 
Partners: A Debate on Current Law, Tax Notes (June 10, 2013) 
(transcribed from ABA tax section May meeting, May 10, 2013, 
Washington). Additionally, some funds (and fund strategies) 
seem likelier to produce “trade or business” treatment than 
others. See, e.g., YA Global Investments, LP v. Commissioner, 161 
T.C. 173 (2023); YA Global Investments, LP v. Commissioner, T.C. 
Memo. 2024-78 (August 8, 2024). Trade or business treatment 
depends on the specific nature of their “investment” activities. 
However, broadly speaking, there is general consensus that a 
typical private equity fund that makes majority or “buyout” 
investments in corporate stock is not engaged in a “trade or 
business” for U.S. federal income tax purposes.

153.	 H.R. 5376, § 138151, 117th Cong. (as passed by the House, No-
vember 19, 2021).

154.	 S. Amdt. 5194 (proposed August 6, 2022), amending H.R. 5376, 
117th Cong., 2d Sess.

155.	 S. Amdt. 5472 to S. Amdt. 5194 (adopted August 7, 2022), 
amending H.R. 5376, 117th Cong., 2d Sess.; see also Alan Rap-
peport, How a Last-Minute Lobbying Blitz Watered Down a Cli-
mate Tax Bill, New York Times (August 8, 2022).

156.	 The Joint Committee on Taxation (JCT) estimated that the 
changes to rules relating to common control in H.R. 5376, 117th 
(as passed by the House, November 19, 2021), would raise 
$16.0 billion over 10 years. See JCT, Estimated Budget Effects 
of the Revenue Provisions of Title XIII—Committee on Ways 
and Means, of H.R. 5376, The Build Back Better Act, as Passed 
by the House of Representatives, JCX-46-21, at 6 (November 
19, 2021).

157.	 Section 59(k)(1)(D).

158.	 See section  163(j)(3) (incorporating section 448(c) by refer-
ence).

159.	 See section 448(c)(2) (incorporating sections 52(a), (b) by ref-
erence).

160.	 See Sheldon I. Banoff, Identifying Partners’ Interests in Profits 
and Capital: Uncertainties, Opportunities and Traps, 85 Taxes 
197 (March 2007), for an in-depth exploration of partners’ in-
terest in profits and capital, the limitations of these approach-
es, and other possible approaches to ownership and related-
ness.

161.	 See section 52(b)(1); Treas. Reg. § 1.52-1.

162.	 See Banoff, supra note 160, at 254-55, 260, 299.

163.	 See Alumax Inc., et al. v. Commissioner, 109 T.C. 133 (1997), aff’d, 
165 F.3d 822 (11th Cir. 1999).

164.	 Section 482 applies to taxpayers “owned or controlled directly 
or indirectly by the same interests.” For this purpose, Treas. 
Reg. §  1.482-1(i)(4) defines the word “control” broadly as in-
cluding “any kind of control, direct or indirect, whether legally 
enforceable or not, and however exercisable or exercised, in-
cluding control resulting from the actions of two or more tax-
payers acting in concert or with a common goal or purpose.”

165.	 See Prop. Treas. Reg. § 1.892-5(c)(2).

166.	 See Treas. Reg. § 1.1563-1(a)(3)(iii), Example (1) (providing an ex-
ample of how to assess the 50 percent identical ownership 
prong in the context of a controlled group of corporations un-
der section 1563).

167.	 See Michael Love, Taxing Complexity, Columbia Public Law 
Research Paper No. 625783 (February 4, 2026); Fox, Liscow, & 
Love, supra note 4.

168.	 Cf. sections 1362(b)(1)(A)—(B), (D).

169.	 See PARTNERSHIPS Act, S. 2095, § 2, 119th Cong. (as referred to 
S. Comm. on Fin., June 17, 2025).

170.	 See Donald E. Rocap & Russell S. Light, The Mixed-up World of 
Pseudo Passthroughs, Taxes: The Tax Magazine, Vol. 85, Issue 3 
(March 2007).

171.	 Taxing additional “pass-through” entities as corporations may 
not share the same rationale as doing so for partnerships and 
S  corporations. As such, many scholars considering similar 
proposals have opted to carve out many of these other en-
tities. However, policymakers considering these proposals 
may decide that certain of the carveouts—most particularly 
the carveouts for entities eligible for pseudo-pass-through 
treatment under subchapter M, discussed below—do not in 
fact align with their particular policy goals and thus modify the 
Covered Entity definition to cover such entities. Alternatively, 
if a particular carveout would give rise to an opportunity for 
avoidance and abuse, it can and should be modified to pre-
vent this. In making the below carveouts, we have considered 
opportunities for avoidance but may not have accurately as-
sessed the true risk. See further discussion below.

172.	 There is some nuance here, and this will not always be the 
case. For example, even where the underlying business (i.e., 
the potential DRE) is large enough to be a Covered Entity un-
der the size threshold, it may have a significant owner that is 
(1) another partnership, (2) not large enough to be a Covered 
Entity itself, and (3)  not required to be aggregated with the 
underlying business if the underlying business were treated 
as a partnership. For example, the tested entity may have a 
40 percent owner that is a partnership that is itself not a Cov-
ered Entity. In such a case, allowing the underlying business to 
be a partnership likely triggers Covered Entity (and thus cor-
porate) treatment, but ensuring the underlying business is a 
DRE (and the partnership owner is not the sole owner) may 
provide a better tax result for all owners.

173.	 Subchapter  M also addresses the taxation of real estate 
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mortgage investment conduits (REMICs). See sections 860A-
860G. These are not discussed here. But see Berger, supra 
note 33, at 106 n.3.

174.	 See sections 851(a) and (b).

175.	 See BNA Portfolio 742-4th at Section I.A.

176.	 See section 856.

177.	 Treas. Reg. § 301.7701-4(b).

178.	 Treas. Reg. § 301.7701-4(c)(1).

179.	 See, e.g., Berger, supra note  33, at 106, 164, ns.3, 253 (1991) 
(tentatively suggesting that RICs and REMICs should not be 
Covered Entities but that REITs and publicly traded real estate 
partnerships should be covered entities).

180.	 Section 965(h).

181.	 See Melissa Costa & Caitlin McGovern, Effect of IRC Sec-
tion  965 Transition Tax on Domestic Corporations, Tax Year 
2017, at 2, IRS Statistics of Income (“For Tax Year 2017, just over 
3,200 corporations reported a total net IRC section 965 tax li-
ability totaling $140.8 billion. Approximately 1,750 corporations 
elected to pay their tax liability in installments for a total of 
$126.5 billion in deferred payments.”)

182.	 See PARTNERSHIPS Act, S. 2095, § 11, 119th Cong. (as referred to 
S. Comm. on Fin., June 17, 2025).

183.	 Actual liquidations, mergers, and asset transfers are typically 
more difficult from a nontax perspective than a deemed liq-
uidations via CTB election. But, given the low likelihood that 
former Covered Entities would be rushing to convert back into 
partnerships anyway, it seems unnecessary to maintain the 
administrative simplicity of a check-the-box election in this 
context. However, the rules should consider whether it makes 
sense to treat partnerships and S corporations differently in 
this regard, as they are treated under current law. That is, con-
verting back into an S corporation may be more desirable, and 
more feasible, than converting to a partnership, given the ef-
fective deferral of built-in gains tax under section 1374.

184.	 Another possible approach could be to require (or allow) a 
conversion back to pass-through treatment but defer the as-
sociated tax liability in some manner—e.g., an approach simi-
lar to the application of the section 1374 built-in gains tax to 
C corporation assets that are carried over into S corporations 
or REITs. Cf. note 183, supra. However, such an approach seems 
needlessly complex and unlikely to provide meaningful ben-
efits (administrative or otherwise) to taxpayers.

185.	 This question will be most relevant and most difficult for com-
plex partnerships, whose agreements often reflect highly de-
tailed, bespoke, and flexible sharing of economic ownership 
among the partners. S corporations should present far fewer, 
if any, translation issues given that they (1) are corporations, 
and thus their ownership is already structured as corporate 
stock, and (2) are required to have the type of simple, pro rata 
ownership that simplifies the analysis.

186.	 Corporations have some ability to do versions of this as well—
e.g., through “tracking stock.” See, e.g., Stuart M. Finkelstein & 
Benjamin Handler, Chapter  466: Tracking Tracking Stock, in 
The Corporate Tax Practice Series: Strategies for Acquisitions, 
Dispositions, Spin-Offs, Joint Ventures, Financings, Reorgani-
zations & Restructurings (Second Edition), PLI (August 2020; 
supplement April 2026).

187.	 Each share of corporate stock, by contrast, is treated as a 
separate item of property with its own tax basis and value. Ac-
cordingly, whereas a corporate shareholder holding multiple 
shares can choose to sell only its high-basis shares (and thus 
trigger less tax), a partner that sells a portion of its partnership 
interest will trigger a proportionate amount of its gain regard-

less of how those interests are denominated in the agreement; 
it cannot choose to sell only the high-basis portion of its part-
nership interest.

188.	 Alternatively (or additionally), the entity may be of a nature 
that the translation of its economics into corporate stock is 
irrelevant—e.g., an internal holding company or “blocker” cor-
poration that is not expected to make distributions or impli-
cate subchapter C rules that depend on evaluating the vote or 
value held by shareholders.

189.	 Similarly, the transition at the beginning of the PTP regime like-
ly does not fully reflect the difficulties here. To facilitate public 
trading, publicly traded partnerships that are officially pub-
licly traded on an exchange have certain features that make 
that transition to taxation as a C corporation easier (e.g., the 
partnership’s equity is divided into units that can actually be 
traded by the public).

190.	 Often significant litigation arises over whether something 
actually goes beyond what Congress intended to capture, 
whether the taxpayer has a principal purpose of avoidance, 
etc. For example, for certain principal purpose tests, even if 
a taxpayer has a legitimate business purpose and the new 
structure would not otherwise generally be captured, the 
fact that the principal purpose was to avoid tax may keep the 
taxpayer within scope of the relevant rule. See, e.g., Tax Law 
Center, Comments Regarding Stock Repurchase Excise Tax 
Proposed Regulations, at 6 & n.22 (June 21, 2024) (provid-
ing examples of statutory principal purpose rules); id. at 4 
(describing a transaction, which may or may not have been 
covered by the proposed stock buyback excise tax funding 
rule—ultimately not adopted in the final rules—depending on 
its principal purpose); id. at 5-8. In other cases, there may be 
some authority delegated to Treasury or the IRS to craft rules 
that capture additional entities or structures (i.e., to be overin-
clusive rather than underinclusive) to make sure that there are 
not unforeseen avoidance routes. See, e.g., section  4501(f); 
Comments Regarding Stock Repurchase Excise Tax Proposed 
Regulations, supra, at 5-8.

191.	 E.g., because neither the ownership nor control of the resultant 
entities would be sufficiently overlapping to meet the test for 
aggregation (and in some cases, not overlapping at all).

192.	 While all of these “avoidance” techniques seem like ones that 
can be undertaken in a bona fide manner, as above, certain 
taxpayers will likely engage in more aggressive, legally ques-
tionable, or even blatantly unlawful techniques to avoid cor-
porate treatment. Again, this is the kind of avoidance or eva-
sion that existing anti-abuse doctrines may shut down and 
that the rules should seek to eliminate to the extent possible.

193.	 It would, for example, generally involve both re-domiciling the 
relevant entity and ensuring that its actual business opera-
tions were occurring outside the U.S. such that the entity no 
longer had a U.S. trade or business under existing U.S. tax law 
(e.g., sections 864, 881, and related rules). This would mean en-
suring, among other things, that the entity no longer had a U.S. 
office, key employees were moved outside of the U.S., etc. This 
may be impossible for many businesses that have been oper-
ating in the U.S. for any significant period.

194.	 See, e.g., President’s Advisory Panel on Federal Tax Reform, 
Simple, Fair, and Pro-Growth: Proposals to Fix America’s Tax 
System, at 129, November 2005 (proposing to impose an en-
tity-level tax on large pass-throughs along with a 100 percent 
exclusion for domestic dividends and a 75 percent exclusion 
of capital gains on sale of corporate stock).

195.	 Certain proposals have specifically aimed to discourage tier-
ing, however, or at least to make tiered entities internalize more 
of the costs of complexity. See, e.g., Love, supra note.

https://www.congress.gov/bill/119th-congress/senate-bill/2095/text
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The U.S. tax system raises insufficient revenue to meet national needs. The erosion of taxes on 
business income, including as a result of both the increasing use of pass-through entities and the 
growth in size and complexity of such entities, has been a significant driver of these revenue losses. 
Furthermore, applying pass-through taxation to an increasing number of complex arrangements 
has created substantial challenges for tax administration, compliance, and enforcement. This 
paper examines an approach that many policymakers have offered to address these issues: 
requiring large or complex pass-through entities to pay federal income tax at the entity level, 
as corporations do. This paper outlines the challenges that the current system presents and 
the reasons such an approach has been attractive. It then develops and evaluates a concrete 
proposal to treat certain pass-through entities as corporations, examining how such a proposal 
could be constructed and implemented and its revenue and distributional impact. Revenue and 
distribution estimates have been provided by the Urban-Brookings Tax Policy Center.

Revenue raised by base proposal, 2027–36
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Source: Tax Policy Center 2026.

Note: Figure shows revenue estimates for the base proposal, i.e., requiring partnerships and S corporations with 
gross receipts exceeding $25 million to be treated as C corporations for federal income tax purposes. Revenue and 
distribution estimates have been provided by the Urban-Brookings Tax Policy Center.
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