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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.



Toward a uniform business tax system: Examining proposals to tax large pass-through entities as corporations 9

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

Distribution of various types of income by adjusted gross income, 2022

30%

37%

58%

93%

50%

41%

23%

6%

Taxpayers with income below $1M

20%

23%

19%

1%

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

Partnerships

S corporations

Dividends

Wage income

Taxpayers with 
income between 

$1M and $10M

Taxpayers 
with income 
above $10M

Source: Internal Revenue Service 2022.

Note: Figure data are from IRS, SOI Tax Stats—Individual statistical tables by size of AGI for tax year 2022 (filing year 
2023), at Table 1.4. 99.5 percent of taxpayers have income below $1 million, 0.48 percent of taxpayers have income 
between $1 million and $10 million, and 0.02 percent of taxpayers have income above $10 million. S corporation and 
partnership income is net income less net loss. Dividends includes ordinary and qualified dividend amounts. Wage 
income is calculated from Form W-2 wages.

The
Tax Law 
Center NYU

LAW



Toward a uniform business tax system: Examining proposals to tax large pass-through entities as corporations 11

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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76.	 “Partnerships with 100 or more partners accounted for only 
0.4% of all partnerships, but 35.5% of all partners in 2023.” See 
Ron DeCarlo et al., Partnership Returns, Tax Year 2023, at 1, IRS 
Statistics of Income Bulletin, Fall 2025.

77.	 The requirement that ownership be proportionate, or pro rata, 
would be somewhat difficult to draft for partnerships, but ex-
isting proposals provide a starting point. For example, Sena-
tor Wyden’s recent proposal to require certain partnerships 
with related party partners to use a “consistent allocation” 
method, see PARTNERSHIPS Act, S. 2095, § 2, 119th Cong. (as 
referred to S. Comm. on Fin., June 17, 2025), is conceptually 
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78.	 The report states that Congress could require large pass-
throughs “to pay a separate entity-level tax, without neces-
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choose to keep it for other reasons.” Alexandra Thornton & 
Brendan V. Duke, Ending the Pass-Through Tax Loophole for 
Big Businesses, Center for American Progress, August 2016, at 
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not change its organizational form for state-law purposes, or 
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entity-level tax on certain pass-throughs but otherwise allow 
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79.	 Furthermore, certain other taxes or proposals either are, or 

initially seem like they may be, helpful in designing such a tax. 
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many states and localities now have, as a workaround to the 
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entity level, see, e.g. Fox, Liscow, & Love, supra note 4, at 39 
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80.	 See Tax Law Center, Employment taxes on active pass-
through income, The Tealbook: Options to Broaden the US Tax 
Base.
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book: Options to Broaden the US Tax Base.
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reforms may raise less revenue after implementation of the 
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88.	 Derived from IRS SOI data for 2022 found here: SOI Tax Stats—
Partnership statistics by sector or industry | Internal Revenue 
Service.

89.	 Derived from IRS SOI data for 2022 found at Table 6.1, here: 
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Report (Publication 16) | Internal Revenue Service. This distri-
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corporations, Form 1120s | Internal Revenue Service) also indi-
cate that the gross receipts of the largest S corporations are 
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90.	 See section  199A(d)(2)(A); Justin Elliott & Robert Faturechi, 
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Shaping Trump’s “Big Beautiful Tax Cut,” ProPublica (August 11, 
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93.	 Ryan Hess et al., The Spiderweb of Partnership Tax Structures, 
Washington Center for Equitable Growth, Working Paper 
(February 2025).

94.	 Otay Project LP v. Commissioner, T.C. Memo. 2026-21 (Feb. 23, 
2026); Walter D. Schwidetzky, The Otay Sham, Tax Notes (Aug. 
19, 2025).
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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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